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PREFACE

At the request of the Deputy Prime Minister Mr. Saadeh Al Shami, a team from the IMF Fiscal
Affairs Department and Legal Department conducted a mission in Beirut during September 12-
23, 2022, to assist the authorities in reviewing tax policy. The mission comprised Shafik Hebous
(mission head), Svetlana Cerovic (MCD), Michael Keen (FAD expert), Lydia Sofrona (LEG expert),
Christophe Waerzeggers (LEG), and Nate Vernon (FAD).

The mission held discussions with Deputy Prime Minister Mr. Saadeh Al Shami and the Ministry
of Finance (MoF) led by the Minister of Finance Mr. Youssef Khalil, including Mr. Georges
Maarrawi (Director General), and Mr. Louay el Hajj Chehade (Commissioner General). The mission
also held discussions with the Minister of Economy Mr. Amin Salam, the Minister of Industry Mr.
Georges Bouijikian, the Minister of Energy and Water Mr. Walid Fayad, and the Governor of the
Banque Du Liban Mr. Riad Salameh. The mission also met with officials from the Lebanese
Customs Administration.

The mission team held meetings with representatives of the private sector (including banks and
law firms); the Association of Banks in Lebanon (ABL); the Chamber of Commerce, Industry, and
Agriculture; the Regie Libanaise des Tabacs et Tombacs; the Investment Development Authority
of Lebanon (IDAL); and civil society organizations. The mission also met with representatives of
the World Bank.

The mission team would like to express its sincere thanks to the authorities for the constructive
discussions and to Ms. Sabine El Corm and Ms. Claudine Karaki for the excellent organization
throughout the mission, facilitating access to data, and the informative discussions.
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EXECUTIVE SUMMARY

Lebanon’s tax revenue more than halved between 2019 and 2021, in the face of the
deepest economic crisis since the end of the civil war. Without taking active tax measures
now, the decline in revenue is likely to continue in 2022 and 2023 with severe ramifications,
beyond foregone receipts (and consequent deterioration of public institutions), in undermining
the progressivity of the system, and in aggravating inequality and distortions.

This report identifies tax policy reform options to stop the drain on Lebanon’s tax revenue
in the immediate and near-terms and to move toward a more efficient, effective, and
inclusive tax system in the medium-term. The analysis emphasizes the need for a holistic view
of the tax system to guide reforms and balance the trade-offs, rather than a piecemeal approach
with ad hoc uncoordinated measures—and for a strategic, sequenced approach to developing a
rapid and powerful emergence from current difficulties. Though not developed in detail in this
report, it will be critical to assess the impact of recommended measures on the most vulnerable
and adopt compensating spending measures as needed (including, potentially, through the

Expanded Social Safety Net; ESSN).
A Package of Immediate Measures

Correcting mis-valuation. A single market exchange rate should be used for all valuations for
tax purposes. For a short-term transition, an index that is reasonably close, and converging, to
the market exchange rate can be used. The exchange rate for valuing taxes is not meant to (and
should not) be a tax policy choice or set at some ad hoc preset value. Adopting a lower rate than
the Sayrafa or any preset value in absolute amount for tax purposes is strongly recommended
against. The mis-valuation of customs, excises, and VAT at the border—due to the use of the
predetermined exchange rate of LBP 1,507 (compared to the market rate of about LBP 38,000 as
of September 22, 20222)—is estimated to cause a loss of revenue of 4.8 percent of GDP in 2022.

This costis decomposed as in the table below.

Correcting for high inflation. Specific excises and thresholds that are setin nominal values
should be reset and indexed to inflation. Failing to reset the specific excises (mainly on fuel) has
led to a loss of revenue of 0.8 percent of GDP, bringing the total forgone revenue (from the lack
of response to the depreciation and inflation) in 2022 to 5.6 percent of GDP. The VAT threshold
should be restored to an appropriate level to ease administrative and compliance costs.
Employment income tax brackets should be adjusted and indexed to inflation to reinstate the
original schedule of increasing average tax rates and address the continuing damage to both
horizontal and vertical equity. In all cases, indexing should be automatic.

11



| 2022 | 2023
Estimated revenue loss from mis-valuation at the border (% GDP)
Customs 0.7 0.6
Excises 14 0.6
VAT 2.7 2.3
Customs + Excises + VAT 4.8 3.5
Estimated revenue loss from the lost real value of specific excises (% of GDP)
Excises 0.8 0.8
Total cost 5.6 4.3

Source: IMF staff calculation (as detailed in Appendix 1 and Section Il of this report).

Ending excessively favorable capital income tax treatment. Under-taxation of the affluent,
mainly non-wage earners, weakens revenues, the role of tax policy in income redistribution, and
tax morale. The following exemptions should be repealed to close loopholes: (i) the withholding
tax on dividend distributions to individuals from holding and offshore companies; (ii) capital
gains from the sale of shares in joint stock companies; and (iii) capital gains from the sale of real
property for other than the primary residence. Shortcomings in corporate taxation should also be
addressed, including by: eliminating the preferential tax treatment for export earnings
(inconsistent with current international trade standards); including corporate capital gains to the
corporate income tax base (rather than taxing them separately).

Unlocking the potential of property taxation. As a critical step toward reaching the full
potential of the built property tax, the exemption of vacant properties—which ultimately
discriminates in favor of idle resources and easing tax evasion—should be abolished
immediately. This measure should be a part of greater efforts, in the immediate- and near-terms

to improve the quality of the property valuation system and keep property values current.

Near-Term Measures
Rebuilding Lebanon’s tax system is a continuous process. In 2023, reforms should focus on:

Making the VAT great again. The introduction of the VAT in 2002 is a living proof of the
possibility of highly successful tax reform in Lebanon. To rise to the ongoing tax challenges, the
VAT design should be strengthened by near-term measures to lower the compliance and policy
gaps. Estimates suggest that—without raising the VAT rate—relatively moderate measures can
yield extra revenue of 1 percent of GDP. Specific recommendations to broaden the VAT base
include removing the distortionary exemption of inputs into specified sectors and generally
restricting entitlements to refunds (as much as possible) to VAT registered businesses by
abolishing the tourist refunds scheme, inter alia.

Making better use of excises. Excises are an efficient way to reduce pollution, generating
marked environmental benefits and significant revenue, with a modest impact on prices. An
excise on diesel that increases from USD 0.10 in 2023 to USD 0.25 per liter in 2025 is estimated
to raise 1.5 to 3 percent of GDP in revenues. While the tax on diesel is the priority and should be

12



introduced in the near-term, excises on propane and butane could also be phased-in
automatically in the legislation without requiring further parliamentary approval.

Closing loopholes and modernizing the corporate income tax (CIT). In line with international
best practices, professionals should be taxed in the real profits’ regime and with the use of
withholding taxes on payments to professionals for services. The regimes of offshore and holding
companies (that no longer conform with international standards), and wasteful CIT incentives
should be abolished.

Medium-Term

Preparation for medium-term measures should be completed in 2023, for them to enter into
effect in 2024/2025. Upgrading income taxation requires a new income tax law to replace the
existing outdated one. The new law should strive to ensure tax neutrality across income sources
and legal forms, protect the base with an arsenal of up-to-date anti-tax avoidance rules, and
incorporate efficient and effective cost-based tax incentives. Finetuning the VAT should continue
by, among other things, removing the exemption on diesel and improving the design of the
cross-border rules.

Summary of Recommendations

Immediate Recommendations

Valuation | « Use the market exchange rate (possibly using the Sayrafa rate during a
transition period) uniformly in the entire tax system for valuation.
e Nominal magnitudes should be indexed to inflation.

VAT e Use the market exchange rate (possibly transition using the Sayrafa rate)
uniformly to value imports for VAT purposes

e Return the real value of the VAT threshold to around USD 75,000.

e Adopt automatic indexation to inflation (perhaps beyond some trigger value)
of the threshold and other VAT provisions that are specified in nominal terms.

Excises o Restore specific excises towards their real pre-crisis values.

e Adopt automatic indexation of specific excises, including bracket ranges
(perhaps beyond some trigger level).

o As with all other excises, adopt automatic indexation of the fuel excises

(perhaps beyond some trigger level).

Income e Adjust the income tax brackets for inflation automatically.

Taxes « Enable the tax administration to access relevant banking information.

e Start receiving and acting upon information on offshore holdings on
Lebanese residents for tax purposes through the Global Forum framework.

e Include capital gains from the sale of shares in joint stock companies by

individuals in the taxable base.
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Abolish the WHT exemption for dividend distributions to individuals from
holding and offshore companies.

Limit the exemption from the capital gains tax of gains from the sale of real
property by individuals to one primary residence.

Abolish the preferential CIT treatment for export earnings.

Abolish reduced CIT rates for reinvested profits, with grandfathering.
Subject corporate capital gains to the standard CIT rate.

Property
Taxes

Use the market exchange rate for all transaction taxes on property transaction
that are denominated in USD (or other foreign currencies).

Remove the built property tax exemption for vacant properties and the
preferential treatment for the for second properties.

Extend the registration fee to transfers of shares that derive their value

primarily (50 percent or more) directly or indirectly from real property.

Near-term Recommendations

VAT

Tax inputs into the exempt sectors or activities specified in Article 59.
End the tourist refunds scheme.

Excises

Introduce an excise on diesel and fuel oil of USD 0.25 per liter and restore
excises on gasoline and kerosene to pre-crisis levels in USD terms.
These taxes could be phased-in over three years but should avoid the need

for subsequent parliamentary approval.

Income

Taxes

Subject professionals to the real profits regime and use a WHT on payments
to professionals.

Eliminate the offshore and holding companies’ regimes, with existing
taxpayers allowed to unwind their structures without tax.

Introduce an interest limitation rule, with limited grandfathering for existing
loan arrangements.

Strengthen residence rules for individuals and corporations.

Introduce a PE definition and comprehensive related party definitions.
Estimate revenue foregone from key income tax (and VAT) expenditures.

Property
Taxes

Streamline the property valuation system between the different levels of
government and agencies involved to achieve a single property valuation.
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Medium-term Recommendations

VAT Tax immovable property transactions, including in new residential property,
more comprehensively.
Remove the recently introduced VAT exemption on diesel.
Tighten exemptions for health and education.
Tax fee-based financial services more compressively
Improve the design of the cross-borderrules.
Excises Review the implicit tax treatment of tobacco products, in the light of both revenue
and health objectives.
Income Subject rental income of individuals to income tax.
Taxes Introduce a simplified regime for businesses below the VAT threshold.
Make the real profits regime compulsory for all CIT payers, businesses with turnover
in excess of the VAT threshold, and all who register voluntarily for the VAT.
Unify the rates schedules for wages and business activity of individuals.
Thoroughly review and reform Investment Law incentives and replace by cost-based
incentives that are warranted by explicit cost-benefit analysis.
Start regular publication of tax expenditure reports.
Introduce strong source rules, CFC rules, transfer pricing rules, an offshore indirect
transfers rule and consider a GAAR as part of the ITL reform.
Property Improve the quality of the property valuation system and keep property values
Taxes current.

Consider broadening the recurrent property tax base to unbuiltland.
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. INTRODUCTION

1. Lebanon is living through dire economic circumstances. The 2019 banking turmoil
was followed by a significant fall in the value of the Lebanese Pound (LBP) and the sovereign
default in March 2020 (the firstin Lebanon’s history). With the outbreak of the COVID-19
pandemic and the devastating explosion in the Port of Beirut in August 2020, economic
contraction continued with negative growth of 48 percent between 2018 and 2021." The tax-GDP
ratio dropped from its pre-crisis level of 15.5 percentto 6.6 percentin 2021 (Figure 1), its nadir
since the end of the Lebanese civil war in 1990. Inflation reached 211.4 percentin May 2022. In
this highly troubled context, in early 2022 Lebanon and the IMF reached a staff-level agreement
on comprehensive economic policies that could be supported by a 46-month Extended Fund
Facility (EFF) arrangement equivalent to about USD three billion.

2. Without immediate actions, the decline in government revenue is likely to
continue. Even pre-crisis, tax revenue in Lebanon was lagging behind its regional and income-
level comparators. For example, in the largely pre-crisis year 2019, Lebanon'’s tax-to-GDP ratio (at
15.5 percent) was lower than that of Jordan, Morocco, Tunisia, or the average of emerging and
developing economies (Figure 1). This period has also seen a marked share in the composition
of revenues. Since 2004, the share of income taxes in total revenue in Lebanon increased from 12
to 30.3 percent, particularly due to taxes on interest income that reached almost 17 percent of
total revenue in 2019 (3.2 percent of GDP). However, in 2022, with the downfall in interest on
bank deposits, the yield from this tax is expected to be almost completely eroded. VAT, excises,
and tariffs remain important at 30.3 percent of total revenue in 2019. However, their share in
total revenue has been declining in the last decade—and, moreover, receipts have beenon a
steep downward trajectory since 2019, due in large part to mis-valuation of the tax base (to be
discussed in the next section). Non-tax revenues are also significant, standing at 20 percent in
2019 and predominantly comprising dividends from the wholly state-owned telecom sector (nine
percent of total revenue)? and administrative fees.

3. Lebanon entered the economic crisis already with one of the world’s most skewed
income and wealth distributions toward the affluent. Pre-crisis, the top 10 percent earned 55
percent of national income in Lebanon (Assouad, 2021). In 2019, around 18 percent of
households earned below the monthly minimum wage of LBP 675,000 (LFHLCS, 2019). The
million people demonstrations in October 2019—triggered by a proposed monthly tax of USD 6
on using WhatsApp—is a reminder of the need to raise revenues through a holistic tax reform
that supports income redistribution and balances the trade-offs; rather than a piecemeal
approach with ad hoc uncoordinated measures.

T1n 2018, GDP was USD 64.4 billionversus USD 422 billionin2021.
2 Further detail on the telecom sectorisin Appendix 2.
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4. Reversing the downward trend in tax revenue and improving the entire tax policy
design are thus critical elements of the overall needed reforms for Lebanon to steer its way
out of the crisis and modernize its economy. This report presents a holistic view of taxation in
Lebanon to: (i) identify immediate and near-term tax measures to support revenue and crisis
recovery in an inclusive manner; and (ii) set out options for medium-term reforms to reduce
structural deficiencies and upgrade the capability of the tax system to raise revenue in a growth-
friendly manner, redistribute income, and respond to international tax developments.

5. The structure of the report is as follows. Section Il sets out the profound effects of
exchange rate mis-valuation. Sections Il and IV review the value-added tax (VAT) and excises
respectively, while Section V identifies options to reform personal and corporate income taxes.
Section VI briefly looks at property taxes.3

Figure 1. Tax Revenue and Structure in Lebanon
Trend in Lebanon's Total Revenue and Tax Revenue (% of GDP)
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registration fees, and stamp fees, inter alia. Non-tax revenues are mainly dividends from the telecom and fees. Grantsare
negligible in Lebanon’s public budget.

3 On issues of administration, see IMF (2016, 2018, 2022b). IMF (2004, 2005, 2010) remain relevant on tax policy.
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Il. LEBANON'’S CRISIS AND TAXATION

A. Framing the Problem of Mis-Valuation at the Border

6. The disparity between the market (‘parallel’) exchange rate and the predetermined
‘official’ exchange rate—exceeding a multiple of 25 as of September 2022—has caused
significant problems in the tax system, notably:

e An immense loss in tax revenue, estimated at 3.6 percent of GDP for 2023 (Figure 2):
Customs, excises, and VAT are mis-valued at the border because they are imposed on
imports using the predetermined exchange rate of LBP 1 = USD 1,507 rather than the market
rate (about LBP 38,000 per USD 1in September 2022), implying a base value of less than five
percent of the tax base at the market rate. This mis-valuation of the tax base leads to a direct
loss in revenues from customs and excises of 0.64 and 0.63 percent of GDP, respectively
(Table 1). In the case of VAT, in principle, mis-valuation atthe border could be offsetto some
degree by collection through the domestic VAT chain, but in practice this is not happening
leading to a massive leakage in VAT revenue reaching almost 2.3 percent of GDP (Table 1;
Figure 2).4

e Regressive consequences impacting:

o Vertical equity (average tax rates should increase with the earned income): Nominal tax
brackets for employment income significantly shifted down in Lebanon, leading to a bracket
creep whereby low salaries/wages earned in LBP are subjected to the top employment
income tax rate of 25 percent (almost from the first “market” dollar); and

o Horizontal equity (those with the same income should pay the same tax): There is now a
severe differential tax treatment favoring those who are paid salaries in US dollar over those
who are paid in LBP, as the same real amount would be effectively subjected to two different
tax rates. For instance, an annual salary of USD 25,000 would face an average tax rate of 0.3
percent or about 23 percent depending on whether it is paid in USD or in LBP, respectively.
Note that some salaries must be paid in LBP (notably for public servants) while others have
the liberty to earnin USD.

e Distortions:

o Nullifying policy tools: With the dwarfed tax/tariff liability, the policy objective, whatever that
may be, is no more reflected in the tariff and tax rates.

