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Introduction

Since 2019, Lebanon’s financial system has undergone significant upheaval, driven by political
instability,financialmismanagement,and debtdefaults. Asaresultofaweak monetaryand exchange
rate framework, narrow money, inflation, and currency depreciation continue to shape unstable
macroeconomic dynamics. For the past five years, the Lebanese economy has been struggling with
anintricate crisis, exacerbated by both global and regional economicinstability. This crisis, which had
been building up for years due to regional instability and public finance challenges, has been further
aggravated by government debt defaults, the COVID-19 pandemic, the Beirut Port explosion, energy
shortages, and ongoing political paralysis, and more recently, the attacks on South Lebanon since 8
October 2023. In just two years, the country’s GDP fell more than 50%, from $52 billion in 2019 to $23
billion in 2021", marking the most severe economic contraction in its history. Once considered the
financial hub of the Middle East, Lebanon is now facing an unprecedented collapse, with much of its
economy transitioning to dollarization. This analysis explores Lebanon’s financial system, focusing
on how it has adapted to a non-functioning banking sector, the role of dollarization in maintaining
economic activity and its impact on citizens, and the repercussions for investment and economic
stability, while also comparing the similarities and challenges faced by both Lebanon and Greece
during their respective crises.

The Crisis at a Glance

Before the crisis, Lebanon’s economy was largely service based, with the banking sector playing a
pivotal role. Known as the “Switzerland of the Middle East” due to its bank secrecy laws, Lebanon
attracted significant foreign capital, particularly from wealthy individuals in the region. These laws,
while promoting growth, also facilitated tax evasion and money laundering, creating long-term
vulnerabilities.

The economy was driven by capital inflows, with little focus on local production or industrial
development. While tourism and real estate also contributed to growth, the country’s over-reliance
on external funding made it highly susceptible to global and regional instability. When confidence
in the Lebanese financial system collapsed in 2019, these underlying structural weaknesses were
exposed, leading to a severe economic downturn.

Since 2018, Lebanon’s banks have been struggling under turbulent times. Masses of depositors
have blamed the banking industry for the loss of their lifetime savings due to corruption and
mismanagement. Many have faced unannounced withdrawal limits, restricted access to their own
funds, and prolonged bank shutdowns. As Lebanon walked into a deep recession, the Lebanese pound
lost 94% of its value, eroding savings, purchasing power, and triggering social unrest. The banking

1 World Bank, Lebanon Economic Monitor, The Deliberate Depression: Middle East and North Africa Region (Fall 2023), accessed on 31/10/2024, at:
https://acr.ps/1L9z0kA
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sector has struggled to meet depositors’ demands for dollars and pay off debts, facing a combination
of foreign debt default, currency devaluation, and a banking crisis® The crisis has severely affected
Lebanon’s economy and the financial stability of its citizens, leaving many to grapple with financial

hardship and an uncertain future.

The ongoing banking crisis has been worsened not only by the government’s inability to implement
essential reforms but also by its repeated failure to manage national emergencies. The Beirut Port
explosion and the COVID-19 pandemic are stark examples of the state’s institutional paralysis.
Hospitals were overwhelmed during the pandemic, with patients dying outside due to shortages in
medical supplies and electricity®. When hospitals faced severe power outages, external aid, such as
shipments from Kuwait, became necessary to sustain basic healthcare services*. These events revealed

not just government incompetence but a broader failure to protect public welfare during crises.

The roots of Lebanon’s economic collapse extend beyond fiscal mismanagement and corruption.
The country’s deeply entrenched clientelism, a system where political leaders maintain power by
distributing resources and favours in exchange for loyalty, has played a significant role in the crisis.
In Lebanon, clientelism operates through sectarian networks that permeate both politics and the
economy. Political leaders and parties, often aligned with religious or sectarian groups, secure their
base by offering jobs, contracts, and services to their supporters (Abou Ltaif and Mihai-Yiannaki
2024). This system of patronage has undermined the efficiency of public institutions and stunted
economic growth by prioritizing personal or factional gain over the public good.

