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Introduction

Background to A&M's appointment

Alvarez & Marsal is a global professional services firm, affering a range of advisory services

to its clients, including complex financial investigations and regulatory advisory services.

Under an engagement letter dated 24 August 2021 {the “Agreement”} Alvarez & Marsal

Middle East Limited {“A&M") was engaged by the Republic of Lebanon as represented by

the Ministry of Finance (the “Client” or the “MoF") to perform a forensic audit and a

governance and controls assessment of the Bangue du Liban {the "Central Bank” or "BdL”).

The forensic audit comprises the following areas:

iii}

Vi)

vii)

Validate that funds relating to financial transactions that have occurred at BdL
level, or through accounts at BdL during the last five years (the “Financial
Transactions”) have been used for their intended purposes (ar if not, to indicate

this};

Examine whether any Financial Transaction prices or values were unduly

inflated or otherwise unsubstantiated;

Examine whether payments were made to fictitious companies or otherwise

served any similar improper purpose;

Assess, review and analyze any potential red flags that may indicate
inappropriate financiai reporting schemes, misappropriation, embezzlement or

inappropriate use of funds;

Assess, review and analyze any expenditures and liabilities for an improper

purpose;

Examine how the assets and liahilities of the BdL balance sheet have

accumulated and moved over time;

Examine the comyposition of BdL’s foreign currency reserves and liabilities;

a
]
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viii)  Examine conditions surrounding issuances of government bonds and T-hills and

Bdl’s subscription to these instruments;

ix)  Fxamine financial engineering transactions conducted in the last 5 years;

X Perform a detailed analysis of the breakdown of the movement in commercial
bank depasits gver time at a custamer and group level especially during the

neriod of financial engineering aperations;

xi)  Summarize the identified key commercial banks holding government debt and

the integrity of their relevant balances held on deposit with the Bdl; and

xii)  Analyze the nature of reparting of deposits and loan exposure by financial

institutions to the BdL and the surrounding governance,

The governance and controls assessment comprises the following:

i) Review the comnpliance and internal controls procedures in place at Bdy;

il Assess whether such procedures are sufficient to prevent financial irregularities

and misappropriation taking place;

iii)  Assess whether controls meet international standards followed by other leading

Central Banks around the world; and
iv)  Make appropriate recommendations and discuss initia! findings with the Client.
Our work covers the period 1 January 2015 to 31 December 2020 {the “Review Period”).

Use af this report

This report is A&M’s Final Preliminary Forensic Audit Report {the “the Preliminary Forensic

Audit Report”) incorporating the clarifications / inquiries received from the Client.

A&M'’s reports and all advice (written or orai) given by A&M to the Client in connection with
this engagement {together the “Advice”) are intended solely for the benefit and use of the
Client in considering the matters to which this engagement relates. The Minister of Finance

shall have the right, upon its sole discretion, to share the full Preliminary Forensic Audit




123

13

Report {or excerpts thereof) with any authority forming part of the Client without the prior
approval of A&M, provided that the Minister of Finance takes reasonable steps to ensure
that they acknowledge and accept (i) that they receive the Preliminary Farensic Audit Repart
on a nen-reliance basis, (i) that A&M does not accept a duty of care ar responsibility to

them, and {iii] that the Preliminary Forensic Audit Report is confidential.

Notwithstanding the foregoing, to the extent the (lient is required to disclose the
Preliminary Forensic Audit Report in court proceedings against any individual or party
implicated by the Preliminary Forensic Audit Repont, it shall, to the extent permitted by law,
first seek A&M’s approval (which shall not be unreasonably withheld or delayed), provided
that in such event A&M may, in its sole discretion, {i} provide a revised or redacted report
for the purposes of such proceedings or (i} provide the Preliminary Forensic Audit Repaort
not marked as A&M’'s work product and without any further references to A&M as part of
the Preliminary Forensic Audit Report (the reports revised as per (i) or {ii) referred to as the
“Unmarked Report”). The Client shall be free to disclose the Unmarked Repert to other
parties as required to facilitate such court proceedings, provided that the Client (including
for the purposes of this subparagraph any of its affiliates or successors) shall not reference
A&M in connection with the Unmarked Report or Services or attribute the Unmarked Report
or Services to, or imply that the Unmarked Report or Services are provided by A&M, and to
this extent shall keep A&M indemnified as provided in clause 8 of the Agreement (including
the indemnification Provisions referenced therein). The Client undertakes to disclose the
Preliminary Forensic Audit Report or, as the case may be, the revised or redacted report or
Unmarked Report only in its entirety and including any disclaimers attached by A&M to it.
For the avoidance of doubt, the restrictions and limitations set out in this subparagraph shall
only apply in relatian to the use of the Preliminary Forensic Audit Report in connection with
court proceedings, and shall not restrict the use by the Client of the Preliminary Forensic
Audit Report in any other manner to the extent permissible under the terms of the
Agreement, including pursuant to the first subparagraph of this clause or as may be required

by any order of a court of competent jurisdiction.

summary of work performed

initial review and commencement decision
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1.3.4

In accordance with the Agreement, A&M issued a detailad Information Request List (“IRL”)
on 20 October 2020, Following delays in receipt of the data and termination of our initial
engagement, A&M was informed in October 2021 that the data would be available for

review,

BdL refused A&M’s requests to complete its review on site at the premises of Bdl and
provide direct, read only, access to BdLl’s data systems. Instead, information was provided
to A&M on a stand-alone environment set up at the Mof premises. Data was loaded to a
stand-alone server set up by BdL. A&M was granted access to the data via eight workstations
provided by Bdl. USB ports were d'isabled, and no data could be extracted from the servers

by A&M.

Because Bdl provided data in a separate work environment it was necessary te perform
validation steps to assess the intagrity and reliability of the data received. These validations
related to data exiracted from BdL's Oracle ERP system, Core Banking System (“C85”) and

SWIFT database. Validation steps included:
i) Totals checking;
i} Validation of the data extract queries;

i)  Extracting samples of data from the live production systems (CBS, ERP, and
SWIFT) alongside BdL database administrators to determine if there were any
differences between the number of records provided to us when compared to

the live systems; and
iv)  Reconciliations against Trial Balances, financial statements and other schedules.

After re-engaging with the Client, in August 2021, ARM carried out a preliminary review of
the data provided to determine whether sufficient information had been collated in order
for A&M to be able to commence the review. A&M completed its preliminary review and
issued its decision to commen.ce the review (the “Commencement Decision”] on 20 June
2022. The delay between re-engagement and the Commencement Decision was due to the
need to perform such detailed validation steps and the length of time taken to provide us

with infarmation.

All,-a
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Mobilisation and site visits

Having made the Commencement Decision and received outstanding fee payments, A&M

mobilised its review team on 20 june 2022 {the “Mobilisation Date”}. Due to repeated delays

in provision of documents requested, it was necessary to pause our review at various

intervals, AB&M was present at the MoF offices and conducted its review of the data on the

following dates:

i)

ii}

iii)

v)

vi)

vii)

viii}

ix)

x)

Xi)

Xii)

Xiii}

13 June 2022 to 17 June 2022;

27 June 2022 to 7 July 2022;

12 July 2022 to 29 July 2022;

25 September 2022 to 30 September 2022;

3 October 2022 to 7 October 2022;

10 October 2022 to 14 QOctaber 2022;

24 Qctoher 2022 to 28 October 2022;

22 November 2022 to 25 November 2022;

18 December 2022 to 22 December 2022;

15 February 2023 to 16 February 2023;

6 March 2023 to 10 March 2023;

13 March 2023 to 17 March 2023; and

20 March 2023 to 22 March 2023.

Information requests

A&M issued 13 updates to the BALIRL, as summarised in the below table, and one IRL to the

MaoF.

A

Zwn
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Table 1.1 IRL updates issued

PDate AU

3-1an-23 BdL*

28-0ct-22 BdL

4-Aug-22 Bdl

14-Jul-22 Bl )
7-Jul-22 | BdL?
| 5-Jul-22 MoF?

1-Jul-22 [ BdL
| 27-Jun-22 Bdl |
17-lun-22 BdL
L?—Mar-22 BdL

25-Jan-22 Bdl

1-Nov-21 Bdl
20-0ct-20 _ BdL
[95ep20 [eai_—

The information not provided is summarised at Appendix 5.

Questions to individuals

A&M initially requested interviews with 47 emplayees of Bdl, as listed in Appendix 1. We
were requested to reduce the number of interviewees, which we did, to nine BdL employees.
We were then refused face to face interviews, and instead requested to provide questions
in writing. We submitted written questions to 14 members of Bdl staff on 31 Octoher 20224,

We received responses from 14 staff on 13 February 2023.

Limitations

Data completeness

Bdl refused to provide access to third party data in system data extracts. Bdl gave as a
reasan for the refusal their belief that to provide such information would be a breach of the

banking secrecy law. As such, they omitted or removed the following from the data extracts:

i) Transaction description fields from CBS extracts for all transactions that are not

automatically generated in the system; and

! Appendix 2 — IRL dated 3 January 2023,

1 Appendix 3 — IRL dated 14 July 2022, The IRLs issued after this date did not include earlier requests that had been responded to.
3 Anpendix 4 - MaF IRL dated 5 July 2022,

4 Exhibit 33 ~ A&M Guestionnaires submitted to BdL staff

A
&
M
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i} SWIFT beneficiary, ariginator and descriptian fields.

This has limited A&M'’s ability to identify the ultimate originator or beneficiary of SWIFT

transfers and to understand the transaction narrative for CBS transactions.

As stipulated in the engagement letter, A&M was informed by the Client that by law number
2000 dated 29 December 2020 the banking secrecy law dated 3/9/1956 was suspended for
a period of one year initially then extended until completion of the forensic audit on Bangue
du Liban, thus allowing for the provision of information deemed necessary for A&M to
provide the services contemplated under the original engagement letter. Therefore, our

report has been prepared on the basis of this suspension.

In all other material areas, we have successfully validated the integrity and completeness of

the data provided to A&M.

Data access

Bdl's refusal to provide direct access to its systems and to allow work to be conducted on
site at BdL has significantly delayed and slowed progress on the assignment. Data was
received from BdL in unfarmatted {i.e., raw), multiple text file formats, which required us to
restare this data into another database environment and work with BdL to rebuild and verify
the connections between various sources and data tables in order to extract meaningful

information, requiring additional time and resources.

Furthermore, the requirement that we access the data through the BdL server at the MoF
caused further delays, as there were frequent power outages, which then required BdlL

employees to visit the MoF to restore gur access to the data.

Delays

Delays in the provision of data by BdL has significantly impacted the agreed deadlines on the
assignment. A&M agreed to complete its work to produce a Preliminary Forensic Audit
Report in a period of 12 weeks from the Mobilisation Date. The review was in fact completed

49 weeks after mobilisation due to the frequent delays in receipt of data.

Interviews
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1.5

1.51

BdL refused to allow face to face interviews with any employees.® As a result, we were

limited to submitting questions in writing to a limited number of employees. This limited our

ahility to ask follow up questions and to explore certain topics in depth,

Despite the above limitations we were able to validate the data provided, where there had

heen redactions; full extractions of ERP, Core Banking and SWIFT systems; and receive

significant responses to our information requests.

Structure of this report

This Report is structured as follows:

Table 1.2 Structure

Section 1
‘Introduction’

review

! Section 2
‘Executive Summary’

| Sets out the hackground to our appointment, our scope of
work, the work performed and limitations faced in our

Sets aut our respanse ta the mandate, key findings,
conclusions and recommended next steps

Section 3
‘Understanding the

Financials’

Section 4

‘Foreign currency
reserves’

Section 5

‘Financial Engineering’

1 Examines the'composition of BdL's_foreign currency

Examines the main elements of the financials of BdL and
their movements over the periad 2015 to 2020

reserves and liabilities

Details the financial engineering operations executed by
Bdl over the period 2015 ta 2020 and the consulting
commissions charged B

Section 6
‘BdL’s financial position’

Discusses the key accounting policies of'th;BdL, how the
financial statements diverge from IFRS and restates Bdl's
financial position over the period

?ection 7
“Transparency of

| financials’
Section 8
‘Commercial banks
positions’

Provides a comparison between the published balance
sheet of BdL and the audited financial statements and
discusses how the financial position was presented

Summarises the positions of commercial banks with BdL
and movements over the period 2015 to 2020

Section 9
‘Operational expenseas’

Anal\}ses the accrued and opera{iona\ expenses of Bdl

Section 10
‘Emplayee remuneration’

Analyses employee remuneration and related henefits

Section 11
‘Regulatory framework’

introduces the legal_ framework applicable to Bdl, its ’
mandate and decision-making structures ]

* See Appendix 1 for a Yist of interviews requested but denied.

A

TEP



Section 12 Considers the exercise of scrutiny and control over the
‘Unexercised scrutiny’ Bank, the Governor and operations
rSection 13 Discusses the roles of key departments within BdL and
‘BdL Operations’ unconventional monetary policies . _
Fection 14 Summarises our conclusions on the level of transparency in
‘Transparency governance, policies, operations, gutcomes and relations
Assessment’

A
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Executive Summary
information access

As detailed in the Limitations section above, A&M has encountered many challenges in
conducting the forensic audit, including that we have not been allowed access on site at Bdl,
nor have we been permitted to conduct interviews with BdL staff or leadership, Because of
these limitations we have placed significant effort in obtaining and validating full extracts of
BdL's CBS transactions, accounting system, including the General Ledger (“GL”) and SWIFT

payment database (together the “System Extracts”}.

We have also submitted numerous information requests and written questions to BdlL
employees. For several requests, no information was submitted to us and, unless otherwise
specified by BdL, where the requested information was not provided te us our assumption

is that this information does not exist.

During the course of our work, we regularly communicated with the MofF in refation to the
issues encountered and associated delays. As a result of the delays, several extensions to
the originally agreed timeframe for delivery for this Preliminary Forensic Audit Report were
agreed between the MoF and A&M. Notwithstanding the limitations, we have addressed the

scope of our engagement based on the information available.

This report is “preliminary”. As a result, the figures contained herein may he subject to
change based on receipt and analysis of additional data or new findings. Some lines of

enquiry remain open — we highlight below areas for potentia! further investigation.

Table 2.1 Key findings

“Section Key Findings

Section 4:
BdL’s FX position Bdl’s fareign currency shortage grew dramatically. Over the
deteriorated

rapidly over the
period 2015-2020 | {USD 7.2bn)® at the end of 2015 to a shortage of LBP 76.4tn {USD

period, BdL moved from a foreign currency surplus of LBP 10.7tn

50.7hn) at the end of 2020. This was driven by a 119% increase in

foreign-currency denominated deposits, fuelled by the BdL’s

®1n this repert, unless specified otherwise, LBP has been converted ta USD at the official exchange rate of 1,507.5.

A
&
M
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financial engineering programs, while foreign-currency

denominated assets fell by 18%.

Furthermore, a large, and increasing, percentage of the foreign-
currency denominated assets were domestic assets, i.e., amounts
due from Lebanese residents, from a Lebanese-incorporated firm
or bank, or from the Lebhanese government. These amounts, if ever
repaid, would be a future burden on the Lebanese state, people

and economy.

