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Introduction 

In response to the government’s financial recovery plan, Association des Banques (ABL) has 

published its Contribution to the government’s financial recovery plan on the 20
th

 of May 2020. 

Although the title indicates that ABL’s financial plan is a contribution to the government’s plan, 

it is clear that it fundamentally opposes to it by postponing the resolution of one of Lebanon’s 

main urgent problems: the USD losses. In this report, we provide a critical analysis of ABL’s 

contribution. We believe that the “ambitious plan for Lebanon” and its apparent socially oriented 

suggestions underline a selfish strategy that primarily benefits the banking sector to the detriment 

of urgent needed economic reforms. Hence, we argue that all ABL plan revolves around a 

primarily focus - avoiding internal default - to the detriment of urgent needed economic reforms. 

In this report, we focus on ABL’s immediate response suggestion. Indeed, the structural reforms 

section doesn’t lead to as much confusions as the immediate response section, and we believe 

that ABL neglects all reforms that are not related on the avoidance of the government’s internal 

default.  
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Executive Summary 

In this report, we provide a critical analysis of ABL’s contribution. We argue that all ABL plan 

revolves around a primarily focus - avoiding internal default - to the detriment of urgent needed 

economic reforms. 

Avoiding internal default to decrease external financial requirements: An unjustified 

procedure 

ABL suggests an avoidance of internal debt default through a debt settlement strategy. However, 

we think this strategy isn’t relevant. Indeed, if we assume that the government will choose not to 

default on its internal debt in order to make the financial account in the Balance of Payments 

positive again, the current account balance might be further deteriorated as inward investments 

would lead to outflows of interests and dividends in the future, which goes against ABL’s current 

account balance increase forecasts.  

By misunderstanding or intentionally misinterpreting Mallucci (2015)’s results, ABL justifies its 

optimistic forecast of real GDP growth by the avoidance of internal default. However, the 

relationship might be reversed (See our Granger test). 

ABL claims that its financial recovery plan would spare Lebanese citizens of exigent import 

suppression adjustment, which is denied by its current account balance forecasts. 

Debt restructuring
1
: A puffery reform to hide Lebanon’s most urgent reforms 

ABL plans the establishment of a Government Debt Defeasance Fund (GDDF) that would be 

charged of the settlement
2
 process. This is risky: if the fund is incapable of repaying its debt, 

                                                           
1
 ABL confuses the concept of debt restructuring with that of debt reprofiling. 9 years ago, the European 

commission drew the distinction between the two terms; analysts consider debt reprofiling as having the same 
meaning of debt rescheduling (Reuters, 2011). 
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BDL can put its hands on the USD 40 bn worth assets including Lebanon’s Waterfront. Doing 

so, ABL seems to neglect the bigger problem which relies in the losses banks face on their 

certificates of deposit with BDL.  

It is clear that ABL doesn’t give much importance on foreign debt restructuring since it just 

enumerate some of the International Institute of Finance’s principles. 

ABL doesn’t provide a debt sustainability analysis as it claims. 

An unclear exchange rate unification strategy 

ABL then suggests exchange rate unification. However, it doesn’t give details on the appropriate 

policy leading to the exchange rate unification. In fact, in choosing a convenient policy for 

exchange rate unification, one must analyze the type of economic shock that led to a multiple 

exchange rate regime. 

After the implementation of the exchange rate unification, ABL suggests the adoption of a dirty 

or managed float exchange regime which is flawed as we explain in our analysis. 

ABL mentions the strengthening of capital control, which opposes to its willingness to allow 

depositors to transfer money abroad (see “Other investments” account in table 3 in ABL’s plan).  

Unrealistic forecasts for the medium-term fiscal strategy 

ABL advocates in the favor of implementing social security net as well as widening family 

allowances, unemployment benefits, housing benefits, social welfare benefits and electricity 

sector reform. ABL also extols the need for a labor-market policy. Despite being promising, all 

these measure require an increase in government spending which would exceed that of the 

previous years. 

