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The huge explosion that ripped through the Port of Beirut on August 4, 2020, 
killing about 180 people and destroying large parts of the city, was only the most 
recent of several shocks to hit Lebanon in the past year. The most complex of 
these shocks has been the meltdown of Lebanon’s financial system. 

The exchange rate peg to the US dollar that had prevailed for more than two 
decades has collapsed, and the government has defaulted on some of its debt. 
The unusually large banking system cannot judge how much of its claims on 
the central bank, the government, and the private sector can be recovered. As a 
result, administrative restrictions have been introduced on deposit withdrawals 
and access to foreign exchange. The Lebanese pound (LBP) has depreciated 
sharply on the parallel foreign exchange market. 

Since the late 1990s, Lebanon’s monetary regime has been a brittle and 
unstable edifice liable to collapse as soon as enough of its creditors lost faith 
in its survival. Maintaining stability for so long was a striking achievement by a 
central bank that employed technical wizardry to keep this high-wire show on the 
road for almost a quarter century. The central bank (Banque du Liban [BdL]) was 
viewed as the most credible of the country’s public institutions. But the monetary 
regime it operated could not be sustained forever. 

Some of the tools the BdL used resemble those other central banks employed 
in different circumstances in recent times. Over the years, the BdL acquired large 
claims on the central government, analogous to quantitative easing (QE) asset 
purchases, and it employed unconventional interest rate configurations. It used 
these tools to attract foreign currency deposits in order to sustain the currency 
peg and help finance heavy rollover requirements on government debt. By 
intensifying such measures, it maintained the stability of the exchange rate and 
prices over a quarter century, albeit at the cost of increasingly high real interest 
rates. Financial engineering by the central bank could not indefinitely maintain an 
unsustainable debt and exchange rate regime, however. 
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Was the central bank’s success in postponing the inevitable financial collapse 
worth it? Given the persistently high cost of capital over the years, the answer 
for most of the people of Lebanon is probably no. Some—notably shareholders 
of the banks and investors in Lebanese financial assets—benefited. But they now 
join the rest of society in anxiously awaiting the final resolution to see how losses 
will be allocated. 

Lebanon’s experience illustrates the limits of central bank powers when it 
comes to commitments involving foreign exchange in an unbalanced economy. 
It can serve as a cautionary tale for central banks—especially in emerging 
and small economies—experimenting with novel tools in the current stressed 
circumstances. Such central banking experiments need to aim at a credible, 
sustainable, and adequately communicated long-term goal and be delivered in an 
accountable manner. 

Lebanon faces an uncertain future of uneven suffering. It will need foreign 
assistance, but such assistance will not extend to covering the losses of the 
banking system. How the losses are distributed will set the scene for Lebanon’s 
future development. Policymakers should aim for fairness, predictability, and 
stability without overindebtedness. Ideally, Lebanon will emerge with a banking 
system that, though smaller, is still credible, efficient, and adequately capitalized. 
Whether a fixed exchange rate could be credibly reestablished is very doubtful; 
Lebanon may have to live with a floating exchange rate, despite the geopolitical 
shocks to which the economy is subject, with less reliance on dollarization. 

BACKGROUND

Are there no limits to what central banks can achieve? Central bank activism in 
large-scale asset purchases and unusual interest rate configurations has been 
rightly hailed as a vital tool in crisis management over the past dozen years. 
Central banking taboos have been crumbling in both emerging and advanced 
economies. A new understanding of the optimal complementarity between fiscal 
and monetary policy is emerging. 

But there are limits to what a central bank can achieve in a small economy 
that is overindebted in foreign currency. The sudden disintegration of Lebanon’s 
long-standing monetary stability in the past year illustrates these limits.

For more than two decades, Lebanon has had one of the highest government 
debt ratios in the world and one of the largest banking systems outside the 
advanced economies. Until 2019, however, it maintained remarkable price and 
exchange rate stability. With the Lebanese pound firmly pegged (at LBP1,507.5 to 
the US dollar) for two decades, inflation remained low.

