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PREFACE

The Middle East Institute for Research and Strategic Studies (MEIRSS) envisions a
Middle East that is ruled by law and democracy, where decision-making is guided
by evidence and reason, rather than by conflict and radical ideology, and where
all people live peacefully and as equals regardless of their religion, ethnicity or
political affiliations.

MEIRSS is an independent research center that aims to provide a distinct
perspective to the strategic happenings in the Middle East through the special
insight of a group of researchers who are familiar with the dynamics of the region
and its social realities. The center aims to participate in genuine research and
analysis done by young researchers, with oversight from experienced academics,
with the hopes that these efforts would help promote an enhanced understanding
of the region’s politics and lead to better-informed decision-making by politicians
and activists.

Our Key Objectives are:

- To build a free and open academic platform for internal and external
reflection on main political issues.

- To engage with regional events and to offer a strategic perspective,
presenting detailed analyses that incorporate local, regional, and
international dimensions.

. To work in cooperation with regional and international researchers and
organizations, in order to contribute to the broader academic conversation
and to facilitate evidence-based policymaking.

This report is a product of the Economic Focus at MEIRSS written by Assoc. Prof.
Nicole Ballouz Baker, board member, assisted by Theresia Rahmé, Jessica Chedid
and Mariam El Houjeiry, student trainees, under the supervision of Dr. Elie Elias
and Nicole Ballouz Baker, board members, and Elsa Yaghi, administrative assistant.
Sources are referenced at the end of the report.

The findings, interpretations, and conclusions expressed in this report are those
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of MEIRSS staff and do not necessarily reflect the views of our partners or
governments they represent.

For information about MEIRSS and its activities in Lebanon, including e-copies of
this publication, please visit https://www.meirss.org/

To be included on an email distribution list for this report and related publications,
or for questions and comments on the content of this publication please contact
info@meirss.org
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EXECUTIVE SUMMARY

This report, “Institutions, a Path to Sustainable Growth,” addresses Lebanon’s
ongoing economic crisis, one of the worst globally since the mid-19th century.
The crisis, exacerbated by decades of unsustainable fiscal and monetary policies,
political corruption, the COVID-19 pandemic, the 2020 Beirut port explosion, and
lately the confrontations in South-Lebanon between Hezbollah and lIsrael, has
severely eroded living standards and pushed a significant portion of the population
into poverty.

BACKGROUND AND KEY INDICATORS

GDP GROWTH

During 2017-2019, real GDP growth decreased to an average of 0.2%,
dropping from 8% in 2010.

In 2020, Real GDP declined by 21.4% and the consumer confidence index
declined by 65.1% (yoy) in the first nine months of 2020.

In 2021, real GDP declined by 7%, a slower contraction which has been
estimated to have narrowed to 0.6% in 2022.

Before the onset of the confrontations between Hezbollah and Israel,
economic growth was projected to reach a positive 0.2% in 2023.

With the conflict at the southern border, real GDP growth is projected
to fall back into negative figures, especially because of the sensitivity of
tourism, that has been the main driver of growth in 2023, to exogenous
shocks.

EXCHANGE RATE AND INFLATION:

The Lebanese pound depreciated by 129% in 2020, 219% in 2021, and
145% in the first ten months of 2022.

Inflation rates soared, reaching 84.86% in 2020, 142.9% in 2021, 171.2% in
2022, and expected to reach 231.3% in 2023.
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UNEMPLOYMENT:
The employment ratio fell to 30.6% in 2023, down from 36.4% in 2019.

Youth unemployment reached 47.8% in 2022.

CURRENT ACCOUNT BALANCE:

The current account deficit was -24.35% of GDP in 2018, narrowing to
-8.76% in 2020 but widening again to -14.72% in 2021 and -30.87% in
2022.

HUMAN DEVELOPMENT INDEX (HDI):

Lebanon’s HDI dropped from 0.764 in 2018 to 0.723 in 2022 due to
deteriorations in healthcare, education, and income levels.

GOVERNANCE INDICATORS:
Voice and Accountability: declined from -0.39 in 2012 to -0.63 in 2022.

Political Stability: figure stood at -1.47 in 2022.

Government Effectiveness: declined from -0.14 in 2010 to -1.46 in 2022.
Regulatory Quality: dropped from 0.02 in 2010 to -1.13 in 2022.

Rule of Law: Lebanon was ranked 106th out of 140 countries in 2022.

Control of Corruption: index dropped from -0.87 in 2012 to -113 in 2022

COMPARATIVE ANALYSIS OF REFORM PLANS

IMF Rescue Plan:

Proposed a loan package of $3 billion over 46 months, contingent on
comprehensive reforms in fiscal policy and the banking sector.

Lazard Reform Plan:

Suggested spending cuts, tax increases, debt restructuring, and central
bank reforms to stabilize the economy.

Harvard Reform Plan:
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Emphasized fiscal adjustments, new sources of growth, public debt
restructuring, and full dollarization.

Lebanese government fiscal measures and financial plan:

The 2024 budget includes:
- taxincreases without addressing issues like tax evasion or trafficking.

- the shares of current and capital expenditures amount respectively to
89.6% and 10.4%.

- potential expenditures, such as advances to the Electricité du Liban
(EDL), are excluded.

The BdL has adopted a restrictive monetary policy ending monetary
financing of the budget and foreign exchange subsidies and terminating
the Sayrafa platform.

The financial plan proposes classifying deposits (+ or — US$ 100,000),
implementing indirect haircuts, and converting deposits into equity and
long-term bonds, with the Higher Banking Commission overseeing bank
restructuring.

Other Proposals:

Suggested a currency board arrangement to stabilize the currency and
curb inflation.

The creation of a trust to privatize public assets over five to ten years to
generate revenue to repay the state’s debt.

The use of gold reserves to provide liquidity to the economy.

The conversion of deposits into shares and certificates that can be traded
on the Beirut Stock Exchange, to address the mismatch between short-
term deposits and long-term loans.

No doubt all reform plans described above converge towards addressing fiscal
imbalances, reforming the banking sector, and shifting to a new exchange rate
system. However, in some instances the plans hold completely opposite economic
views, and priority ranking differ. In some cases, the measures proposed lead to

fundamentally incompatible economic goals.
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INSTITUTIONAL PERSPECTIVE AND PROPOSED FRAMEWORK

The report advocates for an institutional approach to economic recovery,
emphasizing the importance of restoring confidence through impersonal economic
governance. The proposed framework includes:

FISCAL POLICY:

- Implementing a golden rule of government spending.
- Privatization and Public-Private Partnerships for infrastructure projects.

. Comprehensive tax reforms and measures to combat tax evasion and
trafficking.

MONETARY POLICY:

- Adopting an inflation-targeting rule.
- Maintaining price stability through a managed float exchange rate system.

- Ensuring the independence of the central bank.

BANKING SECTOR RESTRUCTURING:

- Proposing a public assets management company to manage selected
public assets and issue shares to banks or directly to depositors.

The report underscores that Lebanon’s economic recovery hinges on a structural,
rule-based framework that prioritizes efficiency and accountability in public
management. It concludes that the success of any reform plan depends on strong
political will and a functioning government, which remain significant challenges
in Lebanon’s divided political landscape. The ultimate objective is to foster long-
term economic growth through sustainable institutional reforms.
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RESUME ANALYTIQUE

Ce rapport intitulé «Institutions : Un Chemin vers une Croissance Durable» traite

de la crise économique actuelle du Liban, I'une des plus graves au niveau mondial
depuis le milieu du XIXe siecle. La crise, aggravée par des décennies de politiques

fiscales et monétaires insoutenables, la corruption politique, la pandémie de
COVID-19, l'explosion du port de Beyrouth en 2020 et, plus réecemment, les

confrontations dans le sud du Liban entre le Hezbollah et Israél, a gravement

érodé les niveaux de vie et basculé une grande partie de la population dans la

pauvreteé.

CONTEXTE ET INDICATEURS CLES

CROISSANCE DU PIB:

Entre 2017 et 2019, la croissance réelle du PIB a chuté a une moyenne de
0,2 %, apres étre passée a 8 % en 2010.

En 2020, le PIB réel a diminué de 21,4 % et lindice de confiance des
consommateurs a chuté de 65,1 % (en glissement annuel) au cours des
neuf premiers mois de 2020.

En 2021, le PIB réel a diminué de 7 %, une contraction plus lente, passant
a 0,6 %en2022.

Avant le début des confrontations entre le Hezbollah et Israél, la croissance
économique était projetée a +0,2 % en 2023.

Avec le conflit a la frontiére sud, la croissance du PIB réel devrait redevenir
négative, en particulier en raison de la sensibilité du tourisme, qui a été le
principal moteur de la croissance en 2023, aux chocs exogenes.

TAUX DE CHANGE ET INFLATION:

La livre libanaise s'est dépréciée de 129 % en 2020, 219 % en 2021 et 145
% au cours des dix premiers mois de 2022.
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Le taux d'inflation a grimpé en fleche, atteignant 84,86 % en 2020, 142,9 %

en 2021, 171,2 % en 2022, et devrait atteindre 231,3 % en 2023.
CHOMAGE:

Le taux d'emploi est tombé a 30,6 % en 2023, contre 36,4 % en 2019.

Le chdbmage des jeunes a atteint 47,8 % en 2022.

BALANCE DES COMPTES COURANTS:

Le déficit du compte courant qui était de -24,35 % du PIB en 2018, passe a
-8,76 % en 2020, mais s'est a nouveau accentué pour atteindre -14,72 % en
2021 et -30,87 % en 2022.

INDICE DE DEVELOPPEMENT HUMAIN (IDH):

L'IDH du Liban a chuté de 0,764 en 2018 a 0,723 en 2022, en raison de la
détérioration des soins de santé, de I'éducation et des niveaux de revenus.

INDICATEURS DE GOVERNANCE:

Participation et Responsabilisation: a diminué de -0,39 en 2012 a -0,63
en 2022.

Stabilité Politique: 'indice enregistre -1,47 en 2022.

Efficacité du Gouvernement: a diminué de -0,14 en 2010 a -1,46 en 2022.
Qualité de la Réglementation: a chuté de 0,02 en 2010 a -1,13 en 2022.
Etat de Droit: le Liban était classé 106e sur 140 pays en 2022.

Lutte contre la Corruption: l'indice est passé de -0,87 en 2012 a -1,13 en

2022.

ANALYSE COMPARATIVE DES PLANS DE REFORME
Plan de sauvetage du fmi:

Proposait un prét de 3 milliards de dollars sur 46 mois, conditionné par
'engagement de I'Etat a appliquer des réformes en matiere de politique
fiscale et de la restructuration du secteur bancaire.
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Plan de réforme de lazard:

- Suggérait une réduction des dépenses publiques, une augmentation des
impots, une restructuration de la dette et la réforme de la banque centrale
pour stabiliser 'économie.

Plan de réforme de harvard:

Mettait l'accent sur les ajustements fiscaux, de nouvelles sources de
croissance, la restructuration de la dette publique et une dollarisation
complete.

Mesures fiscales et plan financier du gouvernement libanais:
Le budget 2024 comprend :

- des augmentations dimp6ts sans traiter des problemes tels que
I'évasion fiscale ou le trafic.

- les parts des dépenses courantes et dinvestissement sélevent
respectivement a 89,6% et 10,4%.

- les dépenses potentielles, telles que les avances & Electricité du Liban
(EDL), sont exclues.

La Banque du Liban (BdL) a adopté une politique monétaire restrictive
mettant fin au financement monétaire du budget, aux subventions des
devises étrangeres et a la plateforme Sayrafa.

. Le plan financier propose de classer les dépdts (+ ou — US$ 100.000), de
mettre en ceuvre des décotes indirectes, et de convertir les dépdts en
actions et obligations a long terme, avec la Commission Supérieure des
Banques supervisant la restructuration des banques.

Autres propositions:

- Systeme de caisse d'émission pour stabiliser la monnaie et freiner l'inflation.

- Création d'un fonds fiduciaire pour privatiser les actifs publics sur une
période de cing a dix ans afin de générer des revenus pour rembourser la
dette de I'Etat.

10
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- Utilisation des réserves d'or pour fournir des liquidités a 'économie.

- Conversion des dépobts en actions et certificats pouvant étre échangés a
la Bourse de Beyrouth, pour traiter le décalage entre les dépbts a court
terme et les préts a long terme.