As aresult, Lebanon’s economy has suffered from stagnation, and its publicinstitutions have become
ineffective. Vital sectors such as energy, healthcare, and education have deteriorated under the
weight of clientelist practices. Additionally, the lack of transparency and accountability raised by
clientelism has exacerbated corruption, allowing government officials and their affiliates to steal
public funds. This not only depletes national resources but also erodes public trust in the state’s
ability to govern fairly and responsibly.

The entrenchment of clientelism in Lebanon has, in essence, created a parallel economy where
sectarian and political interests are prioritized over national interest. The government’s reliance on
expansionary fiscal policies and unsustainable borrowing has been compounded by this system, as
political leaders avoid structural reforms that would weaken their clientelist bases. As the country’s
debt skyrocketed to a debt-to-GDP ratio of 152% in 2019, much of the state’s revenue became tied up

2 World Bank, Lebanon Economic Monitor, The Deliberate Depression: Middle East and North Africa Region (Fall 2020), accessed on 31/10/2024, at:
https://acr.ps/1L9zP3w

3 Hashim Talib et al., “Beirut Explosion Effects on COVID-19 Situation in Lebanon,” Disaster Medicine and Public Health Preparedness, vol. 15, no. 5
(February 2022).

4 “His Highness PM: Kuwait Always a Backer to Lebanon,” Kuwait News Agency, 3/12/2020, accessed on 30/10/2024, at: https://acr.ps/1L9z0kB

5 Samar Abou Ltaif & Simona Mihai-Yiannaki, “Exploring the Impact of Political Patronage Networks on Financial Stability: Lebanon's 2019 Economic
Crisis,” Economiesi, vol. 12, no. 8 (2024).
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in servicing debt, leaving little room for public investment or crisis management®. This cycle of debt,
corruption, and clientelism has led to the current economic collapse, with no clear path forward due

to the deep-seated political and economic interests vested in maintaining the status quo.

The Impact of the Financial Collapse on Citizens

With traditional banking structures collapsing, Lebanese citizens have increasingly relied on cash
transactions and informal financial systems. This has drastically changed the role of banks, which
now mainly function as salary disbursal channels rather than traditional intermediaries for savings
and loans. The failure of the banking system has stifled both domestic and foreign investment, as
distrust and the lack of financial infrastructure continue to deter economic recovery. In response,
dollarization has intensified, with citizens turning to the US dollar as a more stable currency to
navigate the volatile financial landscape, further complicating the country’s long-term economic
outlook. By 2022, the emergence of this heavily dollarized, cash-driven economy was valued at

approximately $9.86 billion, representing 45.7% of Lebanon’s GDP (Lebanon economic Monitor 2023).

The financial crisis, marked by severe currency depreciation, has had devastating effects on citizens’
livelihoods. The collapse of the Lebanese pound caused a significant reduction in the minimum
wage, as of April 2024, the government increased the minimum wage to LBP 18,000,000 per month
(roughly $201.26 USD) in response to inflation, but this adjustment has done little to counter therising
cost of basic necessities like food and medicine. The currency’s continued devaluation, compounded
by hyperinflation, has severely eroded purchasing power, making essentials such as chronic illness
medicines increasingly unavailable. Many people are pushed into malnutrition and poverty as prices
for food and medicines increased.

Lebanon’s energy crisis has worsened economic hardships, leading to unemployment, power
outages, and reliance on costly private generators, which further strain the vulnerable population.
Escalating gas and energy prices forced many low-income workers, including taxi and bus drivers,
into unemployment. The gradual removal of subsidies on essential goods like fuel contributed to
rising inflation and widespread power outages, with some areas enduring up to 23 hours of daily
electricity cuts. On 17 August 2024, Lebanon experienced a nationwide blackout when Electricité du
Liban ran out of fuel, causing the shutdown of the country’s only operational power plant. This left
households and critical infrastructure, such as airports, water pumps, sewage systems, and prisons,

without electricity for over 24 hours’. During the outage, the country relied on costly and polluting

6 IMF, Lebanon: Article IV Consultation- Press Release; Staff Report; Informational Annex; and Statement by the Executive Director for Lebanon,
IMF Country Report No. 19 / 312 (October 2019), accessed on 31/10/2024, at: https://acr.ps/1L9zPam

7 Kareem Chehayeb, “‘Unprecedented’ Hunger in Lebanon as Fuel Crisis Hikes Food Costs,” Al Jazeera, 11/10/2021, accessed on 31/10/2024, at:
https://acr.ps/1L9z0ml
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private diesel generators. Generator owners capitalized on the situation by charging overpriced
rates, adding to the financial strain on the population (Lebanon Economic Monitor 2023).