Non-domestic foreign-currency assets halved, falling from USD
35.8bn in 2015 to USD 18.4bn in 2020 while domestic fareign-
currency assets increased from USD 12.7bn in 2015 to USD 21.2bn
in 2020, driven by a growth in a MoF overdraft and holdings of

Lebanese Eurobands which are in default.

Excluding domestic foreign-currency assets, the shortage in foreign
currency reserves as at 31 December 2020 increases to USD
71.9bn, Given GDP in 2020 of USD 31.2bn,’” this equates ta 230% of
GDP.

At the official exchange rate of LBP 1,507.5 to the USD, the 2020
deficit is LBP 108tn. At end of 2020 the market exchange rate was
circa LBP 100,000 to the USD, and the LBP has since further

deteriorated.

It is perhaps not meaningful to attempt to quantify the deficit using
LBP, as that exchange rate itself is unstable. It would likely fall
precipitously due to the resultant increase in LBP money-supply, if

BdL were to attempt {using market exchange rates) to repay its

foreign-currency liahilities using LBP.

7 Gop per World Bank — see https://data.warldbank.arg/indicator/NY.GDP.MKTP.CL.




Sections 6:

Bdl’s financial
position
deteriorated
rapidly over the
period 2015-2020

For the reasons described above, the Bdl's financial position
deteriorated rapidly. However, this deterioration was not reporied
in Bdl’s balance sheet presented in its annual financial statements,
which were prepared using unconventional accounting policies,
Those policies allowed Bdl to overstate assets, equity and profits
while understating liabilities — and to close each year-end in
amounts specified by the Governor without explanation for the

amounts chosen.

A restatement of Bdl's financial statements results in a negative

equity position of LBP 77.3tn {USD 51.3bn} in 2020.

On 7 July 2023, BdL responded to the above by stating that “Cost
deferral is part of the accounting policy approved by the Central
Council. Most Central Banks adopt unconventional accounting
policies tailored to their needs and to the central banking monetary
operations. Interest paid on CDs and TDs was in line with the

prevailing Eurobond yield curve”.

Bdl's accounting policy in respect of financial engineering was
exceptional in the extent of personal, unscrutinised, discretion given
to the Governor to determine accounting estimates. Even an
unconventional accounting policy, in arder to be a policy, needs to
have certain hasic features, e.g. to be clearly stated, capable of being
audited, and not dependent upon ad hominem judgment. The Bdl's

accounting policy failed in this respect.

’;ctions 385:The
deterioration in the
financial position
from the increasing
costs of Financial
Engineering was
obscured in the
financial
statements due to
_it being reported as

In 2015, BdL reported that it had taken actions to bolster the supply
of USD to the Lebanese banking system, through a scheme referred
to as “Financial Engineering”. According to BdL, financial engineering

was designed to achieve two overall objectives:

.
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Deferred Interest
Expense and
Seigniorage

s Provide the conditions to allow lacal banks in Lebanon to attract

US Dollar degosits; and

e Further encourage the local banks to deposit these US Dollars

with BdL.

There were further financial engineering actions in subsequent

years, at increasing cost.

Based on our review, financial engineering was costly. The costs

included:

F Premium paid on the purchase of treasury hills and redeemed

CDs {equivalent to all future coupons on the instruments);
® Interest expense of term depaosits and CDs;
e High exchange rate differential paid; and

e In 2020, there were also costs arising from the difference
between the rate at which depositors were allowed to withdraw
dollars from the banks {around LBP 8,000] and the official fixed

rate {around LBP 1,500} following the issuance of circular 151.

We observed that in order to avoid hooking losses, the Bank
transferred costs to the Balance Sheet. As a result, the Bank was able
to show a profit in all years and consegquently continue to distribute
approximately USD 40m per year fo the account of the MoF. This
distribution was made in accordance with Article 113 of the Code of
Money and Credit. The Code of Money and Credit, under Article 113,
also states that the Ministry of Finance is liable to caver the losses

of the Bank. The transfer of losses fraom the P&\ to the Balance Sheet

avoided the need for the Ministry to bail out the Bank. J

Vi



I

The interest expense transferred to the Balance Sheet was booked

to a liability account titled “Deferred interest Expense and Cost of

Certificates of Deposit”, known internally as the “Pool”,

The mechanism for booking the costs of financial engineering was
applied in accordance with the Accounting Manual, amendments to
which were approved by the Central Council in 27 January 2016 and
11 April 2018.

The overall cost of financial engineering is estimated at LBP 115tn as

at 31 December 2020.

rSecticm 5: Financial
Engineering
transactions were
approved only in
concept by the
Central Council,
with unsupervised
discretion given to
the Governor to
determine the
amounts, coupon
rates and
allocations

The financial engineering transactions evalved in three phases:

in 2015, BdL implemented a financial engineering program whereby
it lent to Lebanese banks for the purpose of purchasing LBP
Lebanese treasury bills, discounted by BdL in exchange for a
commission. The collected commissions were recorded in a special
account at BdL to offset the financial correction cost. The CC
authorised this in a Decision at its meeting on 7 January 2015. That
decision stated that the program was to continue until the
commission reached LBP 500bn. This appears ta be the only financial
constraint that the CC placed on the Governor in the execution of

the financial engineering transactions.

In 2016, BdL implemented a new financial engineering program in
order to attract US dollars into Lebanon. This comprised the
exchange of LBP treasury bills from BdL’s portfolio for a newly-issued
Eurobaonds. The CC authorised this in a Decision at its meeting on 27
April 2016. The decision referred to Eurobonds worth USD 2bn and

stated that the interest and maturity on the subscribed Eurobonds

‘iill be determined later by the Governor.

2
A]l&
M




e A S e g R L A e e S R e R T S O T

In 2017, BdL implemented yet ancther financial engineering
program. It allowed the banks to discount BdL-issued USD CDs
conditional en them subscribing in the same amount to the
Lebanese-Government Eurobonds. The CC autharised this in a
decision dated 22 February 2017. The Decision did not reference any

financial limit to the authorised transactions.

With respect to the CC decisions, we note the following:

The CC's financial-engineering decisions appear not to have been
properly reasoned, hased on a clear articulation of the economic
rationale, e.g., benefits, costs, risks, alternatives etc. The CC minutes
include only a brief explanation from the Governar that is devoid of
any acknowledgement of the obvious risks. No written rationale
appears to have been provided to the CC to enable it to form a
judgement. We asked to be given such document if it existed and

none was provided,

To the ahove, BdL responded in July 2023, citing the ‘BDL’s Financial
Engineering’ article authored by the First Vice-Governor, and
provided academic research papers on financial engineering. As per
our analysis, later detailed in Section 5 of this report, the
documentation neither clarifies the rationale hehind the financial
engineering decisions nor supports or enables any judgment that

the CC could rely upon.

The CC decisions as to the design of financial-engineering
transactions allowed (explicitly or, by silence, implicitly) the

Governor discretion, that: {i) was unconstrained, (i) was not

required to be demonstrably equitable as between different
Lebanese banks, and (iii) the use of which was unscrutinised. We saw

no sufficient reporting back to the CC of actual transactions that
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Sections 3 & 5: The
Bank was inflating
the balance sheet
throughout the
year on hoth the
assets and
liabilities side. At
the end of the year,
the Bank used the
credit side to credit
the “pool” -
deferred interest
expense and
partially offsets
losses.

\:vould enahle the CC to understand or scrutinise the Governor’s use

of the discretion.

In these respects, the CC, in our view, fell significantly below the
minimum standards of good governance found in central bank

practice internationally.

We note a similar lack of good governance in the Open Market

Committee’s {"OMC") scruting of the financial-engineering
transactions. 'ts mandate was to supervise and discuss Bdl's open
market aperations, such as purchase or sell securities. It also
appears to have been satisfied with brief explanations by the

Gavernor insufficient to enable it to scrutinise his decisions.

Each year, close to the year end, the Governor issued instructions to
the Accounting Department for “offsetting the burdens fram the
financial correction plan ot year end”. \mplementation of the
mechanism was ta be supervised by the Organisation and
Development Department. The instructions were sent in a letter,

signed by the Governor, Riad Salameh.
Each instruction letter begins:

“Based on CC decision number 46/30/16 dated 28 Qctober 2016 you
are requested to caleulate the maximum limit of net burdens that are
assaciated with the financial correction plan that can be offset at the
current year end in accordance with the mechanism explained below
and in coordination with the Organisation and Development

Department for the purpase of supervising and completing the task.”
The offsets included:

First, the maximum possible from net income after removing the

costs of the financial correction plan, while presetving

approximately LBP 200bn in net income, allowing the Bank to meet

(%




a target of distributions to the MoF ngproximately USD 40m each

year, This amount is booked to provision for contingencies.
Second, commission due resulting from financial engineering.

Third, seigniorage — Initially seigniarage from currency, followed by
seigniorage from treasury bill swaps and then seigniorage from

financial stahility.

Eection 7:The
summary Balance
Sheets published
by BdL failed to
adequately disclose
the financial
position of the
Bank

i

The ful! audited financial statements of BdL were not made public
during the Review Period. Instead, Bdl published summary balance
sheets. No profit and loss statement, cash flow statement, audit

report or notes to the accounts were ever published.

In summary, the puhlished financials do not provide an accurate
picture of the financial position of BdL. The positions and losses of
BdL are presented through netting of assets and liabilities and
recording them in unexplained and general accounts such as “Other

Assets” and “Clearance and settlement accounts”,

The full extent of the accounting practices used to present the costs
of financial engineering, the use of the 'Pool Account’ and the
seigniorage on currency and financial stability are not disclosed. By
excluding the full details of the seigniorage and deferred interest
expense and other finance costs from the annual report balance
sheet, in addition te the absence of expandatory notes, makes it
difficult for the reader to interpret how seigniorage was created and
how the transactions related to financial engineering were

recorded,

No loss is shown at all in the balance sheet. This is before taking into
account the misstatements and accounting policies adopted for

disguising the costs of financial engineering.
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Important information was not made public over the Review Period
which did not allow the public to know the extent of the position of

BdL. Such information includes:

Bdl’s profit and loss/income statement in each of the years 2015 to

2020,

The specific interest rates it provided to the largest depositors or
creditors of the Bank, nor daes it disclose the methodology used in

setting such rates;

Details of the commercial bank deposits at BdL;

information as to the costs involved in BdL's financial engineering or
the decisions made in relation to how the intervention would be

accounted for,

Bdl's use of seigniorage increased the LBP money supply, which in
turn fuelled additional expenditure in Lebanon, including
government expenditure. Whilst all central banks sametimes take
decisions that increase the money supply, too much creates an issue

with inflation.

Increasing or decreasing the LBP money supply impacts upon the
ability to sustain a fixed exchange rate against the USD. In an
attempt to sustain the exchange rate whilst increasing LBP money
supply, BdL was using financial engineering to keep USD in the

banking system in Lebancn,

However, once Lehanon had fixed its currency to the USD, it became
unconventional and unstainable to recognise seigniorage profits.

This is because such profit is based on an increase in the LBP. Profit

recognition implies that LBP money supply increase was sustainable,

i.e. consistent with (i) low inflation, and {ii} the fixed LBP-USD
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exchange rate. Broadly speaking, this would only be so if {aver the
long-term) LBP money supply growth matched GDP growth in the
Lebanese economy, especially with respect to sectors of the

economy that would generate foreign currency earnings.

As such, Bdl’s use of seigniorage was highly imprudent and this

imprudence was not disclosed to Lebanese society.

Section 5: There is
evidence of the
payment of
illegitimate
commissions during
the period totalling
USD 1iim. This
appears to be a
continuation of the
commission
scheme under
investigation by
Lebanese and
international
prosecuting
authorities.

[n 2021, Lebanese and international news agencies published a
leaked copy of a Mutual Legal Assistance Request (“MLAR"} sent by
Swiss prosecuting authorities to the Lebanese authorities requesting
further information related to payments received by Swiss banks

from accounts held at BdL.

The letter details payments totalling USD 333m sent between 2002
and March 2015 from a BdL account with IBAN number
LB02099500000001001260632009 to an account at HSBC Private
Bank {Suisse} SA (“HSBC") held in the name of Forry Associates Ltd
{(“Forry”). Forry was a British Virgin Islands (“BVI”) registered
company reportedly owned by Riad Salameh’s hrother, Raja

Salameh.

The payments were made under a 6 April 2002 agreement between
BdL and Forry, under which Farry acted as "agent for the
introduction of 8Dt products”, earning a commission limited to 3/8
of 1% of the value of transactions in Lebanese Eurobonds, Lehanese

treasury hills, and CDs held at BdL.

A copy of this agreement has been provided to A&M by BdlL®. The
version provided to A&M contains the signatures of Riad Salameh,
signing on hehalf of BdL, and Kevin Walter, purportedly the Chief

Executive Officer of Forry. However, according to the Swiss MLAR, a

secand version of the agreement was held by HSBC Bank, which

# Exhibit 01 — Forry-8dL agreement, 6 April 2002

' l :
&
M



contains the signatures of Riad Salameh for BdL and Salameh’s

brother, Raja Salameh, an behalf of Forry.

We have verified the 2015 payment made to HSBC for the benefit of

Forry against bank accounting and payment records.

We have identified a total of USD 111.3m during during the Review
Period in payments from the same account to seven banks — one

Swiss bank and six Lebanese banks.

Toble 1. Summary of recipients of transfers from the Consulting account, 1 January 2015 - 31 December 2020
Receiving account / bank Sum of Amount [LBP} Sum of Amount (USD§ Mo of payments
Bangue Misr Lihan 5AL 1,192 822,000 47,023,000 3
IBL Bank SAL A03,958,319,000 0,475,057 5
BLC Bank SAL 20,355, 730,000 13,445 600 4
AM Bank 54l 11,20%,600,000 7,400,000 1
Bank Audi SAL 3,13%,750,000 5,375,000 1
Fransanank SAL 8,137,750,000 5,375,000 1
HSRE Private Bank [Suisse} SA 18,292,737,500 12,134 486 4
Ministry of Finance — 83601000 S T 1 o ————

}6_8,_362.309_._5_:90_ _111,283,0& 27

We cannat confirm from the Bdi records the ultimate beneficiary
name or account of the transfers out from the consulting account as
BdL has removed both the beneficiary details from the SWIFT
extracts, and the transaction narrative fields from the Core Banking

extracts provided to A&M, citing the banking secrecy law.

Information contained in these fields would canfirm the identity of
the beneficiary of the transfers and is key to finalising our

investigation of these transfers.

We have confirmed the source of funds that generated the ability to
make a portion of the outward transfers — the amounts were
generated from financial engineering transactions and other credits
designed specifically to raise funds for the payment of these

commissions.

The book entries are not as would be expected — commissions are

not linked to the underlying transactions and are not directly

charged to the banks.
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Period end balances on the consulting account are recorded in the
financial statements under ‘Accrued Expenses’ with no detailed

explanation,

The credits were in part approved by the CC according to minutes of
the meetings. Amounts and the destination of transfers were set by

the Governor,

BdL has to date failed to provide any further documentation or
explanation of the book entries and transfers to and from the

consulting account.

We have identified no records to confirm that a service was actually

performed to justify the commission payments.

Section 5: A&M has
completed a
preliminary
analysis of accounts
held at BdL in the
name of Riad
Salameh. We have
traced USD 75m of
overseas FX
transfers to 23
banks in
Switzerland,
Germany,
Luxembourg, UK,
Lebanon, USA and
France.