Nul doute que tous les plans de réforme décrits ci-dessus convergent vers la
résolution des déséquilibres budgétaires, la réforme du secteur bancaire et le
passage a un nouveau systeme de taux de change. Cependant, dans certains
cas, les plans sont fondés sur des visions économiques completement opposées
et les priorités different. Dans certains cas, les mesures proposées conduisent a
des objectifs économiques fondamentalement incompatibles.

PERSPECTIVE INSTITUTIONNELLE ET CADRE PROPOSE

Le rapport plaide pour une approche institutionnelle de la reprise économique,
en soulignant limportance de rétablir la confiance grace a une gouvernance
économique impersonnelle. Le cadre proposé comprend:

POLITIQUE FISCALE:
- Mise en ceuvre d'une regle d'or des dépenses publiques.
- Privatisations et partenariats public-privé pour les projets d'infrastructure.

- Réformes fiscales globales et mesures pour lutter contre I'évasion fiscale
et le trafic.

POLITIQUE MONETAIRE:
- Adoption d’une regle de ciblage de l'inflation.

- Maintien de la stabilité des prix par un systéme de taux de change flottant
dirigé.

- Assurer lindépendance de la banque centrale.

RESTRUCTURATION DU SECTEUR BANCAIRE:

- Proposer une société de gestion d’actifs publics pour gérer certains actifs
publics et émettre des actions aux banques ou directement aux déposants.

11
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Le rapport souligne que la reprise économique du Liban dépend d'un cadre
structurel basé sur des regles, qui privilégie l'efficacité et la responsabilité dans la
gestion publique. Il conclut que le succes de tout plan de réforme dépend d’une
forte volonté politique et d'un gouvernement fonctionnel, ce qui reste un défi
majeur dans le paysage politique divisé du Liban. L'objectif ultime est de favoriser
une croissance économique a long terme grace a des réformes institutionnelles
durables.

12
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INTRODUCTION

Since October 2019, Lebanon has been suffering an unprecedented economic
and financial crisis which has ranked among the worst globally since the mid-
nineteenth century. The most debilitating economic crisis in the nation’s history
has eroded living standards and forced 44% of the total population residing in
Lebanon into poverty in 2022 according to the World Bank, while this rate reached
33% counting only the Lebanese (World Bank, 2024). Although these figures might
be biased with an endogeneity issue since Lebanon hosts the largest number
of refugees per capita and per square kilometer in the world, which causes the
poverty rate of the Lebanese, suffering themselves from the economic weight of
the refugees, to be undervalued, poverty has tripled between 2012 and 2022 and
is estimated to reach more than half of the Lebanese population in 2024.

Decades of unsustainable fiscal and monetary policies, coupled with political
corruption and poor institutional quality, are to blame for the crisis, while the
COVID-19 pandemic and the catastrophic 2020 Beirut port explosion further
exacerbated the economic downturn. More recently, the political vacuum and
the confrontations between Hezbollah and Israel in South-Lebanon heightened
uncertainty, ending all hopes of recovery.

Various reform plans have been proposed by both local and foreign actors to tackle
Lebanon’s fiscal and monetary challenges in the face of this sharp and sustained
economic decline. These plans seek to pave the way for recovery, put an end to
the depreciation of the currency, and restore financial stability. Nonetheless, the
scope of these proposals varies, with no clear apportionment of responsibilities
for covering losses.

This report will first undertake a comparative analysis of key reform plans put
forward to rescue Lebanon’s economy. A comprehensive path for an economic
rescue scheme is then proposed as a draft road map ensuring sustained growth
from an institutional perspective. Our contribution is twofold:

1. We classify all suggested rescue measures under two categories, fiscal
and monetary; This approach is essential to build a comprehensive plan
within a clear economic perspective, while all the proposed isolated
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actions may give rise to goal incompatibility.

2. We assess their implications to determine the most suitable and
sustainable solutions for mitigating the economic and financial crisis
with the objective of fostering long-term economic growth through an
institutional perspective.

The first section of the report covers a historical overview of the main indicators
showing the magnitude of the crisis. Data was sourced from the Lebanon
Economic Monitor Reports (LEM). The second section summarizes the reform
plans as proposed by various international and local actors. In the third section,
a comparative study of these rescue plans unveils the pros and cons of their
application and suggest a comprehensive rescue framework through the lens of
the New Institutional Economics school of thought.

18




PART ONE

EVOLUTION OF MAIN
ECONOMIC INDICATORS




INSTITUTIONS, A PATH TO SUSTAINABLE GROWTH MEIRSS

|. EVOLUTION OF MAIN INDICATORS

A. GDP GROWTH

According to the World Bank, at the outbreak of the war in Syria, GDP growth
in Lebanon dropped from 8% in 2010 to 0.87% in 2011. While growth has been
persistently slow since 2011 as fundamental drivers — finance, tourism, construction
and real estate — have been affected by regional turmail, a clear distinction in growth
dynamics can be drawn between the 2011-2016 and the 2017-2019 periods. During
2011-2016, the eruption of wars in the region, particularly in Syria, directly impacted
real economic indicators. Over the said period, real GDP growth averaged 1.7%.
However, during 2017-2019, real GDP growth decreased even further to average
0.2 %. This deceleration was in part due to liquidity tightening, as the Banque du
Liban (BdL) significantly decreased subsidized lending to (mostly) the real estate
sector that was providing a source of growth since 2012 (Harake et al., 2020).

In 2020, Lebanon experienced compounded crises, namely, the economic crisis,
CQOVID-19, and the Port of Beirut explosion. These crises impacted output with
staggering magnitudes. Real GDP declined by 21.4% (World Development Indicators,
2024). First, tourist arrivals decreased by 71.5%, year on year (yoy), over the first
five months of 2020. Additionally, the BLOM-PMI index capturing private sector
activity (< 50 is a contraction in activity), averaged 40.4 over the first nine months
of 2020. Net exports, on the other hand, were the sole positive contributor to GDP.
According to Customs data, merchandize imports fell by 50% during the first 8
months of 2020, while merchandize exports declined by 8.3%. It isimportant to note
that private consumption, which constituted, on average, 92.3% of GDP between
2015 and 2018, has severely decreased since the start of the compounded crises,
as Byblos Bank / AUB’s consumer confidence index declined by 65.1% (yoy) in the
first nine months of 2020 (Harake et al., 2020).

In 2021, real GDP declined by 7%, on the back of the 21.4% contraction in 2020.
The slower contraction is supported by various factors. First, the real estate sector
witnessed some progress. Further, the BLOM-PMI index notched up to 46% in 2021.
Net exports continued to be the sole positive contributor to GDP, driven by an
improvement in trade, particularly in the services balance. Tourist arrivals increased
by 132% (yoy), and hotel occupancy rates averaged 42%, a 120% increase from
2020 (Krayem et al., 2022).

20




INSTITUTIONS, A PATH TO SUSTAINABLE GROWTH MEIRSS

FIGURE 1. GDP per capita (constant 2015 US$) between 2010 and 2023.
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FIGURE 2. GDP growth between 2010 and 2023.
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FIGURE 3. GDP per capita growth between 2010 and 2023.

GDP per capita growth (annual %)

10.00

5.00

0.00

2010 2011 201 022 2023

-5.00

-10.00

-15.00

-20.00

-25.00

Source: World Development Indicators, 2024.

The contraction in real GDP is estimated to have narrowed to 0.6% in 2022. Tourist
arrivals surged by 50.6% (yoy). Moreover, the BLOM-PMI index has inched up
to 48.4%. Private consumption was the sole positive contributor to GDP due to
an increasing dollarization of wages and a stabilization in private sector activity.
High frequency data, collected before the onset of the crisis, suggested that an
additional growth in consumption in 2023 will be supported by private sector
activity, tourism, and remittances inflows. Tourist arrivals and airports passengers
have increased by 25.2% (yoy) and 19% (yoy) respectively over the first eight
months of 2023 (World Bank LEM, 2023).

However, Lebanon is “In the Grip of a New Crisis” (World Bank LEM, 2023). With
the onset of the confrontations between Hezbollah and Israel, real GDP growth is
projected to fall back into negative figures, especially because of the sensitivity
of tourism, that has been the main driver of growth in 2023, to exogenous shocks.
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FIGURE 4. Value added between 2010 and 2023.
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FIGURE 5. Evolution of Aggregate Demand Components between 2010 and 2023.
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B. EXCHANGE RATE AND INFLATION

Following an increase in prices in 2018, due to the salary scale increases in 2017,
inflation rate eased in the first 9 months of 2019, dropping to an average of 2.6%
from 6.1% the year before (World Development Indicators, 2024). During the
same period, Lebanon’s real exchange rate, which was overvalued, continued
to appreciate vis-a-vis trading partners. By May 2019, the Lebanese pound had
appreciated by 3.3, 1.7, and 5 percent year-on-year (yoy) for Jordan, USA, and
Saudi Arabia respectively fueling higher inflation rates (World Bank LEM, 2019).

On the 17" of October 2019, civil protests, triggered by increases in taxes
announced by the government, expanded country-wide condemning corruption
and resulting in the resignation of Prime Minister Saad Hariri. The newly formed
government, under Hassan Diab, announced in March 2020 the first sovereign
default in the country’s history. With no access to international markets for foreign
financing, and an impaired banking system restricting withdrawals and transfers,
the black market became a fundamental supply channel for dollars.

Within the context of a multiple exchange rate system, which includes the official
exchange (LL 1,507.5/ US$), the black-market exchange, as well as the BdL-
backed lower rates for critical imports, the heavy fluctuations of black-market
exchange rate, which exceeded LBP10,000 per US$, reflected severe exchange
market pressures. Overall, the World Bank calculated Average Exchange Rate
(AER) depreciated by 129 percent in 2020. Subsequently, the inflation rate rose
sharply from 10% in January 2020, to 46.6% in April, 89.7% in June, and 120%
in August (World Bank LEM, 2020). Key basic items of the consumption basket
are fundamental drivers of overall inflation. The average inflation rates (yoy) for
food and non-alcoholic beverages, clothing and footwear, and furnishing and
household equipment, were 170.3%, 195.4%, and 240.1% respectively over the
first eight months of 2020 (Harake et al., 2020). Overall, the inflation rate was
84.86% in 2020 (World Development Indicators, 2024).
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FIGURE 6. Inflation between 2010 and 2023.
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Over the first quarter of 2021, as commercial banks continued to heavily restrict
withdrawals and transfers of customers’ dollar deposits, heavy fluctuations of
US$ banknote exchange rate, which exceeded LL 15,000 per US$, reflected dire
exchange market pressures. Due to the scarcity of dollar banknotes, along with
minimal incentives to save in LBP, the economy became heavily reliant on cash
transactions in local currency. Pass-through effects of the exchange rate led to
rising inflation, affecting the most vulnerable. The inflation rate has risen steadily
and sharply to 157.9 percent in March 2021. Key basic items of the consumption
basket remained the main contributors to overall inflation (World Bank LEM, 2021).

In May 2021, the BdL set up an electronic exchange platform “Sayrafa” mandating
commercial banks to conduct their foreign currency transaction exclusively on
the platform. Large commercial money exchangers, importers, wealthy clients
and public sector workers benefited from the Sayrafa preferential exchange
rate set below the one in the parallel market. The objective from Sayrafa was
to stabilize the Lebanese pound, which nevertheless continued to decline. Over
the remainder of 2021, the exchange rate further deteriorated, with the US$
banknote rate depreciating by an average of 211% (yoy) percent over the first
11 months of 2021, repeatedly exceeding the LBP22,000/US$ threshold. Overall,
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the AER deteriorated by 219 percent (yoy) over the first eleven months of 2021.
The persistent scarcity of dollar banknotes, along with the persistent minimal
incentives to save in LBP, led to an economy that is still heavily reliant on cash in
local currency. The pass-through effects of the exchange rate, along with foreign
exchange scarcity resulted in rising inflation. Over the first 11 months of 2021,
inflation has averaged 142.9 percent (World Bank LEM, 2022).

In the first ten months of 2022, the Lebanese Pound depreciated by 145 percent,
compared to 219 percent in 2021 and 137 percent in 2020. In fact, the Banknote
Rate (BNR) (or parallel market rate) breached LBP40,000/US$ by October 2022.
The AER depreciated by 145 % (yoy) over the first ten months of 2022. Primarily
driven by an increase in the exchange rate pass-through, inflation reached a
high of 240% (yoy) in January 2022. The onset of the Ukraine war exacerbated
food price inflation which exceeded 390% (yoy) over the first half of 2022. The
fundamental contributors to inflation over 2021 and the first half of 2022 were
food and non-alcoholic beverages, followed by transportation, water, electricity,
and gas; prices for these key basic consumption items have risen by 316.9, 323.3,
154.1 percent on average, respectively, in 2021 and the increase was sustained in
the first half of 2022. Overall inflation averaged a record 218 percent (yoy) over
this period of six months (Krayem et al., 2022).