During this period, Lebanon experienced numerous severe shocks, including 
the 2005 assassination of Prime Minister Rafiq Hariri, ongoing military conflict 
with Israel, and a massive influx of refugees from Syria, as well as domestic 
political instability and governance weaknesses, all of which surely should have 
militated against financial stability.1 Against this background, per capita GDP was 
stagnant, except for a three-year spurt in 2007–09.

1 Arsan (2018) provides a detailed account of political troubles in Lebanon since 2005.
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In the past year, this impressive financial construction began to fall apart. In 
2019, the BdL began restricting withdrawals of foreign currency deposits from 
banks, and a parallel foreign exchange market showed a widening gap vis-à-
vis the peg, reaching a depreciation of about 85 percent in early July, before 
recovering somewhat. Economic activity shrank and consumer prices rose 
sharply, more than doubling in a matter of months. In early 2020, the Lebanese 
government defaulted on a sizable foreign currency bond.

How did Lebanon manage to sustain such an apparently deep and stable 
monetary and financial system for so long? What went wrong to cause such a 
sudden catastrophic financial collapse? 

Two elements were key. The first was a technically efficient and highly 
profitable banking system that attracted deposits, both in US dollars and in local 
currency, from both resident Lebanese and others, especially expatriates seeking 
to benefit from high interest rates and avoid financial instability where they were 
located. The second was a central bank that ingeniously intermediated banking 
flows to ensure that the government remained able to service its increasingly 
large public debt for many years and that the exchange rate peg held firm. 
Although excessive government debt is an important part of the story, it is a 
noteworthy feature of the monetary system that it did not generate a net flow of 
resources to the government over the past 20 years.

THE MACROECONOMIC EVOLUTION

The quarter century of financial stability that has now come to an end was put 
in place in the early 1990s, as the Lebanese economy recovered from the civil 
war of 1975–90. Inherited from the war years were a very high dollarization of 
the banking system and a history of high inflation (annual inflation exceeded 100 
percent in several years during the war) and depreciation. In order to reestablish 
the price stability that Lebanon had enjoyed before the civil war, which had 
facilitated the impressive growth of the banking system, the Lebanese pound was 
pegged to the US dollar.2 

This fixed exchange rate regime lasted for more than 20 years, during which 
annual inflation averaged just 3 percent. A large and profitable banking system 
flourished. What was not to like about that monetary regime? 

Many things. An underlying weakness was evident in the high dollarization 
and elevated interest rates. Although the peg was unchanged for more than two 
decades, full confidence was never established.3 As a result, the share of bank 
deposits denominated in US dollars remained high, even though these deposits 
yielded a lower interest rate than those denominated in local currency. Term 
deposit rates in local currency averaged almost 7 percent a year in the past 
decade. Although lower than that, interest rates on dollar-denominated deposits 
were high relative to risk-free interest rates in other centers. Lending rates were 
correspondingly high.

2 The prewar stability was sustained despite Lebanon’s then unusual choice of a floating ex-
change rate.

3 The exchange rate was de facto pegged to the US dollar as part of a stabilization plan fol-
lowing the civil war, which resulted in years of very high exchange rate volatility and inflation 
during the 1980s and early 1990s. See Eken et al. (1995) for a discussion of the post–civil war 
stabilization and reconstruction.
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The other distinguishing feature of Lebanon’s monetary system over the 
years has been the size and reputation of its banking system. Lebanese banks 
have long attracted a remarkable level of deposits. Already by 1998, total bank 
assets stood at 208 percent of GDP and bank deposits at 186 percent. At the end 
of 2018, total bank assets reached almost 450 percent of GDP and bank deposits 
more than 300 percent. Such figures are at, or close to, the top of international 
tables and comparable to economies such as Hong Kong, Switzerland, and the 
United Kingdom. Already in the late 1990s, a large share of these deposits was 
on-lent to the government. 