ABL doesn’t want to reduce expenditures to health education and social protection. However, (if 

we understood well) it aims to reallocate the expenditures within each of these vital economic 

                                                                                                                                                                                           
2
 The settlement process designates the process in which a creditor and a debtor negotiate to reduce the debt 

amount and facilitate its repayment. However, ABL misuses this term since it doesn’t suggest a reduction of the 
debt amount.  
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sectors in a way that benefits the areas with high potential revenues. This policy seems to oppose 

to fairness and equity principles. 

ABL encourages an increase in taxes, but we think it is unlikely that people will be willing to 

pay more direct and indirect taxes. 

ABL doesn’t include the increase in expenditures nor the reduction of the government’s revenues 

(loss of assets) caused by the GDDF. 

A non-existent financial sector restructuring strategy 

ABL doesn’t provide a financial sector restructuring plan. It just states that the banking sector 

restructuring shouldn’t happen through a process that leads to the default of the banking sector 

on its depositors. 

Structural plan 

Concerning its structural plan, ABL advocates in the favor of a diversified economy which would 

prioritize high value-added productive sectors as well as hard-currency generating services. However, the 

latter is based on ABL’s assumption or belief that its plan will lead to higher capital inflows in Lebanon, 

which is unlikely given our explanations.  

I- Avoiding internal default to decrease external financial 

requirements: An unjustified procedure 

In order to avoid confusions, let’s note that ABL uses the international definitions of public 

internal and external debts which designate respectively public debt owned by residents and by 

non-residents. This leads to confusion since this definition is different in Lebanon. In fact, in the 

latter, internal debt designates the debt contracted in LBP while external debt designates the debt 

contracted in foreign currency, namely US dollars. 

At the beginning of its contribution, ABL implicitly accuses the government of having chosen to 

default on its external debt, without assuming its own responsibility in this matter. Besides, ABL 
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seems to neglect the fact that defaulting isn’t a decision one could simply make, but the result of 

a weak economic performance which is partially caused by the banking sector. 

ABL claims that the avoidance of internal default is an urgent priority in order to prevent a 

deficit in the financial account of the Balance of Payments (BoP). Why? Because, as ABL stated 

at the beginning of its contribution, Lebanon has historically financed its current account deficit 

with capital and financial account surpluses. However, this practice is itself far from being 

sustainable since it practically consists of selling assets in order to finance imports and exports. 

Why would investors invest in Lebanon if the government doesn’t default on its domestic debt? 

The government already defaulted on its external debt, which repels investors and leads to the 

deterioration of the financial account balance despite the avoidance of internal default. Hence, 

we don’t think that the justification of the internal default prevention is relevant. Moreover, 

assuming that avoiding internal default would make the financial account balance positive in 

2021 seems unrealistic since defaulters don’t usually regain their access to international capital 

markets until two years after the default (Panizza et al., 2009). 

If we assume, like ABL, that the government will choose not to default on its internal debt in 

order to make the financial account positive again, the current account balance might be further 

deteriorated as inward investments would lead to outflows of interests and dividends in the 

future. The latter goes against ABL’s current account balance increase forecasts.  

ABL states that the avoidance of internal default would lead to an increase of 11.8 percentage 

points in the real growth of the GDP as well as to a considerable decrease of inflation by 41 

percentage points during the first year (See Table 2 in ABL’s report). These numbers seem 

exaggerated compared to the time frame of one year and strongly oppose to other components of 

ABL’s plan, namely the exchange rate unification. 

By misunderstanding or intentionally misinterpreting Mallucci (2015)’s results, ABL justifies its 

optimistic forecast of real GDP growth by the avoidance of internal default. However, Mallucci 

(2015) never said that the avoidance of internal default would lead to lower real GDP growth 

contraction. In fact, as pointed by Azar (2020), GDP contraction, in Mallucci (2015), isn’t 

necessarily a result of debt default, but commonly happens in tandem with it. Hence, the causal 
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relationship between GDP contraction and defaults is ambiguous, and doesn’t provide reliable 

proof for ABL’s statement.  