Alongside the worsening energy crisis, Lebanon’s economy has also become increasingly dependent
on remittances. Remittances have long played a crucial role in the Lebanese economy, providing a
significant source of foreign currency. In recent years, as the local economy deteriorated and the
banking system collapsed, remittances have become even more vital in sustaining household
incomes. According to the World Bank, remittances accounted for approximately 38% of Lebanon’s
GDP in 2022, making Lebanon one of the top recipients of remittances globally (see figure 1). This
influx of foreign currency helps families meet basic needs, such as food, medicine, and education,
offering a lifeline during hyperinflation and the depreciation of the Lebanese pound. However, while
remittances provide short-term relief, they are not a sustainable solution for long-term economic
stability and growth. The heavy dependence on remittances highlights the need for structural
economic reforms to reduce reliance on external financial support.

Lebanon’s reliance on these inflows to sustain livelihoods during severe economic instability is
further demonstrated by its position as one of the top recipients of remittances in the MENA region,
trailing only Egypt and Morocco in absolute terms. However, when viewed as a percentage of GDP,
Lebanon surpasses other countries in the region, highlighting how crucial these remittances have
become to the survival of its economy.

Figurel:

Source:Kawthar Dara, “The Increasing Role and Importance of Remittances in Lebanon, “ UNDP Lebanon, May 2023, accessed on 11/4/2024,
at: https://bit.ly/3YAnLCc.

While remittances have provided vital support for Lebanese households, they also come with
significant economic repercussions. One of the major side effects of high remittance inflows is the
risk of “Dutch Disease,” which can hinder long-term economic stability and growth.
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“Dutch Disease” refers to the economic paradox in which an influx of foreign currency, such as
remittances, leads to the appreciation of the local currency, reducing the competitiveness of a
country’sexports andstifling other productive sectors®.In Lebanon, the heavy reliance on remittances
has not only backed consumer spending but has also contributed to a diminished focus on domestic
industries like agriculture and manufacturing. As remittances primarily increase consumption rather
thaninvestmentin productive sectors, this over-reliance can lead to an unbalanced economy, making
recovery and sustainable growth even more challenging. This dependency on external financial
flows further discourages efforts to diversify the economy and invest in long-term development
strategies, keeping Lebanon trapped in a cycle of economic stagnation®

Lebanon’s economic collapse has been compounded by energy shortages, hyperinflation, and a
failing banking system, leading to a heavy reliance on remittances and informal financial practices.
While remittances have provided a critical lifeline, sustaining household incomes and supporting
basic needs, they have also increased Lebanon’s vulnerability to external financial conditions and
discouraged investment in sustainable economic growth. The risks of Dutch Disease from high
remittance inflows highlight the need for structural reforms and economic diversification to reduce
Lebanon’s reliance on external financial support and promote long-term stability.

Dollarization as a Coping Mechanism

AslLebanonfaceswidespread energyshortages,economicinstability,and heavyrelianceonremittances,
the country has also seen a rise in dollarization as a way to cope with its weakening currency.

Dollarization is a phenomenon that occurs when a foreign currency, usually the US dollar, is adopted
either exclusively or alongside a country’s local currency. It manifests in various forms, with the most
straightforward being currency substitution, where a foreign currency is used for transactions and for
pricing goods and services. Another form is asset dollarization, where people hold foreign currency
to store value, such as depositing savings in a foreign currency bank account. Liabilities dollarization
occurs whenindividuals or businesses take loans in foreign currency. Loan dollarization refers to banks
offering loans in foreign currency to domestic borrowers®. Dollarization extends to any economic
activity, such as trading and investing, that uses foreign currency in its holdings. While dollarization is
common in developing countries, it is increasingly prevalent in today’s globalized economy.