4 Expectations that the mis-valuation will eventually be corrected appear to have triggered a large volume of
imports (particularly of vehicles and other durables)to benefit from the tax giveaways while they last. Imports
have increased by 34 percent (or nearly USD three billion)in the first seven months of 2022. A similar result is
seen for non-fuel imports, meaning that this increase is not driven by higher fuel prices.
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e Inconsistency in the tax system: Valuation is done differently across taxes (including at the
border and for income taxation) and across taxpayers—causing much incoherence. To name
one example, imported capital goods are now valued for VAT at the border differently from
their values on firm financial and tax accounts (including for depreciation purposes). And the
lack of clarity—including from legal uncertainty—means that the same tax items can be
recorded differently by taxpayers.

e Administration and compliance complications: The diminished real thresholds for VAT
registration and inclusion in the Large Taxpayers Unit (LTU) tend to increase administrative
costs while tax uncertainty and taxpayers' confusion will have raised compliance costs.

Table 1. Revenue Foregone Due to Mis-Valuation of the Tax Base of Imports (% of GDP)

2020 2021 2022 2023

Loss of revenue, assuming the Sayrafa exchange rate 0.72 2.27 4.18 3.10

Loss of revenue, assuming the market exchange rate 1.27 3.66 4.86 3.58

Source: IMF staff calculation (see Appendix 1).

B. Framing the Problem of High Inflation

7. While distinct from the problems of mis-valuating the tax base, relatedly, high
inflation adversely affects revenue and efficiency. Specific excises, tariffs, and other charges
that are setin LBP, have lost their real values (which, in addition to the direct impact on revenue,
further reduced the VAT base into which they enter and nullify their intended policy impact).
Moreover, especially in a very high inflation environment, the time difference between when
collection actually takes place, and the corresponding date of the taxable event reduces the real
value of tax receipts (the ‘Tanzi effect). Inflation also exacerbates distortions from the corporate
income tax (CIT), by reducing the real value of depreciation allowances and encouraging finance
by borrowing rather than through equity. Further, incentives to comply are eroded as fixed
penalty amounts become meaningless.

C. Correction of Mis-Valuation and for High Inflation

8. Evaluation for tax purposes—whether at the border (customs, excises, and VAT) or
for income taxes—should be at the same market exchange rate. The exchange rate for
valuating taxes is not meant to (and should not) be a tax policy choice or some ad hoc preset
value. In contrast to Lebanon, most countries do not face such a discrepancy at the outset when
the official exchange rate is de facto equal (or atleast close) to the market rate.
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9. During 2022-2023, the ‘Sayrafa’> rate can be transitionally used for valuation for
tax purposes, with the prospect that it will converge to the market rate (IMF, 2022c). At
29,000 LBP per 1 USD, the Sayrafa rate has been higher than the official exchange rate but
remained below the market rate (by about LBP 9,000 as of September 2022). Valuation of
imports using the Sayrafa rate would still fail to recover 0.5 percent of GDP of revenues (from
VAT, excises, and tariffs) compared to the market rate. Adopting a lower rate than the Sayrafa or
any presetvalue in absolute amount for tax purposes is recommended against, in the strongest
possible terms. Reiterating, using the market exchange rate is a correction of the current
improper valuation practice. If tax policy intends to mitigate a possible pass-through to the retail
prices of necessary food products and medicine, then the rates of tariffs could be revisited.
However, the VAT should maintain a uniform rate (Section lll. B) while, as discussed further in the
next section, redistribution to low-income households is ideally, and feasibly, achieved using
targeted spending measures.

10. Specific taxes and charges (that are set in nominal values) should be indexed to
inflation. In this regard, discussions about the levels for the VAT threshold, specific excises, and
employment income tax brackets are in Sections lll. C, IV. B, and V. C, respectively. The Tanzi
effect can also be mitigated by automatic indexation (perhaps beyond some threshold inflation
rate) of specific taxes, as well as other tax provisions (relating, for instance, to penalties) that are
specified in LBP terms. Further measures include introducing, for example, quarterly installments
of annual income taxes (IMF, 2004; IMF, 2018) and withholding on professional services (V.E).

Recommendations

o Immediately:
e Use the market exchange rate (possibly using the Sayrafa rate over a brief transition
period) uniformly in the entire tax system for valuation.
¢ Index nominal magnitudes to inflation, perhaps beyond some threshold rate.

> The Sayrafa rate is adopted by the Banque Du Liban (BDL), and is ambiguously linked to the trading volume in
the ‘Sayrafa platform’ thatis accessible to money transfer companies and banks.
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Figure 2. Revenue Impact of Mis-Valuation
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Source: IMF staff calculationbased on data from Lebanese Customs Administration.See Appendix 1. Note: the
relatively high revenue gain in 2022, as compared to 2023, reflects the increase in imports-to-GDP caused by the
documented anticipation effect in 2022 and the expected lag in 2023's imports. This is especially relevant for
excises applied to vehicles, as vehicle imports saw a disproportionately large increase in 2022.
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ll. VAT

A. Current Situation

Background and Design

11. The VAT continues to be Lebanon’s main source of tax revenue. Introduced in 2002,
the VAT stands as a marker of successful tax reform in Lebanon in modern times and continues
to be the single mostimportant contributor to total tax revenue (Figure 1).

12. The VAT adopts the basics of good VAT design, most prominently a single positive
rate—raised to 11 percent in 2017 from 10 percent at introduction—that is imposed on (in
principle) all goods and services whether imported or domestically supplied, with a crediting and
refund mechanism to relieve supply chains from VAT and enable the tax burden to fall on final
consumption. It further features a zero percent rate on exports to relieve consumption abroad
from the VAT base in accordance with the destination principle. The VAT Law also generally
adopts a clear drafting style.

13. However, there remains ample room to improve the VAT two decades following its
implementation. The rest of this section delves deeper into the anatomy of the Lebanese VAT
and its performance, while the following section discusses areas for improvement.

The Performance of the VAT

14. Even before the current crisis, the revenue yield of the VAT was low—and in decline
(Figure 3). From a peak of nearly six percent of GDP in 2008, VAT revenue has steadily declined
to 4.1 percent in 2019, the last pre-crisis year, before plummeting to less than two percent in
2020 and 2021. And that pre-crisis yield is far below the average 6.7 percent of GDP achieved by
comparators.

15. The low revenue yield partly reflects a relatively low standard rate of VAT. It is a
great strength of the Lebanese VAT that there is only a single positive rate. At its current rate of
11 percent this is notably lower than in all comparators (Figure 4). This partly explains the
comparatively low level of VAT revenues. But, both before the 2017 rate increase and after an
revenue boost that followed (visible in Figure 3), revenue has beenin decline even at a constant
standard VAT rate. The modest standard rate alone does not explain the increasing weakness of
VAT revenues.

16. More fundamentally, the poor and worsening performance of the VAT reflects
significant structural weaknesses in design and implementation. A standard indicator
capturing both the extent of compliance and the breadth of coverage of the VAT is 'C-efficiency’:
the ratio of VAT revenue actually collected to the revenue that would be collected if compliance
were perfect and all consumption taxed at the standard rate. For an idealized VAT—a single rate
on all consumption, perfectly enforced—C-efficiency would be 100 percent; that standard is
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rarely achieved of course, but serves as a benchmark.® Three features of the state of, and
developments in, C-efficiency in Lebanon stand out (Figure 4):

e C-efficiency has been in decline for many years. From a peak of around 57 percent in
2008, it stood ataround 33 percent in (largely) pre-crisis 2019. The 2016 'RA-GAP’ report of
the IMF (IMF 2016) points to a decline even before that, from around 2008.

e Even at its pre-crisis level, C-efficiency is low relative to comparators, where it
averages around 47 percent.

e The fall during the crisis has been precipitate, to about 14 percentin 2020.

17. Importantly, the decline in C-efficiency cannot be fully explained by a generalized
fall in consumption: that would be expected to reduce the numerator and denominator of C-
efficiency by roughly the same proportion. Part of the explanation may lie in a shift of
consumption towards items taxed at relatively low rates; this effect alone, however, is unlikely to
explain a good deal of the collapse.

Figure 3. VAT Revenue

. VAT Revenue (% of GDP)
)
o4
G
1=
S
£ 2
[a W
0
N Yo} N~ o0 [e2} o — (o] m < n (o) N~ o0 (o)) o —
o o o o o —l —l ol —l ol —l ol ol ol ol o o
o o o o o o o o o o o o o o o o o
(@] (@] (@] (@] (@] (@] o (o} o o o o o o o o o
15
o1 VAT Revenue (% of GDP, 2020) -
T
= 9
= Average Excl.
2 Averagebxd. ____________ SN e PR I SN -
S 6
o
2 Hom o0 O] | H
0 D?mn[l |:|
5 :

Lebanon
West Bank and
Gaza
Mauritania
Tunisia
Morocco
Azerbaijan
Armenia
Albania
Georgia
Montenegro \

Source: IMF statistics and IMF staff calculation.

6 Further discussion of C-efficiency is in Ebrill and others (2001).
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Figure 4. VAT Standard Rates and C-Efficiency

VAT Standard Rates (2022)
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gap’ between actual and potential revenues—can be decomposed into two parts: a ‘policy gap’
that reflects deviations of the base from all consumption, and a ‘compliance gap' that reflects
less than complete compliance with the system in place. IMF (2016)” finds that in Lebanon the
policy gap accounted for about 55 percent of the total gap, a little more than half of which could
be recovered by limiting special treatment within the VAT to what are in effect ‘standard’ in all
VATs (such as the exemption of financial services).8 A compliance gap’ of 45 percent accounted
for the rest. IMF (2016) also found the relative importance of the policy gap to be increasing (up
from 50 percent in 2008). This trend may have continued—for example with the extension of
Article 59 provisions (see below)—but there is no compelling reason to suggest a very marked
change.

19. At present, as discussed in Section ll, there is significant erosion of VAT revenue
from the mis-valuation of imports at the ‘official’ exchange rate. Use of an over-valued
exchange rate for the LBP to value imports results in an undervaluation, in LBP terms, of the
import VAT base and so directly jeopardizes ultimate VAT revenue. Indirectly, moreover, it further
erodes revenue by weakening incentives to be VAT-compliant further down the VAT chain. And
there is a further mis-valuation effect on VAT revenues since customs and excise charges enter
the VAT base: their undervaluation thus amplifies the effect operating through the
undervaluation of imports themselves.

B. Improving the VAT

20. Both immediately and in the near term, there is scope to substantially increase
revenue from the VAT while strengthening its fundamentals—and, combined with other
measures, securing fairness concerns. Increasing revenue is an immediate priority, though in
ways that support rather than undermine the task of rebuilding its effectiveness over the medium
term—and with attention to cushioning any adverse impact on the vulnerable, including through
accompanying spending measures.

Gains from Removing the Mis-Valuation of Imports

21. The most immediate (and urgent) way to increase VAT revenue is by removing the
massive distortion from the use of an artificial exchange rate to value imports. The effect, it
is not hard to believe, can be substantial: an individual importing a car with a market price of
USD 30,000, for instance, would pay USD 3,300 if the standard rate were applied to its real value;
in fact, however, they will pay only around USD 130.°

22. In principle, the fractional nature of the VAT—collection and crediting throughout
the production chain—can dampen the impact of misvalued import on final VAT revenue.

7IMF (2016), Table 12. That analysis extends only until 2013 but remains informative.

8 This means, in the terminology of IMF (2016), eliminating the ‘expenditure gap.’

9 Calculated as 0.11 x 30,000 x (1,507 /38,000). Even this leaves the gain through reduced customs and excise
aside.
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Assessing the ultimate revenue impact of under-collection is made somewhat complex for the
VAT because import VAT, unlike customs and excises, is not necessarily a final tax. For the VAT,
under-collection atimport stage would not make any difference to final LBP VAT revenue if the
import were purchased by a compliant taxpayer entitled to credit or refund of VAT on their
acquisitions (and final sales are made at market prices in LBP): any reduction in the VAT paid by
the importer would then be exactly offset by a reduced credit or refund to the purchaser. There is
an effective understatement of LBP VAT revenue, however, to the extent that the importis
acquired by a final consumer or firm that is VAT-exempt (whether de facto or de jure), since the
import VAT then remains final. Incidentally, and continuing the example in the previous
paragraph, this is also the case in relation to cars, as VAT on cars is levied only at the border
without further taxing and crediting in the distribution chain.

23. In practice, there is little sign that reductions in import VAT have tended to be
offset by increased payments inland (Figure 5). It is hard (without access to individual returns)
to assess the proportion of import VAT that is credited further down the production chain.
Historically, however, changes in import VAT have not been offset by opposite changes in VAT
collected inland: 0 prior to 2019, reductions in import VAT were accompanied about one-for-one
with reductions in total VAT collections. And between 2019 and 2020, domestic collections fell
even more than import VAT. Experience in the following year was quite different—increased
inland collection more than offset the continued reduction in import VAT—but the interpretation
of this remains unclear.

24. Mis-valuation may also be weakening compliance with the VAT, leading to under-
collection of VAT on final sales. A key feature of the VAT is that the payment of the tax on
inputs provides some incentive to declare final sales, and pay output VAT, in order to recover
that input tax. For this reason, effective collection of VAT on imports is critical. There is thus good
reason to be concerned that the reduction in the real value of input VAT on imported goods
implied by the use of the official exchange rate is seriously weakening that incentive, with the
consequence that domestic VAT may also be undermined (perhaps with some gain from the
undervaluation being passed to final consumers).'? The proportion of credits/refunds claimed
against output tax declared by taxpayers is also a key indicator for audit and compliance risk
management—an indicator that is severely distorted by this mis-valuation. While the scale of any
such effect on compliance is unknown, it can only increase the revenue gain from eliminating the
mis-valuation at the border.

10 “Inland’ or ‘"domestic’ VAT is the excess of final VAT collections overimport VAT.

It partly reflects, for instance, a reductionin VAT refunds; the unwinding of COVID-19 and related tax
measures—which further the complicate the assessment ofall recent figures—may also playa role.

12 This effect is likely strongest when the importer sells directly to final consumers, but collusion throughout a
longer VAT chain may also resultin artificiallylow input VAT being passed to the final seller,so having the same
effect. The continued use of the official exchange rate also for (some)domestic B2B sales in USD would further
enable this (following a ministerial decision based onconsumer protectionlegislation B2C sales must be declared
at the market exchange rate).
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Figure 5. Import and Total VAT, 2013-2021
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25.  Therevenue gain from revaluing to the current market rate would be around 2.6
percent of GDP in 2022."3 This would reflect not only the direct effects of revaluation but also
any indirect effects through both the worsening of compliance it has led to and the mechanical
understatement of the VAT base through the impact of mis-valuation on customs and excises.

Gains from Improving the Structure of the VAT

26. While the gain from adjusting the valuation of imports can be realized
immediately, further measures into the near- and medium-terms can provide much needed
additional revenue.’* Some core strengths of the VAT noted above provide a good basis upon
which to build.

27. Additional revenue of around 1.7 percent of GDP could be raised, without
increasing the standard rate, by raising C-efficiency from its pre-crisis level to the
comparator average.’®> And even this is only moderately ambitious: a decade or so ago, C-
efficiency in Lebanon was regularly well above that comparator average.

13 Details of this calculationare in Appendix 1.
4 While it makes no difference to overall revenue, the allocation of part of the net VAT paid ontelecoms—ten
points out of eleven (corresponding to the previous standard rate}—lacks a clear rationale, and appearsto be a
holdover from arrangements when the VAT was introduced. Clearly though this cannot be reformed without
considering the financial implications for the municipalities, for whom this is an important source of finance.
15 For this calculation: C-efficiency is E€ = f—c where R denotes VAT revenue, 7 the standard rate of VAT and C
aggregate consumption.This can be rewritten as
c_ (R)(X

E"= (y) (-[(;)’

where Y denotes GDP. Holding constant the standard rate and assuming the ratio of consumptionto GDP,(/Y,

to be unchanged, the change in the ratio of VAT revenue to GDP consequent on an increase of AE in C-
efficiency is:
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28. Achieving this will require actions to reduce both the compliance and/or the policy
gap—which, as discussed above, contribute in roughly equal parts to the overall 'VAT gap:’ the
amount by which the revenue that would be raised if the standard rate were applied perfectly to
all consumption exceeds actual VAT collections. A reasonable estimate of potential VAT
revenue—the current standard rate, applied to all consumption and perfectly enforced—might
be around eight percent of GDP in ‘normal’ times.'® This implies a current VAT gap, comparing
pre-crisis 2019 with those ‘normal’ times, of around 3.9 percent of GDP. To close this:

¢ Measures for narrowing the compliance gap are suggested in the 2016 ‘RA-GAP’ and
2018 TADAT assessments (IMF 2016, IMF 2018). The focus of this report being on policy,
administrative issues are not pursued further here. But they are evidently critical for progress
in both short- and longer terms: again, benchmarking to pre-crisis 2019, reducing the
compliance gap by around one-third would raise revenue of close to 0.6 percent of GDP.'”

e Eliminating ‘non-standard’ provisions could raise revenue by around 1 percent of GDP,
given the estimate in IMF (2018) that these account for around half of the policy gap.'®

29. Specific base-broadening measures—including the elimination of non-standard
measures—that would better serve the revenue and other objectives of the VAT include:

In the near term:

e Taxing inputs into specified exempt sectors or activities. Under the current VAT law (Article 59)
businesses and organizations in specified exempt sectors or engaged in certain exempt
activities ' are entitled to full refund of input tax (and so effectively zero-rated)—and this is
so whether or not they are otherwise required to be registered for VAT. Both the type of
expenditure (capital versus current) and the sectors/activities eligible for full refund have
gradually expanded over time. Eliminating these refunds would improve the revenue
productivity of the VAT by input-taxing these sectors and activities in line with standard
practice, with their output continuing to be exempt from VAT. Exports from these sectors—
for instance of agricultural products and foodstuffs—would of course continue to be zero-
rated.