The sharp depreciation of the Lebanese Pound continues, despite losing over
98% of its values since the crisis began. Between December 2021 and 2022,
the Lebanese pound depreciated by 66.5 percent. Although the currency has
been depreciating for over three years, instances of intensified depreciation
have become more frequent since February 2023. The ongoing banking sector
strikes and political tensions, along with the judicial dispute over the Beirut
blast investigation, has increased uncertainty. High demand for foreign currency
to meet import obligations and finance expenditures denominated in foreign
currency, along with continued speculative activity, have further exacerbated the
frequency of rapid depreciation episodes. While the exchange rate depreciated
by an average of five percent per month in 2022, it plummeted by 47 percent in
February 2023 alone. Moreover, bank strikes have notably worsened the BNR’s
deterioration, as Sayrafa transactions through banks were paused and foreign
currency withdrawals were restricted to ATM limits.

This rapid and intensified depreciation in the currency continued to drive triple
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digit inflation. Inflation averaged 171.2 percent in 2022, with the rise in prices of
food and non-alcoholic beverages being the largest contributor. In fact, the pass-
through effect of the exchange rate has increased from an average of 61 percent
between October 2019 and December 2021 to an average of 133 percent in 2022.
This rise is primarily due to increased dollarization of the Lebanese economy,
almost complete elimination of FX subsidies on essential imports by BdL, and
unchecked price hikes aimed at mitigating future depreciation risks (World Bank
LEM, 2023).

In the context of a persistent multiple exchange rate system, BdL has adjusted
Lebanon’s official exchange rate to 15,000 LBP/ US$, a devaluation of nearly
90 percent from the former peg of 1,500 LBP/US$, effective February 1, 2023.
Exchange rate depreciation has slowed, with the banknote market exchange rate
stabilizing, at approximately 90,000 LBP/US$ since July 2023. In response, the
BdL announced its readiness to sell dollars on the Sayrafa platform and adjusted
the Sayrafa rate to 90,000 LBP/US$. These interventions, alongside increased
foreign exchange inflows from tourism and remittances, effectively halted the
rapid depreciation. The BdL stopped the Sayrafa platform in July 2023 (World
Bank LEM, 2023).

As far as inflationary pressures are concerned, year on year inflation was 208.5
percentin September 2023, averaging 229.4 percent (yoy) in the first nine months
of 2023. In fact, Lebanon came first in the list of countries that are hardest hit
by nominal food price inflation in the first quarter of 2023. Overall inflation was
expected to reach 231.3% in 2023 (World Bank LEM, 2023).
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FIGURE 7. US$ to LBP Market rate evolution 2019-2024
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C. UNEMPLOYMENT

FIGURE 8. Unemployment between 2010 and 2023.
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Unemployment can have a devastating impact on individuals, families, and
communities. It can lead to poverty, hunger, and social unrest. It can also damage
people’s mental and physical health.

The International Labor Organization (ILO) reports that Lebanon’s employment
ratio fell to 30.6% in 2023, down from 36.4% in 2019. This signifies a considerable
decline in employment opportunities.

The situation is particularly concerning for young people. Youth unemployment
(aged 15-24) reached a staggering 47.8% in 2022. This highlights the worsening
socio-economic crisisin Lebanon, as young people are the future of the workforce.

FIGURE 9. Unemployment between 2018 and 2022 (per age group and regional
distribution)
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Figure 9 shows a significant increase in unemployment rates in Lebanon between
2018-2019 (before the revolution) and 2022.The unemployment rate increased
from 11.4% in 2018-2019 to 29.6% in 2022 across all districts in Lebanon. The
largest increase in unemployment was in the Baalbek-Hermel governorate, where
the rate jumped from 11% to 40.7%. Other districts with a significant increase in
unemployment include North Lebanon (from 14% to 32.3%) and South Lebanon
(from 12.3% to 36.5%). The unemployment rate in Beirut also increased from 10.4%
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to 24.8%. The unemployment rate of young people between the ages of 15 and 24
increased from 23.3% in 2019 to 47.8% in 2022.

The economic crisis that has been gripping Lebanon in recent years is the major
cause of unemployment. The currency has lost value, inflation has soared, and
many businesses have closed. This has led to a loss of jobs and a decrease in
living standards. The high unemployment rate in Lebanon is a major challenge for
the country. The government needs to take steps to address the economic crisis
and create jobs.

D. CURRENT ACCOUNT BALANCE

The eruption of wars in the region, particularly in Syria, exacerbated an already
sizeable current account deficit (due to a pre-crisis 2002-2010) from an average of
16.3% of GDP to an average of 20.1% of GDP over the 2011-2017 period. Lebanon’s
trade balance further deteriorated. Regional turmoil has severely affected exports
of goods and services, as they regressed to a low of 36% of GDP by 2017. The
closure of the last Syrian route in May 2015 has particularly damaged exports
of merchandize goods. As for exports of services, they have equally regressed
since 2010, due to a contraction in banks’ strategy of regional expansion and in
the tourism sector. Similarly, imports of goods and services witnessed a dramatic
shift, dropping from a high of 102% of GDP in 2008 to 60% in 2017. While imports
and exports had offsetting effects on the trade balance, the net impact of the
regional turmoil is a clear worsening of this balance; the trade deficit averaged
24.3% of GDP during 2011-2017, compared to an average of 20% during 2002-
2010 (Harake et al., 2018).

Further, to finance its current account deficit, the Lebanese economy is structurally
and heavily dependent on capital and financial inflows that witnessed a sharp
decline during 2011-2017, reflecting a narrower range of resources available
for Lebanon. Net foreign direct investment (FDI) and other investments (loans,
currency and deposits) averaged 3.4% of GDP and 13.8% of GDP respectively
during 2011-2017, compared to 9.8% of GDP and 17% of GDP respectively during
2002-2010 (Harake et al., 2018).

This trend continued in 2018. By 2018, exports had contracted to 34.6% of GDP,
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registering a low since 2002. Similarly, imports dropped to 58.8% of GDP. This
large trade imbalance drives one of the largest current account deficit-to-GDP
ratios globally. The current account balance dropped to -24.35% of GDP (World
Development Indicators, 2024). It must be mentioned that deteriorating economic
conditions and geopolitical tensions constrained remittance outflows while
simultaneously incentivizing remittance inflows, leaving net remittances improved
(World Bank LEM, 2020).

Following the sovereign default and the introduction of informal capital controls,
capital inflows into Lebanon stopped. Driven by a sharp contraction in imports,
Lebanon witnessed a massive contraction in the current account in 2020 as
the foreign financing of the current account deficit came to a stop in late 2019.
While BdL made use of its limited foreign exchange reserves in 2020, a forced
and massive adjustment of the current deficit occurred. Specifically, over the
first eleven months of 2020, merchandize imports declined by 44%, more than
offsetting a 5% drop in exports, thereby drastically shrinking the trade in goods
deficit by 54.8% in a year. Moreover, net remittances have increased from 6.1%
of GDP in 2019 to 10.3% of GDP in 2020. This increase is partially due to large
decreases in remittances outflows, as foreign workers were suffering from the
economic crisis (World Bank LEM, 2021).

Despite a post-COVID induced rebound in tourism, the current account deficit-
to-GDP increased by 59% in 2021 compared to 2020. This was driven by (i) a
widening trade in goods deficit due to increasing imports, (ii) the deteriorating
dollar value of GDP due to the depreciating exchange rate. This sharp decline in
US$ GDP led to an increase in remittances from 10.3% of GDP in 2020 to 15.9% of
GDP in 2021. Overall, the current account deficit reached 14.72% of GDP in 2021,
up from 8.76% in 2020, yet still lower than the medium-term (2013-2019) average
(Krayem et al., 2022).

In 2022, the current account deficit reached 30.87% of GDP. This deficit continues
to be driven by widening trade-in-goods deficit that has constantly offset the
improvements in trade-in-services balance due to the rebound in tourism and the
increase in remittances, as Lebanon is estimated to have received 31.7% of GDP
in remittances, the 2" highest ratio in the world (World Bank LEM, 2023).

The current account deficit was projected to shrink to 12.8% of GDP in 2023. A
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narrowing in trade-in-goods deficit drives this estimation, as imports of goods
have declined by 9.4% (yoy) in the first seven months of 2023. This contraction
of imports of goods was expected to persist till the end of 2023 to reach 21.3%.
Further, a surplus in trade-in-services was expected to contribute to a lower
current account deficit. Hotel occupancy rates in Beirut averaged 42% during
the first half of 2023, and passenger arrivals via the Beirut international airport
have increased by 23.3% over the same period. However, the ongoing military
operations in southern Lebanon were already imposing a negative impact on
passenger arrivals. Overall, the nominal current deficit was projected to be at its
narrowest post-crisis (World Bank LEM, 2023).

FIGURE 10. Current Account Balance (% of GDP) between 2010 and 2023.
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FIGURE 11. Foreign direct investment, net inflows (% of GDP) between 2010 and 2022.
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FIGURE 12. Personal remittances received (% of GDP) between 2010 and 2023.
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FIGURE 13. Number of Tourists between 2019 and 2023.
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E. HUMAN DEVELOPMENT INDEX (HDI)

Lebanon’s HDI fell from 0.764 in 2018 to 0.723 in 2022 (Human Development
Reports, 2024). This drop could be explained through various channels. First,
healthcare. Since the onset of the crisis in 2019, healthcare has been one of the
most affected sectors (Fleifel & Abi Farraj, 2022). Lebanese hospitals are facing
financial challenges stemming from difficulties in obtaining foreign currency to
purchase essential supplies internationally, difficulties in receiving payments from
insurance providers, reduced government funding, and uneven distribution of
available funds. The scarcity of medications and medical equipment has emerged
as one of the main challenges confronting hospitals. This is partially attributed
to the depreciation of the Lebanese currency, rendering it more expensive for
hospitals to import these items. Additionally, hospitals are facing difficulties in
recruiting and retaining skilled personnel, as qualified staff are seeking better
job prospects abroad due to declining salaries and inadequate compensation for
their work. Further, the economic downturn has impacted patients’ ability to cover
medical expenses. Numerous individuals have experienced unemployment or
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income cuts, resulting in challenges affording medical treatment expenses (Bou
Sanayeh & El Chamiyeh, 2023).

Another crucial sector that has been severely impacted by the compounded crises
is education. Due to financial constraints, diminished access to scholarships, and
concerns about the long-term value of education in a struggling nation, student
enrollment decreased as economic conditions deteriorated. Moreover, the quality
of education, reflected by resources, teachers’ motivation, or curriculum limitations
has significantly worsened since the onset of the crisis (Al Maalouf & Al Baradhi,
2024).

Furthermore, GNI per capita (PPP, constant 2021 international $) decreased from
$ 16,019 in 2018 to 11,087 in 2021 (World Development Indicators, 2024).

All these factors contributed to the drop in Lebanese HDI during 2019-2022.

FIGURE 14. Human Development Index between 2010-2022.
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F. GOVERNANCE INDICATORS

The Worldwide Governance Indicators are composite governance indicators
based on individual underlying variables, taken from a wide variety of existing data
sources. The data reflect the views on governance of survey respondents and
public, private, and NGO sector experts worldwide. They range approximately from
-2.5 to 2.5 and measure six dimensions of governance: Voice and Accountability,
Political Stability and Absence of Violence/Terrorism, Government Effectiveness,
Regulatory Quality, Rule of Law, and Control of Corruption (WGI, 2024).

1. VOICE AND ACCOUNTABILITY

FIGURE 15. Voice and Accountability indicator between 2010-2022.
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According to the World Bank, Voice and Accountability “captures the perceived
extent to which a country’s citizens can participate in selecting their governors,
in addition to freedom of association, freedom of expression, and a free media”.
Lebanon has experienced a decline in its voice and accountability index during
2012-2022 dropping from -0.39 in 2012 to -0.63 in 2022. This is partially due to
the lack of accountability of public officials, and the restriction imposed on the
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freedom of expression and media especially since the October 2019 revolution.

According to SKeyes Center for Media and Cultural Freedom - Samir Kassir
Foundation — since April 2018, the number of victims of the suppression of
freedom of expression totaled 672, of which 406 journalists and 122 media/
cultural institutions. Beirut registered 262 violations, the highest number across
governates. The nature of these violations encompasses 180 physical assaults/
injuries, 154 summons, 120 lawsuits, 62 threats and 55 job obstructions, 233 of
which were perpetrated by the Lebanese Security Services, 137 by the Lebanese
Judiciary, 93 by citizens, and 151 by party or party supporters (SKeyes Center for
Media and Cultural Freedom, 2024).