Using E-views, we establish a Granger causality test to estimate, via relevant instrumental 

variables/proxies, the direction of this causality in Lebanon. We test the causality between the 

following two variables
3
: GDP (constant 2010 USD) and Interest payments (% of expense). 

Given the results in tables 1 and 2 below, we conclude that the variable GDP (constant 2010 

USD) causes the variable Interest payments (% of expense) in Lebanon in the sense of Granger, 

which could oppose to ABL’s understanding of Mallucci (2015)’s results. For instance, 

contraction of real GDP growth could be causing internal default, and not the opposite. 

 

Table 1 Granger test equation 1: t-stat(interest(-1)) = 1.65 (in absolute value) 

 

                                                           
3
 Data is extracted from the World Bank and it ranges from 1998 to 2018. 



9 
 

 

Table 2 Granger test equation 1: t-stat(RGDP(-1)) = 1.25 (in absolute value) 

ABL claims that its financial recovery plan would spare Lebanese citizens of exigent import 

suppression adjustment. However, in its projected BoP, we observe the contrary. Indeed, ABL 

intends to reduce BoP’s current account deficit by 69.7% in 2020. In addition to being 

unrealistic, this reduction in the current account deficit would require considerable import 

suppression. 

ABL recapitulated the conditions for obtaining exceptional access financing from the IMF but it 

ignored the Considerations Governing Amount of Access, in particular the considerations 

discussed in EBS/83/132 (6/27/83) (an important IMF consideration for granting exceptional 

access) which, among others, cites the desirability of maintaining a reasonable level of reserves. 

ABL’s plan neglects or is unclear about this aspect despite the fact it represents one of the urgent 

issues to tackle in Lebanon due to losses in dollars. Indeed, the government announced on April 

30
th

 that reserves in foreign hard-currencies attained critically low levels.  
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II- Debt restructuring4: A puffery reform to hide Lebanon’s most 

urgent reforms 

As we mentioned in section (I), ABL’s priority seems to be founded on the avoidance of internal 

default. In fact, ABL seems to primarily focus on the settlement
5
 of the debt owed by the 

government to BDL. To do so, ABL plans the establishment of a Government Debt Defeasance 

Fund (GDDF) that would be charged of the settlement process.  

Firstly, the government provides USD 40 bn worth assets (like Telco or Lebanon’s Waterfront) 

to the GDDF in exchange for the latter’s shares. The USD 40 $ is not calculated given technical 

methods; ABL chose this number since it represents the debt owed by the government to BDL. 

Then, by issuing (through the GDDF) covered securities amounting USD 40 bn, the government 

would’ve settled its debt to BDL. 

The procedure described above gives rise to two main issues pointed by Mike Azar on 

finance4lebanon.com (May 21
st 

2020). First, if the fund is incapable of repay its debt, BDL can 

put its hands on the USD 40 bn worth assets including Lebanon’s Waterfront. Second, ABL 

seems to neglect the bigger problem which relies in the losses banks face on their certificates of 

deposit with BDL.  

In contrast with ABL’s claim that internal debt defaults are rare, several studies among which the 

study on which ABL relies, state that internal debt defaults are common. Indeed, they are simply 

rarer than external defaults (Reinhart and Rogoff, 2008). 