In finance, a currency generally serves two roles: as a medium of exchange and as a store of value.
When a currency’s value becomes unstable and continues to depreciate, it can no longer effectively
serve as a store of value™. This also means it can no longer function as a reliable medium of exchange.
Once a currency fails to fulfil these essential roles, people lose faith in it and turn to alternatives.

8 Artatrana Ratha & Masoud Moghaddam, “Remittances and the Dutch Disease Phenomenon: Evidence from the Bounds Error Correction Modelling and
A Panel Space,” Applied Economics, vol. 52 (2020).

9 Susane G. El Khoury, “ The Role of Remittances in Hampering Economic Growth in Lebanon,” American University of Beirut (2024), accessed on
30/10/2024, at: https://acr.ps/1L9z0XN

10 Joseph Bitar, “The Unique Dollarization Case of Lebanon,” Economic Systems, vol. 45, no. 2 (2021).

11 Kalim Siddiqui, “The US Dollar and the World Economy: A Critical Review,” Athens Journal of Business & Economics, vol. 6, no. 1 (2020), pp. 21 - 44.
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The loss of confidence in the Lebanese pound has gradually accelerated dollarization across various
sectors, including tourism. Supermarkets and businesses now price goods in US dollars, giving
customers the option to pay in either Lebanese Lira or US dollars. However, due to the inconvenience
of carrying large amounts of lira which often requires bags of cash for even basic purchases, people
generally prefer to pay in dollars. Only government fees and transactions are still conducted in lira.
Businesses typically set their own market exchange rates to protect their margins from the volatile
currency fluctuations (Lebanon Economic Monitor 2023). Given that the Lebanese economy was
already heavily dollarized, this shift to widespread use of the US dollar was a natural progression.

Research suggests that financial dollarization can offer economic advantages, particularly in the
short term. It is often seen as a tool for diversifying risk, especially in economies with high inflation
or unstable monetary policies™. By providing a more stable store of value, dollarization can restore
some confidence in an economy where inflation has eroded trust in the local currency, potentially
reviving local financial intermediation and slowing capital flight®. While dollarization can help
stabilize prices and protect savings from the devaluation of the local currency, it may have mixed
effects on the country’s financial and economic situation.

Mixed Effects of Dollarization

Dollarizationin Lebanon has had both positive and negative effects on the economy. On the one hand,
it has helped moderate inflation and provided temporary relief by stabilizing prices. On the other
hand, it has worsened socio-economic inequalities. The shift to a dollarized economy has created
a divide between those with access to US dollars and those still earning in the rapidly devaluing
Lebanese pound. As a result, over three-quarters of the population now live in poverty, struggling to
meet basic needs as the local currency has lost over 98% of its value™.

A 2022 survey by the International Labour Organization found that more than 90% of Lebanese
citizens earn their income in pounds, leaving them particularly vulnerable to the ongoing crisis®.
Despite providing essential services such as healthcare and electricity, remittances also have long-
term downsides, including distortions associated with Dutch Disease on the domestic economy, as
previously discussed™.

The dual-currency system has also created market distortions, where prices for goods differ based on
whether payments are made in Lebanese pounds or US dollars. Those with access to dollars benefit

12  Petr Korab, Jarko Fidrmuc & Sel Dibooglu, “Growth and Inflation Tradeoffs of Dollarization: Meta-Analysis Evidence,” Journal of International Money
and Finance, vol. 137 (October 2023).

13 Mauricio Vargas & Jesus Sanchez, “Taming Financial Dollarization: Determinants and Effective Policies—The Case of Uruguay,” IMF Working Paper
(2023), accessed on 31/10/2024, at: https://acr.ps/1L9z0kC

14 Omar Tamo & Artyom Danielyan, “Lebanon Inflation Tumbles with More Goods Priced in Dollars Instead of Pound,” Bloomberg, 22/04/2024, accessed
on 30/10/2024, at: https://acr.ps/1L9z0zT

15 |International Labour Organization, “Lebanon Follow-up Labour Force Survey,” Central administration of Statistics (January 2022), accessed on
31/10/2024, at: https://acr.ps/1L9zPao

16 Sami Atallah, “The Increasing Role and Importance of Remittances in Lebanon,” UNDP Lebanon Report, 9/6/2023, accessed on 30/10/2024, at:
https://acr.ps/1L9zP6l
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from lower prices, while others relying on the local currency face inflated costs. This has deepened
socio-economic inequalities and strained Lebanon’s already fragile social fabric.