Asforthe parliamentary electionsof 2022, the European Union Election Observation
Mission reported the lack of a level playing field among candidates during their
campaign activities, numerous cases of vote buying and clientelism to influence
the voters, instances of intimidation and violence against media representatives,
destruction of campaign material, and the obstruction of campaign. These
violations are due to aninadequate legal framework, poor oversight, and insufficient
sanctioning mechanisms, affecting the level playing field and the integrity of the
voters (European Union Election Observation Mission, 2022).

Freedom of expression and media is restricted in Lebanon. According to Saghieh
et al. (2010), prior censorship is imposed on both feature and documentary
films, as certain scenes and sentences may be crossed out by General Security.
Additionally, General Security imposes prior censorship on theatre plays, as it has
the right to partially accept or fully reject staging a play. Moreover, the authors
further state that all periodic publications require a license to publish, and foreign
publications must obtain a license to be imported and distributed in Lebanon.
Further, it has always been a matter of freedom of expression versus “respecting
religious beliefs” in Lebanon, as religious bodies, including Dar al-Fatwa and the
Catholic Media Center, play a role in how censorship is applied. It is obvious that
the influence of these religious bodies has been increasing, and the red lines
for censorship are repeatedly expanded. Censors have also established several
classifications (nudity, sex, profanity), to maintain and protect public norms and
morals (Saghieh et al., 2010).

In short, although practices of censorship are in opposition to the Lebanese
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Constitution, which guarantees freedom of expression, General Security relies
on a loose interpretation of outdated laws to justify censorship, and numerous
incidents of nonsensical censorship have been recorded since 1990 (Merhi, 2016).

2. POLITICAL STABILITY AND ABSENCE OF VIOLENCE/TERRORISM

FIGURE 16. Political Stability and Absence of Violence/Terrorism indicator between 2010-2022.
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Source: WGI, 2024.

According to the World Bank, Political Stability and Absence of Violence/Terrorism
“measures the perceived likelihood of political instability and/or politically
motivated violence, including terrorism”. Since 2010, Lebanon has experienced
chronic political instability, with its figure standing at -1.47 in 2022. In the same
year, Lebanon’s percentile rank was reported at 9.434%.

This constant decline in political stability can be attributed to several factors.
First, political elites are themselves involved in violent disputes, while, throughout
history, external actors have been a significant source of polarization among
Lebanese political parties.

Second, the threats: Syria and Israel. Positions regarding Syria and Israel are
central to political instability. There is no consensus among Lebanese elites as to
whether Syria is a threat. While certain parties maintained consistent and steady
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relations of friendship or antagonism with Syria, others witnessed unexpected
rambling shifts. During the Syrian civil war, for some parties, Bashar Al-Assad was
a victim of an international conspiracy theory, which aimed at replacing the regime
in Syria by one that is friendly to Israel and the Americans. For instance, Hezbollah
took the decision to fight alongside Assad, with its leader confirming that Russian,
Iranian, and Syrian leadership had an input in this decision. For other parties,
including the Lebanese Forces (LF), Bashar Al-Assad is a power greedy dictator
who despises democracy and violates human rights. Moreover, the spillover of
the Syrian war contributed to the declining stability as Lebanon hosted in 2022
over 1.5 million Syrian refugees, only 800,000 of which are officially registered at
the UNHCR (Dinu, 2022).

As for Israel, Lebanese political parties disagree on how to tackle the threat it
imposes. To be specific, they disagree on the sole legitimacy of the Lebanese
Armed Forces (LAF) in defending Lebanon. Some parties steadily support
Hezbollah’s armed wing in this task while others reject Hezbollah making decisions
that affect the whole country (Dinu, 2022).

It is important to note that, since October 2023, fighting between Hezbollah and
the Israeli military along the southern Lebanese border continues to escalate,
displacing almost 90,000 Lebanese civilians, and Kkilling approximately 500
individuals the majority of which are Hezbollah fighters.
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3. GOVERNMENT EFFECTIVENESS

FIGURE 17. Government Effectiveness indicator between 2010-2022.
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According to the World Bank, Government Effectiveness “captures perceptions
of the quality of public services, the quality of the civil service and the degree
of its independence from political pressures, the quality of policy formulation
and implementation, and the credibility of the government’s commitment to such
policies.” During 2010-2022, the Lebanese figure declined from -0.14 to -1.46. This
constant decline can be explained through several channels. First, the chronic
political instability Lebanon has been facing contributes to the deteriorating
performance of its government. Second, Lebanon’s public administration is
inefficient, and access to basic public services is unequal (CMI U4, Anti-corruption
resource center, 2022).

The quality of public services has been deteriorating over recent years. In the
energy sector, in 2018, EDL covered 63% of Lebanon’s electricity demand. By 2021,
all Lebanese cities and towns were suffering outrages of more than 20 hours per
day (Ahmad et al., 2022). As far as education is concerned, government spending
on education has been insufficient for an extended period, standing at less than
2 percent of GDP in 2020 (World Bank Group, 2022). This figure is well below the
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Organization of Economic Co-operation and Development (OECD) average of 4.4
percent (2016) and among the lowest in the MENA region (EdStats).

Moreover, Lebanon’s telecommunications sector, once a pioneer in the Middle
East, is now facing an unprecedented crisis. The sector’s decline is rooted in a
combination of political instability, economic collapse, and systemic inefficiencies
that have crippled its operations and services. The crisis is characterized by
frequent power outages, lack of essential infrastructure maintenance, and
significant financial constraints that have hindered the ability to upgrade and
maintain networks. The deterioration in service quality has been profound,
affecting both mobile and fixed-line communications, and has severely impacted
internet connectivity across the country.

The financial crisis in Lebanon has had a direct impact on the telecommunications
sector. The devaluation of the Lebanese pound has made it increasingly difficult
for telecom operators to purchase necessary equipment and technology
upgrades, which are priced in foreign currencies. The exorbitant cost of imported
technology, combined with the scarcity of foreign currency reserves, has forced
operators to scale back on investments and delay critical infrastructure projects.
This financial strain is evident in the significant reduction in capital expenditures
by major telecom companies, which has led to a marked decline in service quality
and network reliability.

Moreover, the sector'sregulatory environmenthasexacerbatedthecrisis.Lebanon’s
telecommunications sector is heavily regulated, with the government owning a
significant stake in the two main operators, Alfa and Touch. The bureaucratic
inefficiencies and lack of transparent regulatory policies have stifled innovation and
competition. Government intervention has often been counterproductive, leading
to mismanagement and corruption, which have further undermined the sector’s
stability. The lack of a clear strategic vision and consistent policy framework has
prevented the sector from adapting to technological advancements and market
demands.

The social and economic implications of the telecommunications crisis in Lebanon
are profound. Reliable and affordable telecommunications services are essential
for economic development, social connectivity, and access to information. The
current crisis has not only disrupted everyday communication but has also hindered
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business operations, remote work, and education, especially during the COVID-19
pandemic when digital connectivity became crucial. The diminished quality of
telecom services has also affected Lebanon’s attractiveness as a business hub
in the region, leading to a decline in foreign investments and exacerbating the
country’s economic woes.

In efforts to mitigate the crisis, companies like Alfa, touch, and Ogero, under the
Ministry of Telecommunications, have implemented various initiatives, including
a global master plan to enhance service quality and continuity. The sector has
seen a notable increase in subscriptions and network performance improvements,
with Alfa and touch recording 1.5 million new subscriptions and significant
advancements in network speed and reliability. However, major reforms, including
tariff adjustments and regulatory changes, are urgently needed to ensure long-
term sustainability and attract investment. Privatization is currently unfeasible
due to the economic climate, but incremental reforms and public-private
partnerships are being considered. Additionally, the deployment of 5G is planned,
with preparations underway, though full implementation awaits better economic
conditions. The introduction of e-wallet services is seen as a crucial step towards
modernizing financial transactions in the telecom sector (Telecom Review, 2023).
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4. REGULATORY QUALITY

FIGURE 18. Regulatory Quality indicator between 2010-2022.
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According to the World Bank, Regulatory Quality “captures the perceived ability of
the government to develop and execute solid policies and regulations permitting
and promoting private sector development”. The regulatory quality in Lebanon
has been in a constant decline, as it dropped from 0.02 in 2010 to -1.13 in 2022
(World Bank Indicators, 2024). This decline can be explained by a combination
of factors including unfair competitive practices. Ideally, a strong and efficient
Lebanese regulatory authority would ensure that new firms do not face unfair
and unreasonable barriers to entering the market. Barriers include dominating
access to government permits, and collaboration among cartels to fix market
prices. This scenario has been present in Lebanon for many years (Wood, 2023).
The Lebanese market is small and highly condensed. Market competition has
been governed by a weak institutional framework. Vital sectors such as air travel,
energy, and telecommunications still operate under State-owned monopolies,
while other significant industries (such as steel and cement) are controlled by
oligopolies. Additionally, more than half of the firms in Lebanon are competing
with informal and unregistered businesses as the size of the informal sector is
notably significant (ESCWA, 2022).
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Facing this reality, former President Michel Aoun signed Lebanon’s first-ever
comprehensive competition legislation in March 2022 (Wood, 2023). Such law
was demanded by the international community and civil society groups. However,
this law presented certain weaknesses (for instance Lebanon’s three cement
cartel members control over 40% of the market) and did not get into specifics.

5. RULE OF LAW

FIGURE 19. Rule of Law indicator between 2010-2022.
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According to the World Bank, Rule of Law “captures perceptions of the extent
to which agents have confidence in and abide by the rules of society, and in
particular the quality of contract enforcement, property rights, the police, and
the courts, as well as the likelihood of crime and violence”. During 2010-2022,
the rule of law in Lebanon has been constantly declining. In 2022, Lebanon was
ranked 106th out of 140 countries, and 6th out of eight countries in the MENA, in
the rule of law index by the World Justice Project (WJP). This persistent decline
is due to several factors, including the lack of judicial independence, one of the
most serious problems in Lebanon.

Judicial interference refers to “the lack of independence of judges, courts, and the
judiciary from the executive defined as the upper tier of the national government,
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such as the president and/or prime minister, and the cabinet/council of ministers,
that is responsible for the governance of a state and the enforcement of its laws...
and from the influence of political party members and leaders”.

The Lebanese Judiciary is subject to political interference due to two main factors.
First, the Lebanese Judiciary is notably vulnerable to interference. The executive
significantly influences the highest judicial authority, the Supreme Judicial Council
(SJC). The SJC, in turn, is heavily involved in decisions concerning the careers
of judges including appointment, promotion, discipline and removal. Moreover,
the judiciary independence is threatened by the executive’s control over its
budget. The second factor is the interference of political elites in the judiciary
and their lack of accountability. Confessionalism and clientelism rendered the
judiciary inefficient, leading to favoritism and pressuring judges in their decision-
making. These elites exploit their powers in appointing judges they can control.
Additionally, they pressure, intimidate, and sometimes punish judges for opinions
and decisions that displease them (Harb, 2020).

A case in point is interference with the investigation into the Beirut port explosion
conducted by judge Tarek Bitar, who was assigned in 2021 following the dismissal
of his predecessor, Judge Fadi Sawan, who had been removed in response
to complaints from high-ranking officials he had charged with connection to
the explosion. Since then, the probe into the Beirut port explosion has been
consistently suspended, with Hezbollah and Amal parties considering the
investigation as overly politicized, accusing it of concentrating narrowly on their
allies and threatening Bitar.
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6. CONTROL OF CORRUPTION

FIGURE 20. Control of Corruption indicator between 2010-2022.
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According to the World Bank, Control of Corruption “measures the perceived
extent to which public power is exercised for private gain, including both major
and petty forms of corruption, in addition to the “capture” or “holding” of the state
by private interests and elites”. In Lebanon, the index dropped from -0.87 in 2012
to -1.13in 2022.

According to the Bertelsmann Foundation, various Lebanese political parties
are mere apparatuses to muster support for the existing political elite, along
sectarian lines, as they immensely lack internal accountability structures and
institutionalization (CMI U4 Anti-Corruption Resource Centre, 2022). The
measures taken to ensure the integrity of the financial support of political parties
and candidates are significantly insufficient. It is notable that the increase in
corruption scandals at the highest echelons of public administration have eroded
public confidence in political institutions. The 2019 Global Corruption Barometer
(GCB) reports that 79% of individuals surveyed perceived some members of
parliament and government officials as corrupt. Moreover, the level of corruption
was believed to have risen by 68%, and a substantial 87% of Lebanese citizens
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thought that the government was ineffective in addressing it, according to
Transparency International (2019).