R\ R/[AE€
o(B)-4().
Y Y\E
. R c c . . R

With 2= 41, E€ = 033 and AE® = 0.47 - 033, this gives A (5) = 1.74.
16 IMF (2016, Table 6) put the average for 2009-2013 ataround 7.5 percent of GDP, since when the standard rate
has increased from 10 to 11 percent.
7 Calculated as (3.9 x 0.5)/3.
18 Calculated as 3.9 x 0.5 x 0.5.

19 These include the manufacturing of medicines, pharmaceuticals and other health and hygiene related products,
exempted foods, paperand other printing materials; public transport; health care; education; and non-profits.

28



Refunds claimed by these activities amounted to 0.14 percent of GDP in 2019, though only
around one-quarter are recorded as paid.

e Removing the tourist refunds scheme and further restricting refunds to VAT registered
taxpayers only. The policy justification for providing VAT refunds to tourists is weak in
ordinary times,?? and removing it is unlikely to have any negative effect on the attractiveness
of Lebanon as a tourism destination. Current data on refunds under this scheme are not
available to the mission, but IMF (2010) puts the amount for 2003-9 at 0.5-0.7 percent of all
VAT. More generally, consideration should be given to further restrict VAT refunds to VAT
registered businesses only; for instance, there appears to be scope to reduce refunds to
diplomats to what is internationally required.

In the medium term:

e Taxing immovable property transactions more comprehensively, including new residential
property. Currently only inputs into construction and non-commercial rents are taxable, with
the latter only raising net VAT revenue when paid by non-VAT taxpayers.2! This implies that
the value added by property developers remains largely untaxed, while there is ample
evidence that their profits are currently undertaxed (for example, the net profit percentage
for the application of the lump-sum regime to private contractors is 15 percent, and 10
percent for civil engineers). A more comprehensive approach to taxing immovable property
under the VAT in line with good practice would be to:

o Taxall supplies of non-residential property whether by way of sale or lease—except for
unimproved land; this would remove the current non-neutral treatment between sales
(exempt) and leases (taxed); and

o Taxall first sales of new (including substantially renovated) residential property, while any
subsequent sales and leases of residential property would remain exempt. To cushion the
impact on the lower end of the property marketa concession (such as a 50 percent
reduction of the VAT base) could be provided to new homes below a specified value. A
reform of this nature should be considered in conjunction with reviewing existing
transaction and capital gains taxes on immovable property (Section V. D) and property taxes
(Section VI).

e Tightening exemptions for health and education. Both sectors are currently largely VAT
exempt, while also benefiting from exemptions on certain key inputs or related supplies (such
as medicines and pharmaceutical products, books, purchased immovable property). While it
is not uncommon for countries to exempt health and education when provided publicly—or

20 MF (2010).

21 Individuals (such as in the case of hotels) and VAT exempt businesses and organizations, but only if not entitled
to Article 59 refunds (see above). While commercial rents paid by the publicsector are subject to VAT, these
amounts merely represent budgetary transfers.
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at subsidized prices—private health and education services are increasingly included in the
VAT net. Imposing VAT on private health care providers also has the added benefit of
introducing a level of formalization that would enable more comprehensive taxation of
professionals in this sector and strengthen compliance (Section V. E).

e Removing the recently introduced VAT exemption on diesel. The VAT (and customs and excise
duty) exemption for diesel (gas oil) currently appears to largely benefit the private electricity
generators, as price subsidies are gradually being removed and the BDL is gradually ceasing
to supply fuel importers with USD at the Sayrafa exchange rate. Imposing VAT on diesel will
raise revenue to the extent that purchasers are exempt?2 (and so not claim credit or refund—
also incentivizing private generators to formalize); this, however, is not known with enough
confidence to allow a quantitative estimate.

e Taxing fee-based financial services more compressively. Services by financial institutions that
require to be licensed by the BDL are exempt from VAT. Conversely, transactions that are
connected to those core activities are taxable (financial leasing, advisory services, letting of
property including safe deposit boxes).?* While it is common practice to exempt margin-
based banking services such as lending, consideration should be given to tax more
comprehensively all explicit financial fees and commissions earned by banks.2*

e Improving the design of the cross-border rules. While the VAT generally (and appropriately)
adopts the destination principle in its cross-border application, the current rules to achieve
this result—in particular in relation to services—are no longer in line with international best
practice.?®> As the authorities work towards introducing new rules to more effectively tax e-
commerce including under the VAT, they should take the opportunity to also improve the
design of the current rules in particular as they relate to services to ensure competitiveness
of Lebanese providers on the world market as well as leveling the playing field on the home
market.?®

30. Increasing the standard rate would raise relatively little and worsen the structural
problems of the VAT. In the relatively normal circumstance of 2019, a one-point increase in the
standard rate would raise only around 0.37 percent of GDP.?” The modesty of this amount
reflects the imperfections of design and implementation discussed above. The distortions and
inequities that result from the effective base-narrowing would be amplified by increasing the
standard rate: it would be asking more, for instance, from those who are already compliant with,

2 Or not part of the publicsector.

3 |t was reported to the missionthatin 2019 banks accounted for 4.9 percent of all VAT receipts.

2 IMF (2010).

% Article 14 of the VAT Law (place of supply of services) is insufficiently granular to provide clearand predictable
rules with respect to the international trade—both inbound and outbound—ofservices. See OECD (2017).

%6 The draft e-commerce law prepared by the authorities does not currently achieve this and is not in line with
international best practice.

27 With VAT at 11 percent and collection of 4.1 percent of GDP, this rough estimate is calculated as

0.01x (4.1/0.11).
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and receive no favorable treatment from, the current VAT system. The single, modest positive
single rate of the Lebanese VAT is a strength that should be built on.

31. It is important—and becoming increasingly feasible—to protect the most
vulnerable against any adverse effects of changes to the VAT. With 20 percent or more of
the population projected to be in extreme poverty,28 it may be necessary and would certainly be
appropriate to allocate some part of the additional revenue raised by any VAT (or other
consumption tax) changes to compensate the most vulnerable for any adverse effect—how much
will depend of course, of the nature of the change,?® and require some analysis. Precisely how
such protection can best be delivered goes beyond the scope of this report, but the Emergency
Social Safety Net (ESSN; also known as AMAN) appears potentially capable of delivering
compensation to those in most need. Building on the National Poverty Targeting Program and
with support from the World Bank and World Food Programme, this aims to deliver uniform cash
payments (plus support for schooling) to 176,000 families living in extreme poverty.3° The
mission understands that around half of these families are now registered for the scheme, with
plans for a rapid increase. With continued expansion,3' the ESSN provides a potentially powerful
instrument for ensuring that revenue-raising measures do not merely have no harmful impact on
the poorest but—as is an ultimate purpose of tax reform—Ieaves them better off.

Recommendations

o Immediately:
o Use the market exchange rate (possibly transition using the Sayrafa rate). uniformly to
value imports for VAT purposes—as discussed in Chapter Il
e In the near term:
e Taxinputs into the exempt sectors or activities specified in Article 59 of the VAT Law.
o End the tourist refunds scheme and explore ways to further restrict refunds to VAT
registered persons only.
o In the medium term:
« Taximmovable property transactions, including new residential property, more
comprehensively.
e Remove the recently introduced VAT exemption on diesel.
» Tighten exemptions for health and education.
o Taxfee-based financial services more compressively.
e Improve the design of the cross-borderrules.

28 World Bank (2012) projects around 22 percent to bein ‘extreme poverty’ (defined by the World Bank as living
on less then USD 1.90 per day).

29 As discussed in the next section, returning the VAT threshold to a reasonable level would tend to benefit the
less well-off.

30 Eligible households are identified by proxy means-testing, with common per-person (USD 20 per month, for up
to 6 people)and per-family (USD 25) amounts, with supportalso provided for schooling in age group 13-18;
payment is by pre-paid card. See World Bank (undated) and World Bank (2022).

31 Even with full coverage, on current plans the ESSN would cover only half of those in extreme poverty (World
Bank, undated).

31



C. The VAT Threshold and Inflation

32. Inflation has very substantially eroded the real value of the VAT threshold (Figure
6). At LBP 100 million, the threshold level of turnover at which registration for the VAT becomes
obligatory was for many years equivalent to around USD 75,000; while somewhat below the
comparator average, this is higher than in several other countries in the region. At the market
exchange rate, however, the threshold is now well below USD 10,000.

Figure 6. VAT Registration Threshold

a. VAT Threshold, Selected Countries (USD, 2022) b. Real VAT Threshold in Lebanon

110

u 100 100

[ 90

80 80

___________ 70

60 N 60

Average Excl. Leb . H \\‘ 5

H “ H H 40 \\‘\ 40

N 30

| O ﬂ H H |:| D = 20 \\\ 20

- o

5 & ¢ 2 % £ = § < 0 = Lo
g R = 2017 2018 2019 2020 2021 2022

- - ~—VAT threshold (LBP, million) ==-VAT threshold (USD, thousand, rhs)
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average exchange rate and the parallel market exchange average rate (dashed green).

33. It may be tempting to take advantage of the unplanned increase in the number of
VAT payers brought about by inflation and maintain the low real threshold at its new
level... Wide inclusion of even small enterprises in the VAT system also has the appeal of easing
the distortion and inequity that is created by having businesses subject to VAT competing with
others that are not.

34. ...but the balance of considerations creates a strong case for returning the VAT
threshold towards its pre-crisis real value. Against the advantages of a low threshold must be
set the additional compliance costs that it imposes on enterprises and the additional burden
imposed on the tax administration. In striking the right balance between the pros and cons of a
low threshold in Lebanon’s circumstances, two considerations stand out. One is that revenue to
be gained from the smallest businesses is very limited: in 2020/21, for instance, that smallest 75
percent of active taxpayers3? accounted for less than 10 percent of all VAT revenue (Table 2). The
other is that the additional effort required of the tax administration to identify and control very
small taxpayers would detract from other and more urgent tasks that they face at a critical
moment for the rebuilding of the wider tax system. Effort will be required not only to monitor
them but also in policy formation, since simplified rules would need to be developed for their
engagement in the VAT to be manageable for both the businesses themselves and the

32 Over 30 percent of all registered taxpayers are recorded as inactive. The issues around deregistrationare
discussed in IMF (2018).
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administration. The balance thus points towards a substantially higher real threshold than now.
By way of (very rough) illustration, the second column of Table 2 translates the turnover ranges
into USD equivalent, ata rate of USD 1 = LBP 12,000. This suggests that returning the threshold
to its previous level of around USD 75,000 would eliminate three-quarters of taxpayers while
preserving more than 90 percent of VAT revenue.

Table 2. VAT by Range of Turnover, 2020/21

Ranges of turnover Percentages of:

In million LBP InUSD /1 Active VAT payers VAT paid
Over 100,000 Over 8.3 million 0.44 43
50,000-100,000 4.2-8.3 million 0.50 10
20,000-50,000 1.7 to 4.2 million 1.26 11
10,000-20,000 830,000-1.7 million 1.85 8
5,000-10,000 417,000-830,000 3.11 7
1,000-5,000 83,000-417,000 14.74 12
100-1,000 8,300-83,000 35.70 8
Less than 100 Less than 8,300 42.28 1

Source: Ministry of Finance. Notes: 1/At an exchange rate of USD 1 =LBP 12,000.

35. Setting an appropriately high VAT registration threshold also improves the
progressivity features of the VAT. Small traders—from whom poorer households are more
likely to buy basic food and necessities, especially in non-urban areas—would then be outside
the VAT net. Excluding them from the VAT tends to benefit either their customers, to the extent
that the effect is passed onin lower prices, or the traders themselves, to the extent that it is not:
in either case, it tends to be the relatively poor that benefit.33 Small (or start-up) businesses
operating below the VAT threshold should continue to be able to opt for registration to maintain
their competitiveness domestically (in the business-to-business sector) or internationally (to
access refunds for exports).

36. Automatic adjustment of the threshold to inflation would avoid similar difficulties
arising in future. A one-off adjustment of the LBP value of the threshold would leave the risk of
further adjustment becoming necessary if inflation were to continue at a significant rate for some
while. A better strategy is to index the threshold to domestic inflation, which would ensure such
adjustment without any need for distinct legislative approval, provide taxpayers with greater
certainty, and avoid unplanned increases in the burden on the tax administration. To avoid
frequent small changes, the automatic adjustment might apply only when the increase in the
general price level has exceeded some trigger value.

33 Empirical evidence suggesting that this effect can be sizableisin Bachas and others (2020). This effect would,
however, be somewhat mitigated by the adoption of a modest turnover tax on those below the threshold
recommended in Section V.E.
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37. Other provisions in the VAT law and regulations that are also specified in nominal
terms, and practices that imply long collection lags, also require adjustment and
indexation. The minimum penalties for failure to register or file (timely) returns of LBP 2 and 5
million,34 for instance, are now (at around USD 60 and 150) minimal. Especially (though not only)
in times of high inflation the requirement to pre-pay only 8 percent of a disputed tax amount3>
can be an invitation to appeal. Beyond legislation, as mentioned in Section I, practices that imply
significant lags between the determination of a nominal liability and its payment also imply an
erosion of real revenue: this would include the excessively long period for resolving tax disputes
in Lebanon that is highlighted by IMF (2018).

Recommendations

o Immediately:
e Return the real value VAT threshold to around USD 75,000.
e Adopt automatic indexation (perhaps beyond some trigger value) of the threshold and
other VAT provisions that are specified in nominal terms.

34 Article 48.1 and 48.2 of the VAT law.
35 Article 50.3 of the VAT law.
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IV. EXCISES

38. This section addresses current issues relating to the excises: taxes, that is, on
particular commodities which apply to both imports and domestic production.

A. CurrentSituation

39. Revenue from the excises in Lebanon has been in decline for a decade and has
plummeted during the crisis. Following an upward spike around 2010,3° excise revenue
decreased from around 2.3 percent of GDP in 2011 to 1.5 percent in pre-crisis 2019; and then fell
precipitately to 0.5 percent of GDP in 2021 (Figure 7).

Figure 7. Excise Revenue (% of GDP)
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Source: Data from the MoF.

40. Within this declining total, the excises on petroleum and cars have become
increasingly dominant. Over the 5 years prior to the crisis, they accounted for 80-85 percent of
total, with 45-60 percent from petroleum alone. Revenue from tobacco has been dwindling,
while that from alcohol (and others) has long been less than one percent.

B. Dealing with Inflation

41. The real values of the excises (and customs duties) levied in specific form have been
massively eroded by inflation—to negligible amounts. Table 3 shows the specific
components—elements, that is, which are specified as LBP amounts per unit of product—of the
major excises,3” along with their USD value at both the ‘official’ rate, which might be taken as an
indication of their ‘intended’ real value prior to depreciation and inflation, and at the current
‘market’ exchange rate. In real terms, the specific excises are now negligible: the excise on

36 This apparently reflected the easing of a cap on petroleum prices.
37 Tobacco excises are entirely ad valorem. A full description ofthe major excises is in Appendix 3.
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unleaded gasoline, for instance, has fallen from 16.5 cents per liter to less than one cent; that on
the cheapest category of used car from nearly USD 3,000 to less than USD 200.38 Since excises
enter the base of the VAT, there is a further effect, beyond the reduction of the excise itself, in
reduced VAT revenues (see lIl.B).

42. Therevenue loss from the reduction in the real value of the excises is potentially in
the order of 0.8 percent of GDP. This is the shortfall of expected revenues in 2022 from those
in 2019—that will also doubtless reflect declines in compliance and perhaps changes in
consumption, but revenue in earlier years was significantly higher than in 2019.

