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What options do Lebanese banks have?

Overview

THE GOOD, THE MERGED, AND THE BAD

One year into Lebanon’s economic crisis, 
country total net losses are estimated at more 
than $44 billion by the World Bank’s recent re-
port as of early Q2 2020 and as mentioned in the 
Government Reform plan of April 2020 (at a for-
eign exchange rate estimated at 3,500 Lebanese 
pounds to the dollar). This results from losses at 
the Lebanon central bank Banque du Liban (BDL), 
losses in the banking sector, and losses at the gov-
ernment level mainly from the Eurobonds default. 
In this regard, the banking sector needs a deep re-
structuring to reorganize its assets and rebuild the 
needed trust from its internal and external clients.  

 The BDL has started preparing the way to such 
restructuring, mainly in its Circular 154, where it 
required banks to achieve a capital increase of 20 
percent, as well as securing 3 percent of banks’ 
deposits in “fresh dollars” by February 28, 2021. 
Banks have to comply with such requirements as a 
minimum recapitalization while ensuring liquidity 
with their correspondent banks. This presupposes 

that banks who fail to meet those requirements, 
the BDL will start classifying the banking sector in 
readiness for its restructuring.

 Nevertheless, to date, the means to ensure such 
restructuring of the banking sector have rarely, if 
ever, been publicly addressed. In order to absorb 
such losses, bank mergers have been contemplated 
by economists and banking sector experts. Another 
possible solution would be to restructure the bank-
ing sector into “good” and “bad” banks, the latter of 
which would absorb the losses and take them out 
of the balance sheets of the banks to recreate a new 
banking sector, smaller but stronger to drive the 
Lebanese economy recovery’s in the next few years.

  Knowing that the capital of banks pre-crisis 
was estimated at $20 billion (part of it also being 
in Lebanese pounds), it seems unlikely, in view of 
the huge losses in this sector, that banks’ equity will 
be able to absorb such massive losses, in spite of 
the requirement to raise their capital by 20 percent.

 
LOSSES ACROSS THE BANKING SECTOR
 Losses across the banking sector can be divided 
into three different types.

 The first is the losses due to Non-Performing 
Loans (NPLs), which were estimated in April of 
2020 at around 18 percent of a portfolio of $40 bil-
lion of loans given by Lebanese commercial banks. 
Today, 18 months later, and according to Nicolas 
Chikhani, former chief executive officer at Arab 
Bank Switzerland, this NPL ratio is” higher in view 
of the increase in the unemployment rate and is es-
timated at circa 25 percent.” However, it should be 
noted that the NPL ratio did not grow further be-
cause some of the loans are secured (hence collater-
alized) and others are held by non-residents, which 
are less impacted by the economic crisis. Knowing 
that the level of total loans has gone down during 
the past year from $40 billion to $35.5 billion, due 
to early settlements, it is estimated that losses in this 
portfolio could reach $8.9 billion applying Basel III 
provision requirements.

 The second is the losses from the Eurobonds 
government default on March 9, 2020. Ever since 
the default on foreign currency denominated 
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debt, of which $9 to $10 billion are held by Leba-
nese banks as of April 2021, Eurobonds have been 
trading on average at 15 cents to the dollar, and 
therefore at an 85 percent trading loss. Overall, at 
such a discount, such losses can be estimated to 
be around $8 billion if banks apply international 
accounting standards.

 The third is the underlying loss incurred from 
the exposure of the banks on the BDL’s balance 
sheet, mainly in the form of certificates of de-
posits (CDs). In summary, banks have deposited 
money (in CDs and in term deposits) at the BDL, 
in amounts estimated at around $60 billion, at a 
20 year tenure average, while clients deposits at 
the banks were at a lower tenure, creating a ma-
turity mismatch risk, which has resulted in a li-
quidity problem across all the banking sector, as 
highlighted by Chikhani.

 This is also subject to controversy as it result-
ed in an exposure for local banks of around three 
times their capital in foreign currency to a single 
entity, something lcalled “single borrower expo-
sure breach.” According to International Financial 
Reporting Standards (IFRS9), such an exposure 
to BDL should be provisioned to a minimum of 
25 percent as per standard practice while BDL re-
quired banks to take only 1.89 percent. Hence, in 
reality, banks should take an estimated additional 
$14 billion of provisions.