In those days, bank credit to the private and public sectors shared roughly 
equal portions of loanable funds; a large block of the banks’ resources was also 
placed with the central bank, which also had sizable foreign holdings (figure 1, 
upper panel). Because of the size of the banking system relative to the economy, 
bank credit to the government—at almost three-quarters of GDP in 1998—was by 
far the highest in the world. The situation was already stressed. 

Another key aspect of the Lebanese economy has been the high debt of 
the public sector, caused in part by the need to defend the exchange rate peg 
through high interest rates. Following the civil war, public debt rose because 
of reconstruction needs. Reconstruction costs in the 1990s created deficits 
that were financed largely by the local banks. Over time, public debt continued 
to rise, because of the inability of the political system to reach consensus 
on how to contain government expenditures and distribute the costs of the 
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Main balance sheet claims on the Lebanese banking system, 1998 and 2018 
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government across social groups. Things might have turned out differently had 
the government been able to contain the surge in government debt and reduce 
its dependence on financing from the local banking sector. Because of their vast 
funding from expatriate Lebanese and others, the banks had the resources to 
provide that financing. Indeed, bank credit to the government represented a far 
larger share of GDP than in any other country in the world. The debt-to-GDP ratio 
rose sharply, passing 100 percent in 1997 and 150 percent in 2001.4 

At some point, the scale of this debt, owed largely to the banking system, 
became a noose around the government’s neck. Ensuring that the banks could 
retain and expand the deposit base enough to fund the government deficit would 
be a recurrent challenge bedeviling monetary policy more or less continuously 
over the following years. Not only was it becoming increasingly difficult to design 
effective central banking measures to ensure that the debt would roll over; some 
of these measures were also imposing severe costs on the nongovernment sector 
in Lebanon, through the cost of its borrowing from the banking system. 

THE BANKS AND THE CENTRAL BANK

The strength and size of Lebanon’s banking system provided the means to 
finance reconstruction after the civil war. But it was also the channel through 
which the government’s indebtedness grew to—and then beyond—a level 
that was safe. 

The banks drew deposits not only from Lebanon but from Lebanese 
expatriates from all over the world. Official statistics adopt an inclusive definition 
of Lebanese residency, according to which little more than a fifth of deposits are 
from nonresidents; it is generally understood that the ratio would be much higher 
were more conventional concepts of residency adopted. The ability of the banks 
to attract deposits from this large diaspora, as well as from other parts of the 
region, explains how the deposit base of the Lebanese banking system could be 
so large. Large deposits accounted for a large and growing share of the total: In 
2016 more than a half of total deposits were in accounts of more than $1 million 
(IMF 2016 Article IV report). 

The share of foreign currency–denominated bank deposits has remained high 
for over three decades. It averaged about two-thirds, jumping at times of political 
crisis (it reached 78 percent immediately after the assassination of Hariri, for 
example). At the end of 2018, the deposit dollarization ratio stood at 69 percent; 
but over the past year it rose to almost 80 percent.

At the end of the 1990s, banks held about four-fifths of government debt, all 
but about a fifth of it denominated in local currency. At that stage, the central 
bank had only a small claim on the government. 

4 This ratio reached 180 percent in 2006, before fluctuating in subsequent years, and falling back 
during a spurt of high growth in 2007–09. It exceeded 150 percent in 2018, before the econom-
ic and financial collapse (IMF Article IV Consultation reports from 1999, 2006, and subsequent 
years).
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That state of affairs changed dramatically in the following years. Over the 
subsequent years, the central bank took an increasingly active role in ensuring 
that banks mobilized sufficient loanable funds and that the funds found their way 
to the government.5 

Interest rates, currency composition issues, and the capital adequacy 
requirements for banks were among the key elements in this effort. The BdL 
employed its balance sheet aggressively, borrowing from the banks to on-
lend to the government and maintain sufficient foreign exchange reserves. 
These transactions entailed considerable exchange rate risk and were loss-
making for the BdL.