The Swiss MLAR also details further information on various transfers
from the accounts of Riad Salameh held at BdL to accounts held in

his name with Swiss banks.

A&M has completed a preliminary analysis of accounts held in the
name of Riad Salameh. The accounts receive credits, net of FX
transfers between accounts, of USD 98.8m over the 6-year Review
Period, an average of USD 16.5m per year, Credits are largely in the
form of cheque deposits. Salary receipts total USD 1.5m,

approximately USD 250,000, accounting for 1.5% of total credits.

Dehits, or transfers out of the accounts, total USD 103m, USD 78m
of which are overseas FX transfers in USD, EUR and GBP. We have
traced USD 75m through SWIFT records to 23 banks in Switzerland,
Germany, Luxembourg, UK, Lebanon, USA and France. These include
the transfers mentioned in the Swiss MLAR that occurred during the

Review Period.
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Further investigation is required to confirm the source of the cheque
deposits and to identify the ultimate beneficiaries of the outward

transfers.

Section 8:
Commercial bank
positions

The assets of Bdl that relate to its interactions with the commercial
banks are represented on its balance sheet as loans and soft loans
{i.,e. loans made to support bank mergers) to banks and financial

institutions, and loans under leverage arrangement.

These assets have been analysed to show which banks these relate

to over the perigd 2015 to 2020,

The liahilities of BdlL that relate to its interactions with the
commercial banks are represented on its balance sheet under a
‘Banks and financial institution’ category and includes commercial
banks’ current and demand deposits; term deposits; CDs; and term

deposits and CDs under leverage arrangement,

These liabilities have heen analysed to show which banks these

relate to cver the period 2015 to 2020,

Eection 9:
Operating expenses

Over the Review Period operating expenses have shown a slight
drop from LBP 41bn in 2015 to LBP 38.7bn in 2016 fallowed by a
steady increase year over year reaching LBP 63.5bn in 2020, an

increase of approximately 55% from 2015 to 2020.

A&M reviewed all the accounts that had a cumulative balance
equivalent to USD 1M or more during the Review Period. We further
evaluated those accounts based on the descriptions and movements
in the balance year-on-year, which resulted in a list of 29 GL
accounts for review, which we have grouped into six main

categories:

i Aids and donations;




II.  Repairs and maintenance of assets used by the bank;:
. Prior year adjustments;
IV.  Training and conference attendance costs;
V. Advertising and publications; and
V. Fees and contracts tax of Chapter il

Our review of Bdl’s expenditures recorded under these categories
during the Review Period showed transactions that require further
investigation as significant amounts were paid towards items which
may not be considered apuropriate had BdL’s financial position been

scrutinised.

Section 10:
Employee
remuneration

A&M reviewed salaries and remuneration paid to employees and
recorded on the P&L during the Review Period and provided a
comparisan of the changes in salary expenses charged year-on-year

to identify any specific categories that show significant movements.

BdL's salaries and related charges were inthe range of LBP 155bn and
LBP 167hbn per year. A&M’s preliminary analysis of the items that
make up the balance of salaries and related charges showed
unexplained fluctuations in the amounts charged under the

“Allowances and Bonuses” and “Healthcare Services” categories.

Indemnity provisions and settlements rose significantly with a spike
in provisions in 2017. We understand from respenses received from
BdL that they had not fully accounted for the EQS indemnity related
to the early retirement scheme and that this was rectified in 2017,

necessitating the increase in provisions.

For the period fram 2015 to 2017 there were significant increases in
the amounts paid in relation to early retirement; the amount
recorded in 2017 was more than twice the amount paid in the

previous year.
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E\Fe consider the
authority
concentrated and
exercised by the
Governor goes
heyond what is
reasonably
expected in Central
Banks, with
insufficient scrutiny
over the use of
such authority

As per the Code of Money and Credit, the key decision-making
authority within Bdl is the Centra! Council, which is empowered to
decide on, among other matters, monetary and credit policies and
framework for the functioning of BdL. The Governor is vested with
extensive residual powers in the law, but subject to scrutiny through

both internal and external mechanisms.

In reality, whether exercised through the formal mechanisms of the
CC or otherwise through arganisational policies and procedures,
based on the evidence we have seen, the Governor acted as the key
decision-making figure and exercised largely unscrutinised
authority. This was possible due to weak governance and controls
framework internally, and a largely ineffective and understaffed

external supervisory mechanism.

Based on our
assessment and the
infarmation we
have been provided
with, the Central
Council was largely
ineffective as a
governing hody
with no challenge
to the Gavernor’s
exercise of decision
making power

As per the law, the CC is camposed of the Governor, the four Vice-
Governors, and two ex-officic representatives of the government,
being the Director General of the Ministry of Finance and Director

General of the Ministry of Economy and Trade.

Section 12 of this repart, “Unexercised Scrutiny”, outlining the
exercise of scrutiny and control over the Bank, the Governor and
operations, details the Central Council's quorum and voting rights,
BdL responded on 7 July 2023, stating that the Central Counclil

members enjoy equal voting powers and deliberation rights.

However, as per our analysis of the CC minutes we have been
provided with, we observe that the Governor monopolized the

discussions and decisions.

Prior to March 2019, each meeting started with a monologue from
the Governor, which formed the hackground of the decision to be

taken by the CC, followed by the approval of the decision. We have
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not identified any challenge or dissenting opinions/views in these

minutes.

Between March 2019 and June 2020, the CC did not meet nending
the nomination of the Vice-Governors, during which period the

Governor unilaterally took decisions based on his mandate.

Post June 2020, the pre-March 2019 meeting structure has been re-

established, though we have observed some challenge in relation to

the proposed decisions.

Lack of overall good

governance and As part of our investigation, we requested various documentation

risk management related to governance and risk management within Bdl, including
arrangements at o
Bdl roles and responsibilities of the Vice Governors, minutes of the
various sub-committees, and policies, procedures ar other
documentation related to the functioning of the departments, to
further understand how the three line of defence model is applied

at BdL. Our requests were in line with how central banks glohally

function.

Most of the documentation we requested did not exist at Bdl, i.e.,
there is no up-to-date charter or other document on the roles and
responsibilities of the senior management within Bdl, most of
committee charters and meeting minutes were not available, and
policies and procedures for the functioning of the departments were
either not available, or we were provided with undated versicns
which we could not verify had been approved through an
appropriate governance mechanism. BdL commented on 7 July
2023, that “ whatever documents available at BdL on Governance
policies and procedures were made available”. As outlined in the
information Access section, where the requested infarmation was
not provided to us, our assumption is that this information does not

exist, There is no dedicated risk management function and BdL and
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there is a general absence of central identification, monitaring and

managing of risk across the organisation.

We specifically requested a response from the Governor of Bdl an
the absence of a fit-for-purpose risk management function and
framework, to which we received the following response: “BDL is
governed by the articles stipulated in the Code af Money and Credit
and jts internal regulations. Although there is no dedicated risk
management department, such functions are handled by various
entities, each according to their relevant tasks, such as the
Accounting Department, REFA Department, Finance Unit, FX
Department, Compliance Unit, Internal Audit and Inspection

Department”.

Based on the infarmation provided, we have zlso not been able to
identify or determine if and how each function within BdL is able to
sufficiently manage its own risk, and how the aggregate risk at the
hank-wide level is then identified, monitored, and managed. Nor do
we see evidence that such function-level risk management, if
present at all, was relevant to enabling the GC to scrutinise the
activities of the Governor, including with respect to the operational
implementation of the financial engineering and/or the payment of

commissions.

On 7 luly 2023, Bdl responded to the above by stating that “the lack
of a dedicated risk management department is compensated for by
a distributed mechanism of checks and balances and several layers
of contrals”, Based on our analysis, we have not been zhle to

confirm the existence of such checks.

As described on Bdl's website, and in the general organization of

Bdl's departments, the Inspection and Audit Department is

respansible for internal audit and inspection procedures at BdL and

its branches, including records, operations, assets, and accounts. We
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requested the Department’s audit / inspection reports far 2015 -
2020.

The information provided exclusively related to minor operational
incidents reports as part of the day-to-day business of the Central
Bank. As a resulit, we see no evidence that the Department’s audits
or inspections were relevant to enabling the GC to scrutinise the
activities of the Governar, including with respect to the operational

implementation of the financial engineering and/or the payment of

commissions,
Lack of effective ) . _
oversight from In practice, the office of the Government Commissioner was never
Government fully able to perform the functions assigned to it.

Commissioner
For over 5 years of mandate, we have not been provided with any
documentation that would support the duties performed by the
Government Commissariat. We have only been provided with two
reparts which describe the state of the day-to-day relationships with

BdL.

The Government Commissariat is required by the CMC® to
periodically inform the MoF and the Central Council of the
supervision carried out. At the close of every financial year, he is
required to report to the Minister of Finance on the discharge of his
duties in the course of the preceding year. A copy of this report has

ta be addressed ta the Governor.

In practice, no reparting was provided.

2.2 Recommendations

221 Given the issues identified, we recommend that immediate action is taken to introduce
further governance, oversight and scrutiny measures to mitigate any further risk arising from

Bdl’'s misconduct.

% Article 45 of CMC
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2.2.2 We have not been made aware of any steps taken to strengthen the governance

arrangements at BdL. In summary, our recommendations are set out as per the following:

The CMC sets out the powers vested in the Governor, the Central Council and

the supervisory mechanisms. We recommend refreshing the CMC in light of our

findings to further include:

a)

Responsibility to maintain oversight aver BdL from external bodies, e.g.
closer aversight from the Government Cammissioner, greater
parliamentary oversight and scrutiny, and systematic independent audit

commissioned by the Ministry of Finance.

Strang accountability mechanism requiring the Central Bank to give

account of the decisions made in the execution of its responsibilities.

Considering the absence of fit-for-purpose governance arrangements within

BdlL, we recommend implementing a proper governance mechanism covering

the following:

a)

c)

d)

Clear roles and responsibilities of the senior management within BdlL
{the Governor, the Vice-Governors), including a clear mapping and

allocation documented in a statement of responsibilities;

Independent members {i.e. not Bdl employees or ex-officic} to be part
of the Central Council, providing independent oversight and constructive
challenge to the Governor, the Vice-Governors and the ex-officio

members;

Executive decision-making committees that have the power to feed the

Central Council;

Strengthened policies and procedures, including clear delegations of
authority and powers e.g., policies & procedures, management
information, escalation framewark, conduct framework and Central

Council terms of reference.
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Central banks expose themselves to a variety of financial and non-financial risks.
Effective risk management arrangements inform business decisions, enhance
strategic planning and strengthen contingency planning. Considering the
absence of fit-for-purpose risk management arrangements, we recommend
implementing function-level risk management mechanisms to exercise
oversight on the activities performed by BdL, the Central Council and
ultimately the Governor, with respect to the operational implementation of the

financial engineering and/or the payment of commissions, by:

aj Introducing a three line of defence model across Bdl, per international

practices, including:

a. Implementing strong internal controls across Bdl’s risk taking

departments as a 1°*! line of defence;

h. Establishing an independent risk management division as a 2" line of

defence;

¢. Empowering the Internal Audit function (currently reporting to the
Governor} by creating a functional reporting to the Central Council, as

a 3" line of defence.

b}  Implement fit-for-purpose, i.e. specific to a central bank, risk
management arrangements, including but not limited to a clear risk

palicy, risk appetite and risk management policies and procedures;

c) Implement functioning, up-to-date and strong risk internal controls
framework across Bdl to allow central identification, monitoring and risk

management at a Central Council level.

Considering the lack of external oversight from the Government Commissioner,

we recommend empowering the Government Commissariat as per the

following:

A
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2.3

231

2.3.2

233

a}  Refresh the CMC to further strengthen the role and responsibilities of
the Government Commissariat as per the powers vested in the function,

including but not limited to strong mechanisms of escalation, if need be;

b} Properly staff the Government Commissariat with experienced profiles,

allowing them to fully perform their assigned duties;

¢) Put in place a hinding reporting mechanism of BdL to the Government

Commissariat, avoiding the option for BdL to withhold information;

d) Ensure proper governance arrangements between the Government

Commissariat and the Ministry of Finance,

Further lines of enquiry

As envisaged when commencing the farensic audit, not all lines of enquiry have been
investigated to their full extent. To do so would require 1. a greater level of cooperation
from Bdl; 2. more complete responses to our information requests; 3. the ability to carry
out face to face interviews; and 4. full, unredacted system data extracts with transactian

descriptions and third party data fields.

Our accounting and transactional analysis has been conducted largely based on extracts
from the Core Banking, ERP and SWIFT systems with limited access to underlying
dacumentation. In particular with regards to Sections 9 and 10, we have analysed major
movements over the Review Period and identified entries and transactions that may warrant

further investigation.
Further enquiries and investigation may be warranted in relation to:

i) Understanding the internal approvals given to enter into financial engineering
transactions with certain institutions, the rationale behind the coupan rates,
interest rates, amounts and contractual terms awarded and the relative benefits

received by Lebanese banks and financia! institutions.




i)

Identifying the ultimate beneficiary of payments made out of the ‘Consulting’
account during the Review Period and justification for commissions paid on the

Financial Engineering transactions,

Understanding the justification and approvals for BdL expenses that do not, on
the face of it, appear to be related to Bdl's mandate or that appear to be

excessive in relation ta the financial position of the bank.

Understand the purpose of a number of property transactions identified in our
review and the circumstances for obtaining approval and payment for the

properties and related expenses,

Understanding the source and destination of funds passing through the

Governor's accounts.
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3.1.1

3.1.2

3.1.3

3.11

3.2

3.2.1

3.2.2

3.23

BdL Financials
introduction

BdL produced audited financial statements for the years ending 31 December 2015 to 31
December 2018."° These have been audited by 'Big 4’ auditors, Deloitte & Touche
(“Deloitte”) and Ernst & Young (“EY”) and include an auditor report, statement of financial
position {“balance sheet”), statement of profit & loss {"P&L”), statement of changes in equity

and statement of cash flows and are accompanied by a full set of notes.

For the years ending 31 December 2019 and 31 December 2020 we have been provided with
unaudited financial statements which contain a statement of financial position, P&L and

statement of cash flows, with no notes to the accounts.

A&M has also been provided with Special Purpose Financial Statements prepared by KPMG
for the year ended 31 December 2019 which do include notes and substantial restatements

to the draft accounts, ostensibly to bring them in line with IFRS.

The financial statements were hot made public, although they form the basis of abbreviated

balance sheets published on the BdL wehbsite biweekly.

Understanding the Financial Statements

Tables 3.12 to 3.15 provide the detailed balance sheet and P&L of BdL for the years 2014 to
2020 in LBP and in USD, translated at a rate of LBP 1507.5" to USD.

Qver the period 2014 to 2020 the size of BdL's balance sheet has grown from LBP 127.5tn to
LBP 215.7tn. The figures below summarise the assets of Bdl as both actual balances [Figure
3.1} and as a percentage of the total (Figure 3.2). These show that there have been sustained
increases in the value of seigniorage and the securities portfolio (primarily Lehanese treasury

bills} over the periad, both in total and as a percentage of total assets.

There has been a decline in the foreign assets in a foreign currency, particularly after 2017,
Bdl’s loan balance increased significantly to 2018, before recording a steep decline in 2019

and 2020.