 With banks’ equity, being valued today at $24 
billion after application of BDL circular 154, banks 
still need to raise around $31 billion in provisions 
to ensure solvency and rebuild the trust with local 
and international stakeholders.

 
THE ROAD AHEAD:
GOOD AND BAD BANKS

The bank restructuring will require a process 
called “good bank bad bank”, explains Chikhani. In 
summary a “bad bank” is a bank that holds low-
quality and high-risk assets, which will be isolated 
from the initial bank’s balance sheet. A “good bank” 
would only contain the remaining “good” assets of 
the initial banks’ balance sheet.

 A working paper by international consult-
ing firm McKinsey & Company, published in July 
2009, “Bad banks: finding the right exit from the 
financial crisis,” highlighted the four different sce-
narios that would allow the segregation of these as-
sets from one another:

 The first is an on-balance sheet guarantee, by 
which the bank protects part of its portfolio against 
losses, usually with an implicit guarantee from the 
central government. In this scenario, the “bad” as-

sets remain on the balance sheet of the banks but 
are guaranteed by the government and therefore no 
losses are recognized.

 The second is through what is called an inter-
nal restructuring unit. In this scheme, the bank 
would centralize the restructuring of the “bad” as-
sets in a separate unit, with its own board of direc-
tors and management, which allows for focus and 
effective management. Though this solution does 
not transfer risks efficiently, it does increase trans-
parency of the core bank’s performance, according 

to the McKinsey & Com-
pany study.

 The third is that of an 
off-balance sheet Special 
Purpose Vehicle (SPV). 
In this solution, part of 
the bank’s portfolio is of-
floaded to a separate en-
tity, usually with govern-
ment sponsorship, with 
said SPV being removed 

from the bank’s balance sheet but still related to it.
 The fourth, and most effective way, is the “bad 

bank” spin-off, by which the assets are segregated 
and disposed into a fully legally separate SPV. Such 
an external “bad bank,” according to the study, en-
sures maximum risk transfer and increases the core 
bank’s strategic flexibility, which allows it to attract 
foreign investors.

 
BUSINESS CASE: LEBANON

 In the case of Lebanon, given the sizable losses 
on banks’ balance sheets, and due to the need to 
restore confidence both at the international level 
(with correspondent banks) and also at the local 
level (with Lebanese depositors), the fourth solu-
tion seems to be the most reasonable and effective 
one. It would allow for maximum transfer of risks 
off the banks’ balance sheets and therefore for more 
flexibility afforded to banks.

 A Quality Asset Review (QAR) handled 
through the BDL would first have to be conducted 
in order to determine the losses incurred by each 
bank, and in order to assess the strengths and 
weaknesses of the balance sheets. Once this hap-
pens, banks with very high exposure to Eurobonds, 
NPLs and CDs would probably have those assets 
transferred to specially created SPVs that will be 
used for the restructuring of the same assets.

 The good banks, which would contain the re-
maining “good” assets, will have to be bailed in and 
bailed out to be capitalized and make them solvent 
and trusted by the international banking system. In 

Banks still need 
to raise around $31 
billion in provisions to 
ensure solvency and 
rebuild the trust with [...] 
stakeholders
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of the Capital Market Authority (CMA) in Leba-
non, as it is common practice in other trusted fi-
nancial jurisdictions (for example, the Securities 
and Exchange Commission in the USA, Autorité 
des marchés financiers in France, Capital Mar-
kets Authority in Kuwait).

 In addition, commercial banks will have 
to increase their number of independent board 
members and ensure no accumulation of roles 
between chief executive officers and chairmen of 
the boards, all to ensure full independence and 
authority of the board with no conflict of interest 
ever with the executives.

 In addition to that, a stronger internal control 
unit should be set up across all banks to ensure the 
application of processes and procedures in line with 
the “good governance standards.” This would en-
sure a reduction of potential conflict of interests, 

a proper monitoring of 
risks, and a better audit-
ing process. Also, Po-
litically Exposed Persons 
(PEPs) would have their 
participation in the fi-
nancial sector capped 
to avoid systemic and 
chronic conflicts of inter-
est between the political 
and financial spheres.

