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L. Background

For the fourth consecutive year, the Lebanese economy has not been shielded
from political tensions, security challenges, and regional unrest, to a great
extent, specifically the spillover risks from the Syrian crisis. In effect, the main
economic indicators, namely foreign trade, tourism, investment and
consumption for instance, have been witnessing steady decrease since 2011.
In addition, the debt-to-GDP ratio has risen from 130 percent to about 143
percent; and debt is expected to increase again in 2015 by about $4 billion to
exceed $70 billion.

Yet, despite all of these challenges, the Lebanese economy was able to achieve
real annual growth of two percent in 2014 while inflation remained below 4
percent, in line with BDL's objectives. Meanwhile, GDP growth is expected to
be almost flat and inflation rate to be negative in 2015.

A stable monetary policy, a solid and highly liquid banking sector, confidence
in the markets and in the Lebanese Lira, as well as steady flow of remittances
from the Lebanese Diaspora have been the main components that enabled the
economy to maintain its relative strength.

Challenging circumstances never inhibited the Lebanese banking sector to
flourish. Its performance remains healthy with total banking activity growing
by around six percent and with total assets of banks exceeding $180 billion in
August 2015, as compared to $142 billion in December 2008. Bank deposits
grew by an average annual rate of six percent to reach a new level of $156
billion in August 2015, with a dollarization ratio of 65 percent after peaking at
77 percent in early 2008. In parallel, lending activity registered around five
percent growth during the first half of 2015, with total credit to the private
sector exceeding $53 billion in August 2015, as compared to $25 billion in
2008. The loan dollarization ratio continued its downward trend to reach 74.8
percent at end-2014, its lowest recorded level in more than two decades. The
Lebanese banking sector’s high levels of liquidity enable commercial banks to
finance the government and private sector needs while maintaining a stable
interest rate structure.

Il The Operational Framework of Monetary Policy in Lebanon:
Objectives, Instruments, and Transmission Mechanisms

At the monetary operational level, Banque Du Liban (BDL) has been
committed to ensure the basis for sustained social and economic growth
through achieving the objectives of maintaining exchange rate and interest
rate stability, developing money and financial markets, enhancing payment
systems and money transfer operations, managing liquidity, targeting
inflation, and contributing in the management of public debt.

The attainment of these objectives has been pursued through the prudential
and efficient use of several instruments: first, BDL's record level of foreign
assets, which have exceeded $38 billion in June 2015 excluding gold, thus
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providing it with sufficient means to confront any crisis and safeguard
exchange rate stability; second, BDL's prudent intervention in the bonds
markets, aiming at stabilizing interest rate without disrupting market
mechanisms; third, BDL's initiatives in providing stimulus packages and
enhancing equity financing in the context of developing money and financial
markets; fourth, BDL's development of a domestic payment system that
provides a secure platform for e-services in the Lebanese financial sector; fifth,
BDL's efforts in managing excess liquidity that exceeds $16 billion, aiming at
curbing inflationary pressures, through issuing certificates of deposits and
encouraging lending in local currency to productive, residential,
environmental, and educational projects; sixth, BDL's effective management of
public debt through its continuous commitment to allocate financial resources
for the cost of this debt.

As for the transmission mechanisms of monetary policy, BDL has been utilizing
several channels through which monetary policy can affect aggregate
demand, some of which are conventional while others lie within
nonconventional contexts.

1. Conventional Transmission Mechanisms
a. Interest Rate Channel

BDL has strived to maintain a stable interest rate level that is market-relieving
and superior to Lebanon’s credit ratings, without disrupting market
mechanisms, hence securing effective sources of financing for private and
public sectors and enhancing financial inclusion, which reaches around 47
percent in Lebanon, compared to 18 percent in the Arab World, according to
the Global Financial Inclusion Index (Findex).

b. Exchange Rate Channel

BDL has adopted a policy of managed exchange rate regime, keeping the
LL/USD rate within a narrow band that has been set at LL 1501-1514 to the
dollar for the past decade and a half. This policy served the purpose of
safeguarding the stability of local currency, thus enhancing the confidence and
demand for local currency and curbing the deposit and loan dollarization rates.