Table 3. The Erosion of the Excises

Specific excises Ad valorem
excises

Base Rate Rate (% on

Description of good CIF)
LBP usD, uUsD,
official market
rate rate

Fuel
Gasoline, 95-98 octane, unleaded liters 249.5 0.165 0.0091 -
Gasoline, leaded liters 592.5 0.392 0.0022 -
Kerosene liters 17 0.11 0.0006 -
Diesel and fuel oils NA - - - -
Cars
Cars, used: CIF value up to LBP 20 mIn percar 45 min 2,982 164 -
Cars, used: CIF value above LBP 20 min 45
Cars, new: CIF value up to LBP 20 min 15
Cars, new: CIF value above LBP 20 miIn 45
Alcoholicbeverages
Beer made from malt liters 180 0.12 0.01 -
Wine, vermouth, spirits from grapes, .

liters 600 0.40 0.02 -

and other fermented beverages
Spirits, liqueurs, cordials liters 1,200 0.80 0,04 -
Source: Lebanese Customs Administration.

43. There can be good policy reasons to use specific taxation. Ad valorem excises—ones
specified as a proportion of the price—have the merit of maintaining their real value in times of
inflation, since the nominal amount of tax they imply simply rises with the product price. Specific
excises do not have this feature, but (also leaving aside here issues of administration) are
nonetheless often an appropriate policy instrument. This is so when their purpose is in part to
correct adverse health, environmental or other effects associated with the consumption of some
commodity, serving to incentivize firms and consumers to take account of those costs in their

38 For cars, there is an additional (though presumably no more intended) effect, acting in the opposite direction,
towards higher real taxation, through the reductionin the real value at which higher rates of ad valorem taxation
apply: for new cars, for instance, that rate now rises from 15 to 45 percent not ataround USD 13,000 but at USD
600.
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purchase decisions. Since the damage to local air quality from fossil fuel consumption, for
example, depends on the amount of fuel burnt, not on the price paid for it, the corrective tax
should vary only with the amount burnt and not with its value. Similar arguments are commonly
applied to alcohol excises. This does not mean that excises should only take specific form: the
objective of policy may be not only to correct for adverse effects but also to raise revenue from
goods in relatively inelastic demand, for which some ad valorem component may be
appropriate.3? It does mean, however, that it is important to maintain the real value of specific
excises in the face of inflation.

44, The near-term remedy is to restore the specific excises to their intended real values
and index them automatically to inflation, which seems set to continue at significant rates in
Lebanon for some time. As discussed in connection with the VAT in sectionlll. , the simplest
way to do this is to index the specific excises*? automatically to inflation, perhaps with
adjustment only when inflation exceeds some threshold level.

45, Beyond restoring them to pre-crisis values, it will be appropriate to reconsider the
level of the key specific excises. While this applies to all of the excises—there is a case, for
example, to relate alcohol excises to alcohol content—we focus here on just two: those on
petroleum products, mostimportantly, and on tobacco.

Recommendations

o Immediately.
o Restore specific excises towards their real pre-crisis values.
o Adopt automatic indexation of specific excises, including bracketranges (above some
threshold level of inflation).

C. Petroleum Products

46. Fuel demand has increased significantly in the past five years, with health,
economic, and balance of payment costs (Figure 8). It is estimated that annual air pollution
costs from fuels equal one to three percent of GDP in Lebanon, or roughly USD 0.24 and 0.04 per
liter of diesel and gasoline respectively.4? These costs are due to lost productivity, health care
costs, and premature death caused from the inhalation of particulates that are released when
fuels are burned.*3 Additionally, gasoline and diesel are significant elements in the current
balance of payments crisis and have made up 8 to 25 percent of GDP over the past 10 years

39 On the appropriate balance between specificand ad valorem taxation more generally, see Keen (1998).

40 And the threshold value at which the ad valorem rate applies to cars changes.

41 The discussion of other structural issues in IMF (2010) and IMF (2012) remains relevant.

42 Parry and others (2021) MOE and others (2011).

43 The studies may underestimate costs since they were undertaken prior to the increased use of diesel-powered
generators located with cities, which is particularly harmful for health.
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(Figure 8). The increasing demand is partly driven by subsidies for diesel and gasoline# (which
were phased out between late 2021 and September 2022, Figure 8) and the reliance on diesel-
powered electricity generators to make up for the limited electricity supply from Electricité du
Liban (EDL).

47. Excise taxes are an efficient way to reduce pollution. By increasing the cost of goods
that pollute, excises cause households and firms to consider the societal cost (both the direct
financial costand that of pollution) when making consumption and input choices. This results in
pollution only occurring when the benefits to the polluting firm or consumer exceed the societal
cost, causing a reduction in pollution, incentivizing improvements in energy efficiency and
switching towards non-polluting alternatives, such as renewable energy, and, in the process,
raising revenue. From all these perspectives, the current absence of any excise (or customs duty)
on diesel is a major concern.4

Figure 8. Fuel Imports and Prices
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Source: Lebanese Customs Administrationand IPT. Note: imports ofdiesel include fuel oil,and prices are
converted to USD using the market exchange rate.

48. The introduction of an excise on diesel should be an immediate priority, generating
marked environmental benefits and significant revenue, with a modest impact on prices.
An excise that gradually increases from USD 0.10 in 2023 to USD 0.25 per liter in 2025 is
estimated to raise 1.5 to 3 percent of GDP in revenue (assuming that imports are half of the
2013-2019 annual average to account for reductions in economic activity). The combination of
excise and VAT would increase diesel prices 15 percent above current levels for households and
by 1-5 percent for firms since (registered) firms can recover their input VAT (Figure 9). Prices of
products that use diesel as an input, such as electricity, may increase but at lower rate than the
diesel for firms (1-5 percent) since diesel would only make up a portion of the good and services’
production cost. While the tax on diesel is the priority and should be introduced immediately,
excises on propane and butane could also be phased-in as these are polluting fuels, and the lack
of an excise leads to overconsumption.

4 Subsidies were provided through exchange rate support to importers and regulated retail prices.
4 As discussed above, such a corrective tax is bestimposed in specific rather than ad valorem form.

38



49. The diesel excise could be phased-in over 3 to 4 years. Phasing in the tax provides
households and firms with time to adjust, although the price increase will be much lower than
that imposed by the recent subsidy removal. If it is phased-in, the legislation should be drafted
so that the tax automatically increases until it reaches the target level of USD 0.25 per liter and
not require annual parliamentary approval for each subsequent increase.

50. The gasoline and kerosene excises should be restored to their pre-crisis levels in
USD terms, and all fuel excises should be indexed to inflation going forward. The gasoline
excise on unleaded octane (grade 95-98) was USD per liter 0.165 and kerosene was USD 0.011
prior to the exchange rate devaluation (see Table 3 above for the pre-crisis excise levels for other
fuels).#® Indexing to inflation, perhaps with adjustment only when inflation exceeds some
threshold level, will avoid the erosion of excises in the future.

Figure 9. Revenue Raised by, and Impact on Prices of, a Diesel Excise
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Source: IMF staff calculations. Note: the falling import costs are due to the forecasted decline in global crude oil
costs, using a forecast from the IMF World Economic Outlook.

51. Combining these fuel taxes with targeted support for vulnerable households and
firms can be, on net, progressive:

e Households: The wealthy are the primary consumers of fuel and electricity in Lebanon, with
the top 25 percent by income consuming 55 percent of fuels and 38 percent of electricity,
compared to only 6 and 16.5 percent consumed by the poorest 25 percent, respectively
(MoE, UNDP 2015a). Energy subsidies are not well-targeted support measures for the poor,
making them an inefficient social supporttool. Instead, targeted cash transfers—as discussed
above in connection with the VAT—or in-kind transfers of essentials are inherently more
effective,” with a particular need in this context for investment in public transportation to
provide cheaper and more efficient transportation alternatives.

e Firms: Electricity is a significant cost for energy-intensive industries, with currently a strong
dependence on diesel generation for power. The excise would marginally increase the cost of

46 Since diesel is more polluting, there is a rationale for maintaining a higher rate on diesel.
47 Amaglobeli and others (2022).
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electricity, and there may be merit for some temporary support for the most vulnerable firms.
Any support should target firms with liquidity and solvency issues caused by the excise
increase (in order to reduce the likelihood of providing support to inefficient companies), be
time-limited (because companies need to adapt over time), follow a transparent and non-
discriminatory selection process, and be clearly accounted for in the budget.

52. These fuel excises would be a significant step towards meeting Lebanon’s
international commitments to address climate change (Box 1).

Recommendations

e Immediately:
o Restore excises on gasoline and kerosene to pre-crisis levels in USD terms.
o As with all other excises, adopt automatic indexation of the fuel excises (above some
trigger level).

e In the near-term:
e Introduce an excise on diesel and fuel oil of USD 0.25 per liter.
« The tax could be phased-in over three years, with the legislation providing automatic
increases to the tax until it reaches USD 0.25 per liter without requiring parliamentary
approval for each subsequent increase.

Box 1. Lebanon’s Climate Commitments and Policies
Under the UNFCCC framework, Lebanon has committed to reducing greenhouse gas (GHG) emissions by
20 percent below business-as-usual levels by 2030, orby 31 percent if adequate international resources
are provided. There is also a commitment to increase renewable energy use for heating and electricity
generation to 16.5 and 30 percent, respectively. While Lebanon is not a large contributor to climate
change, accounting foronly 0.07 percent of global emissions, its commitments align with the
international norms of coordination and burden-sharing in mitigation emissions and reducing warming,
which could have significant economic impacts in Lebanon (MOE and others, 2015b).

Currently, there are no clear policies to support mitigation efforts. Regulatory improvements to the
electricity system (IRENA 2020) and taxes on fossil fuels, such as the proposed excises on diesel, would
be a positive and important step. The proposed reform of EDL tariffs to cost-reflective levels is also
crucial to improve the company's financial credibility as an electricity provider and generate funds to
support investment in renewable energy.

D. Tobacco products

53. There is no excise on domestic tobacco products as such. They are taxed instead
through a 48 percent tax on imported raw tobacco (5 percent customs duty and 43 percent
excise). Imported cigarettes are subject to 5 percent customs duty and an ad valorem tax
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(equivalent to a tariff) of 108 percent: this serves, in effect, to provide protection to domestic
production.48

54. Since all profits from domestic tobacco products accrue to the government, it is
immaterial for total revenue how much of the price to the consumer is labelled ‘tax.” The
production and pricing of domestic tobacco products is under the sole control of the Regie
Libanaise des tabacs et tombacs, which transfers its revenue (net of operating costs) to the
government.#? The government's receipts from domestic production thus comprise VAT and
charges onimported cigarettes and raw tobacco plus the profits of the Regie. The latter have
been a steadily increasing share of the government’s take from tobacco since around 2011; at
around USD 180 million in 2019, they accounted for about 75 percent of the total. Simply calling
part of the price charged to the consumer “tax” would affect the labelling of receipts from the
sector but not its total.

55. There are, nonetheless, important (tax-like) policy issues in setting tobacco prices.
At present, prices seem to be set by applying some mark-up to costs of the Regie: though not
labelled as such, that mark-up is equivalent to a tax. The current policy objectives in setting these
implicit tax rates on tobacco products, however, are unclear. It may be that they are set with
some combination of concerns of revenue (through the impact on the Regie’s profits),
affordability, and perceived risk of leakage to smuggling in mind. Health considerations,
however—a primary concern of tobacco tax policies in most countries—do not seem to be a
significant consideration.

56. From a health perspective, some observers have felt that tobacco prices—and
hence the implicit excises—were too low prior to the crisis. Heavy taxes on tobacco products
can be rationalized in terms of both ‘externalities’ (reducing the damage that smoking does to
non-smokers) and ‘internalities’ (discouraging people from starting to smoke, so removing the
self-harm they will later suffer given the difficulty of quitting). With such considerations in mind,
observers coming to the issue from a health perspective have been critical of Lebanon's policy in
this area.>°

57. A near-term review of implicit tobacco tax policy would be appropriate, including
in the light of smuggling issues and current market innovations. The prospect of significant
inward smuggling sets some constraint on how high implicit taxes can be set—but some degree
of smuggling is perhaps inevitable, and the smuggling is at present outwards;>" ultimately,

48 There are also ad valorem excises of 30 percent on water pipe tobacco and of 35 percent on cigars, cheroots
and cigarillos.

49 The Regieis not subject to corporate income tax, which of course makes no difference for the government’s
total receipts from the sector.

0 Toacconomics (2022), for example, gives Lebanon the lowest possible score in terms of ratio of cigarette prices
to per capita real income (higher values being judged preferable from the health perspective). And WHO (2020)
reports Lebanon as having the second highest prevalence of smoking inthe Eastern Mediterranean.

> This reflects low implicit taxes, the use of the official exchange rate being immaterial in this context.
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control of the borders by customs is key. This review might also consider the implications for tax
design of other market developments, notably the emergence of e-cigarettes of various kinds,
which raise new issues from both revenue and health perspectives.

Recommendation

In the medium term:
¢ Review the implicit tax treatment of tobacco products, in the light of both revenue and
health objectives.
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V. INCOME TAXES

A. Key features of the Income Tax System

58. Lebanon’s income tax system has features of a dual income tax system. Employment
income is taxed using a progressive rate structure with a top marginal rate of 25 percent,
whereas capital income is generally subject to a flat tax rate that depends on the income
source.>? Specifically, the tax rate on interest income is currently 10 percent (it was temporarily
raised from its standard rate of 7 percent for three years from August 2019, but later extended to
the end of 2022). Generally, realized capital gains are taxed at 15 percent (even if considered
business income). The standard CIT rate is 17 percent. Dividends are taxed at 10 percent but are
exempt if distributed by 'holding companies’ or ‘offshore companies’ (each of these types of
companies represents a separate preferential CIT regime as discussed in Subsection F below).
Business income of the self-employed is subject to a progressive rate structure that is slightly
different from the tax scale for employment income. Rental income is taxed under a separate
schedule under the ‘built property tax'. A summary of the key features of the income tax system
is presented in Appendix 5.

59. Three different regimes apply for the taxation of business profits:

e Under the real (or ‘actual’) regime (base du bénéfice réel), tax is charged on actual profits. This
real regime is compulsory for specified categories of taxpayers, including joint stock
companies, partnerships, banks, industrial undertakings, importers, and retail traders
employing more than four persons. Most other taxpayers (subject to certain exceptions) may
elect (irrevocably) to be taxed under this regime.

e The lump sum regime (bénéfice net forfaitaire) applies to certain commercial activities and
professions, and it is not based on a turnover threshold. For these, taxable income is
calculated by applying the tax rate to a percentage of turnover (set by a Minister of Finance
Decision for each class of activity). The lump-sum regime is mandatory for establishments
operating in the following sectors: insurance,3 savings, maritime, land, air navigation, oil
refining, and public works; it is optional for non-corporates with fewer than five employees.
The activities subject to this regime are numerous and extend to various sectors of economic
activity (MoF Decision 283 of 2020). See Box 2 for an overview of this regime.

e All others are taxed by the estimated profits regime (bénéfice estimé): their estimated profits
are fixed (for a 3-year period) by a committee comprising representatives of the Ministries of
Finance, Economy and Industry, and of the private sector.

52 The income tax law divides income into three categories: Profits from industrial, commercial,and non-
commercial professions;salaries, wages and pensions; and revenues from movable capital.

>3 The taxable base for insurance companies is determined as a fixed percentage of the premium income,
depending on the category of the insurance.
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Box 2. Distortions and Inequities under the Lump Sum Regime
The lump-sum regime creates distortions as effective taxation significantly differs across
economic sectors. The net profit ratio applied to each sector varies between 1 and 50 percent (Table 4).
For example, if a lawyer and a public works contractor both have actual profit margin of 25 percent and
are subjectto the CIT rate of 17 percent, the lawyer pays an effective tax rate (ETR) of 34 percent and the
public works contractor pays 10 percent. In a more extreme scenario, a taxpayer with a low realized profit
margin compared to its assumed profit margin could face tax rates exceeding 100 percent (for example,
a doctor that has had to purchase medical equipment). In some ways, the option to (irrevocably) file
under the real profits regime mitigates these differences and makes the lump-sum function as a
maximum tax of 17 percent or an ETR that follows from the progressive rate schedule for professionals.
However, this raises fundamental questions about the benefits of the lump-sum regime in the broader
tax system. Overall, the lump-sum system creates a strong bias towards sectors with low margins relative
to the assumed net profit ratio used to determine their taxable income.

The variation in ETRs across sectors creates revenue leakage and reducesincentivesto comply.
Taxpayers can lower their effective tax rate substantially and relatively easily by misreporting their
economic sector, complicating enforcement especially of small taxpayers. Also, high effective tax rates
create an incentive to underreport turnover (or profit), even if the taxpayer correctly reports their sector.
In addition, the procedure for the determination of net profit rates raises governance concerns (as
discussed in subsection F).