 Had these practices 
been put in place before, 

it is possible to say that a better monitoring of ac-
tivities could have yielded more positive results 
with regards to banks’ single borrower exposure, 
but also to the maturity mismatch which has re-
sulted in the liquidity crisis in the banking system 
with regards to assets, as well as a better highlight 
of risks by external auditors.

 Overall, the road ahead is far from easy, and 
will require a political decision, with a government 
eager to implement reforms and a parliament ready 
to legislate on the necessary laws, as well as the BDL 
agreeing on the needed reforms to ensure inde-
pendence of monitoring authorities. The solutions 
are available in order to restore financial soundness 
and salvage the banking sector, to make it func-
tional again. Lebanon is not the first country to go 
through a banking crisis, and won’t be the last. But 
past experience has shown that the same solutions 
that have been put in place in other countries could 
be applied to Lebanon to save its economy, should 
there be a will to do so.

 

Overview

A stronger internal 
control unit should be 
set up across all banks 
to ensure the application 
of processes and 
procedures in line 
with the “good 
governance standards”

a bail-in approach, depositors would be offered the 
choice to exchange part of their deposits in favor of 
becoming shareholders of the bank. In a bail-out ap-
proach, the rescue of the bank will be operated by 
increasing its capital through external financial insti-
tutions, foreign banks, the capital market, or private 
equity funds. This will result in injections of fresh 
money to reconstitute the needed capital of the bank.

 In the case of a bail-in, as was the case in Cyprus 
in 2013, depositors become shareholders in banks to 
the proportion of the value of their individual depos-
its to the full amounts of deposits that were deemed 
high risks. In the Lebanese case, this would make the 
depositors and creditors, whose deposits were trans-
ferred to an SPV, shareholders in the latter, a situa-
tion akin to the one of Bank Intra in 1966.

 As a result, the surviving banks’ balance sheets 
will shrink heavily, but will be less exposed to high 
risks assets and will therefore be able to raise their 
equity later on without being heavily diluted be-
cause they will be financially sound. This is what 
happened in the early 1990s with the French Credit 
Lyonnais, where an SPV called Consortium de ré-
alisation “CDR” was created to restructure the bad 
assets of the bank.

 The SPV will have to engage in a restructuring 
process with the objective to reorganize its “bad” 
assets with the ultimate aim in Lebanon’s case to 
reimburse depositors. In this matter, the help of the 
International Finance Corporation (IFC), a divi-
sion of the World Bank Group, could be requested, 
as the IFC has a well-known expertise in the re-
structuring of bad loans.

 According to Chikhani, it is estimated that af-
ter this process, “some Lebanese banks may cease to 
exist, others will be merged, and some will survive, 
and therefore the number of banks post-restruc-
turing may be much lower and their new capital 
will reflect better the new GDP of the country that 
has decreased by circa 70% over the last two years.”

 
GOVERNANCE REFORM 
IN THE NEW “GOOD” BANKING SECTOR

 Should these reforms be implemented, and the 
good bank/bad bank scenario become a reality, “this 
would not be without serious governance reform in 
the banking sector and a reshuffling of the current 
supervision system of the banking and financial sec-
tors in Lebanon,” says Chikhani.

 This scenario requires full independence of the 
Banking Control Commission (BCC), as well as of 
the Special Investigation Commission (SIC) and 
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Where do we stand?

Analysis

A TALE OF TWO AUDITS

With the current financial crisis, and foreign 
currency gap at the central bank of Lebanon 
Banque du Liban (BDL), the demand for an audit-
ing of the Lebanese State and state-related insti-
tutions such as the BDL. ministries, regional funds 
and others, has been a key demand of many re-
formist agendas and some political parties, includ-
ing lately the President of the Lebanese republic, as 
well as various foreign countries and international 
institutions.