19 these audited financial statements are not appendad ta this report as they were stored at the MoF.

1 The afficial exchange rate and the rate used internally at BdL in the Review Period.
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Figure 3.1 Bdl assets - balance sheet {totals, LBP'm}
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Figure 3.2 BdL assets — balance sheet {percentage of total}
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QOver the period 2014 to 2020 Bdl's deposits from the financial sector increased from 80%
of total liabilities and equity to 82%, but peaked at 94% in 2018. The provisions and deferred
interest cost have maved from a liability position of LBP 2.3tn to a contra-liability position of

LBP 19.1tn. Summarised at Figure 3.3 are the liabilities and equity of BdL.
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Figure 3.3 BdL liabilities and equity — balance sheet {percentage of total)

10%
100%
90%
80%
T0%
60% 4
50%
404 |

nsas and olher ahiities

2014 2015 2016 2017 2018 2019 2020

Assets

Foreign assets in foreign currency

3.25 Fareign assets held in foreign currency include cash held at foreign correspondent banks;
reverse repurchase agreements; time denosits; foreign bonds; and certificates of deposit
("CDs"}, held in USD, EUR, GBP and other currencies. Foreign assets halved from 2G14 to
2020, falling from LBP 55tn {USD 36.6bn) to LBP 27.7tn (USD 18.4bn), and from 43% to 13%

of total assets.
Local assets in foreign currency

3.2.6 Local assets held in foreign currency include asset-backed and credit linked notes and
Lebanese government Eurobonds. Holdings in government Eurobonds quadrupled from
2016 to 2020 from LBP 1.35tn {USD 0.9bn) to LBP 5.3tn {USD 3.5hn), peaking at LBP 8.8tn
{USD 5.8bn) in 2019 as they increasingly served as a means of transferring USD to the

Lebanese Government as part of the financial engineering transactions.
Securities portfolio

3.2.7 The Securities portfolio consists largely of Lebanese treasury bilis. Holdings in treasury bills
tripled between 2014 to 2020 from LBP 19.6tn {USD 13bn) to LBP 58.9tn (USD 39bn),

growing at an average annual growth rate of 17%. The proportion of holdings in Lehanese

A
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3.2.10
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3.2.12

treasury bills to total assets increased from 15% fo 27%. The ratio of foreign held to locally

held assets fell from 1.9 to 0.3 from 2014 10 2020.

Table 3.1 Ratio of foreign held assets to local held assets (LBP’m)

Foreign assets | 55,183,852 | 53,904,794 | 59,300,287 | 58,169,294 | 49,853,921 | 37,545,596 | 27,723,950
Lacal assets 29426048 | 35824023 | 50,503,728 | 68,271,270 | 106,439,260 | 95,624,320 | 88,350,798
{exc. Gald, FA,

seigniorage]

Ratio foreign / 19 1.5 1.2 0.9 0.5 04 03
local assets ' .

This category also includes the excess of end-of-service indemnity investment fund. This
balance represents the excess of assets over the provision made for BdL employee end of
service indemnities, The assets held for the purposes of settling the end of service

indemnities comprise Lebanese treasury hills.

The total indemnity amount in each year is increased by a provisianed amount {charged to
the profit and loss) and reduced for the amounts paid out in the year in henefits. Thereis a
significant increase in the provisicned amount from 2014 to 2016, when the provision was

LBP 16.3bn, to 2017 when the provision was increased to LBP 68.7hn.

The end of service benefit is discussed in more detail in Section 10.

Loans

This includes loans and advances less provision for credit losses; loans to banks and financial
institutians; soft loans to banks and financial institutions; and loans under leverage

agreements,

Over the period 2014 to 2020 there was a 236% increase in the value of these loans, however
the highest value occurred in 2018 when it reached LBP 53.1tn, The most significant

maovements relate to loans under leverage agreements, as summarised below:

Table 3.2 Loans 2014 to 2020 (LBP'm}
2014 2015 2016 2018 2019

Loans and
advances, less 389,411 336,827 411,502 421,640 420,260 387,227 376,993
provision for cradit

losses J

Loans ta hanks and—| i
finangial 5,413,671 6,962 928 | B457,705 8,885,607 10,082,753 15,619,806 8,840,338
institutions L 1

A
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3.2.15

3.2.16

3.2.17

3.2.18

2014 2019

2015 2016 2017

Soft laans to banks

and financial 614,711 614,?33! 658,907 658,681 659,005 658,931 414,948
institutiary L _J
Loans under o

leverage - - - | 9,971,622 | 41,936,785 | 11,994,420 11,907,619}
agreements

_Total 6,418,29m,564,488 9,528,114 | 19,932,750 | 53,098,803 128,660,384 21,539,896—1
Investments

This balance includes investments in subsidiaries; investments in an associate; and other
investments, with the majority of the balance comprising Bdl’s ownership of Middle East
Airlines. This balance has fallen over the period 2014 to 2020 by approximately 10%. It also

includes BdL's investment in Midclear.
Gold, at market value

Bdl’s holding of gold has increased in the period 2014 to 2020 by 58%, with gold valued at
the prevailing market rate. We have not performed any work to confirm the amount of gold
held by BdL and its audit reports indicate that the auditors have also not confirmed the

amount of gold held.
Fixed and other assets

Fixed and other assets include real estate acquired in satisfaction of loans to problematic

harks; properties and equipment; and accrued income and other assets.

The fixed and other assets acquired in satisfaction of loans to problematic banks primarily
include land and buildings, with BdL reserving the right to sell these assets if the banks do

not meet certain conditions.

Property and equipment balance includes land and work-in-progress, with all other assets

(including buildings, furniture, IT equinment) written dawn to zero in the year of acquisition.

Accrued income and other assets include accounts receivable, the cost of the new bank
notes and medals in stock and prepaid or deferred charges. Traditionally, the cost of the
new bank notes and medals comprised the largest balance in this category, hut in 2019 there
was an increase in the other category from LBP 13.4hn to LBP 58.5bn that includes a LBP

30.8bn of tax refunds paid on behalf of BdL from banks.
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3.2.20

3.221

3.2.22

3.2.23

Assets from exchange operations of financial instruments and seigniorage

In monetary economics, ‘seigniorage’ refers to the profits from money creation. The Bdl
included accounting entries labelled ‘seigniorage’ in its financial statements and references
this concept as a key part of its justification for its Financial Engineering, Bdl's use of
seigniorage was highly imprudent and this imprudence was not disclosed to lLebanese

society.

On 18 July 2023, in response to A&M’s criticisms of both its accounting and its justification,
the BdL sent A&M copies of nine monetary-economics academic articles on which it had
marked selected passages with yellow highlighter. Apparently, but in A&M’s view

mistakenly, the Bdl believe these articles support their point of view.

To illustrate the A&M point, a brief description of one of the academic articles — the maost

recent {published in 2013} - is set out below.

Good and bad seigniorage

The 2013 academic article® defines three types of seigniorage:

i) Issue Seigniorage: the difference between the issue revenue (i.e., the face value

of the currency issued) and the production costs of the new issued currency.

i) Opportunity Cost Seigniorage: the interest earned on the bank’s portfolio of
government securities, where that portfolio is purchased with proceeds

obtained from the public’s holdings of outstanding currency.

iy Inflation tax seigniorage: the loss of purchasing power of currency holders’ cash

balances.

The background to all three types of seigniorage is that issued currency is a liability of the
central bank. However, the three types of seigniorage exploit different aspects of this

liability.

12 Exhibit 39 - Seigniorage: Meaning, Measurement and Managernent: Prafits from the Business of Cash, Edgar | Feige, published by Banco
de Espana {5pain's Central Bank), 2013
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3.2.25

3.2.26

3.2.27

3.2.28

The first type of seigniorage implicitly assumes that the currency once issued will remain
permanently in circulation, retaining its value. Therefore, it will never need to be redeemed,
and so can be disregarded as a liability. However, because it retains its value the holders of

the currency suffer no loss because of the central bank taking this form of seigniorage.

The second type of seigniorage exploits the fact that although issued currency is a liability of
the central bank, it is a non-interest-bearing®® liability. However, the proceeds obtained from
its issuance may he used to fund the purchase of interest-bearing securities. That interest is
the seigniorage. Here also, provided the currency in circulation retains its value, the holders
of that currency / cash suffer no loss. They have forgone interest but that for them is a fair

exchange for the liguidity and convenience of cash. The principal value is retained.

The third type of seigniarage occurs significantly where the issuance of currency is such that
it does not retain its value. In this case, although the central bank might temporarily give the
appearance of engaging in the first {or second] type of seigniorage it is in fact engaging in

the third kind.

The first {and second) type of seigniorage arise from the issuance of a stable currency. There
is a seigniorage profit to the central bank hut no loss to the public as holders of the currency.
The third type of seigniorage is a profit to the central bank that arises because there is — or

is going to be — a loss to the {present or future) holders of currency.
The 2013 academic paper states:

“Central banks have two critical responsibilities. The first is to conduct monetary policy to
maintain a relatively stable price level. This assures the public that the currency, which it
holds, will remain as a medium of exchange because it does not lose significant value over
time due the loss of purchasing power via inflation. The second key responsibility of the
central bank ... is ... to provide efficiently a secure currency and maintain its quality and ready
availability over time, The profit earned by the central bank from the provision gnd

maintenance of the currency circulation system is what we call seigniorage.”

2 That is for bank notes issued. As commercial banks hold accounts at the central banks, it may also create money by ¢rediting the account
of a commercial bank. Credit balances at a central bank somatimes are interest bearing but typically at a low interest rate (and so may still
allow for some [of the second type of) seignicrage.

A
All&
M



3.2.29

3.2.30

3.2.31

3.2.32

3.2.33
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Put simply, the first {and second) type of seigniorage occur from a central bank discharging

its responsibilities. The third from it failing to do so.

Seignioraqge and the fixed exchange rate

An important context to the Bdl's seigniorage was the twin facts that:
i} BdL was seeking to maintain a fixed (USD) exchange rate,

ii) but {due to Lebanon’s inefficient tax structurej BdL was also issuing currency /

creating maoney to finance government expenditure,

The latter if persistent inevitably leads to bad {type three) seigniorage. The farmer delays —

and may serve temporarily to disguise — but cannot ultimately prevent the latter occurring.
The 2013 academic paper states that:

“Countries with inefficient tax structures tend to rely more heavily on inflation tax
seighiorage, however, over time, the public will tend to reduce its demand for the local

currency in favor of a more stable alternative currency such as the dolar or the euro.”

This aptly describes Lebanon but is quite inconsistent with the maintenance of a fixed

exchange rate.

Accaunting for seigniorage

Seigniorage is a concept of manetary economics not accounting. Its importation inte
accounting is at best unconventional and controversial. In the context of a central bank
seeking to maintain a fixed exchange rate it is misleading. The essence of {the first type of)
seigniorage is that issued currency will never need to be redeemed, and so can be
disregarded as a liability. In contrast, the implicit promise of a fixed exchange rate is that the
central bank stands ready to purchase / redeem its issued currency and te do so by paying
US doliars at the fixed exchange rate. In that context, issued currency therefore remains a

liability incapable of propetly being disregarded.
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3,235  This point is neatly iflustrated by another of the academic papers proffered by BdL on 18 July
ta A&M. This 2003 Academic Paper* was authored by an economist formerly at the Austrian
central bank. In the excerpt below from that paper, the reference to monetary seigniorage

corresponds to the first type of seignicrage described above.

3.2.36  "The most widespread definition in the earlier literature ... uses monetary seigniorage, which
is the increment of the monetary base over g defined period {usually o year]. According to
this definition, the increment of the manetary base could be regarded as profit of the central
bank after deducting the costs that arise from the creation of the monetary base ...
Whenever the monetary base contracts, the central bank would be considered as suffering o
loss. This concept does not correspond to the current, generally accepted accounting rules,
as these consider the components of the monetary base repayable liabilities. An increase
in repayoble liabilities can be regarded os profit only in unlawfu! pyramid schemes.”

{Emphasis added)

3.2.37  The author explains that the focus of his academic paper was six Eastern Eurgpean countries
who {at the time) were aspiring to join the Euro and who therefore were seeking to achieve

stability for their national currencies against the Euro.
3.2.38  The author states.

“The ambition of all countries ... is to join the euro areq. In this case, the national banknotes
will be exchanged for eura banknotes; this process can be seen os the central bank poving

back the monetary base to the general public.”

3.2.39  In the case of Lebanan, the “paying back” in contemplation was the exchange of the

Lebanese pounds for US Dollar as and when needed to support the fixed exchange rate.

Seigniorage as applied in Bdl financial statements

33 Contrary to the economic and accounting logic just described above, BdL recognizes three

types of seigniorage in its financial statements®:

14 Ehibit 40 - Seigniarage in Selected Acceding Countries: Current Sititation and Future Prospacts on the Road towards Maonetary
inkegration, langs Kun, 2003
13 Details provided in 3 word document, undatad, unsigned. This exhikit was provided as part of infarmation revigwed.

A
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i) Seigniorage on currency: Bdl recognizes seigniorage on issued banknotes and

coins whereby the Bank records an asset and a liability balance resulting from

seigniorage representing the difference between the cost of printing the issued

money and the cumulative face value of this maney prior cost calculations, This

includes recognising the seigniorage on currency capped at 2.5% of the

cumulative annual GDP of Lebanan since 2002, effective from 2015, further to a

Central Council decision on 27 lanuary 2016. This decision permitted BdL to

recognise seigniorage in 2015 relating to the previous 13 years, based on

Lebanon’s cumulative GDP in that period.

i) Seigniorage on T-Bills: BdL recognizes seignicrage on Lebanese T-Bills swapped
against Lebanese Republic Eurobonds (policy adopted in 2008) or outstanding
inthe Bank’s portfolic (from 2014}, As such, the Bank records asset and liability

balances from this seigniorage representing the value of these T-Bills.

i)  Seigniorage on financial stability: Effective from 2018, following a decision of
the Bank’s Central Council dated 11 April 2018, BdL recognizes seigniorage on
financial stability, whereby the Bank records on a yearly basis asset and liability
bhalances from this seigniorage representing an amount deemed appropriate by

the Governor in view of the Bank's role and operations.

332 The balance of seigniorage recorded in BdL's financial statements has increased 181% over

the period 2014 to 2020, as summarised below:

Table 3.3 Seigniorage by category (LBP'm)

Seigniorage on 11,817,754 11,817,754 11,817,754 11,817,754 11,817,754 30,917,722
CUTTENCY

SeigniorageonT- | 17,378,694 17,278694 18080640 18,080,640 18,080,640 18,080,640
bills |
Seigniorage on 0 o 0] 10270279 | 24,024,809 24,024,809
Financial stability |
[ Total | 29,196,448 | 29,196,448 | 29,898,394 | 40,168,673 | 53,923,203 73,023,171 |

18 a5 sat out in BdL's Audited Financial Staternents.
7 cantral Councll Decision 47/12/18.

33
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3.3.6

During the same Central Council meeting Decision 48/12/18 was passed stating that
accumulated costs related to the financial carrection plan would be offset against the

following:

i) Net profit fram financial stability;

)] Commissions due from Financial Engineering;

iii}  Net profit from exchanging LBP treasury bills with Eurohands;

iv)  Net profit as result of payment of Lebanon’s dues in foreign currency;

v) Net profit on exporting notes and monies {with a cap of 2.5% of GDP);

vi]  Net profit an Lebanese treasury bills and public reserve.