Table 4. Lump-sum Regime — Net Profit Determination Rates for Select Sectors
Assumed net Effective tax rates (under

profit margin various realized profit margins)

Activity/Industry (percent) 5 25 50
Lawyer 50 170.0 340 17.0
Accounting and tax consultancy activities 35 119.0 238 119
Medical practice activities 50 170.0 340 170
Engineering 30 102.0 204 10.2
Life insurance 5 17.0 34 1.7
Public works, operation of power stations 15 51.0 10.2 5.1
Air transportation 10 34.0 6.8 3.4
Maritime and road transportation 15 51.0 10.2 5.1
Oil refining 15 51.0 10.2 5.1
Private generators 30 102.0 204 10.2
Trade in cars, wholesale of phones 15 51.0 10.2 5.1
Secured transaction activities 1 34 0.7 03

Source: IMF staff calculationand summarybased on Decision 283 (2008) and Decision 59 (2014). Note: the
effective tax rate (ETR) is calculated as the tax payable divided by realized profit, with tax payable equal to the
assumed profit margin x the tax rate (17 percent, assuming those are not taxed as free professionals). For
example, a lawyer that earns an actual profit margin of 25 percent pays an ETR of 34 percent because their tax
payableis 8.5 percent (50 percent x 17 percent), while its profitis 25 percent. 8.5 divided by 25 is equal to 34
percent.

B. A New Better Income Tax Law is Needed

60. The current income tax law (ITL) is outdated and should be fully replaced by a
better income tax law in the medium-term. The ITL was written in 1959 and has been subject
to a series of amendments through various subsidiary legal instruments with different legal
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standing, leading to inconsistencies and complexities.>* The ITL lacks basic definitions and
concepts, such as the concepts of residence and permanent establishment (of particular
importance in relation to inbound and outbound investment), and capital income items, leading
to ambiguity, arbitrary interpretation, and difficulty in obtaining advance rulings. The logic
behind the criteria for the application of the above-mentioned three business tax regimes is not
based on the (in)ability to produce accurate books (for example, approximated based on
turnover), but is rather based on the nature of the business. Importantly, the incoherence of
taxation under different categories of income and regimes creates loopholes and leaves room for
abuse. There are no up-to-date anti-tax avoidance rules. Overall, fully addressing the structural
issues that arise from the current ITL would require a completely new draft of a modern ITL. The
new law should be guided by clear tax policy objectives. The medium-term income tax measures
proposed through this report could be introduced in the new ITL.

61. However, a few necessary measures to modify the ITL in the immediate to near-
term are discussed below. To the extent possible within the limitations of the existing ITL,
immediate to near-term measures should aim at reducing non-neutralities in treatment across
different sources of income and taxpayer, in order to close loopholes, strengthen progressivity,
simplify income taxation, and enhance revenue. Given existing administrative challenges, it is
recommended to maintain features of a dual income tax system, with a progressive rate on
employment income and an appropriately set uniform flat tax rate on all capital incomes
combined with measures to tackle loopholes in the taxation of businesses.

C. Improving Employment Income Taxation

62. An upward trend of tax revenue from employment income before the crisis reached
1.1 percent of GDP in 2019, butin 2021 revenue dropped to 0.5 percent of GDP (the lowest
level since 2004, Figure 10). Even atits peak, revenue from individual taxation (excluding the
tax on interest) was lower than in comparators (Figure 10) indicating room to enhance revenue.
Appendix 4 displays the current tax brackets and rates. Before 2019, there were 6 brackets with
tax rates ranging from 2 to 20 percent. In a recent move to enhance progressivity, Article 23 of
the Budget Law 2019 added a seventh income tax bracket to the employment income scale with
a top rate of 25 percent on income exceeding LBP 225 million. However, even before this change,
survey results suggest that less than 1 percent of employees could have fallen into the old top
income bracket that initially started at LBP 60 million (Figure 10). Also, less than 8 percent
reportedly earned more than LBP 2.25 million a month. As a general caveat, survey results tend
to underestimate earnings at the top of the distribution.

5 These include Council of Ministers Decrees, Decrees (by the PM or Ministerial, Ministerial Decisions, Ministerial
Circulars and General Director Decisions (which are in the area of administrative guidance).
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Figure 10. Revenue from Employment Income
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63. The immediate priority is to appropriately reset the income brackets, to be
automatically indexed for inflation to support revenue and equity. The new top annual
income bracket (introduced in 2019) starting at LBP 225 million corresponded to about USD
150,000 prior to the crisis, but now is less than USD 6,000. Also, the first zero-tax bracket for
income not exceeding LBP 6 million has de facto disappeared (standing now at less than USD 160
of annual income). As discussed in section I, mis-valuation adversely affected horizontal equity
(those earning salaries in dollar now pay less tax on the same amount of real income than those
earning in LBP) while high inflation adversely affected vertical equity (as real tax paid may be
higher for someone with lower income) and , for some, caused real tax paid to increase even at
unchanging real income—the so-called bracket creep or ‘cold progression’). The crisis therefore
significantly undermined the progressivity of the tax system and immediate inflation adjustment
is needed for both the employment income tax schedule and business income tax schedule on
both horizontal and vertical equity grounds. It is considered best practice to automatically adjust
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the income tax brackets if inflation exceeds some level. Resetting the brackets would increase
(decrease) revenues from salaries earned in USD (LBP).

64. As the economy recovers, tax brackets and rates should be reconsidered. And the
existing two progressive tax schedules (the one for employment income and that for business
income) should be also unified. The exact calibration of the tax scale will depend on the
accompanying tax reforms but should generally aim at fulfilling the revenue need while striking a
balance between equity and efficiency.

D. Improving Capital Income Taxation at the Individual Level

65. The main pitfalls in the taxation of capital in Lebanon are blunt exemptions and
pervasive arbitrage opportunities for business taxation. The discussion throughout the rest
of this section set outs the main issues and options for reforms.

66. Capital income taxation for individuals should be expanded to include:

e Capital gains from the sale of shares in joint stock companies. Under ITL Art. 73, sales of shares
in joint-stock companies (société anonyme libanaise) by individuals are not included in the
taxable base.>> In addition to equity concerns and violating tax neutrality, this exemption also
creates an important loophole in real estate transfers. Structuring sales of shares in
companies that derive their value from real estate enables circumventing the 15 percent
capital gains tax that is imposed on real estate sales by individuals (see below). Therefore, as
an immediate step this exemption should be abolished.

e Dividends distributed by holding and offshore companies to individuals. As discussed in
subsection F and summarized in Appendix 6, these companies benefit from exemptions from
the CIT and the withholding tax (WHT) on dividends, inter alia. As an immediate step to
support revenue and progressivity, the WHT exemption on dividends distributions to
individuals from these types of companies should be eliminated. For further discussions, see
subsection F.

e Limiting the exemption from capital gains from the sale of real property by individuals to one
primary residence. Currently capital gains from real estate sales from individuals are taxed at
15 percent, while the law provides for an exemption from the tax on capital gains for up to
two primary residences (ITL Art. 45.2.b.).

e Rental income. Rental income from immovable property is not taxed if the property is not
part of the business assets of the individual. This exemption should be repealed, as in

%> Under the Lebanese Code of Commerce (Legislative-decree No. 304 of 24/12/1942), the mainbusiness forms
that may be registered are joint-stock companies, limited liability companies, companies with variable capital,
partnerships, and joint-ventures. The authorities informed that the term “shares” used in ITL Art. 73 does not
include “stocks” in joint stock companies.

47



principle all sources of capital income should be taxed. This medium-term reform should be
considered in conjunction with the reform over the medium term of the built property tax
(Section VI).

67. The tax authorities should be able to access relevant banking information.
Information is critical for tax compliance, in particular for enforcing capital taxation, and for
strengthening governance. Lifting bank secrecy is needed for inshore information for tax
purposes. To be able to tax offshore capital income of Lebanese residents, however, it is also
important for Lebanon to start receiving information from abroad through the full
implementation of automatic exchange of information (AEOI) standards. While Lebanonis
committed to the Global Forum and AEOI and has taken relevant implementation measures,>® in
practice the mission understand that it is only sending but not receiving cross-border
information due to technical IT issues (including access to a qualified server) and awaiting
fulfilling the needed requirements by the competent international body to qualify for receiving
information.

E. Taxation of Business Income (other than under the CIT)

Taxing Professionals

68. The current tax treatment of professionals—lawyers, doctors, architects and the
like—is, and is perceived to be, a fundamental source of unfairness in the Lebanese tax
system. The lump-sum regime applies by default to most free professionals. This provides an
opportunity for evasion by well-to-do people who are perfectly capable of complying with the
bookkeeping requirements of the real regime. This problem is a difficult one, and not unique to
Lebanon—but experience elsewhere shows that progress can be made.

69. Taxation of business income for the self-employed should be reformed, in the
medium-term, as follows:

e Taxpayers who are manifestly capable of adequate bookkeeping should be subject to the real
profits’ regime. Free professionals such as doctors, lawyers, and accountants, as well as a
significant range of traders should not be under the lump-sum regime.

e Transitioning to the real profits’ regime should be complemented by a WHT on payments to
professionals for services rendered to companies and public entities. This WHT should be
creditable against final tax liability. To ease administration, the WHT is proposed to be
applied when the payor is a business or public sector entity. Other design options for the

%6 The Council of Ministers has adopted the Decree N0.6327 of May 4, 2020, ratifying the Multilateral Competent
Authority Agreement on Automatic Exchange of Financial Account Information (CRS/MCAA).

48



introduction of such a WHT include whether to seta threshold and apply different rates
depending on the type of services rendered.>’

e As part of the broader ITL reform, the rates schedules for wages and business activity of
individuals should be unified. At the same time, comprehensive rules for the deduction of
business expenses need to be designed.

Improving Taxation of Small and Micro Businesses

70. Most of the revenue from businesses is collected from relatively large companies.
While data is not available for the income tax, VAT payments are concentrated at the top of the
turnover distribution (Table 2), with 67 percent paid by the largest four percent of companies.
This and general experience with countries in the region suggests that income tax collection
from very small businesses is currently very low.

71.  The absence of a simplified regime for small businesses (below the VAT registration
threshold) encourages informality and increases administrative and compliance costs.
Therefore, itis considered best practice to adopt a simplified regime in line with international
best practices. One popular practice is a turnover tax.

72. A turnover tax with a uniform rate on businesses with an annual turnover below
the VAT threshold should replace the income tax.

e Threshold: The choice of the threshold should balance the number of taxpayers in the
standard regime and the need to lower compliance and administrative costs. Most countries
apply the simplified regime to businesses below the VAT thresholds (and who have not
opted to be VAT registered). This would work in Lebanon if the current VAT threshold is
updated to reflect the erosion of the threshold due to inflation, as discussed and
recommended in Section II.>® For example, if threshold would result in around 75 percent of
businesses falling under this simplified turnover regime (Table 2).

>" For example,in Greece a 20 percent (non-final) WHT applies for professional and management fees rendered
to businesses by individuals;a 3 percent (non-final) WHT applies to construction services and an 8 percent (non-
final) WHT to all other services rendered to publicentities by either individuals or businesses. In Egypt, a 3
percent (non-final) WHT (referred to as ‘deduction’) applies for service fees rendered by businesses and
individuals to public entities, joint stock companies, free zone entities, and a series of other entities (depending
on activity). In Indonesia, fees for technical, management, construction, consulting services, legal services,
accounting services, design services, waste management services and cleaning services to residents are subject to
a 2 percent (non-final) WHT.

8 |f the VAT threshold is not updated, then a small business registration threshold ofaround USD 75,000 (and
linked to inflation) could be used. However, this is strictly inferior to returning the VAT threshold to pre-crisis USD
levels and aligning the small business regime threshold with that of the VAT, especially since cost and turnover
information automatically collected as a VAT taxpayer support compliance with and administration of the
standard business income taxregime.
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Rate: The uniform rate of the presumptive tax should be moderate, e.g., 2 to 3 percent, in line
with international best practices.

Uniform rate: Profit margins may vary across businesses and economic sectors. However,
main objective of this presumptive regime is to be as simple as possible. Thus, multiple rates
create complexity and avoidance opportunities and therefore should be avoided. Avoiding a
low tax in the simplified regime is also warranted in order to encourage firms to grow.

Setting the rate: some countries allow a deemed cost deduction before applying the turnover
tax. However, a lower rate on the entire turnover yields identical outcomes. The issue is not
concerning the value of deemed cost deduction (which can be zero) but the rate of the tax.
For example, suppose the tax rate is 5 percent applied on turnover after deemed deduction
of 50 percent. This is equivalent to 2.5 percent applied on total turnover. Many countries,
such as Rwanda, Seychelles, and Uzbekistan, apply a rate of between 1.5 and 5 percent with a
threshold between USD 50,000 and 120,000. Table 5 presents international examples of
thresholds and rates of presumptive tax regimes.

Sectors included: The SME regime would apply to all sectors of the economy that are subject
to the income tax, with the only eligibility criteria being business turnover, with the exclusion
of certain, clearly defined business activities (professional services and corporate entities, see
below). This is important to ensure that the SME regime is simple to administer for
government and comply with for businesses and avoids creating loopholes.

Exclusion of corporate entities and professionals: legal persons and individuals providing
professional services—such as lawyers, accountants, and physicians—should not be taxed
under the presumptive regime even if they fall below the turnover threshold. These
businesses attain relatively high margins and the compliance costs with the standard tax
regime is relatively small. Also, corporates should always be in the standard regime even if in
the startup phase there are little revenues (below the threshold).

Exclusion of microbusinesses: These microbusinesses, e.g., below an annual turnover
threshold, for instance around USD 5,000 can be subjected to a moderate flat registration
fee. Again, with the threshold denominated in LBP and indexed to inflation.

Opting into the real profits’ regime. Those below the VAT threshold should be entitled to

make a voluntary election to pay both the VAT and the real income tax, subject to meeting
book-keeping conditions and restrictions on the ability to switch between regimes. In any
case, the opportunity to rebut, or to optinto the real regime should be tightly prescribed.
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Table 5. Selected International Presumptive Tax Rates

Country Sales threshold (USD) Presumptive tax rate (%) CIT rate (%)
Algeria 255,000 5 19
Armenia 274,922 5 (trading), 3.5 (production) 18
Azerbaijan 346,000 4 (in Baku), 2 (outside Baku) 20
Belarus 584,246 5 18
Latvia 45,600 15 (includes payroll tax) 20
Mauritania 810,000 3 25
Rwanda 55,000 3 30
Seychelles 74,000 15 25
Uzbekistan 120,000 4 15

Source: Wei and Wen (2019). Updated using IBFD.
Recommendations

o Immediately:

« Adjust the income tax brackets for inflation automatically.

o Enable the tax administration to access banking information.

o Start receiving and acting upon information on offshore holdings on Lebanese
residents for tax purposes through the Global Forum framework.

e Include capital gains from the sale of shares in joint stock companies by individuals in
taxable base.

o Abolish the WHT exemption for dividend distributions to individuals from holding
and offshore companies.

o Limit the exemption from capital gains from the sale of real property by individuals to
one primary residence.

o In the near term:

o Subject professionals who are manifestly capable of adequate bookkeeping to the
real profits regime.

o Complement the transition to the real profits regime with a WHT on payments to
professionals for services rendered to companies and public entities.

o In the medium term:

e Subject rental income of individuals to income tax.

o Introduce a simplified regime for businesses below the VAT threshold. The real profits
regime should be compulsory for all businesses with turnover in excess of the VAT
threshold, and all who register voluntarily for the VAT.

o Unify the rates schedules for wages and business activity of individuals.
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F. Corporate Income Taxation”’

Current Situation

73. CIT revenue is below comparators, largely because the CIT base is eroded by
widespread tax incentives, loopholes, and the lack of modern anti-tax avoidance rules.
Revenue collected prior to the crisis was below two percent of GDP, compared to an average of
around three percent for comparator countries, and collapsed to 0.8 percent of GDP in 2020
(Figure 11). Part of this decline is attributed to the decreasing profitability of banks, contributed
about 50 percent of total CIT from 2010 to 2020. The CIT rate, at 17 percent, is below the average
of comparators. Corporate capital gains are taxed at 15 percent. The CIT offers minimum and
maximum capital allowances of between 8 and 25 percent for most cost categories; investors’
choice within this range must be notified to the tax administration. And as discussed below, tax
incentives are pervasive while the existing anti-tax avoidance framework is rudimentary.

Figure 11. CIT Rate and Revenue to GDP, Selected Countries

a. CIT rate, selected countries (2022) b. CIT revenue (percent of GDP), selected
countries (2020 or latest available year)
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Tax Neutrality

74. Corporate capital gains should be included in the CIT base and hence taxed at the
standard CIT rate, eliminating a minor but potentially costly distortion.