In mentioning its plan for restructuring foreign debt, ABL reiterates that this “relatively friendly” 

restructuring would facilitate the reintegration of Lebanon in international capital markets under 

the condition that the government doesn’t default on its internal debt. It is clear that ABL doesn’t 

                                                           
4
 ABL confuses the concept of debt restructuring with that of debt reprofiling. 9 years ago, the European 

commission drew the distinction between the two terms; analysts consider debt reprofiling as having the same 
meaning of debt rescheduling (Reuters, 2011). 
5
 It would seem crucial to note here that ABL doesn’t plan a “debt settlement” in the proper sense of the term. In 

fact, it doesn’t mention that BDL and the government would negotiate, for instance, the reduction of the internal 
debt amount in exchange of a lump sum. Normally, a debt settlement would lead to reducing debt by 40% to 60%. 
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give much importance on foreign debt restructuring since it just enumerate some of the 

International Institute of Finance’s principles. 

At the end of this section, ABL mentions outlining its debt sustainability analysis. However, all it 

provides is a graph showing its forecast of public debt during the years. Debt decrease in ABL’s 

forecasts is more pronounced than in the government’s forecasts, which adds further uncertainty 

to the ABL contribution. 

III- An unclear exchange rate unification strategy 

ABL then suggests exchange rate unification. However, it doesn’t give details on the appropriate 

policy leading to the exchange rate unification. In fact, in choosing a convenient policy for 

exchange rate unification, one must analyze the type of economic shock that led to a multiple 

exchange rate regime. Lebanon has most likely been subject to a shock emanating from the 

demand side
6
 due to the capital flight (uprising demand for foreign assets) caused by financial 

repression (Shaw and McKinnon, 1973) and weak macroeconomic performance, which 

facilitates the implementation of the exchange rate unification. In this case, the implementation 

of a sound macro financial policy would eliminate capital flight and give place to exchange rate 

unification (De la Torre and Ize, 2013). Nevertheless, it is undeniable that Lebanon faces a high 

structural current account deficit, which makes us think that the country also faces a shock from 

the supply side
7
. The latter makes it more difficult for the monetary authority to unify the 

exchange rate in a way that its equilibrium value reaches the middle of the spread between the 

two existing exchange rates. In that case, the exchange rate is more likely to be unified at the 

depreciated existing exchange rate (c. USD 1 = LBP 4,000), which could lead to inflationary 

pressures opposing to ABL’s forecasts (Table 2 in ABL’s report).  In fact, the depreciation of the 

LBP leads, among other things, to increased import costs as well as to more competitive exports. 

These phenomena could lead to imported inflation and reduce companies’ incentives to lower 

their prices (since their prices are already desired by foreign importers), which leads to 

                                                           
6
 A demand side shock refers to a situation where a country’s goods and services demand is suddenly increased or 

decreased. 
7
 A supply side shock refers to a situation where a country’s goods and services supply is suddenly increased or 

decreased, which could lead in changes in the level of prices. 
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temporary inflation. When the LBP depreciates, aggregate demand (domestic and foreign 

demand of domestic products) increases. This process can be described with the AS-AD
8
 model 

(figure 1 below). 

 

Figure 1 LBP depreciation effect on inflation with AS=Aggregate supply, AD=Aggregate demand, and P=Price level 

 

Moreover, ABL doesn’t specify whether it will opt for a raw big bang (unifying suddenly the 

exchange rates on day 1 of unification), sector-by-sector gradualism (gradually narrowing the 

spread between the two exchange rates), economy-wide gradualism (pre-declaration of gradual 

shrinking of the rates spread that would be applied for all sectors) or fiscally-cushioned big bang 

(like option 1, but with lump-sum taxes and subsidies) in implementing the exchange rate 

unification strategy.  In fact, by not specifying the option leading to unification, ABL seems to 

neglect the fiscal and inflation costs in the first and fourth options and the distribution of gains 

over time due to the postponement in relative price changes among sectors in the second and 

third options.  

After the implementation of the exchange rate unification, ABL suggests the adoption of a dirty 

or managed float exchange regime which could reinforce monetary policy to the detriment of 

fiscal policy and encourage governments to practice competitive devaluations in order to acquire 

competitive advantages. 