The decision states that BdL's Governor is to determine the details of this arrangement and
the accounting department willimplement the process at year-end. This is recorded in Bdl’s
Accounting Manual which states that the seigniorage on financial stability will be "an

Ho1E

amount deemed appropriate by the Governor in view of BDL’s role and operations”.
Liabilities
Cash in circulation

The Cash in circulation included the value of the bank notes and coins issued by BdlL and
currently in circulation, Between 2014 and 2020 the value of cash in circulation increased

from LBP 4.3tn to LBP 30.9tn, an increase of 627%.
Financial sector deposits

These balances relate to deposits from commercial banks and other financial institutions
comprising current and demand deposits; term deposits; blacked deposits; CDs; term
deposits under leverage agreement; CDs under leverage agreement; and a small amount

categorised as ‘Other’.

18 The Accounting Manuals of Bdk are nat exhibited to this report as we were nat permitted to take copies of these fram the BdL server.

/M
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3.3.12

3.3.13

3.3.14

3.3.15

The largest component of the financial sector deposits comprises term deposits, which were,
on average, 63% of total deposits in each year. Over the period 2014 to 2020 this balance
increased from LBP 59.5tn to LBP 125.6tn, an increase of 111%.

CDs averaged 29% of total deposits over the period 2014 to 2020. However, the amaunts

held as a CD fell from LBP 36.2tn in 2014 to LBP 31.7tn in 2020, having peaked at LBP 50.4tn
in 2016.

In the same 2014 to 2020 period, current and demand deposits have increased by 223%
from LBP 6.1tn to LBP 20.2tn.

Public sector deposits

These balances relate to deposits from the Lebanese public sectar, including demand
depasits; time depaosits / margin accounts; blocked deposits; a small amount categorised as
‘Other’. These halances are considerably smaller than the financial sector deposits and have

fallen in the period 2014 to 2020 from LBP 9.2tn to LBP 6.9tn, a decline of 25%.

The majority of the public sector balances are held as demand depaosits, which declined fram

LBP 7.5tn in 2014 1o LBP 6.5tn in 2020.

Accrued expenses and ather liabilities

These balances include accounts payable for matured treasury hills; transitary accounts;
accrued expenses; social security dues; payables due to a problematic bank group; payment

orders; unearned income and other liabilities.

in the period 2014 to 2020 these have increased by 364% from LBP 0.15tn to LBP 0.69tn.

Unrealised gain on exchange - Article 115

The unrealised gain on exchange account is a “specially designated account” in which
unrealised and realised gains and losses are deferred instead of being booked through the

P&L.

Note 26 to the 2017 audited financial statements explains the unrealised gain on exchange

account as follows:

A
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“The unreglized gain on exchange account represents a specially designated account where
the  unrealized  appreciation/depreciation  of gold and  net  unreafized
appreciation/depreciation of transiation of assets and liabilities denominated in foreign
currencies are deferred in accordunce with Article 115 of the lebanese Money and Credit
Law. Also deferred under this account are realized fosses on treasury bill swaps and discounts
being a tool used by the Bank to support the stability of the Lebanese Pound (Refer to Note
2.28¥).”

3.3.16  Table 3.4 shows the balance on the account reflected in the financial statements at each
year end. The balance increased by 113.4% over the relevant period from 2014 to 2020, with

the most significant increases accurring fram 2018 to 2020,

Table 3.4 Statement of Financial Position — Unrealised Gain on Exchange (LBP’m)
2015 2016 2017 2018

Unrealized gain an 8,146,281 6,400,950 | 7,707,250 | 9,725,723 | 9,464,174 | 12835396 | 17,382,854
exchange - Article 115

3.3.17 Movements in the balance are summarised in the Tahle 3.5 below.

Table 3.5 Breakdown of movements in Unrealised Gain on Exchange (LBP’m)

0 U U16 U 018 019 020
Gold at market 16,508,663 14,846,181 16,138,435 18,033,092 17,743,082 21,012,714 | 25,116,388
Cost of Gold {1,244) {1,244) {1,244) (1,244) {1,244) {1,244} (1,244)
Net depreciatian on (68,4886} {68,4886) {65,436} {68,486} {68,486) {68,488) {68,486}
translation of asset and
liabilities in foreign currency
(1996)
Net depreciation on {126,851) [126,851) | (126,851} | (126,851) ) {126,851} ] 1126,951) | {126,851}
translation of asset and
liabilities in fareign currency
{1997} —_—
Net appreciation on 227,393 144,545 158,550 282,406 310,867 413,457 {143,759]
translation of assets and
liabilities in foreign
currencies {prior & current
years)
Iialam:e u6,539,4?4 14,794,144 | 15,100,444 | 18,118,916 | 17,857,368 | 21,228,589 | 25,776,048
" Transferin 2002 of prior | {156,524} {156,524) | (156,524] {156,524 {156,524 (156,524) | {156,524}
years change in currency fair
value to unrealized gain an
gold
Transfer in 2004 of prior 87,866 87,866 87,366 | 8?,@] 87,866 87,866 87,866
years change in currency fair
value to unrealized gain on
gold
Deferred capital loss on T hill {1,458,373) {1,458,373)  (1,458373) | {1,458,373) | (1,458373} | (1458373} (1,458,33}
swaps and discounts

12 Note 2.2B states: “Gold is volued ot the published morket price in an active international market at the date of the Bank's official closing
date. Unrealized gain or foss is deferred and recognized periodically under "Unrealized goin on exchange - Article 115" account based on
fluctuations in the market value of gold in accordonce with Article 115 of the Lebanese Money ond Credit taw”




Realized loss an sales of
Eurcbonds

(34,766) {34,766) {34,766) {34,766) {34,766) {34,766) {34,766)

Destroyed bank notes 164,946 164,946 164,946 164,546 164,946 164,946 164,946

Allacation to provision for {1,299,269) (1,399,269) | (1,399,269) | (1,399,269) (1,399.269) | (1,399,269} | {1,399,269]

contingencies

Distribution to MOF (5,597,074} {5,597,074) {5.597,074) | {5597,074) | (5597,074) | (5597,074) | (5,597,074}
LTotaI 8,146,281 6,400,951 ] 7,707,250 8,725,723 9,464,174 | 12,835,396 | 17,382,854

3.3.18  Movements are built up as follows:

i) Compute unrealised gain on revaluation of the cost of BdL’s gold to the market
price, with the market price of gold valued at the published market price in an

active international market.®

i}  Subtract / add "net depreciation / appreciation on translation of asset and

liability in foreign currency”.

i)  Subtract / add “transfer in 2002 and 2004 of prior year changes in currency fair
value to unrealized gain on gold”, an amount that has not changed in the periad

2014 to 2018,

iv]  Subtract “deferred capital loss on T bill swaps and discounts” and “realized loss
on sales of Eurobonds”, an amount that has not changed in the period 2014 1o

2018.

V) Add "destroyed bank notes”, an amount that has not changed in the period 2014
ta 2018.

3.3.18  The above results in a liability balance on the financial statements which has then been

partly distributed to the MoF and allocated to a provision for contingencies account.
Article 115

3.3.20  Article 115 of the Code of Money and Credit Law® covers the provisions under which
revaluations of gold and foreign currencies are hooked to a special account “in the name of

the Treasury”:

20 pudited financial statements ~ Significant Accaunting Policies - B. Gold.
2 Exhibit 02 - Lebanese foney and Credit Law
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“115. A speciol account shall be opened in the name of the Treasury for the following entries:

{a] The differences between the countervalue, at the legal parity rate, of the Bank’s gold and

currency holdings, and the actual purchasing or sale value of these holdings;

{b) The profit or loss entailed by the Bank’s gold and currency holdings from the alteration

of the legal parity rate of the Lebanese Pound or of o foreign currency;

{c) The sums referred to in articles 55 and 64.”

Articles 55 and 64 of the Money and Credit Law, and other related articles, refer to the
mechanism by which the value of notes withdrawn from circulation that have passed the

time limit for exchange is transferred to the same “special account”. Relevant articles state:

“51. The Bank may decide the withdrawal from circulation of one or several types of notes to

he exchanged for new types of nates.

52. The natice bringing this decision to the public attention must state the time limit during

which the notes subject to exchange may be presented to any of the Bank’s counters.

At the expiry of the time-limit, the Bank shall pay over the notes under exchange anly at its

central counter in Beirut,

53. Three years after the expiry of the time-limit referred to in the first sub-poragraph of the
preceding article, the amount of the notes under exchange and not yet presented for
exchange shall be carried into a provision account from which refund of the notes will be

subsequently made.

55: Seven years after the expiry of the time-limit set by article 53, the right to exchange shalf

be invalidated and the balance of the provision accaunt shall be transferred to the special

account referred to in Article 115. {(Emphasis added])
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3.3.23

3.3.24

64: The countervaiue of unexchanged subdivision notes or cains shall be posted ta a special

accotint provided for by Article 115.” (Emphasis added)

“Deferred capital loss on T bill swaps and discounts” and “realized loss on sales of Euro

Bonds”

Articles 115, 55 and 64 appear to account for the creation of the Unrealised gain on exchange
— Article 115 account and for the movements described in i, ii, iii, and v in paragraph 3.3.18

above.

Whereas, item iv “deferred capital loss on treasury bill swaps and discounts” and “realized
loss on sales of Euro Bonds”, which are netted against the unrealised gains, are not. The
notes to the audited financial statements state that these remain “subject to the appropriate

autharities’ approval”. 2 They also state:

“The deferral of losses was sustained by the Bank as a result of the monetary policies applied
to stahilize the tebanese Paund exchange rate and to contribute to the Government’s efforts
to restructure jts debt. According to the Bank’s management, this is carried out according to
the provisions of Article 115 and 116 of the Money and Credit Law and in line with the
interpretation of a legal opinion issued in 1985 by the Legislative and Consuftancy Committee

of the Ministry of Justice.”

As noted above, Article 115 does not appear to support these movements. Article 116 of the

Money and Credit law states:

“The debit balance of the special account referred to in the preceding article {Article 115]
shall nat be subject to payment nor interest-bearing, so long as it does not exceed the 25%

of the countervalue, at the legal parity rate, of the Bank’s gold and currency holdings.

Sums in excess of the 25% limit shall be covered by the State, either in cash, or by interest-

bearing Treasury Bonds, according to conditions to be loid down in agreement with the Bank.

if the special account shows a creditor balance, if shall be used for the advance redemption

of the Treasury Bonds issued by virtue of Decree No. 581 of 8 December 1949, amended by

22 50a the note in relatian to ‘Unrealizad Gain on Exchange — Article 115", The financial statements do nat define “appropriate

authorities”.
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3.3.26

3.3.27

Decree No. 3453 of 21 November 1950, and for the redemption of Treasury Bonds which will

have been issued by virtue of the preceding sub-paragraph of the present article.

In case this special account shows a creditar balance following the amartizations referred to
in the preceding subsection, it shall be necessary to retain, compulsorily, the equivalent of
twenty per cent therecf in the bank as treasury deposit, the remaining eighty per cent to be

switched to Treasury account.”

Distribution ef unrealised gains

Inthe opinion of the Bank’s management, the distribution of up to 80% of the balance of the
“unrealized gain on exchange — Article 115" account to the MoF and the allocation of the
remaining 20% to provisions for contingencies, is derived fram the pravisions of Articles 115
and 116 of the Code of Money and Credit Law® and in line with the interpretation of a legal
opinion issued in 1985 by the Legislative and Consultancy Committee of the Ministry of

lustice.

Distributions to the MoF and to the provisions for contingencies account have been made in
4 tranches, pursuant to the approval of the Central Account, as described in the notes to the

accounts:®

Table 3.6 Summary of distributions to MoF account and transfer to provisions for
confingencies

2002 | 2,700,000 200,000
3003 ' 475,000
2004 517,000 129,000
2007 | 2,380,000 595,000
| Total | 5,597,000 1,339,000

These transactions are not reflected in the income statement for the years ended December
31, 2002, 2003, 2004 and 2007 nor in the movement of general reserves within the

statement of changes in equity.

2 Exhibit 02 — Code of Maongy and Cradit Law-
** See the nate in relation to “Unrealized Gain on Exchange — Article 115"

-
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3.3.28

3.3.29

3.3.30

3331

3.3.32

Provisions and deferred costs

This balance included provisions far contingencies and deferred interest expense and other
finance costs. There was limited movement in the provision for contingencies balance in the

period 2014 to 2020, with the majority arising before our Review Period.

The deferred interest expense and other finance costs balance is a contra-liability within the
liabilities section of BdL's balance sheet. The balance was used by BdL to record transactions
related to its financial engineering program, including deferred interest on time deposits and
€D, the unamortized premium fram the redemption of CDs, and the cammissions charged

to the financial engineering counterparties.

The “Deferred interest expense and other finance costs” note to BdL's balance sheet further

breaks down the balance as follows:

Table 3.7 Deferred interest expense and other finance costs breakdown {LBP'm)

2018 2019
20,766,435 | 18,988,715

2016
12,712,363

2014 2015

Unamartized premium 14,492,790
on redemption of LBR

CDs

17,114,952

Deferred interest 1,320,257 | 1,480,196 | (2,356,773 1,993,220 | (4,978,622}  (3,931,003) | (5,954,231}
expense and cost of

{Ds

Total | 1,320,257 | 1,480,176 | 10,355,589 | 16,486,011 | 15,787,813 IiS,OS?,?lZ 23,069,183

Unamortized premium on LBP CDs - Summary of balances and movements

The unamortized premium on redemption of Lebanese Pounds CDs was first recorded in the
financial year ending 31 Decemher 2016 and the note on deferred interest expense and

other finance costs in Bdl's financial statements stated:

“During 2016, as part of its monetary policy, the Bank entered inta several financial
engineering transactions, whereby, the Bank redeemed certificates of deposit with a nominal
value of 1BP12,976billion at @ premium of LBP12,980billion {nil in 2015). The ungmortized

premium amounted to 12,712billion as of December 31, 2016.”
The more detailed breakdown in the audited financial statements is as follows:

Table 3.8 Unamortized premium on Lebanese Pound CDs

LBP’000
Balance - Reginning of the year -

12,712,362,594 14,492,790,306

Premium fram redeemed CDs 12,980,048,182 2,478,274,553 7,956,463,109

Ah g
&
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3.3.33

3.3.34

3.3.35

3.3.36

3.3.37

LBP'000

Amortization of Premium during {267,685,595) {1,022,509,514) {1,654,521,155)
the year
Other transactions 324,662,673 (28,297,379}

Balance - End of the year - 12,712,362,594 14,492,790,306 20,766,434, 881

These amounts have heen identified as the net amount of the premiums and discounts on

CDs issued by BdL.

Whilst these are represented in the audited financial statements as part of the deferred
interest expense and other finance costs balance, the trial balance for Bdl includes the
transactions that comprise the above halances under the CD balance. However Bdl's
accounting function makes a manual adjustment to transfer the total balance from the CD

liability balance and to the deferred interest expense and other finance costs balance.

The impact of this adjustment is to increase the CD liability balance and to create a contra-

liability on the balance sheet of Bdl under deferred interest expense.