In gross terms, foreign exchange reserves stood at more than half of GDP 
in 1998 and at about three-quarters of GDP in 2019. But they remained below 
the size of bank deposits denominated in local currency. Moreover, much of the 
central bank’s reserves were borrowed from the banks. Taking into account the 
scale of bank claims in local currency on the government and the likelihood that 
the loan-loss performance of credit to the private sector denominated in US 
dollars would also be adversely affected by a devaluation, the system remained 
vulnerable to a loss of confidence in the exchange rate peg. 

Reflecting both currency and credit risk premia, interest rates had to be 
high if deposits were to be maintained at this scale. In the late 1990s, currency 
risk dominated, with a spread of as much as 600–800 basis points or more 
between two-year Lebanese pound and US dollar deposit rates and a premium 
of about 300 basis points on Lebanese US dollar-denominated Eurobonds over 
US Treasuries. Over the following years, the currency risk shrank. By 2016, the 
relative size of the two premia had reversed, with Lebanese pound deposits 
yielding only about 200 basis points above US dollar deposits at Lebanese 
banks, which in turn were about 300 basis points above the London Interbank 
Offered Rate (Libor). Perhaps by this time informed depositors made the 
calculation that a devaluation would not be a significantly more attractive option 
for the authorities than debt default. Either event would be likely to bring down 
the entire edifice.6

Given the size of the government’s debt, and the degree to which the 
banks were exposed to it, banks faced appreciable credit risks in lending to 
government, whether in local currency or US dollars. Gradually, the government 
shifted the currency composition of its debt to foreign currency (partly to reduce 
the interest costs of debt servicing). As the banks took a sizable share of these 
Eurobonds, the share of the US dollar in the banks’ claims on government rose 
to about 50 percent. Holdings of the government’s foreign debt by entities other 
than the banks and the central bank remained relatively small.

Gradually, though, the central bank found it had to fill a gap in government 
borrowing. It did so fairly steadily over the years, until, at the end of 2018, it held 
the equivalent of about two-thirds of GDP in claims on the government. At the 

5 Other important dimensions to BdL policy, which are not be explored here, included attention 
to the stability of the real estate market and various quasi-fiscal operations, such as support 
for the development of the Lebanese information technology sector.

6 A large-scale shift of local currency deposits into US dollars (which would likely have followed 
a devaluation) would also have unbalanced the banks’ net foreign exchange positions, inducing 
them to constrain local currency lending and investment.
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same time, the BdL’s balance sheet grew significantly relative to GDP (figure 
2). This was QE on a grand scale, even though interest rates were very far from 
their lower bound. 

To prevent such an expansionary stance from undermining the currency, the 
central bank needed to draw more heavily on the banks, especially by inducing 
them to place foreign currency deposits that would show up immediately as 
part of the gross official external reserves. It did so by offering very attractive 
terms to the banks, allowing them to boost their capital. As time went on, the 
central bank offered further incentives to banks willing to place deposits with it. 
In 2016, for example, a complex set of linked transactions saw the banks acquire 
a block of US dollar–denominated government debt and a claim on the BdL in 
return for foreign currency (IMF 2016 Article IV report). A later piece of “financial 
engineering” entailed a special lending facility offered to banks at zero interest 
rate, provided that the proceeds were invested back with the BdL at a high rate.7 
These inducements boosted bank capital, but they also put pressure on the 
financial position of the central bank, though this effect was not made obvious in 
the accounts of the BdL. 

Another novel initiative by the central bank sought to blunt the impact of the 
adoption of tighter capital adequacy requirements. Full application of Basel II 
would have introduced capital requirements on the banks with respect to foreign 
currency–denominated claims against both government and central bank claims 
(cf. Basel Committee on Banking Supervision 2017). However, the central bank, as 
bank regulator, went only halfway when it came to bank claims on the BdL. This 
step reduced the disincentive for banks to place US dollars with the BdL, which 
in turn made it easier for the BdL to on-lend to the government and support the 
level of official external reserves. 