75. Through the CIT, inflation tends to raise the cost of acquiring investment goods
and to encourage debt finance. The first effect arises because inflation erodes the real value of
depreciation allowances when, as in Lebanon (and as is commonplace), these are based on the
historic cost at which assets were acquired. Through this route, inflation raises the tax-inclusive

9 Specific issues concerning the CIT treatment of banks, in particular the tax treatment of non-performing loans
and other financial assets, will need to be carefully considered in light of any restructuring of the financial sector
and depend on the form and timing of any such restructuring; they are therefore not further discussed here.
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cost of investment. The second effect arises from the ability to deduct not only real interest
payments but the part of interest payments that simply compensates for inflation.®0 Interest
deduction always reduces the real cost of debt finance and favors it over equity finance (the
costs of which are not deductible)—the point is that it does so even more at higher inflation
rates. In terms of the overall impact oninvestment, the two effects act in opposite directions; but
where firms are strongly constrained in their ability to borrow, as seems likely to be the case in
Lebanon for some time, the first—adverse—effect seems likely to dominate.

76. Measures can be taken to limit both of these effects, by:

o Allowing companies to choose any depreciation in the current range without explicit
notification. For the medium-term, consideration should be given to temporarily allowing
largely tax-free revaluation of assets (as was done in 1994).61

o Adopting some form of interest limitation rule, which for this purpose should apply
generally, and not only to loans between related parties. Such rules are discussed further
below as an anti-avoidance device.

Strengthening the CIT Base: Reforming Tax Incentives

77. Tax incentives are provided through a generous array of tax and non-tax
legislation. The ITL, the Investment Law, and several special laws provide tax incentives to certain
company forms (notably holding companies and offshore companies), certain sectors (including
transportation, manufacturing, agriculture, tourism, IT, communication, and agro-industry), and
certain regions (see Appendix 6). Incentives are also provided for exports, in the form of a
reduced CIT rate, and to new investment financed by retained earnings.

Offshore and Holding Regimes

78. There is extensive use of offshore and holding entities as vehicles for financial and,
likely to a lesser extent, management activities. As of 2019, over 3,000 holding and 6,000
offshore companies were active in Lebanon with only 1,961 and 8,538 employees, respectively.
This corresponds to roughly one employee per active entity, indicating that they generally
operate as financial conduits rather than actively managing investments or providing other
services. In 2019, holding companies earned USD 190 million and held USD 3.2 billion in fixed
assets, while offshore companies earned USD 1.5 billion with USD 1.9 billion in fixed assets.
Applying the CIT and WHT on dividends, to these profits would raise USD 430 million in revenue

60 To illustrate, take the extreme case in which the real interest rate is zero; since lenders only require to be
compensated forinflation, the nominal interest rate is then equal to the rate of inflation. When thatinflation rate
is zero, so too is the nominal interest rate; and hence the tax deductionis also zero. At any positive inflation rate,
however, the positive nominal interest rate means that the deduction now becomes positive even though the real
interest cost is zero.

61 |TL Art. 46.
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(or one percent of GDP), assuming that the profits would remain in these entities, or others in
Lebanon, if taxes were applied.

79. Both offshore and holding company regimes operate as aggressive tax shelters and
should be abolished. Both regimes have been introduced by way of special laws.%2 Under these
frameworks, both types of companies are exempt from CIT and WHT on dividends and enjoy
several other tax incentives. These exemptions provide a tax shelter for companies and
individuals to channel domestic or cross-border income through distribution of dividends,
including to resident shareholders, effectively tax-free. For example, under current rules, nothing
prevents a group from diverting a substantial part of the profits of its affiliates to a holding
company, through management fees, royalties or similar related party arrangements; this is
further exacerbated by the absence of interest limitation and proper transfer pricing rules. The
holding companies’ exemption on interest for long term loans creates an important loophole.
Offshore companies are an efficient vehicle to channel domestic source income abroad; also to
escape inheritance taxes, since offshore company shares are exempt from transfer and
inheritance taxes and all related fees.®3

80. Moreover, offshore and holding company regimes are no longer in line with
international norms. Both regimes provide for a very low lump sum annual tax and qualifying
companies are expressly excluded from several substance requirements of the BEPS project and
the EU Code of Conduct Group (CoCG) (Appendix 6). The French Supreme Court, for instance,
recently ruled that a Lebanese offshore company, which is exempted from the CIT but subject to
a lump sum tax, is not regarded as a resident of Lebanon for the purpose of the France—
Lebanon tax treaty and therefore must be denied treaty benefits.% In the broader region,
Morocco's offshore companies regime, for instance, was identified by the EU CoCG group and
Code of Conduct Group (CoCG) as a harmful tax regime and has been closed to new entrants as
of 1 January 2019.8> Thus, as a first step, the offshore company regime should be abolished (with
grandfathering of existing structures)®® in conjunction with the introduction of substance
requirements for holding companies. In the medium term, a new income tax law should include a

62 Legislative Decree No. 45/1983 for holding companies (amended by Law No. 772 of 2006) and Legislative
Decree No. 46/1983 for offshore companies (@amended by Law No. 19 of 2008).

8 |n lieu of the holding company regimes, a participation exemption system should be introduced to avoid
cascading the tax on related-party dividends distribution, subject to certain requirements. Currently inter-
company dividends are exempt from CIT (ITL Art. 9) but upstream dividend distributions are subject to 10 percent
WHT (ITL Art. 72/2).

64 Conseil d'Etat 20 mai 2016, no 389994, Société Staff and Line.

85 The Morocco offshore regime has been abolished through the Finance Law 2019 No 80-18 and closed to new

entrants as of 1 January 2019. https://data.consilium.europa.eu/doc/document/ST-7549-2019-INIT/en/pdf

% No new companies should be permitted to enter the offshore and holding company regimes. The status of
existing companies in those regimes should be phased out (over a few years), thereby future profits/dividends of
these companies would only be taxed under the standard CIT regime after the end of the phase-out/transition
period.
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participation exemption regime (for related parties) and the holding company regime should be
eliminated.

ITL and Investment Law Incentives

81. The Investment Law (No. 360 of 2001) provides generous tax holidays, while the ITL
provides reduced CIT rates for retained profits (Art 5/2) and for industrial exports (Law
248 of 2014).67 The Investment Development Authority of Lebanon (IDAL) reports having
provided incentives to 82 projects under the Investment Law, which together have invested USD
1.7 billion, since 2003. Almost all investment has occurred in tourism (USD 1.1 billion), industry
(0.4) and agriculture (0.2). IDAL estimates that annual revenue forgone has averaged only around
USD 24 million over 2003-09. The mission did not receive data on the use of incentives under the
ITL, but their take-up was reported to be low.

82.  Existing tax incentives are ineffective, inefficient, and distortionary: 8

e Ineffective because they are a poor tool to target research and development (R&D) activities
(and investment cost more broadly). Reduced CIT rewards only success, but successful
outputs are a function of many nonrelated R&D inputs that are not characterized by market
failure. Reduced CIT rates tend to be important for potentially important investments that
may not be successful quickly. In this sense, they create a bias towards short-term projects
with low upfront costs (most of which are ‘footloose’). Moreover, the tax relief is not
connected to the level of investment while proportional to the amount of qualifying
income—i.e., two projects may generate the same income, thereby receiving the same
benefits from the reduced CIT rate, despite having different levels of inputs/investments.
Additionally, evidence suggests that non-tax factors (such as the rule of law and the quality
of the public infrastructure) are more important for attracting real investment of
multinationals. For these companies, minimum taxes in the headquarter country can be
triggered if the tax is too low abroad, and, under the new international tax landscape, may be
subjected to a global minimum tax (subsection H. ). In this sense, tax holidays in Lebanon
can simply generate tax revenues to other countries without creating any attractions for the
investor.

67 Under the ITL, new investments of industrial companies financed by retained earnings are exempt from up to
50 percent of their CIT liabilities for a period of up to four years, provided that such investments are made for the
acquisition of new industrial equipment or the construction of housing facilities for the personnel and do not
exceed the original investments made.In areas designated ‘development zones’, up to 75 percent of a company’s
tax liabilities may be exempt (ITL Art 5/2). A second incentive is provided under ITL Art. 5/2, in the form of a 10-
year tax holiday for industrial companies; however, this is perhaps outdated as it is linked to the production of
products not produced in Lebanon before January 1, 1980.

68 A comprehensive overview of experience with taxincentives, and appropriate policyinthis area, is provided by
Platform for CollaborationonTax (2016a,b).
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e Inefficient as they resultin greater foregone revenue since they provide tax benefits to
projects even after the recovery of capital costs; and

e Distortionary for the allocation of factors of production since they discriminate across sectors.
83.  Tax incentives should be reformed, as follows:

Tax holidays under the Investment Law and reduced CIT rates on retained profits should
be abolished. Instead, considerations can be given to introducing well-designed cost-based tax
incentives (such as accelerated depreciation) that are better targeted at real investments than
profit-based incentives. To preserve credibility and avoid possible disputes, existing holidays
should be grandfathered.

Preferential tax treatment for exports should be immediately removed to align with
international standards and avert distortion. The 50 (or 75) percent reduction in the CIT for
industrial exports (Law 248 of 2014) discriminates against some productive investments by
favoring specific sectors or industries. Since income tax incentives cannot be linked to export
performance under World Trade Organization (WTO) rules, this incentive is most likely
incompatible with WTO rules and jeopardizes Lebanon'’s aspirations to join the WTO.

Governance: Transparency of Tax Incentives and Beyond

84. Cost-based incentives, if introduced, should be provided exclusively in the ITL and
uniformly applied to all qualified investments with no room for discretion or other
interfering laws. Box 3 outlines a recommended governance framework for tax incentives.

85. Beyond inefficiency and ineffectiveness, existing tax incentives are vulnerable to
weak governance. Now, concerns stem from key issues, summarized as follows:

e Tax incentives are not consolidated in tax legislation. Tax incentives are found in the ITL, the
Investment Law and special laws (notably offshore and holding company regimes, the Tripoli
SEZ, and incentives for industrial exports).

e Several incentives are not administered by the MoF. Investment Law incentives are
administered by the Investment Development Authority of Lebanon (IDAL), with prior
approval from either to the Council of Ministers (CoM) or the Prime Minister, depending on
regime chosen. Offshore and holding companies are registered in the Commercial Register.

e There is wide discretion in the granting and administration of incentives. The Investment Law
grants the authority to award both incentives schemes® on a discretionary basis, including
with respectto the quantum of the incentives provided. The so-called “mixed” projects
(projects that only partly engage in the qualifying activities) can apply for the Investment Law

89 The Package Deal Contract (PDC) scheme and the Investment Project by Zone (IPZ) scheme.
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incentives on a “pro-rata” basis—the requirements for and compliance with which would be

difficult to monitor. The Investment Law also allows for other qualifying sectors to be
determined by a CoM Decree.

e There is no regular estimation and publication of the revenue forgone from tax incentives.
Estimating and publicly reporting tax expenditures to accompany the public budget are key

for transparency purposes and guiding the public debate. Therefore, itis important to build

capacity in tax analytics at the Ministry of Finance to conduct relevant estimations, policy
simulations, and cost-benefit analyses.

86. Existing discretion in the application of the law must be minimized and should be
reviewed in the new ITL. There are many areas where the law is applied on a discretionary basis.

In the case of income tax, examples include: (i) depreciation rules, where the taxpayer may
choose the applicable rates from a range (ITL Art 7(7)); (i) determination of lump-sum profit and
estimated profits regimes by Committees, including on an ad hoc basis for estimated profits (ITL

Art. 27); (iii) non-deduction of expenses based on a rule referring to customary practice (ITL Art.
7(12)); and (iv) determination of the tax base for capital gains on shares on the basis of auditors’
reports or, alternatively, general assembly or Board of Directors resolutions (ITL Art. 73).

Recommendations

. Immediately:

Abolish preferential CIT tax treatment for exports.

Abolish reduced CIT rates for reinvested profits, and all tax holidays, while
grandfathering existing ones.

Subject capital gains to regular CIT rate.

o In the near term:

Eliminate the offshore and holding companies’ regimes, with existing taxpayers
allowed to unwind their structures without tax.

Identify a small number of tax expenditures and prepare on an annual basis an
estimate of the revenue foregone from the provision of such expenditures.

. In the medium term:

Subject all CIT taxpayers to real profits regime.

Thoroughly review and reform Investment Law incentives, and replace by cost-based
incentives, complementing with a cost-benefit analysis, as part for the ITL reform.

Start publishing annual tax expenditures reports.
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Box 3. Improving Tax Transparency of Incentives

Transparency is necessary to provide accountability and reduce opportunities for rent seeking and
corruption. Government decision-making processes, policies, and administration should be subject to
scrutiny and evaluation, to enable authoritiesto be held accountable for their actions and remedial action
can be taken when necessary. Specifically in respect of tax incentives and other forms of preferential tax
treatment, these should:

Be clearly prescribed in law and as much as possible consolidated in the tax law. This reduces the
likelihood of conflicting or overlapping provisions and inter-agency jurisdictional conflicts, which
could create distortions and uncertainty.

Have clear and transparent eligibility criteria based on rules rather than discretion. Qualifying criteria
should be clear, simple, specific, objective, and apply automatically so as to reduce discretion
afforded to officials for granting or approving incentives creating opportunities for rent seeking.

Be underthe ultimate and sole authority of the MoF, where relevant based on input and views of
other stakeholders within the government.

Be subject to effective and transparent administration and evaluation. Their fiscal costs should be
reviewed annually as part of a tax-expenditure review which is made public. In this respect, the MoF
should keep records of the estimated cost and the actual cost of all CIT concessions and publish
these figures in the form of a tax expenditure budget. Cost-benefit analysis, especially (but not only)
in the case of new incentives is also important to inform policymaking and the public.

Be based on clearly stated policy objectives and time-limited, renewable only if the policy objectives
are being met at reasonable cost. Experience suggests that ineffective or excessively costly incentives
can easily become embedded in the ‘'normal’ tax system.

Be monitored by the tax administration, including through compliance and enforcement action
where needed when conditions are not or no longer met.

Solidarity Charges

87.

In exceptional crises, some countries embarked upon temporary additional levies

aimed to fall particularly on excess profits or the income of the more affluent (known as
solidarity charges or excess profits taxes). The rationale (beyond revenue which may not be
sizable in Lebanon at this juncture) is the importance of social cohesion during temporary major

crises, while recognizing that these taxes do not address the structural efficiency, fairness, or
revenue raising capacity of a tax system. There are various design options. Preferable are those
that fall on economic rent (Hebous and others, 2022), but surcharges onincome are relatively
straightforward to implement and have been used recently, e.g., in 2011/12 in Australia and
Japan to deal with natural disasters. In Japan, for instance, the surcharge on the CIT was 10
percent applied for two years, while onindividual income, the surcharge rate was 2.1 percent,
and it will apply until 2037.
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Recommendations

o Consider temporary moderate-income surcharges.

G. Protecting against Erosion of the Income Tax Base

88. It is critically important to protect the tax base against common base erosion
strategies by strengthening the legal framework consistent with current international
norms.’% Apart from their revenue impact, this would also assistin promoting tax certainty for
investors. Areas of particular concern include:”’

e Residence and permanent establishment definitions. There is no definition of ‘resident’ in the
ITL. The current residence definitions for companies and individuals are included in Law 60 of
2016 and in the definitions section of the TPL, although the two frameworks are
inconsistent.”2 The current residence tests for individuals do not adequately cover individuals
who have significant and personal economic ties to Lebanon. The residence tests for
companies, based on the registered seat principle, are also inadequate. Most jurisdictions
treat a legal person as a resident of a jurisdiction for tax purposes, even if incorporated or
established under foreign laws, as long as its place of control and management is in that
jurisdiction, i.e., key management and commercial decisions necessary for the business are
made in that jurisdiction. This would be done through place of effective management rules.
Importantly, there are no provisions in the ITL that define permanent establishment (PE) or
exit tax rules.

e Strong source rules. The ITL lacks a comprehensive set of rules for income and payments that
are considered to be sourced in Lebanon.”® These rules are necessary especially in a territorial
system since the exemption of foreign business activity from domestic taxation creates many

0 Lebanon is currently not a member of the OECD/BEPS Inclusive Framework.

It is noted that the Petroleum Tax Law No. 57 of 2017 includes thin capitalizationrules, residence and PE
definitions, and a transfer pricing framework. The mission has not reviewed the Petroleum Tax Law for
consistency with current international tax rules.

" |ssues of detailed drafting are not taken up here, but support can be sought from the IMF.