Deferred interest expense and costs of CDs - Summary of balances and movements

In relation to “deferred interest expense and costs of certificates of deposit” BdL state the

following in their financial statements:™

“From 2003, the Bank has deferred interest expense and the loss from discounting certificates
of deposit over the period from deferral date to the end of the year 2017 extended during
2008 to the year 2037 and during 2015 to the year 2050. Furthermore, effective 2004, the
bank has been deferring interest expense on time deposits taken from local banks. The
deferral of costs is sustoined by the Bonk as a result of the monetary policies applied to
stabilize the Lebanese Paund exchange rate and to contribute to the Gavernment’s efforts to
restructure its debt, as derived from its interpretation of the provisions of Articles 115 ond
116 of the Money and Credit Law ond in line with the interpretation of a legal opinion issued

in 1985 by the Legislotive and Cansuftancy Committee af the Ministry of Justice.”

The movement in this balance is as follows:

LEor example, see the 2016 and 2018 audited finangial statements,




3.3.38

3.3.38

3.3.40

3.3.41

Table 3.9 Movements in deferred interest balances {LBP'm)

2014 2015 2016 2017 2018
| Balance - Beginning of the year 882,075 1,320,257 1,480,176 {2,356,773) | 1,993,220 |
Interest expense deferred 2,769,270 3,118,980 3,871,115 4,411,360 5,291,437

during the year - CDs

Interest expensa deferred 2,167,397 2,546,162 2,781,815 4,688,860 8,711,654
during the year - time deposits

Amount amortized during the {57,402} {42,291} (48,772} {60,401) {96,664)
year

Amount transferred fromfto {3,262,082) 3,262,082 - {701,946)

seigniorage liability an T- bills

{a}

Amaunt transferred to - - - {10,270,279)
seigniorage liability an financial

stahbility {a)

Amount offset against {199,000 {6,447,181) -

seigriorage liability on currency

Adjustments charged against {980,000) 11,224,527) 11,250,034} {1,430,317) (2,382,980)
incame of the year {a)

Surplus from financial - {1,053,307) {9,727 ,403) {2,557.562) {8,071,861)
engineering strategy (a3}

QOther - - 536,330 - [153,449)
Balance - End of the year 1,320,257 1,480,176 {2,356,773) 1,963,220 {4,978,622)

The 2018 notes to the financial statements further state in relation to items demarcated

with an “{a)";

“The mechanism of allocating amounts from the deferred interest expense and other finance
costs is determined in aceordance with the Central Council decision number 48/12/18 dated
April 11, 2018, which stipulates thot such allocation is determined by the Governor based on

the suggestion of the Organization and Development Department.”

As shown in Tahle 3.9 above, there are entries described as amounts transferred to

seigniorage liability on currency, treasury bills and financial stability.

The financial statements indicate that these balances are recorded as a credit to deferred
interest expense and other finance costs and a debit to the seignicrage liability ledger.
Without the seigniorage balances against which to offset the deferred interest costs arising
out of the financial engineering transactions would need to have heen recorded through the

reserves of Bdl.

As discussed in the financial engineering section of this report, the deferred interest costs
on CDs and time deposits are considered by BdL to create a deferred interast pool, that is

offset against a combination of the following and specified annually by the Governor:

A
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3.342

3.3.43

3.3.44

i) The maximum amount of net income that allows USD 40m to be distributed to

the MoF;

if) Commission earned from financial engineering; and

ili)  Seigniorage.

The financial statements indicate that the creation and offset of the pool are recorded as a

cradit to deferred interest expense and other finance costs and a debit to the seigniorage

liability ledger, the P&L or commissions from financial engineering. Without the offsetting,

the deferred interest costs arising out of the financial engineering transactions would need

to have been recorded thraugh the reserves of BdL.

In the Review Period, the pool comprised the following:

Table 3.10 Deferred interest and cost of the CDs

LBP'000 2015 2016 2017 2018 2019 2020

Interest expense

deferred - CDs:

CD_EUR 0] a 0 160,204 2,822,167 3,097,074

CD_LBP 2,424,193,357 2,853,857,440 2,621,321,823 3,579,534,518 3,732,978,321 2,949,010,732

CD_usb 594,786,626 1,017,257,461 | 1,790,038,344 1,711,741,754 1,461,085,278 1,59{1,9?6,568

Interest expense

deferred - TDs:

TD_EUR 218,862,385 213,927,082 249,913,699 235,616,073 237,631,404 246,081,521

TD_LBP 865,669,810 967,871,683 | 2,435,962,975 5,399,854,386 | 88,446,053,501 8,133,524,622

TO_USD 1,466,686,233 1,601,383.350 | 1,897,109,293 2,078,674,590 4,155,113,909 4,921,044,133
" FX Interventions 0 0 0 o 0 | 10,116,034,476

TB disposal [§] a 8] 0 0 3,118,994,836

losses f interest

Fiduciary 26,327

Contracts

Interest

Total 5,670,198,411 6,654,297,016 | 9,004,346,139 14,005,581,626  98,035,684,581 11,082,770,289

FX adjustments {5,056,250) {1,367,348) 5,873,594 {2,150,750) {1,050,398) 4,771,016

Total per 5,665,142,161 6,652,929,668 9,100,219,733 14,003,3%90,877 08,034,634,184 31,087,541,305

financial

staternents

The pool comprises:

i} Interest and disposal revenues on CDs;

ii} Interest on time deposits;

iiy  Interest on Fiduciary Contracts {2020 only});

iv]  Costs of fareign exchange intervention (2020 only);




v)

treasury bill disposal losses and interest (2020 only).

3.3.45  The following were used to offset the above:
i) Excess income ahove the amount needed to ensure a USD 40m distribution to
the MoF;
ii) Amortised interest expense in the period;
iy  Commissions earned from the financial engineering transactions;
iv]  Seigniorage from currency, Treasury bond swaps and financial stability; and
v) Others, such as losses on treasury hills.
3.3.46  These offsets to the pool are summarised below:
Table 3.11 Pool offset
BP'000 0 Ulb 1 018 019 020
income {1,224526,994) | (1,250,034,037) | (1,430,316,943) | (2,382,980,265) | (3,438,808,506) {4,951,440,382)
Amortised expenses {42,290,747) {43,771,821) {60,400,614) (96,663,722} {133,576,046) {106,027,949)
Commissions {1,053,306,505) | {9,727,403,419) | (2,557,562,454) | (3,071,860,746) 0 3,000,000,000
Seigniorage - {6,447,180,805) 0 0 0 0| (19,099,967,696)
Currency
Selgniorage - ) ol 0| {10,270,278,814) | (13,754,530,628) o
financial stability
Seignigrage - TB 3,262,082,272 0| (701,946,187} 0 0 0
swaps
Other 0 536,330,190 0 {153,449,739) £60,100,699) (71,171,609
Total (5,505,222,779) | [10,489,879,088) | (4,750,226,198) | (20,975,232,790) | (17,387,015,879) | (21,228,607,636)
Equity
3.3.47  The halance includes capital; grants (restricted); revaluation reserve; ather reserves; income
after appropriations; and general reserves, The total equity balance increased from LBP
1.6tn in 2014 to LBP 1.8tn in 2019, with a decline to LBP 1.4tn in 2020Q.
3.3.48  Set out below are BdL’s balance sheet and P&L in LBP and USD.

>
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Table 3.12 Bdl Balance Sheet 2014 to 2020 [LBP)

014 015 2016 017 2018 2019 2024 Mavement
LBMF'm LER'm LBP'm LBP'm LEP'm LBP'm LEP'm )

Fogewign assets in furmpn currency
Cash at banks 3678482 8412323 3,280,200 5.092 954 713438 17,449,272 13,336,279 5
Rewerse repurchase agreemont 361197 992,382 31497 3.30R,287 058,469 - -10G%
Interest hearing time depaosits with banks 44597128 36,573,375 J3,6H6,509 43 245547 36,195,588 18,151,962 11,571,460 Bt
Fareign bonds 5,347,145 TABIBIG 6,135471 3,696,799 7,363,082 1816211 1816,211 1%
Certificates of deposit - 743.073 1975879 1437707 1618344 188,151

_ 55185952 53004784  53,394287 SE1E9.294 49353921 37,545,535 27,723 895] 50%
Scal gssets in fgigian purrengy
Asset-backed and creditlinksd notes B2 038 659,390 523,508 1,213,929 1,037,475 263,778 379,124
Gover nmant eurabands 1,792,253 1441, /40 1.351,341 2,976,792 5,760,551 4,768,757 5,336,067

_ tasaars 231,430 1474748 4,150,721 6,798,026 9632535 5,165,151
Sgturities
Labanesa trezsury kills 19,550,455 5580214 37350345 43,453 543 44 R4 EBS 55,006,627 58,943,272 i
Funits 765320 e
Exces s wn end of service Indemnity investment
Fund 43,741 65,327 47 636 4,253 b, 763 (4,523 #2494

117,534,147 245645541 37,398,001 47506706 44906428  S5691,149 55,791,048

Laans
Loams and 3dvances, |2ss pravisian far credit
lasses 449,411 IBH ALY 411,301 421,540 420,260 387,227 376,993 3%
Laans ta banks and financiai wsttunons 5,413 R71 5562524 A.457.705 £,0885807 10,082,753 15613806 £.840,336 3%
Soft loars to banks and financial institutions R14,711 b14,733 B5H,907 553,681 B53,005 538,931 413,948 -32

Laans under leverage agreements 9971622 41036785 L1,924 430 P1902619

5.418,293 7564 433 8528104 19937750 S3094BU3  2HE60,384 31533896

Investments
Investments in subsidiaries 1,123,031 1.240,646 1246646 1,275,785 1279 085 1279785 974,150 -13%
lijvestmentin an associate 344917 344912 344,912 344,912 144,912 44912 244912 0%
Onher investrrents 11,306 11,306 11 308 11306 11306 15554 15.554 33%
1A 249 1,602 Bid 1,602 864 183,003 1,436,603 1,640,251 1,334,625 -2
Gald, at market val ug 16,302,EE3 14,246,191 1R, 138,435 18,043,082 17,743,032 71,012,714 26,015383 S8%
ived 4 iz

Rioal astate acquired in satisfactian of lusns

problamatic barks 241,423 239958 233461 237,184 244,206 285,801 291,258 16%

Craperties and equi pmert 99,232 30,758 93,163 133914 103 40 107 6470 113,831 14%

Lecryed income and other assels 49,931 56,046 72,374 65939 65,971 160,748 40,138 gi%

391,786 366,200 393.928 427,044 414,569 454,730 485,285 24%

Assats Fram exchange cperaticens af finzncial

mstruments and seignicrage 26.011,43% 20,196 44% 219,196,448 29,453, 394 40,168,673 53,923,204 13023179 181

Tatal assets 127,521,798 L35158.246 A5562TB26  174,¥95.094 2146319505 208,600,053 2154699502 53%

Liabilities

Bank notes in girculanicn 4,177 548 4,004 HAY 5,199 346 5,572,723 3,766,692 10464515 30EM.278 538%

Cuing incirculation 5107 %1542 5581 B9,760 54,073 46,023 07,444 28
4,151 EBS 4,7065.431 5,264 537 3.662 453 5,860,763 10563,541 308132712 627%

nky ang finangial jngkitatign

Current and demand depasits 6,065,081 2.007.511 7.526,361 10,165,082 7,001,372 7.718,130 20,234,254

Term depasits 59,529,444 E1,057,15F  EL041,945 103583071 121351205 1368405298 135381248

Blocked deposits 115413 250,539 33,491 51,512 0,285 35,235 -

Cestificates of degosit 16206697 43,4R7,407 50448485 45,797,615 42864649 30518019 31704549

Term denasits under leveroge agresmant - - 1143418 27,439,609 - -

Certificates of depus.t under levesage agresment - - - 2,638,000 - -

Other 133687 iL7d2 9816 8,602 8,367 14,148 14,095 5%
1011949993 111814366 133,060,193 160,854,300 101 333577 185,701,929 177534144 Fas

Public s tar
Demand deposits TAGL1E0 7,829,505 F726,230 5,254 808 7.118,530 7.538 507 65,465,138
Time deprsits-margin accaunts 1,621,033 276775 535,484 535,253 444,191 257,645 953,653
Blocked depasite 31882 43,071 48,102 41,918 15,427 5,631 15,36
ther 52,567 45,950 51,783 4%.002 38,134 al,1561 58333

9172648 8,109,501 £.363,599 9,240,974 2616,272 9,263.833 5696210 -25%
Aecrued experses ard ather liasbulitics T taagsi 130,274 141,253 564 265 554,233 528 465 690,938 3649
Tatal Liabiliities L[5525,208 124300572 152849877 17621027 215364847 205157871 216435014 87%
Unrealized gain un exchange - Article 115 2146281  G40045C 7,707,250 9725723 0464174 121835395 173820854  113%
Provision for contingercies 3,615 B6Y 3697074 3,772.44% 3436517 3,364,408 3,941,003 3.875.727 1a0%
Oeferres interest expense and other finanec
Costs [1,320,257] [1460,1761 (10,355589} (16486017} (15,737,813} (15121290 [23,089.184) T4 7
Tatal provisions and delerrad cosls 1,295,411 1216398 15.583,140) {12,649.495) 11523,407) |11,192337] [19493.456] -932%
Capital 15 14 13 15 15 15 1% 0%
Grants [restrictad) 150,750 130,750 50,750 150,730 150,750 150,750 150,750 0%
Revaluator resamve 595,016 1,019,631 1,119,631 14052770 1,052,270 1.053,77 747145 -17%
Diher reserves 5,523 3 EFD 31,782 &Y 28021 33043 371749
Incarme alter appropriatiors 7,422 76,304 75,853 75,531 75,448 tal,424 - 100%
Guperal seserve 345,162 364,447 375,708 390879 405,885 421,075 436,093 26%
Tatal equiry 1.554,900 1,639,826 1,553,759 1,400,422 1,713,889 1,799,073 1,371,182 -12%
Tzl liapiliites and equily 137,521,801 135,158,246 15561/826 174,799,077 714019503 J03B00053 15655594 S50
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Table 3.13 BDL Balance Sheet 2014 to 2020 {USD}

Aagety
rgign by in Forejpn gurre
Cash at banks
Reverse rapurchase agreement
Interest bearing time deposits with Banks
Foreign bonds
Certificates of deposit

Local assets in foreign currancy
Asset-bacued and credit linked notis
Governmert enrobonds

Securilles

Lebanese frazsury bills

Funds

Excass in end-of-service indemnity i nwestrrent
fund

Lggng

logns and advances, less provision (or credit
losses

Loars te banks and finarcial instut.ons
Soft 1cans ta barks and Fnangial institutians
Laans under levarags ag-esmunty