                                                           
8
 AS-AD refers to the Keynesian-inspired aggregate-supply aggregate-demand model. 
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At the end of this section, ABL mentions the strengthening of capital control, which opposes to 

its willingness to allow depositors to transfer money abroad (see table 3 in ABL’s plan). Indeed, 

in ABL’s table 3 we observe that the “Other investment
9
” account in BoP’s forecasted financial 

account amounts to 0 from 2021 till 2024. Hence, ABL’s claim in its executive summary to 

protect c. 3 million depositors seems untrue. Indeed, not only the strengthening of capital 

controls leads to depositors’ money frozen in banks, but it also underlines BDL’s inability to 

finance the dollars it owes to depositors (through banks).  

IV- Unrealistic forecasts for the medium-term fiscal strategy 

In the beginning of this section, ABL advocates in the favor of implementing social security net 

as well as widening family allowances, unemployment benefits, housing benefits, social welfare 

benefits and electricity sector reform. ABL also extols the need for a labor-market policy. 

Despite being promising, all these measure require an increase in government spending which 

would exceed that of the previous years. Even the suggested “comprehensive spending review” 

would require the payment to personnel and would consequently offset some of the losses 

induced by waste among public institutions. However, as we can see in ABL projection of the 

fiscal path, total primary expenditure with measures forecasts in the next years contribute to a 

lower share of GDP than in 2019. Furthermore, as we will see in section (IV), ABL intends to 

privatize USD 40 bn of government assets, which would decrease the government’s revenues. 

However, ABL doesn’t take the latter into consideration nor the expenditures related to the 

establishment of the GDDF (see section (IV)) when forecasting the fiscal path.  

ABL doesn’t want to reduce expenditures to health education and social protection. However, (if 

we understood well) it aims to reallocate the expenditures within each of these vital economic 

sectors in a way that benefits the areas with high potential revenues. This policy seems to oppose 

to fairness and equity. For instance, a prestigious public hospital which already has the 

confidence of a large portion of patients would benefit from higher expenditures than a hospital 

that is disadvantaged simply because the former generates higher social and economic returns or 

resources. 

                                                           
9
 Other investment account mainly includes capital flows into bank accounts. 
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Moreover, ABL states that in order to achieve a 2.1% primary balance in the medium-term, the 

share of public revenues in the GDP should increase by 5.5% by 2024. To do so, it encourages 

structural tax reforms which encompass increases in VAT, direct taxes and improvement in fiscal 

collection. Nevertheless, we are skeptical on the fact that people will be willing to pay more 

direct and indirect taxes. The increase in taxes could lead to more tax evasions and therefore 

deteriorate fiscal collection. Also, in estimating the government revenues, ABL neglects the drop 

in revenues that would be caused by a decrease of assets owned by the government of USD 40 

bn (see section (d)).   

V- A non-existent financial sector restructuring strategy 

At the beginning of this section, ABL prioritizes again the avoidance of internal default over the 

restructuring of the banking sector. ABL further supports this claim by stating that the banking 

sector restructuring shouldn’t happen through a process that leads to the default of the banking 

sector on its depositors. That said, besides mentioning known information about Basel III and 

credit rating agencies, ABL doesn’t provide a financial sector restructuring plan.  

Concluding remarks 

In this report, we argued that all ABL plan revolves around a primarily focus - avoiding internal 

default - to the detriment of urgent needed economic reforms. 

We analyzed the immediate response suggested by ABL. We didn’t focus on the structural plan 

since we believe ABL’s main “contribution” relies in the avoidance of domestic debt default, 

thus weakly tackling other reforms. 

Concerning its structural plan, ABL advocates in the favor of a diversified economy which would 

prioritize high value-added productive sectors as well as hard-currency generating services. However, the 

latter is based on ABL’s assumption or belief that its plan will lead to higher capital inflows in Lebanon, 

which is unlikely given our explanations.  
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