72 According to Law No. 60/2016 (amending Law No. 44 “Tax Residency in Lebanon”), an individual is considered
tax residentin Lebanon if one: (i) has a place of business in Lebanon; (i) has a house in Lebanon permanently
available to one's family members (i.e., the spouse and dependent children); or (iii) is presentin Lebanon for
more than 183 daysin any given 12-month period.The 183 days will not include days spentin transit at the
International Airport Beirut, orin Lebanon, if the stay was solely for the purpose of undergoing a medical
treatment. The TPL definition provides fora 120-day test and does not include the transit or medical treatment
exemptions. A company is considered a residentin Lebanon if it has (i) been established according to the
Lebanese laws; (ii) been registered according to the Lebanese laws, or (iii) a place of business in Lebanon.

3 For example, that income borne by an employerresidentin Lebanon, or rental amounts, license fees and
royalties borne by a personresiding in Lebanon or by a PE in Lebanon are considered Lebanon sourced income.
ITL Art. 3 contains a very basicsource rule: “The tax shall be imposed in the name of natural persons and corporate
entities, residing in Lebanese territory or abroad, on sum of all profits they realize in Lebanon”.
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opportunities for base erosion. These should be complemented by comprehensive
definitions on interest, dividends, royalties, and service fees.

Interest limitation rules. There are no interest limitation rules in the ITL. ITL Art. 7(3) provides
for unlimited interest deduction on loans contracted with third (related or unrelated) parties;
however, the authorities informed the mission that currently a general non-deductibility rule
relying on customary practice is used to deny interest deductions (ITL Art. 7(12)).74 Interest
limitation rules in line with current international best practices to limit the deduction of
excess interest should be introduced as a priority.”> Such rules can also help counter the
inflation-induced incentive to debt finance noted earlier.

Proper transfer pricing rules. The transfer pricing framework is segmented and inconsistent.
ITL Art. 15 provides a basis for transfer pricing adjustments for cross-border transactions. The
arms’ length principle is found in TPL Art. 10(2), along with a very basic definition of related
parties that only refers to direct control situations (not specifying any holding percentages),
without any mention to indirect or common control situations, or to degrees of kinship for
individuals. MoF Decision 368/2002 contains another definition of related parties for VAT
purposes (further to VAT Law Art. 60(2)). Existing transfer pricing rules do not seem to apply
to transactions between non-residents and their PEs in Lebanon, or between residents and
their PEs outside Lebanon, or to domestic transactions with entities in special zones or
otherwise benefiting from a tax holiday.

CFC rules. Base erosion may also arise as a result of Lebanese resident taxpayers shifting

income into a foreign subsidiary in which such taxpayers have controlling interests. The ITL
does not include CFC rules, which would be particularly important as some items of foreign
source capital income (dividends and interest) are subject to taxation on a worldwide basis.

An Offshore Indirect Transfers Rule. A common international tax planning practice to avoid tax
on gains derived from the disposal of assets or properties in a jurisdiction is to transfer
shares of foreign companies that hold such assets or properties directly or indirectly through
an interposed entity, i.e., offshore indirect transfers. As part of the broader ITL reform, an
offshore indirect transfer’s rule should be adopted, with consideration given to the types of

" Art. 7(12) ITL" Representation allowance exceeding 10 percent of the employee's basic salary, and any salaries,
wages, and other expenses that exceed the limits of what is customarily required to engage in commerce, industry,
or an occupation.”

> There are various options for designing interest limitation rules, typically a debt-to-equity ratio or a ratio of net
interest to EBITDA, with special rules for banks and financial institutions, and possibly the applicationofa de
minimis threshold.In Lebanon, such a rule already exists in the Petroleum Tax Law, providing for a debt-to-equity
ratio of 1:1.5. Most countries in the broader region limit interest deductions using similar designs, including:
Jordan, Egyptand Turkey that currently apply a debt-to-equity rule. EU countries, including Greece and Cyprus,
applyan EBITDA rule (implementing the EU Anti-Tax Avoidance Directive).

60



assets that ought to be covered and structured to take account of Lebanon'’s existing tax
treaty network.7®

e A General Anti-Tax Avoidance Rule (GAAR). The is no GAAR in the ITL or the TPL. A GAAR can
be included in domestic tax legislation as a provision of “last resort” against tax avoidance
practices that are not otherwise targeted by specific integrity rules like those listed above—
and which can be designed to apply to all taxes not just income tax. Where the GAAR is
invoked, the tax administration has the power to cancel a particular tax benefit or assess a
different (increased) tax liability against the taxpayer in circumstances where the course of
action taken by a taxpayer is so blatant, artificial or contrived that it is only explicable by the
desire to obtain a relevant tax benefit. Introducing a GAAR requires careful consideration to
ensure that it is designed and applied in a measured, even-handed and predictable way. This
is because a rule of this nature is less rules-based and more discretionary in its application.””

Recommendations
e In the near term:

» Strengthen residence rules for individuals and corporations.
e Introduce a PE definition and comprehensive related party definitions.

o Introduce an interest limitation rule, with limited grandfathering for existing loan
arrangements.

e In the medium term:

e Introduce strong source rules, CFC rules, transfer pricing rules, an offshore indirect
transfer’s rule and consider a GAAR as part of the ITL reform.

H. The Global Minimum Tax

89. Lebanon will need to be attentive to developments in international corporate
taxation—even if it remains outside the Inclusive Framework. Major changes to the
international tax system are now a real prospect, following the agreement in October 2021 of
around 140 countries in the G20-OECD led ‘Inclusive Framework' to follow a ‘two pillar’
approach. Pillar 1 aims to reallocate part of the profits earned by the very largest and most
profitable multinationals to countries in which they make final sales. Likely more relevant to
Lebanon is Pillar 2, which aims to set a global minimum effective tax rate. Since this may be
imposed unilaterally by participating countries on their affiliates operating abroad, this will affect
Lebanon even if it remains outside the Inclusive Framework.

76 platform for Collaboration on Tax (2020).

"7 \Waerzeggers and Hillier (2016).
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90. The minimum tax is intended to top up to 15 percent the tax’® paid on the ‘excess
profits’ of in-scope entities, these excess profits being the amount by which financial profits
exceed a ‘carve-out’ (also known as ‘substance-based income exclusion’) calculated as fixed
fractions of turnover and tangible assets.”® While many important considerations arise, three are
especially important for Lebanon. First, the tax applies only to entities that are a part of
multinational groups with global annual turnover of over € 750 million. This threshold is low
enough to likely include some hotel chains, oil companies and others now active in Lebanon—
and the expectation is that the threshold will fall over time. Table 6 suggests that there are at
least 100 or so entities active in Lebanon that will be potentially subject to the minimum tax.
Second, a nominal CIT of 17 percent does not ensure that effective rates, which, for the purposes
of Pillar 2 are calculated relative to financial profit, will exceed 15 percent: tax deductions will
generally reduce taxable profits below financial (as of course will tax holidays). Third, any top up
tax due may be collected unilaterally by the country in which the parent of the entity in Lebanon
is resident.80

91. The amount of revenue at stake may be significant. Table 6 reports information from
Country-by-Country Reports, which report on the activities of multinationals that meet the size
test for inclusion in Pillar 2. The information is incomplete, and subject to much qualification, but
suggestive, nonetheless. One puzzling feature is that, contrary to expectations, the effective tax
rates in many cases exceed the statutory rate of 17 percent: the reason for this is unclear. Existing
tax incentives, for example, decrease the effective tax rate below the statutory one. And indeed,
the effective rate is less than the critical 15 percent for the single most profitable source of
investment in Lebanon, the US, as well as on sizable profits from India, and from Italy. Topping
these up to 15 percent, the additional tax payable would be around USD 5.5 million, which is a 17
percent increase in the total tax payable by all entities in the table.8!

8 'Tax’ here means primarily CIT but includes also withholding taxes charged on the entities’ receipts.

7 For more detail, see IMF (2022a) and UNCTAD (2021); the model rules, and discussion, are in OECD (2021,
2022). Recent tax changes in the US, not entirely consistent with the Pillar 2 proposal, have complicated policy
discussions; for brevity, they are set aside here.

8 Through the ‘Income Inclusion Rule'.

81 These figures take no account of the carve out which would reduce the additional tax payable. If the top up
were only to an effective rate of 13 percent, for instance, the revenue at stake falls to 11 percent of the current
total.

62



Table 6. Entities in Lebanon In-Scope of Pillar 2—An Overview
Residence country No of entities Profit before income tax Income tax accrued, 2017/1 Effective tax rate

Denmark 8 2,496,241 867,927 35%
France 60 65,812,674 13,967,202 21%
Germany 13 27,441,341 6,533,277 24%
India 2 16,491,101 1,401 0

Italy 4 2,057,540 97,825 5%
Japan 3 2,590,281 607,104 23%
Mexico 1 - - -

South Africa 1 961,635 166,931 17%
Switzerland 9 20,149,336 3,922,596 19%

United States 68,809,296 7,455,632 11%
Source: Country by Country Reports, available at OECD statistics. Note: /1 Except 2016 for Mexico. All countries
except France, Italy, and Mexico exclude sub-groups with negative profits, with sub-groups defined as
subsidiaries ofa single MNE parent company.

92. It will be correspondingly important to pre-empt any top up tax on Lebanese
entities that would otherwise accrue to foreign governments. Since companies care only
about how much tax they pay, not who they pay it to, allowing effective rates on these
companies in Lebanon to fall below 15 percent will simply resultin other countries receding
more tax revenue.

93. How this might be done will require close attention. There are several options.
Measures might include either increasing the CIT rate to a level that is expected to be sufficient
to raise the effective rate to 15 percentin most cases, and/or a minimum effective rate of 15
percent of financial profit—measures that might be adopted for all companies, or just for those
in scope. These would be major changes, and require close analysis before acting, in terms of
both their economic impact (on investment, not least) and legality (to ensure, for example, that
they are accepted by others as bringing tax up to the minimum where they currently benefit
from a commitment to a lower rate of tax such as a tax holiday). The simplest alternative would
be to adopt a '‘Qualified Domestic Minimum Top up Tax' (QDMTT), which the model rules for
Pillar 2 allow for as a means by which source countries can precisely levy the top up tax
themselves.®? It is not clear, however, that other countries would accept this as implementing the
top up so long as Lebanon is not a member of the Inclusive Framework. If they do not, the top
up tax would become an additional charge on the investor (because the investor will be subject
to the minimum tax by the headquarter country despite the top up tax in Lebanon).

94, The planned global minimum would have particular implications for tax incentives.
For in-scope companies, the advantage of a tax holiday would be largely eliminated.8 Where
commitments have been made to offer incentives for some years, pre-empting may require
renegotiation—which companies may be willing to accept, if it is immaterial to their overall tax

8 For a low-taxed investor, application ofthe QDMTT is preferable to simply paying an effective tax rate of 15
percent, because the carve out under the former excludes some part of profit from topping up.

8 The ‘largely’ is because the presence of the carve out means that not all of the profit excluded by the holiday
would be subject to topping up.
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liability. How significant a concern this should now be in Lebanon is not clear. What is clear,
however, is that the global context in which tax policies to attract investment need to be
formulated appears set for significant transformation.

95. It is intended that the minimum tax apply from some time in 2023 or 2024. There is
thus some urgency to considering its implications for Lebanon, and the appropriate policy
response. The first step in doing so is to take stock of precisely which entities in Lebanon will be
in scope of the minimum tax, and of the effective tax rates they pay.

VI. PROPERTY TAXES

96. Property taxes represent an important share of tax revenue. Revenues from property
taxes have averaged around 1.5 percent of GDP over the last ten years,8 driven by two decades
of a dynamic real estate market buoyed by foreign capital including from the Lebanese diaspora.
Moreover, since the onset of the 2019 crisis, real estate has generally been perceived as a safe
haven asset, further drawing investment into the real estate market—increasing the share of
revenues from property taxes to 14 percent of total tax revenues.

97. Taxation of property encompasses several taxes and fees collected by the central
government and municipalities, including:

1) Property registration fee, a transaction fee on the transfer of ownership of real estate. It is the
largest component of state revenues from property taxes and is imposed at a rate of
5 percent of the transaction value, with a reduced rate of 2 percent for commercial real
estate.®> However, transfers of shares that derive their value primarily from real estate (i.e.
shares in a real estate holding company) are not subject to the registration fee that would
have applied had the property been transferred directly—enabling tax planning. Property
transaction contracts are mostly denominated in USD, while conversion to LBPs for tax
purposes is done at the official exchange rate (see Section ).

2) Built property tax, a recurrent tax levied by the state on the estimated annual rental value of
built property, at progressive rates from 4 to 14 percent. The exemption threshold is LBP
20 million per property up to two properties per owner. An additional municipal tax of 5 or 7
percent on the rental value is imposed on housing and non-residential properties
respectively. Vacant properties are exempt from built property tax. The rental value for tax or
registration purposes is determined separately by the central government, municipalities, and
the Directorate General of Land Registry and Cadastre, potentially leading to different tax
values set by each jurisdiction. Valuation criteria are non-transparent and rental values are
not regularly updated.

8 Revenues from certain fees (including stamp duties) are not included in this estimate, giventhat those are
reported under other tax revenue with no sufficient breakdown.

8 Additional transaction fees of around 0.8 percent include 0.3 percent in stamp duties, 0.25 percent in
municipality fees, and 0.2 percent in other legal fees.
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3) Inheritance and gift tax is levied when property is transferred by inheritance or gift. The tax is
levied atvarying rates depending on the value and relationship between the deceased (or
grantor) and the recipient(s) of the property, with tax rates ranging from 3 to 45 percent of
the property value.

98. Removing the exemption for vacant properties from built property tax should be
an immediate priority. The exemption complicates the system, burdens a weakened tax
administration, incentivizes misreporting, and undermines revenue yield. Indeed, a recent study?®®
suggests that around 50 percent of reported vacant properties in Beirut Municipality are in fact
occupied. The exemption is also regressive, given that unoccupied properties are likely second
homes or investment properties, the ownership of which is highly concentrated at the higher
level of the income distribution. Eliminating the exemption of vacant property would mobilize
additional revenue both at municipal and central government levels (with a rough estimated
yield of around 0.3 percent of GDP).

99. Other immediate measures should include expanding the built property tax base
and reducing tax avoidance through property holding structures. The preferential treatment
for the for second properties should be removed as it is more likely to benefit the wealthier
segments of the population.®” Also, transfers of property should be subject to the same
registration fee, irrespective of whether the property is transferred directly for instance by way of
sale, or indirectly by instead transferring the shares in the entity that—directly or indirectly—
owns the property. The latter tax planning technique through the use of property holding
structures is also more likely to benefit the better off.88

100. Improving the property valuation system over the medium term is key to a more
efficient and equitable property tax framework. The two most common approaches for
assessing property value are capital (or market) assessment and annual rental value assessment
(currently used in Lebanon).8 While both methods can resultin similar estimated values, capital
value assessment is preferred in markets with frequent sales transactions that can be objectively
observed. Irrespective of which of two methods above are used, valuation criteria should be clear
and transparent to avoid discretionary approaches by the valuers, ensure consistent treatment
among taxpayers, and preserve the credibility of the valuation system. Once a sound valuation
system is in place, it is important to update it on a regular basis to reflect current market values
of properties. Levying recurrent property tax on an outdated rental value, in addition to reducing
its revenue yield, undermines fairness of the system. For example, owners who keep the property

86 Bejrut Urban Lab (2020).

87 See Section V on limiting the capital gains exemptionto one primaryresidence.

8 IMF (2010)

8 An alternative sometimes suggested is a 'self-assessment’ system, under which owners are invited to declare a
value for the property, with the government having the right to buy it (perhaps for later auctioning) at that price.
This in principle provides an incentive to declare the true market value. Such a scheme has reportedly been used
with some success in Bogota (Colombia), but remains essentially untested in practice:it requires, for instance,
that the government atleast has a sense of the true market value and may not be corruption-proof.
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longer may end up paying lower taxes due to an outdated valuation, compared to new owners
whose property was recently valued. However, setting up a robust property valuation system
requires time, including to build a reliable database for property transactions. As a very short-
term solution the authorities could continue with the existing valuation while, but property
transactions valued in USD should be converted for tax purposes using the market exchange rate
(Section ).

101. In the meantime, centralizing or unifying the existing valuation system would go
some way towards streamlining the property tax process. The current system with multiple
valuation processes is complex and represents a significant administrative burden both for
taxpayers and tax administrations. While it is not uncommon for the property tax base to be
shared between local and central governments, the valuation process should be streamlined to
produce a single valuation for all tax purposes. In practice, the following options exist for
determining the primary institution/agency responsible for property valuation: 1) national
government, 2) dedicated national government agency, 3) local government, 4) combination of
the above, or 5) a private agency. In Lebanon, valuation at central government level seems
preferable, given that capacities are likely to be more constrained at local government level.