)
tmenis in subsidianes

lnyestmentin an assaciate
Other irvesunenis

Geld, atma ket value

Eiwed and other assets

Real estale acquired in satisfaction af icans to
problematic banks

Broperties and equiament

Accroed income and other assets

Assets Trom exchange operations ol financial
instrumenls and selgnicrage

Tatal assets

Liahililies
Bank nates in circulation
Cains in orcufazion

Panks and linancia] igsitugigns
Current and demand depos’ty
Teren depas b5

Blocked deposits

Certliicates of deposit

lerm deposits under levarage agreement

Cerhilicates of depasit under levarage agreerment
Other

Pygli r

Derrand deposits

Time cupsil5-margin accaurs
Blicked deposits

Other

Accrued expenses dnd ather lizhilities
Tctal labiliities

Unrealizee gainan axchange - Article 115
Prowesion for contingencies

Deferrad intarest expense and ather finance
atts

EQuity

Canital

Geants [restrictec]
Revaluaticn feserve

Other resarves

Incame after apoeapriations
Gereral reserve

Total aguity

Tt tiahilintes and equily

2014 2015 2015 2017 2018 2013 2020 Mavement
us'm UsD'm uso'm USD'm Ustrm usD'm uso'm %
530 5713 5,223 3,375 5,780 11,535 8,847 50N
240 658 213 1585 636 - - Bl
6,167 24,251 15,661 18,687 24010 12,081 2,338 -EE%
4,210 4,964 4474 1,452 1571 1345 1,205 -A1%
= 161 1,411 247 1074 125 -

36 646 35,758 39,3497 3R.537 33,071 14,946 18,391 -50%
399 437 114 803 SEE 523 570 43%
a57 397 336 1975 3,828 5817 3333 3

1157 13314 1,310 2,780 4,509 6,330 4,103

12,995 16,969 24376 78,181 9347 36,500 %100 [t}

- - - . . - 170 new
24 43 EF] l& 41 43 5

13,024 17012 24308 3§97 29,789 16,043 39,331 202%

i 257 273 240 79 257 150 -3%
1541 4354 5610 5,824 6,688 10,3R1 5,864 53K
ang aca 437 2y 437 437 275 -37%
- - - B.als 27,612 7,956 T.2%% T
4,258 5013 G420 13,236 35243 19012 14433 238%
213 £17 827 B4 349 549 [EERN § 11
239 114 229 229 221 29 bl 0%
3 7 3 : T 11 10 38k
531 1.063 Li63 1,085 1085 Lraa 281 -10%

10851 948 10,705 11%&2 11,770 13,439 17324 54%

ta0 159 154 181 162 159 187 16%
65 64 G2 a1 89 EH E I E
i3 37 af 44 A4 67 54 21%

260 57 265 PEE] 175 328 333 4%

17,155 19357 18367  13,E33 26 AdR 34,770 4RAAD 141

ad,592 25,657 109,236 115953 241368 138,375 141,084 G5

2,371 3058 3,449 1597 3,825 6344 20,445
20 54 Erd 52 62 a4 K:1
2512 ERYY 3,506 1,756 3448 7007 213,502
2,057 4,64 2,903 6,743 4544 £ 13 13427
wWagy 40502 53759 G671 AT 91811 Bland
77 16 22 34 | 14 -
24018 28817 33465 30380 1434 AL ZLO3L
. - - 828 1BINZ .
- - 1,750 -

q d 7 [ & ] ) 5%
67R2Y 74,172 92046 106,703 133,555 123,185 119767 74y
4,945 5,194 5027 54756 4732 5.266 L1 -13%
La7s 184 355 295 795 171 235 78%
25 ! 32 2% 1 4 1 -50%

5 ac 34 33 15 a1 3% 1%
5,085 5432 5,549 5,531 5.052 5481 $575  -25%
99 120 24 EED) 364 417 458 354
T6.634 %2 853 101,393 115,764 142 862 136,091 143,300 57%

LIS

5404 4,296 5,113 6457 6,278 4514 11531 Ii3%
2,453 2,452 2,502 2,545 1563 2,608 2,637 03
1876} 1962} (6.869)  {102381 {10473 (20032 (15303  1A47%
5828 5711 Fa6 11,934) [L631} 1,050 (1,135)  -116%

a a ] 1} o u i i

1400 14049 10 100 100 e 100 0%

544 576 676 694 EE 658 456 1P
57 22 21 n a9 2 15 -57%
5L 51 S0 54 50 a4 100

229 239 249 259 269 229 A9 J6%

1731 1445 1,087 1138 1,137 1,193 410 -12%
Be5%2 89537 103235 115953 14236 138375 143084 50%
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Table 3.14 BdL P&L 2014 to 2020 {LBP)

2014 2015 2016 2017 2018 2019 2020 Change
LBP'm LB m LBP'm LBP'm LBP'm LBP'm LBF'm %
Interestincgmng
Tirre and overnight depasits with banks 143,264 165,656 322,599 559,494 477086 162404 96,604 -39%
Leans 93,371 118,745 164,399 195,062 636,850 1,379,834 4.601,567 2687
Tax on loans {113,391}
Reallocation to interest subsidy - retail loans grantad by
banks {60, GETY {72,686} (64,017}
Rewverse repurchase zgreements 527 1692 11,4950 27,4999 34,647 ag &ty 14,165 3157%
Treasury Bills, securities and certificates af deposit t,181,131 1,342,597 1,463,894 1,286,877 1,752,881 1962227 3012575 155%
Qther 7481 7448 7978 BEIS 8,641 9.044 14 666 107%
1,425,384 1,636,138 1870820 1,078,247 1288418 4289742 5.565,56% 290%
Interest expense
Banks and frnanciad wnstitutions 1119542 1,344,248 1,520,130 1715897 2874645 (IA60,334) 5279513 A7IH%
Fublic sertor 4,038 4,138 6,748 - t4 - -100%
Other 1031 44 43 14 11i) 11 -BoK
1,124,611 1348484 1526921  1,715913 2,874,650 (3.860,345) 5,279,524 35U%
Met interestincome 300,773 287,654 3438959 362,334 413,759 r 429,403 286,045 -S%
Gain an sale af Lebanese treasury bills, Governmant
bends and other securities [net) #6032 574 143,215] 33,205 43,444 [171,405) - -100%
Gain on<ale af real eslate 5,151 5,717 5,043 5,200 16,110 50 10,146 G5%
Commissions {net) 12,154 15,762 14,590 15,813 15,302 25,411 16,553 25%
Other incame 6,808 13,555 5,663 £,985 3,047 3,027 6,510 4%
Dividend income 82,771 81,773 81,773 1,773 #4890 A2,773 500 -3
wirite-back of accrued expenses 15,276 2,850 3,538 6,906 1,789 4,307 8931 -42%
Pricr year adjustments _ &DS 1,018 1423 (33,7584 732 10,207 [53,256) -3503%
Met financial income 433233 409,895 418,714 4749 458 447 985 384,373 275,425 -36%
Qiher expenses
Sarlaries and retated charges 151,904 156,609 165,655 164,500 167,199 155,634 156,698 1%
End-of-sarvice indemnity, nat of recoveries 4,134 5592 5,540 7.047 4,834 {1.294] 1,461 -&5%
Salaries and related charges  early renremnet of
empl ayess 15,874 471 038 43 816 113,524 227 10,781 2,028 -A8%
Depreciation 1,072 - - - - . -100%
General operating expenses, net of recaveries 44,200 41,037 32744 43142 49,204 51,129 63,526 44
wite-down of gropertics and equipment 50,019 e0512 14,727 10,939 53,150 10,688 1,744 97k
68203 304,828 267 486 339,858 344,649 236,949 225,457 -16%
Income for the year - 165,019 105,067 151,228 139,600 103,336 147,424 49,072 -70%
A fless
Write-hack framf{appropriaticn ta) other reserves 113,216] 52,639 - - - {6.000) 16,000) -55%
Appragriation to pravisian for contingencies 175,375} 81,405} [73,375) [64.069] 127.889) [66,230) [43,972) -4 2%
Incarme after appropriations 76,428 76,301 71853 75,531 75,447 75,094 - -100%
Incerme for the year, before appropriatian 165,019 105,087 151,228 135,600 103,330 45,972 -70%
Dther camprefiensive income
items that will nat be reclassified subsequantly to profie or Jass:
Change in fair value of investmentin an associate {56,788) - - . - :
Change in fair value of investmentin a subsidiary - - 122 615 34134 {305 ,625]
Total ather comprehensive incamef{less] fur the year (56.788) 123,615 - 33,139 - {305,625]
Tatal caomprehensive incomea far the yaar 108,231 228,682 19‘[.22_8 1?2.?__39 103,336 {255,653}
I
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Table 3.15 BdL P&L 2014 to 2020 {USD)

2014 2015 1ois 017 2018 019 20 Change
Us'm JED'm UER'm usR'm UED'm UsD'm usl'm %
Ierestincome
Time and avernight deposits with ba L 1in 214 37l 578 3034 E4 -23%
Loans a3 75 104 i2% 456 1015 1,726 JBAT%
Tax on loans - 3 {73}
Reallocation to interast subsidy - retail loans granted by
banks - - - 44) 48] {42}
Reverseragurchass a greements a I 1% 23 a6 11
Treasury Siils, securities ang certificates of deposit 734 391 05 254 1,163 1302 1,998
Other 5 3 5 6 § 1d
344 1,085 1,241 1373 2,181 2838 3,691
Interest expense
Barks and financial institutions 743 891 1,008 1,138 1,807 f2561) 3,502 372%
Public sectar 3 i 4 o -106%
Other i i) ] o = i Q -95%
744 89S 0L 1,138 1907 {2561) 3,502 1655
Net interest incame 2048 191 223 247 274 235 150 -5%
Gain an sale of Leba nese freasury bills, Government
bonds and other sacurities (net) & [H {29} 12 (4] {L1g) - -106%
Gain unsaleof real estate 3 4 3 3 11 4 7 95%
Cammissions (net) 3 p i) 10 10 10 17 1 IFk
Other income 5 ) 2 ] 2 2 4 8%
Dividend incoma 53 35 55 53 58 5% o -59%
Write-back of accrued axpenses 10 2 i 5 i 3 & -42%
Prior year adjustments [ L i (22} 1] 7 {35} S50
MNet financial income 187 271 78 318 297 235 ig3 -35%
Other axnenses
Salaries andrefatad charges 101 k04 114 108 111 103 104 %
End-of-servics indemnity, net of recoveries 3 4 4 L 3 {1) 1 5%
Salaries and redated charges - early eativemnet of
employees 11 27 28 78 47 14 1 -ga%
Cepreciatian 1 e - = -100%
General oparating expenses, net of recoveries 45 27 24 28 it 34 a2 44%
Write-dawn of properties and equipment 3 iG L ; 35 7 1 -97%
178 293 L7 235 129 157 150 -16%
incame for the year 109 70 140 33 i) EL] i3 -70%
s-pack fromyiagoropria ion to] other reserves {91 33 - - {4} 4} -35%
Appropriation to provision for cantingencies (50} 154) {43} {43) {19} 144) {29] $2%
ingome afier appronriations 51 21 5 50 50 50 i} -100%
income for the year, before aparopnation 1ica it 144 91 9 KE} -70%
Citer comprahensive ipcome
itams that will not be redassified subsequently to peofit or loss:
Change in fair value of lnvesimantin an asscclata {38} - - - =
Change in Fair vaiue of invesiment in a subsidiary - 32 - 22 - (233
Total other comprehensivaincoma’llass; for the yaar _ (28] al 22 (203}
Total comprehensiva income for thayear 72 152 Lon 115 62 {1748
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Audit opinions

The audit reports were signed as follows:

Table 3.16 Audit reports

3 s =k g e Date Audito Auaito
31 December 2015 | 5 lune 2017 Delojtte?® EY¥
31 December 2016 | 20 July 2018 Deloitte EY
31 December 2017 | 29 May 2019 Deloitte EY
31 December 2018 | 30 June 2020 Deloitte EY

In each of these years the auditors issued a qualified opinion of the financial statements,
primarily related to the accounting for financial engineering in the financial statements. The

qualification stated:

In our opinion, except for the effect of such odjustments, if any, as might have been
determined to be necessary, had we heen able to perform further auditing procedures as
described in paragraphs (a) to (d) in the Basis for Qualified Opinion paragraph, and except
for the effect of the matters discussed in paragraph 1 in the Basis for Qualified Opinion
paragraph, the financial statements reflect the financial position of the Central Bank of
Lebanon as of December 31, 2017, and its financial performance and its cash flows for the
year then ended in accordance with the Bank’s accounting policies as included in the
Financial Accounting Manual for the Bangue du Liban approved by the Bank’s Central Council
in its Decision Number 21/3/2016 dated January 27, 2016, as set forth in Note 2 to the

gccompanying financial statements.

Whilst the auditors explain the impact of the financial engineering, they did nat consider the
accounting for the financial engineering to reflect the financial position and/or performance

of BdL, in line with the accounting standards and policies approved by Bdl's Central Council.

The auditors also note certain other limitations in their work that, had they been able to
perform their auditing procedures, may have resulted in adjustments to the financial
statements {items (a) to {d) in the ‘Basis for Qualified Opinion’ section of the auditors

report). These limitations include:

2 Deloitte & Touche, Beirut, Lebanon

T Ernst & Young p.c.c., Beirut, Lebanon
2 tytracted from the Audited Financial Staterments dated 31 December 2017,
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i) The auditors were unable to canduct a physical inventory af the gold held at

BdL; and

i} They did not receive direct confirmations of all balances outstanding in relation
to cash at bank, reverse purchase agreements, interest bearing time deposits
with banks, public sector credit balances, and bank and financial institution

credit balances.

3.5 Profit distribution

3.5.1 Bdl's audited financia! statements recorded a profit in each of the years 2015 to 2018, as

summarised below:

Table 3.17 Profit per financial statements®®

2019

LBP'm
Profit® for the year 105,067 151,228 139,600 103,336 147,424 49,972
Write-back from/{appropriation 52,639 - - - {6,000) {6,000%
ta} other resarves
Approprialion ta provision for {81,405] {73.375) t64,064) (27,889 | (66,330] | (43,972)
cantingenclas
Profit after appropriations 76,301 77,853 75,531 75,447 75,084 -

1

Allacation to General Reserves 15,231 15,171 15,106 15,039 15,015
{20%}
Distribution to the Ministry of 61,044 20,683 6,425 60,358 60,074
Finance [80%)

352 Profits after appropriations are distributed 80% to the account of the MoF and 20% to
General Reserves in accordance with the Accounting Manual and Article 113 of the Money

and Credit Law, which states:

“Excess receipts over overheads, charges, amortization and diverse provisions, constitute the

net profit,

Fifty per cent of this net profit shall be carried into an account “General Reserve Fund” of the

Central Bank and the other 50% shall be paid into Treasury.

99015 ta 2018 audited financial statements and the 2019 and 2020 income statement provided by Bel to ARM.

30 |n the Audited Financial statements the term ‘Income’ is used, rather than ‘Profit’,

A
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When the amount of the “General Reserve Fund” has reached fifty per cent of the Bank’s
capital, the net product shall be distributed in the proportion of 20% to this “Fund” and 80%

to the Treasury.

if the outcome of a financial year has been adverse, the loss shall be covered by drawing on
the “General Reserve Fund” and, if unavailable or short, by a compensatory payment from

the Treasury.”

As a result, circa LBP 61,000 million {USD 40 million) is distributed to the MoF in each year
by debiting the Equity Profit & Loss account and crediting the MoF current account, with
circa LBP 15,250 million is allocated to general reserves. Consequently, the balance on the

general reserves increased over the period, as fallows:

Table 3.18 General reserve — BdL statement of financial position
2015 2016 2017 2018 2019

General reserve 345,162 360,447 375,708 390,879 405,985 421,075 436,093

As discussed in detail above, BdL used a number of methods to manage its balance sheet
and help ensure that it reported a profit in each financial year, resulting in the payment of a

near constant amount to the Ministry of Finance.