It is significant to note that Lebanon has been in a political vacuum for nearly
two years now, with neither an elected president, nor a functioning government
(Transparency International, 2024). Furthermore, access to basic public services
is unequal in Lebanon as public administration is inefficient. This inefficiency is
due to numerous factors including lack of adequate resources, misuse of available
resources, outdated laws, and inadequate staffing. Meritocratic employment is
hampered by nepotism and sectarianism used in clientelist arrangements. It is
important to note that clientelism and patronage are integral to the relationship
between the government and citizens in Lebanon. The 2019 GCB reported an
exponential increase in the bribery rates paid by the Lebanese population over
the past few years to access essential public services. A substantial portion of
citizens (36%) admitted to paying bribes when accessing basic public services,
including utilities and the police. One in four Lebanese citizens had to pay a bribe
to either use the court or police system, or to access public schools and clinics,
or to obtain IDs and utilities, according to Transparency International (2019). The
overall bribery rate stood at 41%, the highest among the six countries surveyed
in the Middle East and North Africa, according to the 2019 GCB. The prevalent
use of personal connections, known as wasta, to obtain basic public services is
also highlighted by the GCB, as 54% of Lebanese citizens surveyed used wasta
to access these services, over the past 12 month. According to Transparency
International (2019), 65% of Lebanese citizens had to rely on “wasta” to gain
access to courts, in particular. As for the private sector, it is also subject to bribe
requests. The 2019 World Bank’s Enterprise Survey indicated that 21.8% of firms
encountered at least one request for a bribe in Lebanon.

Additionally, the Lebanese government only provides the public with minimal
information regarding its budget and financial activities.

Moreover, like many other government bodies, the police forces do not function
properly due to lacking adequate and necessary funds. Employment opportunities
in the police are dictated by power-sharing arrangements. Further, there is no
functioning system to report police corruption and no agency to investigate the
complaints and prosecute the perpetrators (CMI U4 Anti-Corruption Resource
Centre, 2022).
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As for the Lebanese energy sector, it has a long history of underperformance,
corruption, and inefficiency. The EDL poor technical and financial performance
is well documented. Due to the inferior quality of infrastructure and maintenance
work, as well as the inadequate use of resources, EDL has experienced high
technical losses reflecting poor political governance and corruption through theft
(Ahmad et al., 2022). To put it mildly, EDL's service provision has been in a dire
state.

Despite this dreadful outlook, and in a specific context, the Lebanese Parliament
hasintroduced several anti-corruptionlawsinrecentyears, asithas been subjectto
significant pressure from a population seeking urgent change, and the international
community stating that fundings for Lebanon depend on implementing structural
reforms. Additionally, in May 2020, the government adopted the National Anti-
Corruption strategy. However, several obstacles hamper the implementation of
these laws and measures.

Table 1 summarizes main indicators over 7 years (World Development Indicators,
2024):

TABLE 1. Main economic indicators (2010-2023)

INDICATOR 2010 2015 2019 | 2020 | 2021 2022 | 2023

GDP per capita

(constant 2015 US$) 90371 | 7802.8 | 80817 | 6485.7 | 61075

GDP growth (annual %) | 7.98 0.46 -6.91 -21.4 -7.00

GDP per capita growth

o 7.01 -1.49 -4.2 -19.75 -5.83
(annual %)

Agriculture, forestry,
and fishing, value 3.86 3.29 317 3.08 1.4
added (% of GDP)

Industry (including
construction), value 13.81 15.71 12.5 6.64 2.76
added (% of GDP)

Services, value added

(% of GDP) 71.86 73.81 79.31 87.42 9415

Inflation, consumer

. o 3.98 -3.75 3.01 84.86 154.76 171.21
prices (annual %)
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Unemployment, total
(% of total labor force) 6.78 9.21 1.3 13.27 12.78 11.75 11.68

(modeled ILO estimate)

Current account
balance (% of GDP) 19.64 171 21.83 8.76 14.72 30.87

Source: World Development Indicators, 2024.

G. COMPARATIVE FIGURES

Table 2 shows the economic indicators for Lebanon, the MENA region and the
World averaged over the period 2010-2023 (World Development Indicators, 2024).
Lebanon exhibited a GDP per capita of US$ 7817.68, higher than the MENAs
figure of US$ 3990.07 USD, a lower unemployment rate of 9.97% compared to
the MENA’s figure of 11.69%. However, Lebanon experienced a negative GDP per
capita growth rate of -1.82%, compared to the MENA's growth of 0.46%. Moreover,
Lebanon faced a ten times higher inflation rate of 47.37% compared to the MENA's
4.72%. In terms of sectoral composition, agriculture and industry in the MENA
region contributed to a larger portion of its GDP, with agriculture, forestry, and
fishing value added accounting for 9.29% and industry (including construction)
accounting for 38.10% compared to Lebanon’s 2.95% and 11.67% respectively.
Conversely, Lebanon placed greater emphasis on services, with a value-added
percentage of 75.84% compared to the MENAs 50.22%.

All Lebanon indicators exhibited lower figures compared to that of the World's, except
for inflation, unemployment and the share of the services value added in GDP.

TABLE 2. Comparative indicators (2010-2023)

Indicator 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 Average
GDP per capita Lebanon 9037.09 9026.47 9019.70 8539.57 7921.08 7802.75 8101.71 837474 8435.64 8081.74 6485.73 6107.45 6183.24 6330.57| 7817.68|
(constant 2015 US$) MENA 4037.59 3922.67 3987.84 3926.74 3919.00 3869.32 4003.97 4060.69 4064.88 4040.57 3804.31 3980.88 4095.54 4146.97| 3990.07|
World 9312.80 9507.93 9645.94 9801.79 9986.63 10177.89 10343.84 10580.07 10807.89 10976.62 10547.78 11111.88 11364.97 11567.24 10409.52]
GDP per capita growth (annual %) Lebanon 7.01 -0.12 -0.08 -5.32 -7.24 -1.49 3.83 3.37 0.73 -4.20 -19.75 -5.83 1.24 2.38 -1.82f
MENA 333 -2.85 1.66 -1.53 -0.20 -1.27 3.48 1.42 0.10 -0.60 -5.85 4.64 2.88 1.26| 0.46|
World 3.27 2.10 1.45 1.62 1.89 1.92 1.63 2.28 2.15 1.56 -3.91 5.35 2.28 1.78] 1.81
Inflation, consumer prices (annual %) Lebanon 3.98 4.97 6.58 4.82 1.85 -3.75 -0.78 4.32 6.08 3.01 84.86 154.76 171.21 221.34) 47.38)
MENA 3.97 5.02 6.34 4.82 2,90 3.00 3.18 4.82 527 248 2.10 5.46 7.48 9.32 4.72
World 3.33 4.82 3.73 2.65 2.35 1.44 1.61 2.25 2.45 2.21 1.94 3.45 7.9 5.80} 3.29|
Unemployment, total Lebanon 6.77 7.33 7.9 8.42 8.80 9.27 9.76 10.24 10.74 11.30 13.24 12.62 11.60 11.57] 9.97|
(% of total labor force) (modeled ILO estimate) [MENA 10.68 11.44 11.96 11.69 11.83 12.26 12.40 12.58 12.12 11.35 11.91 11.54 11.03 10.87] 11.69
World 6.39 6.24 6.23 6.17 6.02 6.05 6.01 5.92 5.76 5.58 6.59 6.03 5.26 4.96] 5.94
Services, value added (% of GDP) Lebanon 71.86 73.54 72.97 72.08 73.73 73.81 74.20 75.42 76.99 79.31 87.42 94.15 88.62 47.74 75.85)
MENA 47.48 46.99 48.20 48.21 50.48 54.73 54.72 52.75 50.89 51.94 53.94 49.57 45.96 47.32 50.23)
World 62.79 61.97 62.18 62.27 62.51 64.21 64.80 64.29 64.04 64.63 65.04 63.67 61.78 63.40)
Agriculture, forestry, and fishing, Lebanon 3.86 3.80 3.76 3.96 4.02 3.28 2.73 2.79 3.23 3.17 3.08 1.40 1.19 1.09 2.94
value added (% of GDP) MENA 8.22 7.54 7.85 8.80 9.12 9.83 9.69 9.35 9.48 9.99 10.44 10.14 9.41 10.22 9.29
World 3.83 3.97 4.01 4.14 4.13 4.21 4.16 4.12 3.95 4.00 4.34 4.27 4.27 4.12| 4.11
Industry (including construction), Lebanon 13.81 14.51 15.49 16.34 16.21 15.71 15.95 14.93 13.81 12.50 6.64 2.76 239 2.35 11.67]
value added (% of GDP) MENA 42.30 43.23 42.89 41.78 39.15 3321 32.49 34.84 36.73 35.41 33.08 37.01 41.94 39.41 38.10
World 27.58 28.13 28.12 27.78 27.54 26.83 26.27 26.75 27.22 26.68 26.13 27.22 27.38 26.38 27.14

Source: World Development Indicators, 2024
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Il. REFORM PLANS

A. IMF RESCUE PLAN

Following the default on Lebanon’s debt announced by the government of
Hassan Diab in March 2020, resorting to the International Monetary Fund (IMF) to
negotiate a financial rescue package to support the recession and set the stage
for arecovery was urgently needed. The implementation of highly expected reform
measures is essential to bolster confidence both at the national and international
levels.

In March 2022, after a two-year saga with the IMF, a staff-level agreement was
reachedforaloanpackage of about $3 billion over the next 46 months. The provision
of resources to Lebanon by the international community is contingent upon the
authorities’ ability to design and carry out a comprehensive reform program that
addresses all the imbalances accumulated over the previous decades, establishes
the prerequisites including structural reforms for the rebound, and shield the most
vulnerable populations from the severe effects of the crisis.

Since then, the visits of the IMF mission teams describe the economic outlook
as highly uncertain because of the lack of the necessary economic reforms, and
lately the conflict in Gaza, fighting at Lebanon’s southern border, and the strain of
the refugee crisis, which continue to exert a heavy toll on Lebanon’s economy and
population (IMF, Press release 24173, 2024).
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The IMF plan calls for the following measures (Table 3):

TABLE 3. IMF Plan

FISCAL POLICY

MONETARY POLICY

The government has to rebalance
the budget through:

Improved tax collection
. Retrieval of pilfered assets

. Targeted tax reform aimed at
reducing inequality by focusing on
high-income population segments

. Increased spending efficiency
and improved public financial
management.

. Implementing reforms for EDL and
other state-owned enterprises

. Provide more efficiently run utilities to

support the growth of private entities.

A fair restructuring of the
financial system will encompass
reforms to be taken by both the
BdL and commercial banks:

Large losses are embedded in the
BdL balance sheet and must be
addressed right away in order to
restore trust in the banking system
and create a credible monetary
framework.

. The banking industry is dealing with

significant losses on its sovereign
holdings, credit portfolio, and
significant exposure to BdL. A long-
term solution requires acknowledging
these losses and assessing each
bank's unique circumstances.

. Readjust the Lebanese pound value

for transparency and improved forex
market liquidity.

. Focus on a more flexible exchange

rate system, possibly a managed
float or a crawling peg.

. Exchange rate policy to reflect

inflation differentials with

major currencies to reduce the
current account deficit, improve
competitiveness, and support
economic rebalancing.

. Short-term actions planned for

fairer and more comprehensive
implementation of capital controls
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B. LAZARD REFORM PLAN

Driven by years of borrowing to finance government spending and maintain a
fixed exchange rate, the public debt exceeded 170% of GDP by 2020. Lazard,
a US-headquartered financial advisory firm, was selected to support the Diab

government in the debt restructuring process.

The Lazard plan proposed (Table 4):

TABLE 4. Lazard Plan

FISCAL POLICY

MONETARY POLICY

1.

Reduce Spending: the plan proposed
cuts to subsidies on electricity, fuel,
and other essentials, along with a
reduction in public sector salaries
(specific percentages weren't publicly
announced).

. Increase Taxes: the plan mentioned

potential new taxes or tax increases
on unspecified goods and services.

Debt Restructuring: negotiations

with creditors aimed for a "haircut,"
meaning a reduction in the value of
the debt owed. The exact percentage
wasn't disclosed.

Securing a financial recovery plan
from the international community.