102. As part of broader review of taxes on transfers and holdings of property,
consideration should be given to extending the recurrent property tax to both land and
buildings. The recurrent property tax only applies to built property, while land is only implicitly
taxed insofar as its value is derived from a property built onit. The value of unbuilt land,
however, remains untaxed, except when subject to a transaction (i.e., registration fee).
Consideration could be given in the medium term to broaden the recurrent property tax to
unbuilt property to reduce distortions and increase the potential tax base.

Recommendations

o Immediately:
o Use the market exchange rate for all transaction taxes on USD (or other foreign
currency) denominated property transactions.
o Remove the built property tax exemption for vacant properties and apply the tax to
all but one principal residence property per owner.
o Extend the registration fee to transfers of shares that derive their value primarily (50
percent or more) directly or indirectly from real property.
o In the near term:
o Streamline the property valuation system between the different levels of government
and agencies involved to achieve a single property valuation.
o In the medium term:
e Improve the quality of the property valuation system and keep property values
current.
« Consider broadening the recurrent property tax base to unbuilt land
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Appendix 1. Calculation of the Revenue Impact from Mis-
Valuating Imports

103. Estimating the revenue impact of correcting the mis-valuation of imports required
data from various sources (Figure 2). Customs values in USD and tax rates for customs, excises,
and VAT were downloaded from the Lebanese Customs Administration website, and combined
with data on the various exchange rates (official, Sayrafa,’ and market), GDP (from Central
Administration of Statistics for actuals, and IMF sources for 2022 to 2024 estimates), and actual
revenue collections up to 2021 (from country authorities).

104. The steps to estimate import levels assuming no mis-valuation in 2020-2022 (to
correct for the anticipation effect), imports for 2023-2024, and revenue under the various
scenarios are listed below.

e Imports for 2020-2022: imports as a share of GDP using the Sayrafa and market exchange
rates were adjusted downward to remove the anticipation effect for 2020-2022, under the
assumption that the anticipation effect was driven by mis-valuation (in other words, imports
to GDP would be at pre-crisis levels if not for mis-valuation of imports for tax purposes). This
assumption aligns with anecdotal evidence from discussions with stakeholders and the fact
that imports as a share of GDP greatly increased to 70-110 percent when assuming Sayrafa
and market exchange rates. The downward adjustment was calibrated so that the average
imports to GDP for 2020-2022 (70-110 percent prior to adjustment) match that of the 2017-
2019 (38 percent).

e Imports for 2023-2024: it is assumed that imports-to-GDP is below historical levels in 2023
(reflecting both the lag in imports of durables following the anticipation effect seenin 2020-
2022 and import-substitution due to the economic slowdown and rising cost of imports from
currency depreciation) and then returns to historical levels in 2024. There is an additional
downward adjustment for vehicles since the anticipation effect was especially large (for
example, vehicle imports in 2022 are estimated to be around 400 percent of pre-crisis levels
relative to GDP, compared to 250 percent for non-vehicle imports).

e Revenue estimates: imports are converted from USD to LBP using the various exchange rates,
and revenue is estimated by simply applying tax rates to the customs values in LBP and
quantities.

T Since the Sayrafa exchange rate was not available in 2020, it is assumed to be 80 percent of the market rate,
which is roughly the different between the two rates in 2021-2022.

67



Appendix 2. Telecommunications Sector

105. The telecom sector contributed 12.4 percent of total revenues on average during
the last decade. It has been the second largest revenue-generating component in the budget,
after VAT.2 However, transfers from telecom surpluses reached their peak in 2014 (at 4 percent of
GDP) and since then have been declining (Figure 12).

Figure 12. Revenues from Telecom Surpluses
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Source: MoF data.

106. The telecom sector is state-owned and since May 2020 fully operated by the
government, with three providers: Ogero, a state-owned and state-run company that operates
landline services. The other two companies are Alfa and Touch; both are mobile operators that
used to be controlled by two foreign companies under rolling licenses. In May 2020, the
Lebanese government took back control of both companies in preparation for re-tendering the
contracts, and since then the Ministry of Telecommunications has been operating the service.

107. Revenues generated both from landline and cellular services belong to the state,
while the two private companies receive annual management fee in return for operating the
networks. The contract with mobile operators used to stipulate that they pay collected revenues
to the government in USD irrespective if collected in LBP, while revenues from Ogero were
collected and transferred in LBP. As such, revenues from telecom surpluses were also a significant
source of foreign exchange (FX) for the budget. Revenues would be transferred to the Ministry of
Telecommunications, which, after deducting for operational and capital expenses, transfers the
remaining surpluses to the state treasury. With three telecommunication providers and no
legitimate competition in the market, an increase in mobile and internet penetration over years
allowed this sector to be a major source of revenues for the state. Significant decline in telecom
revenues in recent years is to a large extent a result of an ongoing economic crisis. Fast
depreciating national currency and related increasing maintenance and operational costs left the
sector with notably smaller revenues to be transferred to the budget. Reportedly, poor regulation
and auditing of the sector also contributed to large inefficiencies.

210/11 of net VAT revenue collected from telecom services is distributed to the municipalities as compensation for
municipal taxes repealed when VAT was introduced in 2002 (Article 55(2) of the VAT Law).

68



Appendix 3. Excise Rates by Product

HS code Description of good Specific excises Ad valorem
excises
Base Rate (LL) Rate (USD, Rate (USD, Rate (% on
official) market) CIF)
Alcoholic beverages
2203 Beer made from malt Liter 180 0.12 0.01
2204-2207, 2208.2 Wine, vermouth, spirits from grape, other fermented Liter 600 040 0.02
2208.30-70 Sprits, liqueurs and cordials Liter 1,200 0.80 0.04
Tobacco
2401.10-30 Raw or semi-processed tobacco and refuse 48
2402.10 Cigars, cheroots, cigarillos 35
2402.20-90 Cigarettes containing tobacco, other 108
2403.11 Water pipe tobacco 30
Fuels
2701 Coal NA 0 0.00 0.00
2710.12.13 Gasoline > 98 octane, unleaded Liter 241 0.16 0.009
2710.12.14 Gasoline, 95-98 octane, unleaded Liter 2495 0.17 0.009
2710.12.15 Gasoline, 90-95 octane, unleaded Liter 279.5 0.19 0.010
2710.12.20-40 Gasoline, leaded Liter 592.5 039 0.002
2710.12.50 Jet fuel NA 0 0.00 0.00
2710.19.10 Kerosene Liter 17 0.11 0.0006
2710.19.20-30 Diesel and fuel oils NA 0 0.00 0.00
2711.12-19 Liquid gases, including natural gas, propane, butane NA 0 0.00 0.00
Vehicles

8703.21.30-8703.24.30 Cars, used: CIF value up to LL 20 min 4,500,000 2,982 164

Cars, used: CIF value above LL 20 mIn 45
8703.21.90-8703.24.90 Cars, new: CIF value up to LL 20 min 15

Cars, new: CIF value above LL 20 miIn 45
8703.40.90, 8703.60.90  Electricand hybrid, new 15

Source: Lebanese Customs Administration
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Appendix 4. Tax Rates on Employment and Business
Income of Individuals

Tax Rates on Business Income Tax Rates on Employment Income
Taxable income (LBP million) Rate (%) Taxable income (LBP million) Rate (%)
Up to 9 4 Up to 6 2
9 - 24 7 6 - 15 4
24 - 54 12 15 - 30 7
54 - 104 16 30 - 60 11
104 - 225 21 60 - 120 15
Over 225 25 120 - 225 20

Over 225 25

Source: Income Tax Law of 1959. Note: These rates are applicable after 'family deductions’ (including deductions
for children) of a maximum of LBP 12.5 million (ITL art. 31). For pensionincome, the taxbands are the same as for
employment income; however, as of 1 August 2019, the tax rates are halved. Brackets and deductions were adjusted
upwards in the 2022 budget law (that was passed after this IMF mission took place).
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Appendix 5. Key Features of the Income Tax

Lebanon

Overview of key income tax features

Issue Personal income tax Corporate income tax
Income category | Employment and businessincome aresubject to differentschedules Real profits or lump-sum regime (depending on businessactivity)
and rates Wages and salariesincome: 25% top marginal rate (art. 58). Exemptions:art.47 | Capitalgainsand capitalincome aretaxed underdifferent schedules
Business income: 25% top marginalrate (art. 32) Real profits or lump-sum regime (depending on business activity)
Family allowances (art.31) Standard CIT rate: 17%
Real profits, lump-sum or estimated regime (depending ontypeofbusinessand | Special regime for petroleum companies: Petroleum Tax Law No.57 of2017
business activity) Art. 11: mandatory real profitsregime
Income from movable capital incomeis business incomeif effectively connected | Art.44: mandatory lump-sum profits regime
to business activity (art.8 & 70) Exempt entities:art. 5
15% municipality surtax on commerdal, industrialand non-industrial
professions(art.33)
Type of tax Residents Non- Residents Non-residents
system Partly territorial residents’ | Partlyterritorial Territorial
Only interest and dividends are taxed on a worldwidebasis (art | Territorial Interest and dividends are taxed on a worldwide basis (art. 77)
77)
Capital gains 15% Same as 15% (art. 8) Same as
Real estate CG phased outat a rate of 8%/year ifsaleofreal residents Optional revaluation of fixed assets every five years - ‘betterment residents

estate is not business income

Gains from the sale of up to two primary residences are exempt.
(art.45.2.b)

Rental income fromland and built real estatetaxed (at 15%) only
if business income (art. 8)

Sales ofsharesinjointstock companiesare notincludedin the
taxable base(art.73)

0% WHT - The income is declared with the annualtax retum (for
all taxpayercategories)

profit’ taxed at 10%/15% (on conditions) - art. 45

' Taxation of non-residents is subject to tax treaty rates.
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Issue Personal income tax Corporate | Issue Personal

income tax income tax

Dividends 10% final WHT, including foreign source dividends (art.9 & 72 10% final 10% final WHT, including foreign source dividends (art. 9 & 72 bis) 10% final WHT
bis) WHT Domestic dividends are deducted fromincomefor CIT purposes

Branch remittancetax: 10%
No participation exemption for foreign subsidiaries (art. 9)

Interest 10% final WHT (art.69) Same as 10% final WHT (art.69) Same as
Some paymentssubjectto 7% (increased to 10% until 1.8.2022—- | residents Some payments subjectto 7% (increased to 10% until 1.8.2022— residents
subject to extension) subject to extension)

Regular business income for banking and financialinstitutions (WHT
creditableagainst final tax liability) — art. 69/second

Royalties/Service | Taxed as businessincome 7.5% final Taxed as businessincome 7.5% final

fees 0% WHT WHT (art. 0% WHT WHT (art.42)

42)

Rentalincome Notincluded inthe taxable base if not effectively connected with | Same as Taxed as businessincome (17%)— art. 8) Same as

a business (real estate taxed through built property tax) residents residents
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Appendix 6. Main Tax Incentives Regimes

Offshore companies

Legal Legislative Decree No. 46 of 24 June 1983, amended by Law No. 19 of 5 September 2008
framework
Activities e To engage exclusively in business transactions outside Lebanon, including negotiation

and signing of contracts and agreements to be executed outside Lebanon or in free
zones

e Banking, financial and brokerage activities to be executed outside Lebanon

e ParticipationinLebanese or foreign companies and granting of loans to foreign
companies in which the offshore company owns at least 20 percent of the share capital

e (Carrying out maritime transport activities

e Preparationof studies orundertaking consulting services for use abroad

e Opening of credits and borrowing from banks and financial institutions residing
abroad orin Lebanon to finance their activities and transactions

e Rental of offices in Lebanon and acquisition of real estate necessary for the company's
activities

e Prohibited activities are industrial activities, banking, insurance holding activities and
any commercial activity undertaken in Lebanon other than the permitted activities.
They are also prohibited from earning any revenue from fixed or movable propertyin
Lebanon and from rendering services to establishments situated in Lebanon. They may,
however, receive interest on their Lebanese bank accounts

Tax incentives
provided

e CIT exemption (capital gains derived from the sale or transfer of Lebanese-situs fixed
assets are subject to the regular 15 percent rate)

e WHT on dividends exemption

e Annual LBP 1 millionlump-sum tax

e Exemptionfrom stamp duties on overseas business contracts signed in Lebanon

e Foreign employees are granted an exemption of 30 percent of their salaryas
representation allowance

e The offshore company shares are exempt from transfer and inheritance taxes and all
related fees

Administration

e Licensing by the Commercial Registry (Min. of Justice)
e Established as joint stock companies and obliged to keep proper accounts, prepare
annual financial statements and submit tax returns
e Special rules:
- Accounts may be keptin Lebanese orforeign currency.
- Two Lebanese individuals need be appointed as directors; the chairman of the
board does not need a work permit if he is a foreigner and not residentin
- Lebanon
- At least one resident Lebanese auditor must be appointed but it is not necessary
to appointa second auditor
- The company need only publish its annual balance sheet and the names of its
directors and auditors in the special register
- It can beformed by a sole shareholder, natural personor legal entity, Lebanese or
foreign
e Compliance monitored by the tax administration
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Holding companies

Legal framework

Legislative Decree No. 45 of 24 June 1983, as amended by law No. 772 of 11 Nov 2006

Tax incentives

e CIT exemption

provided e WHT on dividends exemption
e Interest exemptionforlong-term (more than 3 years) loans to companies operating in
Lebanon
e Capital gains participation exemptionifholdings in Lebanese companies more than 10
percent and for more than 2 years
e Management fees charged to Lebanese subsidiaries ofthe holding company are taxed
at 5 percent, provided that such fees do not exceed 2 percent of the revenues of the
subsidiary
¢ Income from the lease of patents and trademarks to companies inLebanon is taxed at
the rate of 10 percent
e Annual lump sum tax on the value of the company’s capital plus reserves up to a
maximum of LBP 5 million
Activities e ParticipationinLebanese or foreign companies, management and granting of loans to

companies operating within Lebanon in which the holding company owns at least 20
percent of the share capital

e Acquisition of patents, concessions, registered trademarks and any other reserved
rights, and leasing them to Lebanese or foreign establishments

e Acquisitionof movable and immovable property for use exclusively in its
administrative operations

Administration

e Registration as shareholding companies in the Commercial Registrer (Min. of
Justice)

e Established asjoint stock companies and obliged to keep proper accounts,
prepare annual financial statements and submit tax returns.

e Possibility of having their share capital, accounts and balance sheets in foreign
currency

e Right to publish only the balance sheet of each financial year, the names of the
members of its board of directors and the auditors in the special register

e Exemptionfrom the following requirements:

- To have Lebanese nationals as members of their Boards of Directors and for the
Chairman of the board to hold a work permitif he is a non-Lebanese national not
residing in Lebanon

- To maintain the company's head office, together with its legal registers and
documents, in Lebanon

- To hold board meetings and general assemblies, abroad (apart from the annual
assembly)

- To appoint at least one initial Lebanese auditor resident in Lebanon for a 3-year
period and an additional auditor

- The obligation to register in the General Trade Register in conformity with the
provisions of the Code of Commerce, as well as at the Court of First Instance of
Beirut

e Compliance monitored by the tax administration
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Incentives For Large Scale Projects: The Package Deal Contract (PDC) Scheme

Legal framework

Investment Law (Law 360/2001)

Activities

In the following sectors:

Industry, Agriculture, Agro-food, Tourism, Information Technology, Telecommunication,
Technology, Media and other sectors specified by a decree issued by the Council of Ministers
based on a proposal ofthe President of The Council of Ministers

It is possible for the company to engage in other activities. In this case, the tax incentives
are awarded pro-rata to profits or transactions corresponding to the above activities

Tax incentives
provided

e CIT exemptionfor up to 10 years
e Dividends exemptionfor up to 10 years
e Exemptionfrom land registration Fees
The exemptions are granted based on investment size, sector of operation and number of

jobs created

Administration

e Approval by Council of Ministers decision
e Administered by the IDAL

Incentives For SME Projects in Specific Zones: The Investment Project By Zone (IPZ)

Scheme

Legal framework

Investment Law (Law 360/2001)

Tax incentives
provided

e CIT exemptions up to 100 percent for a period up to 10 years

e Dividends exemptions up to 100 percent for a period up to 10 years
The exemptions are granted based on investment size, sectorand geographical location of
the project (3 zones)

Administration

e Approval by Prime Minister decision
e Administered by the IDAL

The Tripoli Special Economic Zone (TSEZ)'

Legal framework

Law No 18 dated of5 September 2008

Tax incentives
provided

e CIT exemptions (subject to minimum capital and number of employees conditions)
e VAT, customs duties, and excise taxes exemptions, for all inputs, machinery, and
equipment needed, provided the equipment and supplies stay within the
boundaries of the TSEZ
Income tax exemptionfor all salaries ofemployees
An exemption from land and property taxes for all buildings of businesses inside
the TSEZ

Source: IDAL website and IMF staff compilation.

' The authorities have informed that this regime is not active yet.
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