Another major consequence of dollarization is the erosion of monetary sovereignty. As the Lebanese
economy becomes increasingly dollarized, the central bank loses control over key monetary tools,
such as setting interest rates and regulating money supply. This limits the government’s ability to
manage domestic economic crises independently and increases vulnerability to external economic
shocks, especially fluctuations in US monetary policy (Gulde et al. 2004).

In conclusion, while dollarization may offer temporary financial stability, its long-term consequences,
including the loss of economic autonomy and widening social inequalities, pose serious challenges
for Lebanon. These issues require careful management to prevent the country’s economic and social
crises deepening further.

Lebanon’s Road to Recovery without a Banking System or FDI

As Lebanon struggles with the consequences of dollarization and a collapsing banking sector, the
country’s financial instability has had a profound impact on other critical areas of the economy,
including foreign investment. The absence of a functioning banking system and the subsequent
decline in investor confidence have significantly weakened Lebanon’s ability to attract and retain
Foreign Direct Investment (FDI). Without a reliable financial sector, businesses and individuals struggle
to access credit and conduct financial transactions, which directly weakens investor confidence.

Before the crisis, Lebanon’s investment climate attracted substantial investment across sectors such
as education, real estate, and tourism. According to the Central Bank of Lebanon, FDI was valued
at USD 2.63 billion in 2018. As shown in Figure 2, Lebanon’s FDI inflows from 2013 to 2022. FDI was
relatively stable from 2013 to 2018, peaking at $2.88 billion in 2018. However, from 2019 onward,
there was a sharp decline, dropping to $1.91 billion in 2019 and continuing downwards. By 2021, FDI
had fallento $0.60 billion, and by 2022 it hit $0.53 billion, reflecting the severe economicand political
instability in Lebanon that has driven away foreign investment.
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Figure 2: FDI Inflows to Lebanon (2013-2022)

Source: “World Investment Report 2019: Special Economic Zones,” United Nations Conference on Trade and Development (UNCTAD), 2019,
accessed on 30/10/2024, at: https://bit.ly/48H10pB
Central Bank of Lebanon. FD/ data. accessed on 10/30/2024, at: https://bit.ly/3YNvX38.

In addition to a functioning banking system, political stability is crucial for attracting FDI. Bitar,
Hamadeh, and Khoueiri (2020)" analyses the impact of political risk on FDI in Lebanon between
2008 and 2018, using the International Country Risk Guide (ICRG) Political Risk Index. Their study
categorizes political risk into three areas, Cohesion, Institutional Quality, and Governance, and
finds that all three had a significant impact on FDI inflows. This highlights that political stability,
along with effective governance and institutional quality, is just as important as financial stability in
maintaining investor confidence and fostering an attractive investment climate in Lebanon.

Comparison between Lebanon and Greece: Banking Crises and Recovery

As Lebanon’s financial crisis deepens, a comparison with Greece’s banking collapse during the
2010s reveals several similarities. Both countries faced excessive public debt, loss of confidence in
the banking sector, and severe economic instability, providing valuable insights into their potential
recovery paths.

In both cases, the crises were triggered by high public debt and banking instability, resulting
in liquidity shortages. Lebanon’s collapse was fuelled by years of public debt, corruption, and
unsustainable financial practices, with the economy relying heavily on remittances and foreign
investment. Similarly, Greece’s crisis stemmed from excessive borrowing and structural weaknesses,
exacerbated by the global financial crisis.