. Central Bank Reforms: strengthening

. Restructuring Banks and Addressing

Exchange Rate Flexibility: a gradual
devaluation of the Lebanese Lira,
potentially through a crawling peg
system where the official exchange
rate is adjusted periodically. This
aimed to reach a more realistic
market rate.

the BdL's independence and
improving its transparency. Specific
measures weren't detailed.

Bank Losses: the plan acknowledged
the need to recapitalize banks
(injecting fresh capital) but lacked
specifics. Options included
burden-sharing between banks

and shareholders, and potentially
imposing losses on larger depositors.
Issuing licenses for new banks.
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C. HARVARD REFORM PLAN

According to Hausmann et al. (2023), to successfully navigate the crisis, it is

fundamental to address its four interconnected dimensions. Lebanon should
resolve the insolvencies of the government, the banking system, and the

BdL. Moreover, it should implement a new currency regime, as well as focus

on recovering growth.

In a report titled “Towards a Sustainable Recovery for

Lebanon’s Economy”, Hausmann et al. (2023) suggested (Table 5):

TABLE 5. Harvard Plan

FISCAL POLICY

MONETARY POLICY

Lebanon should implement a gradual
fiscal adjustment to provide the
resources necessary for the recovery of
infrastructure and public services. This
adjustment necessitates:

1. Improving income tax collection,
raising the VAT rate from 11 to 15%,
and reducing tax exemptions.

2. Indexing the income brackets for
the income tax to the inflation rate,
thereby enhancing the fairness of
the tax system.

3. Setting wage levels that enable
the public sector to attract and
retain the necessary human capital,
without reverting to the excesses of
the pre-crisis period.

4. Pricing energy at market value.
Alleviating the social impact of
this measure should be done by
shifting from regressive indirect
energy subsidies to direct, targeted
subsidies for households. Moreover,
regulations should be adapted to
harness the expected increase in
natural gas production and facilitate
the integration of renewable energy
sources.

For the Monetary Regime:

Adopting full dollarization quickly, as

soon as practical. In a context where the
economy and the banking system are
highly dollarized, and monetary policy
lacks credibility, the benefits of full
dollarization outweigh its costs. It is worth
noting that the Lebanese economy is de
facto dollarized.

For the Resolution of Insolvencies in the
Banking System and BdL:

A step-by-step process is proposed:

1. Exchanging USD 76 billion in BdL
for interim restructuring certificates.
In so doing, the government will
inherit most of the central bank’s
largest debt. 90% of the interim
restructuring certificates will
be issued to bank clients with
deposits above a certain threshold.
Current estimates suggest that
this threshold will realistically fall
between USD 100,000 and 150,000.
The remaining 10% will stay in
banks. Via this mechanism, both
banks and the BdL will be effectively
capitalized. Deposits not converted
into certificates will be fully backed
by the BdL's international reserves.
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5. Significantly increasing capital

expenditures, as the country
is in dire need of infrastructure
investment.

Maintaining the government’s
cash transfer program to help the
country’s poorest households, at
least as part of a medium-term
recovery strategy.

FOR NEW SOURCES OF GROWTH:
1.

The recovery of growth necessitates
a reform and expansion of the
electricity sector, as a greater
electricity supply is necessary.
Additionally, Lebanon should
reduce the real cost of electricity by
transitioning from costly imported
liquid fuels to renewable energy
sources and natural gas-fired
thermal plants, leveraging the
anticipated boom in natural gas
production.

Beyond recovery, Lebanon’s long-
run growth necessitates harnessing
new sources of dynamism. Several
measures are suggested, including:

Increasing agricultural productivity
and quality by investing in
infrastructure, adopting modern
technology, and implementing
quality control techniques.

Prioritizing investments in
infrastructure, safety, and
security to enhance the country’s
attractiveness.

Leveraging the country’s
comparative advantages (such as
wage advantage, renowned higher
education system, and multilingual
proficiency) to capitalize on the
benefits of remote work.

On average, banks will emerge from
this process with a capital-to-asset
ratio of about 5%. However, for

a dollarized banking system, it is
recommended to raise the capital-
to-asset ratio to 15%. Therefore,
banks may require additional
capital. They can use their own
funds to recapitalize and continue
to operate freely. If unable to do

so immediately, banks will receive
sufficient subordinated debt
injection by the BdL. Banks going
down this route must return the loan
within two years, undergo enhanced
supervision, and refrain from
distributing dividends. This process
allows the banking system to fully
reopen.

Introducing capital controls until the
banking restructuring is finalized.
Given that most citizens do not
have access to their dollar deposits,
it's important to note that certain
restrictions imposed by capital
controls are already in place in
Lebanon. The legislation of capital
control will formalize the existing

de facto situation and enhance the
fairness of the current system.’
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d. Engaging the Lebanon diaspora
by improving the business
environment, investment and trade
opportunities. The state can do so
by implementing several measures
including: enhancing business
registration and closure processes,
reducing bureaucratic paperwork,
and facilitating access to venture
capital.

It is worth noting that natural gas reserves
may represent a significant source of
dynamism for Lebanon’s economy.
However, these reserves should not

be relied upon in the resolution of the
country’s insolvency.

FOR PUBLIC DEBT RESTRUCTURING:

Restructuring (by the government) of
the certificates issued to depositors,
along with the rest of the public debt,
including the Eurobonds. This process
will be consistent with an IMF-supported
program, a debt restructuring program
with a large haircut, thereby ensuring the
sustainability of the reconstructed debt
and the new debt required for recovery.

D. LEBANESE GOVERNMENT FISCAL MEASURES AND FINANCIAL PLAN

More than four years into the crisis, the Lebanese government has yet to
implement the necessary reforms to secure a loan from the IMF or to promote
growth and recovery. The fiscal measures introduced so far in successive budgets
focus primarily on tax increases, without addressing issues such as tax evasion
or trafficking. Losses from the confrontations between Hezbollah and Israel have
dampened hopes for revenue increases in the 2024 budget. Many versions of
leaked financial plans for redistributing losses, none of which have been approved
by parliament, place the majority of bank losses from government loans onto
depositors. There is no debt restructuring program aimed at achieving medium-
term debt sustainability. Multiple exchange rates persist, with no monetary policy
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framework to restore confidence in price stability. Lebanon’s state of insolvency—
both sovereign and within its banking system—combined with insufficient foreign
exchange reserves, deters international aid and private investment, both of which
are essential for recovery.

The fiscal measures implemented in the 2024 budget and the last version of the

leaked financial plan are summarized below (Table 6):

TABLE 6. Lebanese government fiscal measures and financial plan

FISCAL POLICY

MONETARY POLICY

The 2024 budget (Institut des Finances
Basil Fleihan):

1. Increased Revenue through Taxes
and Fees:

The collection of certain taxes in
US dollars such as the income tax
on Wages and Salaries.

The collection of certain fees in
US dollars, such as customs, port,
airport fees, and some fees related
to the petroleum sector.

Fees collected in Lebanese lira
were increased to keep pace with
inflation.

The reevaluation of tax brackets
for the tax on profits, wages,
salaries and pensions, inheritance,
and built property.

Taxable thresholds for the VAT
were readjusted

Minimum fees for property rental
value on residential and non-
residential units were increased

The BdL has adopted a restrictive
monetary policy ending monetary financing
of the budget and foreign exchange
subsidies and terminating the Sayrafa
platform.

Financial Plan (latest version):

Deposits are classified into “eligible”
and “non-eligible” without a clear
rationale for setting deposit insurance
for eligible deposits at 100 000 USD.

An indirect haircut worth 7.5 billion
USD due to the difficulty in justifying
the sources of the funds.

Write-off of 10 billion USD from
excessive interest, i.e., interest given
on deposits at a rate higher than the
market norm.

A gradual and increasing repayment
of the protected amount of eligible
deposits not exceeding 100,000 USD,
and 36,000 USD for non-eligible
deposits. The total value of protected
deposits is estimated at around 22
billion USD, to be paid equally by the
banks and the Central Bank over a
period of up to 15 years.
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2.

3.

Non-resident income tax was
increased

Registration fees of foreign
workers and traffic fines and
various fees and fines were
increased

Expenditures are classified into:

Current expenditures 89.6%
subdivided as follows: 48.9% in
Personnel Expenditures; 4.7% Debt
interests; 36.0% Other current
expenditures

Capital expenditures 10.4% of
which 7.3% Maintenance.

In the approved budget, the deficit
is of 0%, with total expenditures
and total revenues estimated at LBP
308,435 billion each.

However, this deficit does not
account for:

Potential Treasury advances to the
EDL.

The balance of other treasury
revenues.

The balance of other treasury
expenditures.

A deduction of 13 billion USD

from both eligible and non-eligible
deposits to convert them into
equity shares in banks (Bail-In), in
exchange for which the depositors
receive shares worth 2 billion USD,
representing half the total capital of
the restructured banks.

Conversion of 30 billion USD from
eligible and non-eligible deposits
into financial bonds of Category (A)
and above, maturing in 30 years for
eligible deposits and 40 years for
non-eligible deposits. The discounted
present value of these bonds does
not exceed 6 billion USD, half of
which will be paid by the banks and
the other half in cash by the Central
Bank of Lebanon.

Voluntary conversion of 3 billion USD
into Lebanese pounds at a reduced
exchange rate ranging from 20% to
50% of the market exchange rate.

In return, the government commits

to recapitalizing the Central Bank of
Lebanon with 2.5 billion USD and
allocating some of its future revenues
according to specific criteria to form
the assets of the Deposit Recovery
Fund.

the Higher Banking Commission
oversees the banks restructuring
process.
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E. OTHERS

Aside from the above-mentioned plans, several economists called for a currency
board arrangement to end the devaluation of the Lebanese currency, stop inflation
and incentivize a return of capital inflows. A currency board is an extreme form of
a pegged exchange rate system where reserves in foreign currency are to back
all units of domestic currency in circulation.

Other financial rescue plans proposals include:

- The creation of a trust that would take control of several state-owned assets,
which would be privatized over five to ten years to generate revenue to repay the
state’s debt.

- The use of gold reserves to provide liquidity to the economy.

- The conversion of deposits into shares and certificates that can be traded on
the Beirut Stock Exchange, to address the mismatch between short-term deposits
and long-term loans.

I1l.  ASSESSING THE RESCUE PLANS

A. PROS AND CONS

No doubt all reform plans described above converge towards addressing fiscal
imbalances, reforming the banking sector, and shifting to a new exchange rate
system. However, in some instances the plans hold completely opposite economic
views, and priority ranking differ.

Expected advantages in the proposed measures include:

- Restrictive fiscal measures should bring down the budget deficit.

- Decreasing imports through tariff increases should bring down the current
account deficit.

«  Moving to an alternative exchange rate system, such as a currency board
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or full dollarization should restore price stability, promote investment and
trade, and restrict irresponsible governments from running deficits.

Privatization optimizes the value of public assets.

Flaws in the proposed measures include:

Fiscal policy lacks a clear vision allowing the reduction of the deficit without
burdening the most vulnerable groups and deepening the recession.

Fiscal austerity, with spending cuts and potential tax increases, could
disproportionately burden lower and middle-income earners, leading to
deeper recession and social unrest. Resorting to a Keynesian perspective
in times of crisis is not unusual. However, the crisis in Lebanon has been
going on for around 5 years. In the absence of any reform to curb the
development of the cash economy, the increase in tax evasion and
trafficking will result in further revenue losses and deficit increase. The
World Bank estimated the cash economy to amount to US$ 9.9 billion in
2022, tax evasion alone resulted in an estimated annual revenue loss of
$2 billion. Moreover, according to the IMF, Lebanon’s tax revenue more
than halved between 2019 and 2021, with an estimated revenue loss from
customs, excises and VAT alone of 4.3% of GDP in 2023 (Hebous et al,,
2023). The decline in revenue will continue in 2024, especially with the
Hezbollah-Israel conflict in the South.

Increasing tariffs spurred inflation.

No capital expenditures for much needed infrastructure projects in energy,
transportation, or telecommunications and no plans for efficient public-
private partnerships.

The cash economy reduces the efficiency of any monetary policy.

The lack of clarity on how banks would be recapitalized created uncertainty
and distrust among depositors.

Issuing licenses for new banks raises questions as to the identity of the
shareholders. Rebuilding customer database requires time.

The bank restructuring process is deeply compromised by a significant
conflict of interest, as the fate of the banks will be determined by the
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Higher Banking Commission—essentially by the banks themselves—along
with the Central Bank Governor, who bears responsibility for a substantial
portion of the accumulated budget losses.