¢. Equity Financing Channel

In the context of developing money and financial markets, BDL has initiated
the Capital Markets Authority, aiming at augmenting equity financing,
specifically oriented towards securing financing resources for SMEs while
curtailing exhaustive debt costs.

2. Nonconventional Transmission Mechanisms
In light of political and socio-economic upheavals in the Arab region and its

spillover repercussions on the Lebanese scene, the Lebanese economy has
witnessed a relative slowdown in activity, with foreign trade and tourism
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receipts being adversely affected while investment and consumption having
slowly but steadily declined. Consequently, BDL has resorted to
nonconventional financial engineering tools that benefit the economy and
society. These tools serve to support the government in creating the necessary
conditions for sustainable growth, providing the potentials to revitalize the
labor market, reinforcing social and environmental security, and promoting
human development. They include:

a. The Provision of Stimulus Packages

BDL resorted to nonconventional monetary policy tools to stimulate internal
demand and sustain the country’s growth and job creation potential. The
stimulus packages took the form of exemptions in the required reserve ratio
and soft loans extended to Lebanese banks in order to boost lending activity
and fuel economic growth. These packages, extending from 2013 through
2015 and amounting to a total of $5 billion, proved to be successful by
contributing around 50 percent of real GDP growth. These included incentives
to support housing, education, renewable energy projects, innovative projects,
research and development ventures, entrepreneurship, and other productive
sectors of the economy. Moreover, BDL announced a fourth stimulus package
amounting to $1 billion for the year 2016.

b. Creating Knowledge Economy

More recently, BDL placed additional focus on targeting the knowledge
industry, as being considered a strategic comparative advantage for the
Lebanese economy. Lebanon’s highly qualified human capital is apt to
effectively turn innovative ideas into successful businesses, creating room for
new employment opportunities, therefore expanding the country’s GDP and
ensuring sustainable development. Believing that this is the new growth
model, and having faith in the Lebanese youth, BDL accordingly issued Circular
331 in August 2013 to encourage Lebanese banks to invest in the equity
capital of startups, incubators, accelerators, and other companies working in
the knowledge economy. This innovative scheme made available around $400
million to support creativity and innovation. Some $250 million has been
committed by the banks and invested in start-up funds and companies.

. The Regulatory Framework of Monetary Policy in Lebanon:
Stability, Governance, and Compliance

Developing a sound and secure banking sector has channeled BDL's efforts in
the past 20 years in order to build a prudent financial model which has
inspired confidence in the system. In fact, lessons drawn from the Lebanese
model are similar to many of the recent reforms suggested by international
financial regulators, most important of which are: decreasing leverage,
regulating derivatives and structured products, strengthening banks capital
and liquidity requirements, enhancing the corporate governance and
transparency of financial institutions, enabling the central bank to oversee all
players in the financial market, drawing a clear demarcation between
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commercial banks and investment banks, and prohibiting any defaulting of
banks that threatens the systemic stability. Furthermore, intensive measures
have been enacted towards implementing compliance measures with respect
to Anti-Money Laundering and Countering the Financing of Terrorism
(AML/CFT), risk management and effective internal control, and global
sanctions.

1. Improving Financial Stability

BDL has equipped the banking sector with the appropriate regulatory and
supervisory framework that is in line with international standards for the sake
of reinforcing prudent precautionary regulatory measures. Such regulations
aim at deepening the resilience of the banking sector against risks in general,
without contradicting with free market rules. Hence, banks were required to:
maintain high levels of liquidity; exceed international standards on
capitalization requirements; comply with investment and balance-sheet
regulations; and avoid excessive leveraging along with building adequate
provisions.

In this context, BDL has always assured high levels of liquidity in the Lebanese
banking sector, thus enabling commercial banks to finance the government
and private sector needs and aiming at thrusting growth and development,
while maintaining a stable interest rate structure. BDL's prudent efforts in
managing this liquidity are also of an utmost importance for curbing
inflationary pressures within the objective of four percent. In terms of
capitalization, Lebanese banks are exceeding the required ratio of 10 percent,
as stated by Basel lll, and have even exceeded the rate of 12 percent, which is
the objective to be attained by the end of 2015. Exposures of Lebanese banks
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