 The Lebanese government, in the past, had 
requested the assistance of financial services firm 
Kroll in order to conduct a forensic audit of the 
BDL, before difficulties resulted in the hiring of 
Alvarez & Marsal,  a New York based restructur-
ing consultancy, to conduct said audit. The BDL, 
nevertheless, submitted approximately only 43 per-
cent of requested documents to the latter firm, due 
to the limitations imposed by the Banking Secrecy 

Law of 1956, which resulted in a public spat with 
the Ministry of Justice.

 
FORENSIC VS. FINANCIAL AUDIT

This key demand for an auditing of the BDL 
requires an understanding as to the differences be-
tween a “typical” financial audit and a forensic audit.

 Financial audit: In general, a typical financial 
audit is an audit of the financial statements of a firm 
or institution, conducted by professionals, in order 
to make sure that the financial records are an ac-
curate reflection of the financial position and situ-
ation of the institution. Companies usually submit 
a yearly audit of the financial statements: their bal-
ance sheet, their income statement and their cash 
flow statement. Such auditing is conducted either 
by an external auditing firm, or by internal audit-
ing teams. External audits enable the verification of 
the soundness of the firm’s financial position, and 
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the identification of any financial misstatements in 
the financial records. Such external auditors usu-
ally issue opinions to provide financial statement 
users with confidence that the financials are both 
accurate and complete. Internal auditors, on the 
other hand, are employed by the company or or-
ganization for which they are performing an au-
dit, and the resulting audit report is given directly 
to management and the board of directors. Un-
like external auditors, they only follow the com-
pany’s standards while auditing, whereas external 
auditors follow more generally applied principles, 
such as the Generally Accepted Auditing Stand-
ards (GAAS).

 Forensic auditing: A forensic audit, on the oth-
er hand, refers to an investigative audit in which ac-
countants, specialized in both accounting and in-
vestigation, seek to uncover frauds, missing money 
and negligence. In this case, the auditor is not only 
concerned with assessing the financial situation 
of a company or institution, but also with uncov-
ering fraud. This audit is usually carried during 
legal procedures and trials, in order to determine 
the responsibility of parties, should illegal trans-
actions have taken place. A forensic audit would 
then seek to uncover such transactions by check-
ing if compliance standards were applied, and 
who the beneficiaries of these transactions were. 
In cases where the BDL had engaged in specific 
transactions with a counterparty, a forensic audit 
would not only determine the date and amount 
of the transaction, but also whether it was in 
conformity with laws, whether due diligence was 
applied, and whether it was in conformity with 
the Code of Money and Credit. A forensic au-
dit would also seek to determine the official and 
“real” beneficiaries of transactions, and whether 
such transactions violated any laws.

 
SCHEDULING THE AUDIT

The forensic audit has been a key demand of the 
International Monetary Fund, the French initiative 
and foreign institutions, and also of some Lebanese 
political parties. Other parties, such as the Future 
Movement, have asked that all ministries and pub-
lic institutions be audited. In addition, the govern-
ment had previously hired Alvarez & Marsal to 
conduct a financial audit. The firm pulled out in 
November 2020, stating that it had not received the 
information it required. Back in July, the govern-
ment had hired the financial firm Kroll, though it 
did not receive the political backing to do so. On 

April 6, 2021, the BDL issued a statement high-
lighting it was ready to discuss such forensic au-
dit with Alvarez & Marsal, following Parliament’s 
decision last December to lift the banking secrecy 
for one year. By late December, Lebanon decided to 
contact Alvarez & Marsal once again to conduct an 
audit of the BDL.

 As of June 2021, there is no clear view yet as to 
whether this forensic audit, or any audit, will take 
place. At this stage, a forensic audit is much needed, 
as it would allow not only to establish a clear and 
transparent balance sheet of the BDL, to evaluate 
its assets and liabilities, but also to establish if any 
corrupt and/or negligent practices have taken place, 
and who its beneficiaries were, hopefully leading 
to some accountability. This audit is also consid-
ered a prerequisite for any financial aid that would 
come from international institutions, including the 
“French Initiative,” noting that such aid is increas-
ingly needed in in light of the acute economic crisis 
Lebanon is still struggling with.

 

This audit is also [...] a 
prerequisite for any financial 
aid that would come from 
international institutions
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