Dollarization of the Lebanese economy did not curb hyperinflation.

Moving to a managed float requires sufficient reserves to defend the
exchange rate of the LBP against a speculative attack.

Solutions including the creation of a currency board or dollarization suffer
from the following flaws:

- acausal fallacy: the economic crisis did not originate from the exchange

rate system, the exchange rate deteriorated because of the economic
crisis due to corruption, the absence of the rule of law, the inefficiencies
of governments and regulations, all because of the political dominance
of Hezbollah and accomplices.

- insufficient foreign reserves for the choice of a new peg.

- adopting a currency board will not attract foreign direct investments

given the fact that credibility is linked to country risk and credit ratings.

- monetary policy is totally abandoned under currency boards since the

management of the exchange rate and the money supply are taken
away from the nation’s central bank.

- therole of the central bank as the lender of last resort is abandoned.

None of the plans addressed the apportionment of liability among the
State, the BDL, the banks and the depositors. All proposals continue to
oppose banks and depositors against each other instead with depositors
bearing the brunt of the losses.

In the absence of any will for public services reform, it is unclear how a
deposit recovery fund will be funded, what amounts it hopes to generate
and how it would be distributed.

Implementing any plan effectively requires strong political will and a functioning
government, which is a challenge in Lebanon’s divided political landscape and
the absence, if not a voluntary destruction, of public and judiciary institutions.
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B. AN INSTITUTIONAL PERSPECTIVE

There is no doubt that Lebanon’s financial and economic collapse is due to the
politico-economic nexus of opportunism, corruption and mismanagement. The
framework proposed in this report focuses on restoring national and international
confidence in our economy through the “impersonalization” of economic
governance in order to break this harmful cobweb. In comparison with other
proposals or ad-hoc measures suggested to face the crisis, this plan:

1. is built around a clear coherent vision based on the conclusions of the
New Institutional Economics school of thought and in line with the free-
market system and globalization, which have traditionally characterized
the economic identity of Lebanon;

2. answers the calls of the international community for a comprehensive
structural reform strategy based on the three conventional pillars of
economic policy: fiscal, monetary and exchange rate policy;

3. introduces a modern approach to public management where the focus is
on efficiency rather than the ideological quarrel between left and right.

i.  The Vision: New Institutional Economics + Free-market economy +
globalization

Despite an easier transfer of technology and knowledge brought about by
globalization and digitization, the still existing gap between developed and
developing countries can be attributed to institutional factors. With the works of
Douglas North, Oliver Williamson, Paul Romer and others, institutional economics
added the managerial dimension to economic theories unveiling the missing
link in the transformation of inputs into output. In public economics, it is widely
agreed today that the success of public management depends on an allocation of
responsibilities between the public sector, the private sector and the civil society,
founded on efficiency as each actor is to be assigned the task that he is best
capable of achieving. A performant institutional environment leads to a sustained
growth.

Recently, the New Institutional Economics school asserts theimportance of political
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stability as the primary determinant of an economy’s institutional quality. Unstable
or polarized political systems with an unequal division of power compromise
the independence of the judiciary, which results in a poor enforcement of the
law. In turn, the absence of the rule of law affects the credibility of the ruling
public authorities at the administrative level and favors corruption. An impersonal
political system is a system where people are treated according to the same rules,
whether they are personally known to each other or not” (Wallis, 2011). Thus, under
a “real” democracy, the impersonal delivery and redistribution of public goods
and services are led by a competitive electoral process, rather than elections
based on the identity of officials. Citizens are able to make themselves heard and
freedom of expression is respected. Therefore, public authorities are accountable
before the people and will not be able to withhold or redistribute such goods or
services in order to manipulate votes to serve their own interests or to justify
violence (North, Wallis & Weingast, 2009).

Similarly, an impersonal economic system with a rule-based approach to fiscal
and monetary policies ensures an impersonal nature of economic governance,
improves transparency and boosts a culture of accountability. Rules free public
managers from any political pressures and favors their independence from all
political affiliations, which guarantees an equal division of power, the rule of law,
the efficiency of regulations, the control of corruption.

Furthermore, the new institutional economicsis complementary to the neoclassical
economics principles, in line with free-market systems, where the role of
government and that of the central bank is stabilization rather than regulation.
The adoption of rules promotes commitment, anchors people’s expectations and
contributes to price stability and growth.

The implementation of each of the measures in this proposal necessitates more
detailed research in the relevant fields and accurate data, which is practically
impossible in a cash economy. Furthermore, immediate social safety net programs
are to be considered for urgent relief of the most vulnerable.

Nevertheless, the path to recovery lies within a structural rule-based framework
whereby the performance of institutions ensures sustained growth.
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ji. The Framework

FIGURE 21. Framework for an economic recovery under an institutional perspective

Economic Vision:
New Institutional Economics
+ Free-market economy + Globalization

| |

Rule-based Fiscal policy:
Golden-Rule of expenditures
approach

Rule-based monetary policy:
Inflation-targeting

Decreasé : \
dit Increase revenues " x -
expenditures Managed float Increases of Money Restructuring the
supply to accompany Banking system
v growth only | Public assets

Privatization Structural reforms: |
Public-Private Partnerships  Tax system and subsidies
Public sector employment  customs Address the. Balaf\.ce f’f Improve. on the
Expenditures cuts Fiscal incentives Payments disequilibrium productivity of th(?
Public assets and rents Tax evasion factors of production:
E-government Trafficking Technology and

Human Capital for
sustainable growth

1. FISCAL POLICY: GOLDEN RULE OF GOVERNMENT SPENDING APPROACH
WHEREBY

>

current expenditures are to be funded by the existing taxes, while the
government can only borrow to finance investment projects; or a ceiling
on the debt/GDP ratio.

The direct and indirect economic and social returns of investment projects
would outweigh the costs allowing not only for the reimbursement of the
debt but benefiting also future generations.

The form and implementation (maybe a constitutional law) of a golden-rule-
based approach reduces discretionary spending policies while including
mandatory spending for social programs like social security, medicare,
and more importantly financial inclusion schemes etc... (Social programs
development and financing in cooperation with international institutions)

Administrative Decentralization allowing for increased local authority,
transparency and accountability
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» Examples: The EU Stability and Growth Pact, forms of the golden rule in
the UK, France, Spain...

11 DECREASE EXPENDITURES

- Privatization and Public-Private Partnerships for infrastructure projects as
an engine of growth with independent regulatory bodies.

- Public sector employment: scrutiny of public sector contracts and adoption
of an employee turnover for its detrimental impact on corruption and the
abuse of power.

- Expenditures cuts: an array of regulated sources of waste to be eliminated.

- Public assets and rents: public assets to be turned into profitable
investments + rent cuts.

- Elimination of needless ministries, boards, public sector entities and
departments.

- E-government

1.2 INCREASE REVENUES

- Tax system and subsidies reforms based on the criteria for a “good”
tax: efficiency, equity, revenue potential, administrative costs, ease and
simplicity.

- VAT is one of the best taxes in view of the former criteria: revision of its
implementation

. Fiscal incentives to increase tax revenues from other sources:

» supply-side approach to reduce production costs (target exporting
companies by reducing taxes or tariffs on imported materials used in the
production process or reducing utility bills).

» Fiscal and other incentives to SMEs

» Fiscal and other incentives to attract investment in competitive industrial
and agricultural activities
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- Combat tax evasion and trafficking by:

1. security measures to stop trafficking including technical and military
measures (the volume of trafficking can be detected by analyzing the item
“Errors and Omissions” in the balance of payment.

2. ICT or e-government

3. restructuring of the tax system since some taxes are hard to evade by
nature.

2. MONETARY POLICY: INFLATION-TARGETING RULE WHEREBY

» Targeted inflation rate to be determined (2% in the EU and the US),
monetary policy adjusts to achieve this goal.

» Price stability is the objective of monetary policy to favor growth.

» Managed float exchange rate system to allow for the use of monetary
policy

» The interest rate as an intermediate target to serve domestic purposes.

» Independent central bank for credibility; credibility to ensure anchoring
expectations

» Example of rules:

Equation of exchange: Money supply x Velocity of Circulation = Price level x Real GDP

Taylor rule i= F (gap between actual inflation and targeted inflation + actual output
and full employment output)

2.1 INDEPENDENCE OF THE CENTRAL BANK

There is a consensus among economists that an independent central bank is more
likely to realize the objectives of monetary policy, particularly price stability to
defend the value of money. Independence and objective are thus closely related.

The independence of a central bank is assessed at three levels: organic, functional
and financial.

The revision of the Code of Money and Credit is to ensure the independence of
the BdL.
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- Organic autonomy: conditions for the appointment of BdL managers,
composition of its governing bodies, term of office...

The most controversial dimension amongst these criteria is the “turn-over-rate”
of central bank governors. The longer the legal term of office of the governor
is, the less his appointment by the government is likely to be used as a means
to interfere in the formulation of monetary policy, the more independent would
the central bank be. However, a subservient governor may stay in office a long
time; or to the contrary, a term in office for several years may potentially give a
successful governor a reputation, which would shield him against any pressure
from the executive branch of government.

Proposed measure: see example of the Deutsche Bundesbank.

- Functional autonomy: goal and target autonomy (the choice of monetary
or exchange rate policy objectives), instrument autonomy (the use of
monetary policy instruments according to the defined objectives).

A rule-based monetary policy to stabilize prices guarantees the autonomy of the
central bank from political pressures. In Lebanon, there is no fiscal rule that could
create a debt ceiling in line with a golden rule of expenditures approach. Moreover,
articles 88, 89, 90 and 91+ others in the Code of Money and Credit describe
the relationship between the government and the BDL are not strictly binding
(especially article 91 that Riad Salameh often evoked to justify the financing of
deficits).

Articles 115 and 116 are also to be revised since the differences between the
value, at the legal parity rate, of the Bank’s gold and currency holdings, and the
actual purchasing or sale value of these holdings go to a special account in the
name of the Treasury, while this exchange difference is not a gain in real terms.

It is worth noting that functional autonomy has the highest negative correlation
with inflation.

- Financial autonomy: financial means to realize the targeted objective.

Even an independent central bank needs to be accountable for its decisions and
actions to reach its objective. Thus, economists suggest the inclusion of the
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autonomy and accountability of the central bank in the constitutional law.

2.2 RESTRUCTURING THE BANKING SECTOR

CURRENT SITUATION

In Lebanon, bank failures are attributed to a combination of factors:
1. bank mismanagement and public sector concentration in loans portfolios

2. poor macroeconomic policies due to opportunism, corruption and the
politico-financial nexus between public authorities and bankers, which in
turn lowers the probability of offense being discovered and the size of
punishment.

Usually, depositors rely on a social contract with the government, whereby the
latter is to protect property rights through regulatory agencies and an impartial
judicial system. However, in Lebanon, the government default caused the banking
sector collapse. This explains the deliberate failures and delays to address the
problem, which resulted in additional capital flight, which in turn worsened the
impact of liquidity creation on bank risk failure.

The willingness of a government to undertake bank restructuring is inversely
proportional to the proximity of the next general election date. The corollary of
this is that most decisions or bank restructuring exercises are undertaken by new
administrations or upon the success of a fresh general election. Surprisingly, the
government in Lebanon is in a hurry to strike a deal with the IMF imposing a
reform package where all losses are borne by depositors.

The elements of a conventional bank restructuring exercise (according to the IMF):

- Diagnostics: update accounting standards, especially loan classification
and interest accrual standards; apply objective standards of measurement
to evaluate bank assets in US$; audit results of bank operations; full
disclosure of results to all parties involved in bank restructuring, including
depositors, shareholders, bank employees, and management and the
supervisory authorities.

« Rules reform: Update banking laws; prevent concentration of ownership
in a single economic class; deposit insurance schemes; enforcement of
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existing laws and regulations.

«  Who should bear the loss? Losses in banking should be borne, in broad
descending order, by borrowers, shareholders, fellow bankers, other
creditors/employees in situations of liquidation, government, and,
lastly, the depositors. In many developing countries, bank losses do not
necessarily occur because of poor credit evaluation, but because of
borrowers’ unwillingness or inability to repay, and the use of political clout
to pressure banks not to pursue repayment, especially in Lebanon where
the borrower is the government.

- The position of employees: the labor laws must have equitable
retrenchment benefits, which must be taken into consideration under the
costs of restructuring.

- Restructuring options: a deposit-equity conversion of banks to recapitalize
banks and build safety cushions in the banking system against shocks,
provided management is in good hands, and an efficient domestic capital
market exists, which is not the case in Lebanon.