7 The 2019 IMF Article IV report describes one mechanism in which a bank placing a deposit 
with the BdL was entitled to borrow an equivalent amount from the BdL at 2 percent to be re-
lent to the BdL at 10 percent. In effect, a bank deposit thus yielded a net 18 percent—far higher 
than the rates of less than 10 percent offered by banks to their deposit customers. 
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Total assets of the Lebanese central bank as percent of GDP, 1998–2019
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The BdL progressively increased its holdings of government paper, in both 
local currency and foreign exchange, much of it held to maturity but some 
bought with a view to selling to the banks (sometimes at a loss). Maturity 
transformation was also a part of this change: Government debt, especially 
foreign currency debt, was on average at terms far longer than bank deposits. 
The BdL also undertook costly sterilization operations, which further weakened 
its balance sheet.

By 2018, well over half of the deposits raised by banks from their customers 
were being placed at the central bank. Some of this was placed back with the 
banks (on favourable terms); most of the remainder was divided roughly equally 
between central bank claims on the government and foreign exchange reserves. 
(Foreign exchange reserves represented the largest share of the remainder of the 
BdL’s assets, as shown in the lower panel of figure 1.) 

Thus, the BdL became increasingly and intimately drawn into the 
maintenance of the regime. 

Not only did it have to acquiesce to very high interest rates to defend the 
exchange rate peg, and to assume a very large exposure to government, as 
well as sizable liabilities in local and foreign currency to the banks. In addition, 
the BdL had adopted increasingly complex, unorthodox, costly, and sometimes 
opaque measures. These were designed to sustain what could only be described 
as an unsafe national financial structure. 

All depended on maintaining sufficient confidence that the exchange rate 
peg could hold and that the government would continue to service its debt. A 
loss of this confidence would trigger banking outflows that would easily become 
unsustainable, collapsing the house of cards of the currency peg, banks, and the 
central bank. For many years, the deep involvement of the banking system and 
the central bank in the web of indebtedness thus acted as a kind of commitment 
device making government default less likely.

The BdL could replace lost bank liquidity in local currency; it could not do so 
(to any sufficient extent) in foreign currency. The exchange rate peg would thus 
not be sustained, and the banks would not be able to honor all withdrawals of 
foreign currency—exactly what began to happen in the last months of 2019.

FLOW OF RESOURCES

Perhaps surprisingly, this financial contraption did not deliver a significant flow of 
resources to government over the years; most of the inflows to government were 
absorbed by high interest payments. Overall government deficits hovered around 
10.5 percent of GDP, but there was an average primary surplus of 1.0 percent of 
GDP in the past two decades (figure 3).8 All of the net government borrowing 
went to service interest payments on the debt. 

8 Repeated appeals by Lebanon to the international community for financial assistance led to 
a series of donor conferences at which grants and soft loans were agreed to, conditional on 
various policy reforms. The total amount agreed grew rapidly (Paris I, 2001: less than €1 billion; 
Paris II, 2002: $4.2 billion; Paris III, 2007: $7.6 billion; Paris IV “CEDRE,” 2018: €11 billion). Only 
about a half of the Paris II and Paris III pledged amounts and none of the CEDRE funds have 
been disbursed, largely because of the authorities’ failure to undertake economic reforms. Aid 
and financing from the Arab countries of the Persian Gulf were also slowed, because of geopo-
litical considerations.
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Even though there was no net flow of resources to the government, its debt 
ratio grew. On top of all of the other shocks affecting the economy and public 
finances, the cost of funds constrained the government’s ability to maintain 
what proved to be an unsustainable debt. Instead, sizable financial flows went 
to depositors and bank shareholders. The high interest rates needed to retain 
foreign currency deposits made bank deposits in Lebanon more remunerative 
than those in major financial centers (as long as there was no devaluation or 
bank failure).9 

Bank shareholders benefited from sizable profit flows, averaging almost 
4 percent of GDP over the past decade (IMF 2019 Article IV report). High 
real interest rates for a quarter century (figure 4) must also have affected 
the investment climate. Lebanese borrowers could access bank loans only at 
a premium over the high deposit rates. Most nongovernment borrowing was 
US dollar–denominated, although the share of local currency borrowing grew 
steadily until 2017, when it reached almost one-third. These high borrowing costs 
did not help diversify the economy or form productive capital (likely a significant 
contributing factor to the weakness of economic growth), as except for three 
strong years (2007–09), the average growth of real per capita GDP was negative.