Both countries also faced political and social instability as a result of their economic collapse. In
Lebanon, the 2019 crisis led to widespread protests against corruption, while in Greece, publicturmoil

17 Nicholas Bitar, Mohamad Hamadeh & Roy Khoueiri, “Impact of Political Instability on Foreign Direct Investment in Lebanon,” Asian Social Science,
vol. 16, no. 1 (2020).
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targeted international lenders’ austerity measures®™. Economic contraction was severe in both cases:
Greece’s GDP shrank by over 25%, with unemployment peaking at 27% ', while Lebanon experienced
an 80% currency devaluation and a similar rise in unemployment?.

However, the origins of their crises differ. Greece’s crisis was rooted in unsustainable public spending
and was worsened by the global financial crisis, while Lebanon’s collapse was driven by decades of
political mismanagement, a fragile banking system, and a fixed exchange rate. Greece maintained
a relatively stable banking system during its crisis, while Lebanon saw its banking sector collapse,
leading to frozen deposits and a complete liquidity freeze. Lebanon’s crisis was further compounded
by external factors such as the Syrian conflict, the 2020 Beirut explosion, and regional instability.

The brain drain in both countries has been significant. During Greece’s crisis, 400,000 to 500,000
people, mostly highly educated professionals, emigrated®. In Lebanon, between 2020 and 2021,
emigration quadrupled, with around 230,000 people leaving, including 20% of the country’s doctors
and professors, further weakening its institutions?.

Looking at recovery prospects, Lebanon faces a far more difficult path. Greece benefited from
Eurozone membership and a relatively stable political system, while Lebanon’s fractured political
environment and regional conflicts present additional obstacles. Without policy reforms and
international support, Lebanon’s recovery could take decades longer than Greece’s.

In summary, while Lebanon and Greece share many challenges, Greece’s recovery was largely driven
by external financial support and political reforms. If Lebanon can secure similar international aid
and commit to long-term reforms, it may stabilize its banking system, but the road ahead remains
uncertain.

Conclusion

In conclusion, Lebanon’s financial crisis has pushed the country into widespread dollarization, which,
while stabilizing inflation in the short term, has caused significant disruptions to the traditional
banking system and widened socio-economic disparities. The collapse of the banking sector has left
the financial market paralyzed, severely limiting both domestic and international investment. Those
without access to foreign currency face increasing hardships, as the devaluation of the Lebanese
pound has plunged much of the population into poverty, making basic needs difficult to meet.

18 Alexander Kentikelenis & Irene Papanicolas, “Economic Crisis, Austerity and the Greek Public Health System,” The European Journal of Public Health,
vol. 22, no. 1 (2012).

19 George Pagoulatos & Christos Triantopoulos, “The Return of the Greek Patient: Greece and the 2008 Global Financial Crisis,” Routledge (2016).
20 Bassem Snaije, “Lebanon: Financial Crisis or National Collapse?” Notes Internacionals (2022).

21 “Greece’s Brain Drain Problem Persists Despite Economic Recovery: Study,” Anadolu Ajansi, 18/7/2024, accessed on 30/10/2024, at:
https://acr.ps/1L9zP7j

22 Nemr, Elie et al., “Exodus of Lebanese Doctors in Times of Crisis: a Qualitative Study,” Frontiers in Health Services, vol. 3 (2023).
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Inresponsetothecrisis, the central bank of Lebanon hasimplemented key reforms, including the shift
to a floating exchange rate system and efforts to modernize financial operations®. These measures
aim to restore confidence, support economic recovery, and revive the banking sector’s critical role.
However, Lebanon’s road to recovery remains littered with deep-rooted challenges like currency
instability, banking reform, and the attraction of foreign investment that must be addressed.

Additionally, Lebanon’s recovery is further complicated by regional instability, including conflicts and
the growing number of displaced people, which is already straining its fragile economy. Drawing
comparisons with Greece’s financial crisis, Lebanon faces a longer and more difficult recovery due
to its fractured political system, lack of external support, and the compounded effects of regional
turmoil. Without comprehensive reforms and international assistance, Lebanon’s financial system
may continue to operate at a diminished capacity for the foreseeable future.

23 “Overview of the Recent Monetary, Banking, and Financial Developments in Lebanon,” Banque du Liban (2023), accessed on 30/10/2024, at:
https://acr.ps/1L9z0q4
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