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Abstract: This study evaluates the effectiveness of monetary policy in Lebanon during
the period 1997-2025 by applying the "Extended Taylor Rule" framework. The
research aims to analyze the response of nominal interest rates to macroeconomic
variables, specifically the inflation and output gaps, while emphasizing the pivotal role
of foreign reserves in a small open economy characterized by a long-standing currency
peg. The methodology employs an econometric analysis of annual data, utilizing the
Ordinary Least Squares (OLS) method with Newey—West (HAC) standard errors to
address potential autocorrelation and heteroskedasticity. Empirical results demonstrate
that both the inflation gap and the output gap were statistically insignificant in
determining interest rates, suggesting that Lebanese monetary policy did not follow
traditional rules focused on internal stability. Conversely, foreign reserves exhibited
high statistical significance at the 1% level with a strong negative coefficient (-8.364),
confirming that the preservation of reserves and the defense of the exchange rate were
the primary drivers of monetary policy. The findings further indicate that the 2019
financial crisis forced a fundamental shift toward reactive crisis management, leading to
stagflation as the previous economic model collapsed. The study concludes that
Lebanon's monetary policy has been constrained by external stability requirements at
the expense of domestic growth and recommends an overhaul of the monetary
framework to restore credibility and support sustainable recovery.

Keywords: Extended Taylor Rule, Monetary Policy, Lebanon, Foreign Reserves,
Interest Rate, Output Gap, Inflation Gap.
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Table (2): Estimation Results of the Extended Taylor Rule for Lebanon (1997-2025)

Dependent variable: Nominal interest rate (I)
Estimation method: Ordinary Least Squares (OLS) with Newey—West HAC standard errors

Variable Coefficient t-statistic Std. Error Prob.
Constant 21.900 0.397 55.217 0.695

Output gap (YG) 1.218 0.334 3.648 0.741
Inflation gap (IG) —0.003 —0.262 0.011 0.795
Foreign reserves (FR) —8.364 —4.278%** 1.955 0.000

R-squared 0.756
Adjusted R-squared 0.726
F-statistic 25.754 (Prob = 0.000) Model statistically significant
Durbin—Watson 1.063

Notes: t-statistics are reported in parentheses. *** denotes statistical significance at the 1% level.
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