9 An investment in interest-bearing Lebanese pound Treasury bills rolled continuously from 1999 
to 2018 would have yielded a cumulative return of 300 percent (compound interest) or 156 
percent (simple interest)—sufficient to more than compensate for the loss of capital which is 
now inevitable. 
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THE RECENT SLIDE INTO RECESSION

Against the background of domestic and regional political uncertainties, loss of 
confidence saw the Lebanese economy slide into recession in 2018; the slump 
deepened in 2019, with GDP shrinking by an estimated 9 percent in those 
two years alone. 

The part of the Lebanese financial structure that was most vulnerable to 
a loss of confidence was local currency bank deposits. From October 2019, a 
sizable parallel market in foreign exchange opened up; it was caused by and 
added to a desire by holders of local currency bank deposits to withdraw. Over 
the past two years, more than 40 percent of LBP deposits at banks have been 
withdrawn, despite interest rates that occasionally topped 10 percent. 

Foreign currency deposits held up better, partly because administrative 
controls prevented sizable outflows. Taking advantage of the fixed exchange 
rate, Lebanese customers repaid almost a third of their foreign currency bank 
borrowing in the 12-month period ending May 2020.

The de facto loss of the fixed exchange rate system and the sovereign default 
created considerable uncertainty about the eventual resolution of financial claims 
in the monetary system. In particular, the ability of the BdL to meet its liabilities 
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came into doubt, given that a large share of these liabilities is denominated in 
foreign currency and some of the BdL’s foreign exchange–denominated claims 
are on the government, which was in partial default.10 

In May 2020, a draft report prepared by Lazard commissioned by the 
Lebanese government came into the public realm. It cast doubt on the 
recoverability of a substantial block of assets (amounting to some $43 billion) 
on the BdL’s balance sheet, given the somewhat unconventional accounting 
procedures that had been used to camouflage the nature of the exposures being 
assumed.11 Lazard suggested that the BdL’s liabilities to the banks be haircut 
by about $55 billion (more than 100 percent of GDP). In addition, substantial 
loan losses could be expected on the banks’ portfolio of loans to the Lebanese 
private sector, given the recession, which was already deep in 2019, and the 
sharp depreciation of the Lebanese pound. The Lazard document envisaged 
a restructuring that would entail losses for the banks of about $83 billion 
(equivalent to well over 150 percent of GDP, or four times bank capital). Much of 
these losses would pass through to bank depositors. 

Even after the haircut, Lebanon would need official financial support. It seems 
clear that the final resolution of the various claims will have to be determined as 
part of an overall restructuring package to be negotiated with the involvement of 
the International Monetary Fund and other official partners.

LESSONS 

Lebanon has spent the last 20 years juggling an excessive level of debt and 
current account deficits. Apparent financial wizardry by the BdL helped keep the 
exchange rate fixed, inflation low, and debt service flowing until 2020. But these 
efforts merely postponed the inevitable, at a high cost. Repeated shocks to the 
Lebanese economy and governance weaknesses pushed the financial contraption 
over the cliff before the COVID-19 outbreak, and the Beirut port explosion added 
to the disarray.

During much of this period, the BdL was seen as the most credible of 
Lebanon’s official entities. It did what it could to maintain monetary stability 
and enable the government to service its debts to the banking system and other 
creditors. Although tactically impressive, this achievement can by questioned at 

10 The case at hand evokes features described in several theoretical models of collapsing 
pegs. As in Obstfeld (1986), the central bank borrowed foreign exchange reserves that enabled 
the peg to be extended. Like second-generation models, such as Obstfeld (1996), the situation 
involved investors’ assessment of the government’s calculation of the net benefits of continu-
ing the peg versus abandoning it. Like third-generation models, this calculation was sharpened 
by the devastating effect on the banking system of a devaluation and default on the banking 
system (see Burnside, Eichenbaum, and Rebelo 2001).