Conventional restructuring options, such as mergers, acquisitions, liquidation,
bank hospital, or a deposit-equity conversion would not work in Lebanon because
of the combination of 3 problems: all banks are failing + the government is the
borrower + insufficient foreign reserves at the BdL.

A public assets management company is the proposed solution: creation of a
fund from selected commercial public assets under the management of an
independent globally monitored entity with the objective of maximizing value
through privatization or public private partnerships and shares will be issued to
banks or directly to depositors, thus clearing the major part of the public debt;
the recovery of deposits can also be prompted by foreign investments in the fund
or even in banks’ capital.

3. BALANCE OF PAYMENTS

- ldentify our competitive advantage by sector to develop strategies for FDI
and trade

- Fiscal and other incentives to attract FDI, ease of regulations, no capital
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controls (provided trafficking and speculative transactions control), good
public governance, reduce tariff and non-tariff barriers, economic stability.

Fiscal incentives to exporting businesses
Outsourcing

Strategies for tourism

4. GROWTH

In line with the Sustainable Development Goals for social responsibility
Environmental policy

Promote technology and know how

Promote Human capital

Competition policy

V. DIAGNOSIS AND OUTLOOK

A. DIAGNOSIS

In Section 1, we used the successive LEM reports by the World Bank since 2020 to
capture the magnitude of the Lebanese economic depression described as one
of top three most severe economic collapses worldwide since the 1850s. Figures
showed:

Following a 58.1 percent contraction between 2019 and 2021, real GDP
declined by 0.6% in 2022.

The inflation rate has risen steadily and sharply from an average of 142.9%
in 2021 to 171.2% in 2022 and an estimated 231.3% in 2023.

Unemployment increased from 11.4% in 2018-2019 to 29.6% in 2022
across all districts in Lebanon. In 2022, 47.8% of young people between
the ages of 15 and 24 were unemployed, with the brain drain becoming
the only alternative for a decent future.
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. Before the onset of the confrontations between Hezbollah and Israel,
economic growth was projected to reach a positive 0.2% in 2023, but the
war has dispelled all hopes and real GDP growth will fall back into negative
figures.

« In Section 2, the measures outlined in the rescue plans proposed
by international and local actors to facilitate recovery, halt currency
depreciation, and restore financial stability were classified under two
categories, fiscal and monetary. This approach is essential to build a
comprehensive plan within a clear economic perspective, while all the
proposed isolated actions may give rise to goal incompatibility.

- Fiscal measures called for tax increases, expenditures reduction, structural
reforms in public employment, reducing budget deficits but deepening the
depression and burdening lower and middle-income earners.

- Monetary measures called for diverse exchange rate systems ranging
from a floating system to full dollarization, and diverse schemes for the
restructuring of the banking system. With the depleting FX reserves and
no inflows of US$, the BdL is neither able to defend the LBP nor would
the dollarization ensure stability to attract FDI for a sustained economic
growth.

In light of the above, without a proper diagnosis of the causes of the crisis, no
solutions would be efficient.

The New Institutional Economics asserts the importance of political stability
as the primary determinant of an economy’s institutional quality. Proponents of
this school position the political level above the judicial and bureaucratic ones
since the division of powers determines the degree of judicial independence, a
necessary condition to the realization of the rule of law, which in turn affects the
credibility of the ruling public authorities at the bureaucratic level and, thus, the
institutional quality leading to economic growth.

Lebanon’s crisis is unique. Not because of its magnitude nor because of its multi-
faceted financial, economic and social nature. Stagflation cannot be attributed
to “unplanned” circumstances. The national debt stemming from accrued budget
deficits did not originate from increased expenditures that could have occurred
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because of an external shock on supply due to unforeseen events such as wars,
terrorist acts, social unrest, natural disasters, pandemics, or oil shocks.

What is unique in Lebanon is that the economic depression was due to the
significant role of Hezbollah and accomplices in Lebanese politics, coupled with
its practices of corruption, obstruction, and failure to support necessary reforms.

Since 2005, highlights of the involvement of Hezbollah in politics include:

- The assassination of the Lebanese Prime Minister Rafic Hariri by a mid-
level operative in Hezbollah in 2005 according to the International Tribunal
verdict.

- The 2006 war with Israel triggered by Hezbollah cross-border raid.

- The 7th of May 2008 military internal conflict leading to the occupation of
the capital by Hezbollah.

- The control of national unity governments with Hezbollah and accomplices
holding a “blocking third” in successive governments.

- Hezbollah’s control over the Ministry of Finance through its close ally, the
Amal Movement, since 2014.

- From late 2006 to the second half of 2021, Hezbollah’s 4713 days of
obstruction in fulfilling constitutional deadlines in the Presidency of the
Republic, the Parliament, and the Council of Ministers.

- The Iranian-led involvement of Hezbollah in Syria and Yemen.

- The repeated suspensions of the investigation into the Beirut port
explosion by Hezbollah and allies.

. The conflict between Hezbollah and Israel in South Lebanon.

- In addition, budget deficits soared because of corruption and
mismanagement:

- Hezbollah's role in approving budgets and participating in corrupt practices
without addressing the underlying issues has been central to the crisis.

- Trafficking subsidized goods to Syria including fuel, which did cost the
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economy an estimated $10.5 billion from depositors’ funds, tax evasion,
smuggling drugs to the Arab countries through industrial and agricultural
exports, which led to the Gulf states halting imports from Lebanon and
jeopardizing trade and foreign direct investment resulting in balance of
payments deficits and the depreciation of the LBP, led to sharp decreases
of government revenues.

- The discretionary spending policies of successive governments
dominated by Hezbollah aggravated the state of public finances. The
public employment rate in Lebanon is the highest in the world. Before the
parliamentary elections in 2018, the recruitment of more than 5000 new
employees in the public sector, employed as favours to secure votes for
Hezbollah and its accomplices during the elections, did not conform to the
employment laws. The proportion of public servants’ wages and benefits
in total expenditures is the highest (36%) and increased even more since
the government’s decision to index wages and benefits to inflation in 2018,
again before the elections, feeding a price-wage spiral.

- Political considerations have also impeded the appointment of an
independent regulatory body for the administration of transparent
procurement processes and the control of infrastructure contracts’
execution. This has discouraged private investments, and all hopes to stop
the financial bleeding caused especially by the energy sector were lost.
Expenditures on electricity alone have accumulated US$40 billion of debt
or around 43% of government debt and successive technical solutions to
remedy supply shortages for decades were never implemented because
of corruption and opportunism.

- Poor governance and corruption destroyed many sectors as well, such
as health and education, and contributed to environmental threats,
including air and water pollution, risks associated with climate change, the
impact of the deadly explosion of Beirut port, and at present the military
confrontation at the southern border.

- With the official banking sector in disarray, Hezbollah uses alternative
financial networks such as informal money transfers, cash transactions,
and cryptocurrencies to bypass restrictions and sustain its operations.
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- Hezbollah also contributes to undermining Lebanese legitimacy through
its institution "Al-Qard Al-Hassan Association,” which has become akin
to a bank, accepting deposits, providing loans, issuing credit cards, and
operating ATMs, all without a license from the Central Bank of Lebanon or
oversight from regulatory bodies such as the Banking Control Commission.

- Giventhat Hezbollah has been actively avoiding sanctions and attempts to
cut off its funding sources, it plays a significant role in the cash economy,
alongside other political parties, capital owners, traders, and speculators.
Maintaining the cash-based economy which has been estimated at
US$9.86 billion or 45.7 percent of GDP in 2022 according to the World Bank,
is damaging to Lebanon’s international reputation and prevents rebuilding
trust essential for investment, money flow, and economic recovery.

In light of the above, none of the classical economic recovery plans would end
the “deliberate depression”, nor could the Lebanese count on the ruling public
authorities currently negotiating with the IMF to reverse a disastrous situation.
In fact, while taking the IMF requirements as a pretext to make the Lebanese
suffer the consequences of their deliberate failure to implement reforms, the
negotiating team has only leaked plans inflicting losses on depositors. Losses
are to be redistributed between the government, the BdL and banks. Citizens
who have been suffering for almost 5 years from the informal adoption of severe
discriminatory illegal capital controls in banks cannot expect a formal capital
control to stop their misery. The depreciation of the Lebanese Pound and the
multiple exchange rate system will persist as long as borders’ regulations are
consistently violated. The proposed lirafication and haircuts on dollar deposits
is netting out bank positions between assets and liabilities harming especially
the smaller depositors and SMEs. In the proposed budget and because the IMF
requires revenue increases for the sustainability of the debt, our negotiating team
sees it fit to impose higher taxes and tariffs ignoring that when the tax bases
(whether income or consumption) decrease it is impossible for fiscal revenues to
increase despite higher tax rates.

In 2018, the Executive Board of the IMF approved a New Framework for Enhanced
Engagementon Governance enablingthe Fund toassess governance vulnerabilities
and its impact on a member’s ability to achieve sustainable inclusive growth. The
assessment includes relevant state functions, namely fiscal governance, financial
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sector oversight, central bank governance and operations, market regulation, rule
of law, and Anti-Money Laundering and Combatting the Financing of Terrorism.

In Lebanon, governance vulnerabilities are clearly embodied in the political-
judicial-economic nexus and the Lebanese people are held under the ruling class
capture, who itself is currently running the negotiations with the IMF. Obviously,
governance vulnerabilities will not be brought to the forefront of the negotiations
by those who are benefiting from corruption, trafficking, tax evasion, money
laundering and terrorism financing. Nor would they be willing to comply with the
IMF conditions regarding the request for a financial program with Lebanon. No
compliance, on the other hand, is more likely strengthening the IMF negotiating
position, while the requirements are getting even harder to achieve.

This diagnosis calls for an economic rescue plan embracing an institutional
perspective to ensure sustainable growth. A Rule-based approach to fiscal and
monetary policies for an impersonal governance cannot be implemented, stability
and growth cannot exist without strong institutions ending the political vacuum
and restoring sovereignty.

B. OUTLOOK

According to official government sources, as of August 7th, 2024, the recorded
human and economic losses in Lebanon due to the “support” war for the Gaza
Strip, initiated by “Hezbollah” on October 8th, 2023, include:

- More than 530 deaths, 2,180 injuries, and about 100,000 people displaced
from border towns

« 1,900 destroyed housing units, 1,500 housing units severely damaged,
and 5,600 housing units slightly damaged.

- 220 industrial and commercial facilities damaged.

- Farmers were prevented from cultivating 17 million square meters of
agricultural land.

Direct economic losses from the confrontations between Hezbollah and Israel
have reached an estimated US$ 2 billion so far.
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In the absence of official statistics, indirect economic losses related to the ongoing
war are based on approximations drawn from available data sources. Estimated
indirect economic losses include:

- Losses in tourism estimated to have reached more than US$ 3 billion
dollars, with the hotels occupancy rate falling to less than 20%, while the
number of visitors to restaurants has dropped by around 50%, and beach
resorts and car rental sector plummeting by more than 50%.

- A significant drop in total agricultural exports, which have averaged $94
million per year.

- FDI potential losses estimated at $210 million per year.

. Contraction in the manufacturing sector and manufacturing exports
estimated to potentially reach US$ 2 billion per year.

- An overall loss of an annual growth of 2-4% this year as a direct result of
the cross-border strikes.

- Potential monetary instability because of decreasing inflows of FX and the
depletion of reserves.

- Fitch Ratings at ‘Restricted Default’ (RD) and its withdrawal of Lebanon’s
ratings because of insufficient information and the lack of certain key data
and national accounts, the threat of being on the grey list of MENA FATF
because of Lebanon’s high dependence on the cash economy, will further
lower investment attractiveness and worsen the economic and financial
outlook.

According to the Economist Intelligence Unit, the economic outlook for Lebanon
for the second half of 2024 and 2025 remains uncertain given that it is unclear
when and how the confrontations between Hezbollah and Israel will cease. The
prolonged political deadlock will delay the finalization of the IMF program, agreed
in April 2022 into 2025-26, and slow the required overhaul of the economy. “Even
as reforms and debt-restructuring negotiations start and multilateral funding
begins to flow, the recovery will be slow and partial in 2024-28, reflecting the
depth of the ongoing economic, currency, financial and debt crises, as well as the
impact of hyperinflation and regional and domestic political instability on domestic
demand”.
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Hezbollah and its allies have intentionally fueled political instability, significantly
deepening Lebanon’s economic crisis. For Lebanon to reclaim its economic
identity, it is essential to rebuild sovereignty and establish independent, efficient
institutions.
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