11 Central bank accounting procedures have not been fully harmonized internationally (see 
Archer and Moser-Boehm 2013 for a comprehensive discussion of the issues involved). Some 
central banks (in Chile, the Czech Republic, Israel, and Mexico) have reported negative capital 
for extended periods. Instead of doing so, the BdL decided to report intangible assets as 
“seigniorage” (which can be considered somewhat analogous to “goodwill” in company ac-
counts). In effect, this accounting approach took credit for hoped-for future benefits resulting 
from financial engineering transactions that had upfront costs to the BdL while strengthening 
the balance sheet of the banks. A more orthodox and transparent accounting approach would 
have been preferable.
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a strategic level. We will never know whether Lebanon would have weathered a 
debt restructuring better if it had been engineered 20 years ago. The banking 
system would have suffered, but might the economy not have performed better 
without the overhang of an unsustainable debt that necessitated a high cost of 
capital? This question is likely to be long disputed.

In any country, the underlying causes of elevated national financial market 
risk premia, whether they relate to currency risk or credit risk, need to be 
addressed sooner rather than later. Even if the market is wrong in its pessimism 
(and in Lebanon’s case in the end it was not), these premia erode confidence and 
undermine the incentive for innovation and capital formation. Absent removal 
of the underlying causes of pessimism, central banking attempts to put off the 
day of reckoning through financial engineering are doomed to ultimate failure. 
What starts out as ingenuity all too easily acquires some of the attributes of 
a Ponzi scheme.

The default of early 2020 and the likely restructuring of the debt, along with 
the de facto depreciation of the Lebanese pound and the doubling of consumer 
prices, move Lebanon’s monetary regime into a new phase requiring far-
reaching decisions that cannot be postponed for long. The final resolution of the 
overindebtedness that can no longer be denied will have significant distributional 
effects. Lebanon will need foreign assistance, but that assistance will not extend 
to covering the losses of the banking system. 

How the resolution is arranged and how the losses are distributed will set 
the scene for Lebanon’s future development. A good allocation will be attentive 
to fairness and predictability and will also be legally secure. It must protect as 
far as possible the ability of the rest of the Lebanese economy to function and 
set Lebanon on a solid course without overindebtedness. Ideally, Lebanon will 
emerge with a banking system that, though smaller, is still credible, efficient, 
and adequately capitalized. Whether a fixed exchange rate could be credibly 
reestablished is very doubtful: Lebanon may have to live with a floating exchange 
rate, despite the geopolitical shocks to which the economy is subject.

Management of the reconstruction of the Lebanese monetary and financial 
architecture should not attempt to recreate the brittle structures of the past; 
it should instead replace them with a more resilient set-up, employing a more 
flexible exchange rate regime and discouraging reliance on dollarization. The 
future regime should recognize that although central banks can do a lot—
including creating local currency in unlimited amounts (albeit at the potential 
cost of inflation if the currency they create exceeds demand)—they cannot 
always deliver on large promises made in foreign currency. Realizing as much, 
investors insist on high interest rates to compensate them for the high risk of 
default. Unwinding the situation created when the central bank defaults on such 
promises can be disruptive and costly.

Central banks, especially in emerging markets, that are beginning to use 
experimental monetary management techniques should bear such lessons in 
mind. These techniques can be used safely only in the context of a sustainable 
long-term prospect for the exchange rate and government debt. Absent such 
prospects, collapse may only be postponed, possibly at a much higher cost.

As was widely said of central banks during the global financial crisis, the 
BdL came to be thought of as “the only game in town” over the past two 
decades. Technical effectiveness is not the only requirement of a central bank 
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when it steps to the center of an economic crisis to that extent. In such times, 
the technocratic central bank also needs to maintain its democratic legitimacy 
through mechanisms of accountability and transparency.12
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