Conclusion

Bdl’s balance sheet has grown considerably over the Review Period from LBP 127.5tn to LBP
215.7tn. Balances related to financial engineering, including seigniorage and deferred
interest, have grown more quickly than other balances. In addition, BdL's ratio of foreign
held to lacally held assets fell from 1.9 to 0.3 from 2014 to 2020, as BdL's holdings of

government debt increased.

A
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4.2.4

BdL’s Foreign Exchange Reserves

Introduction

A summary of Bdl's foreign currency assets and liabilities composition from 2015 to 2020 is
provided in Table 4.1 below together with detailed notes. Foreign currency assets are split
into foreign assets held with overseas banks {held with investment-grade banks) and locally
held assets (held with local banks and the Government of Lebanon). Liabilities
predominantly include USD denominated deposits from Lebanese banks. Section § provides

details of the banks with which loans and deposits are held.

Movement in BdL's foreign currency assets and liabilities

Over the Review Period, BdL moved fram a foreign currency surplus of LBP USD 7.2n at the
end of 2015 to a shortage of USD 50.7bn at the end of 2020. This was driven by a 119%
increase in foreign currency deposits, fuelled by the Bdl's financial engineering programs,

while foreign currency assets fell by 18%.

Furthermore, the quality of assets has declined. Foreign currency assets held overseas fell
from USD 35.8bn in 2015 to USD 18.4bn in 2020, while locally held foreign currency assets
increased from USD 12.7bn in 2015 to USD 21.2bn in 2020, driven by a growth in a MoF

overdraft and Lebanese Eurohands.

We consider it appropriate 1o consider the shortage in foreign currency reserves excluding
the locally held foreign currency assets {primarily amounts owed to BdL from the state), as

there is considerable uncertainty as to its recoverability.

Excluding domestic foreign-currency assets, the shortage in foreign currency reserves as at
31 December 2020 increases to 1USD 71.9bn, Given GDP in 2020 of USD 31.2bn,* this equates
to 230% of Lebanon’s GDP. As Lebanon has operated a deficit in its net trade in goods and
services for the past 20 years,? it is not apparent how BdL will obtain the dollars required to

fill the shortage in foreign currency reserves.

Napp per Woarld Bank — see GDP {current USS) | Data {worldbank.arg).
32 et trade in paads and sarvices - Net trade in goods and services (BoP, current US3) - Lebanon | Data {worldbank.org)
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into account the split provided by BdL.

Foreign assets |p fornian curepcies

Cash atbanks (1]

Hewarse repurchass agrement

Interest bea: ing fime depasits with banks (2]
Furaign boncs 3]

Certificates of depotit

Local agsets 1o faregn currgngi
asset-packed and credithinked notes (4
Gowernimunt surobands |5)

Loans 1o barks @and financial instilutions in fereign currency (6]
8inistry of Finance Querdralt 7]

Toral assets In foralgn currendes

Less; eposits and other liakilimes in forsign curcency
Degosi ks in faregn currency [3)
Dagosits in foreign currency under |euerdge agreement
Certificates of deposit in foreign currency (3]

Certificates of deposit in foreign currency urder leverage agreameant
Accueid nierast on farelgn currency deposirs
ther labilities in foraign currencies (10)

ot labilities in forelgn arrency

Shartage af fareign currency reserves

Shortage in fareign currency raserves-US0 equivalent (USD)

shartage of fareign currency resarves [end. local assets in FX)

Shurtage of fereign currency resenves (excl, lecal assets in FX) [USTAm]

On the 7 July 2023 BdL commented that during the last 10 months of 2020 covering the
repercussions of the disorderly default and cabinet's subsidy policies and the port explosion,
foreign currency deposits at BDL drapped by around USD 4.5 hillion. BdL also provided a
table that shows the split of foreign currency assets and liabilities from the year end of 2015
to 2020. we have compared the table provided by BdL with the numbers shown in the tabkle
below and found that they do not match. Given that BdL has not provided us with the
underlying data supporting the table and that the table below is based on the information

in the audited financial statements (2015-2018) unaudited {2019-2020] we have not taken

Table 4.1 Composition of BdL’s foreign currency assets and liabilities, 2015 to 2020%

2015 01k Wy 2018 2018 20
LEF'm LAR'm LBF'm LBF'm LAF ™ LEF'm
4612311 9,380,900 592,554 7,713,438 17,389,172 13,336 279
992,387 3711427 4,806,187 958,458 .
36,573,375 36686500 43,245,547 16,105 584 18,151,962 12,571460
7483 536 6,135,472 4,696,790 2,368,082 1,216,311 1416211
243,073 1975974 1,422.707 LA18,344 128,151
53,904,734 54,190,747 58,169,254 +9./53 921 37,545,596 17,723.950
B4, 380 513,508 113,329 1537478 364,778 259,224
1351740 1351,201 2,376,797 5760551 4,768,757 5 3767
1,380,913 2,630,108 1,730,287 1,254,436 ERELT-LE] 1167461
15,850,137 16,894 416 19.281,194 20.435,117 23,284,544 13,535,789
19,212,179 11,498,271 5,262,101 79,487,580 41,155,731 30 R88,441
73,116,973 80,889,558 81431395 78,341,501 78,701 328 59,512,382
4BBITOV 50,283,607 £7,535,312 51 300,280 57,459,150
. . : 110,351,763
7946757 13,726,282 43,198,513
11,411 oA 18,735.9°4 27801 651 21372365 73,176,618
32375078
SET.045 648,503
476,462 yigu1? 1,181,169 1,196.111 1,770,143 1,569,364
143154 1557822 1,505,366 1,438,108 1,283,641 1,235,275
62,241,604 81,486 560 56,276,106 102,620,781 127516678 136,031 450
10,475,370 {597,002) [1244471))  (23279.380)  148d25343)  [76,419,058)
7214 1196} |B411Y {15,442) (32,384 {50,693)
|B336410  (22080203)  |35106418)  (GLPGGAGD) (A9 9310811 (108307.300)
(530 [14.558] {25.278] 435003 153,685 171,846}

33 This infarmation has been abtained from BdL’s audited financial statements, its trial balance, and CBS.

A
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Mates

11] Cash at hanks consists of furds held in current accounts and averrght deposits ataverseas commercial banks ang central banks, peimarily held in USDand EUR
{2] Interest bearing time depos it with bands are maintained with internatianal hanks and centeal banks and held primarily in LS.
{3] Foreign bards 25 ar 31-Dec-20 consists of bonds issued by supranatianal entities denaminated in USD, with a ¢nipon rate af 3.5%, maturing on 30 August 2074,
{4 dsset backed and creditlinkad notes by 2020 consist primartly of three ass et barkes natas. The credit linked notes all matured hy February 2021,

Harrinal value Narinal va‘ue Uitderlying
Subscriphon date  Maturity date ILBF'm) [US0'm) Inte-ost rate 2558t8
Asset backed note 15-lun-i 7 30-lun-24 535,160 355 6%
Parpetual callable converible note 20-Nov-15 29-Dec-d9 150,750 103 8.5% Shares in
Callakle canyertibla note 21-Doc-12 30-Cet-23 150,750 10¢ B.0% Lebanese bank
{51 Lebanon remains in Restrcted Default (RN on its cutstanding stock of Eursbonds following its failure to pay the principal an the Eurotend maturing on 9 March 2020, o !

pending z deht restructur-ng. Ac at 31 Decemnber 2019 Leharese Gavernment Eurebands matire as foll s

Total
Counter yzlue in LEE 000
Accrund interest recetvahle

MNorm:nd | value

Carrying valug

Unrealized

dtaturity date usl Loupon rate ush Fairvalue LsD Gain/loss USD

S-Mar-20 15,505,000 5 38% 15,440,585 13,508,731 (1,932,154)
La-ppr 24 4,900,500 5.80% 4317018 1,998,825 1317,391)
18-Jun 20 15.000,000 6.15% 14779639 11831258 12,348,373
1i-mpe-21 50,442,000 B25% 48,615,004 28485730 (20,115,274}
4-0c1-27 14,235,000 6.40% 14,735,000 6,992,444 17,242056]
22-Apr-24 9,000,000 £.A5% 5634314 1,095,000 [2,533,514)
3-Dec-24 3,920,000 7.00% 3,920,000 1,793,400 [2,126,600)
11 fun 23 1,600,060 £.25% 1,060,600 450,000 {55¢,000)
17-Maw-15 14,663,000 X105 11,109,210 5,598,350 14.510,860)
29-Kow-27 4,008,000 575% 2,7%44232 1.200400 [994,232)
20 Mar-15 9,700,000 0 3,051,744 4,656,400 [3.394,744)
4-More- 28 1000003 f.65% 703,924 450,000 {250,526]
25-8ay-2% 5,080,008 GE5¥ 3,489,422 3,250,000 11,239.4221
I7-Now-2%  1,500,000,008 11.50%  1,500,000,000 5,065,000 [514,%35,0004
20-Now-31 1,647 060,000 7.15%  1,598,230,938 743,208,750 [855,012,188)
17-fay-33 49,460,000 £.20% 344,000,000 175,808,750 (173,131,250}
17-May-34 670,500,000 3.25% 670,500,000 336,088,125 [331,421,875)
27-Jul-35 1,500,600,000 12.00%  1,500,900,000 1,08 110,080 (433, 890,L00)
F3-Mar-37 550,100 7.25% 4,546,020 4.8%57,500 [L.583.520)
5,821,365,000 5757863850 3.396,163,155  {2,361,700,695]

E IS FO7.73R B84579979,754 5,119,715.854  {3.560,263.798]

ABFIT218
B,768,756,970

(&) Leans ta barks ard financial iosnsations i foreign currency consist at the fellowing. These are broken bown by debtor bank in Sectian 3 of this repard.

Ruvelving siort term leans (US0)]
Rewolving short leem loans (EUR)

Facilities granted 10 banks and financiat institutions {UsD)

Ouerdraft facilities {LSEH
Tatal

2015 2016 201! 2018 a01s 00
LBE'M LEP'm LEA'm LBF' i LBP'm LEP'm
1350913 1,630,105 1,750,287 072,503 7780569 1462574
- - - =. 117.071 -
- & 181,527 207,338 671,069
- - - . 33475 33820
1350913 1,630,105 1,790,287 2254435 3,238,653 2,167 463

17] MaF overdraft relates toa USD overdrafl re<orded ina Treasury liability acenunt as a contra balange, retled against Treasury LAR deposits in the Triak Balance. The audited
financials net the everdraft against the deposis. In the KPMG Special Purpose Balaee Sheet and ARM's restated balance sheet, the averdialt and deposits are stated without

newting Thereis o smatl discrepancy betweasn the Trial Balance and KPMG Special Special Purpoze Balance Sheet, The figures shawn hare are fram the Trial Balance in the year
2018 and KPMG Special Purpose Balance Sheatin 2019, where foreign currency bala nces were nat provided by Bdl for the year.
[8) Deposifs in fare-ga currency include currint, demand, term depasits and frazen accounts ant recancile ta the Trial Balance. See Section 8 fue 3 breakdown by bans. 480 was
not provided with the breakdown berwevn depasits in fareign currency and depesits in fareign currency under leverage agreement - the cambined figure is shown.

[9) Certificates of depositin foreign curréncy includes the premium and discount and reconeiles to the Trial Balance. ARM was not provided with the breakdewn between
certificates of depositin focgign currency and certificates of depositin forgign currency under leverage agreemant for the year 2028, The combined figureis shawn,

110] Other liabilities in foreign curreney consist af the fol lowing:

Publit soctor liabilities - fgrelgn currency
Damand deposit

Tirme depasit - margin accaunts

Blocked deposits

Qther [12]

Loan From Arab Fund in Kuwaiti Dinar (kWD)
other liabilities in farelgn currency

(111 2019 currency hreakdown aot provided to &M - figures decived frar §PMG Special Purpase Balanca Sheet.
112] "Other* is braken down inthe Trial Jalarce as follaws:

Current accaunts 'Governors'
Current acceunts Individuals’
Loans frem abroad
Subsidized debit interests

2015 1318 2017 013 1S ribyla]
LEF'™ LEP'm LBF'm LBP'm LEP'pa (111 LEF'm
1,143,110 1,025,563 &7h,545 632,063 238,101 3176
263,440 153 436 572,391 a07, 580 235,517 245,306
1,787 1,785 142 10t 184 205
11717 31,739 36407 25,558 50,788 48,397
1,431,054 1,552,822 1,435,535 1.268,392 1114584 1,067,006
- - 169,831 168,713 lea.047 168,270
1,421,054 1552823 1,605,366 1,438,105 1,283,641 1,235,27%
2015 2016 2017 2018 18 20
LEF'm LAP'm LEF'm LBF'm LBP'm LEF'm
12,657 23,708 16,189 19,802 26,908 19,415
P 20 2] 0 0 it
9011 10,198 9,736 23,860 26,186
- - - - - 216497
22717 31,739 36,407 29,558 50,738 48,317
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Conclusion

BdL's fareign currency shortage grew dramatically. Over the period, BdL moved from a
foreign currency surplus of LBP 10.7tn {USD 7.2bn) at the end of 2015 to a shortage of LBP
76.4tn (USD 50.7&n] at the end of 2020.

A large, and increasing, percentage of the foreign-currency denominated assets were
domestic assets, i.e., amounts due from Lebanese residents, from a Lebanese-incorporated

firm or bank, or from the Lehanese government.

Excluding domestic foreign-currency assets, the shortage in foreign currency reserves as at
31 December 2020 increases to USD 71.9bn. Given GDP in 2020 of USD 31.2hn,* this equates
to 230% of GDP.

At the official exchange rate of LBP 1,507.5 to the USD, the 2020 deficit is LBP 108tn. At end
of 2020 the market exchange rate was circa LBP 100,000 to the USD, and the LBP has since

further deteriorated.

It is perhaps not meaningful to attempt to quantify the deficit using LBP, as that exchange
rate itself is unstable. It would likely fall precipitously due to the resultant increase in LBP
money-supply, if BdL were to attempt {using market exchange rates) to repay its foreign-

currency liabilities using LBP.

¥epp per World Bank - see GDP (current USS) | Data (worldbank.org).
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Financial Engineering
Introduction

In the late 1990s, the US Dollar became the main currency in Lebanon. The government used
different strategies to increase the supply of US Dallars to the Lebanese hanking system.
One of the strategies was a ‘Financial Engineering’ scheme that was introduced by Bdl in
2015. This section first provides a background to the financial situation in Lebanon. It then
considers the two phases of financial engineering and its costs. Finally, it analyses consulting

commissions and Riad Salameh accounts.

Background to the financial situation in Lebanon

In an attempt to stabilise the Lebanese economy, in 1997, BdL pegged the Lebanese Pound
to the US Dollar. To support the peg, Bdl and the Lebanese government sought to attract

foreign currency to the country by implementing various strategies.

One consequence of this strategy was that the US Dollar became the dominant currency for
bank depaosits, while the government used LBP to meet public spending needs. A constant
flow of USD was required to pay interest on public debtissued by the state and Bdl, maintain
the peg, and cover the USD cost of subsidies on imports of goods including fuel, medication,

and food.

To attract USD, Bdl and the MoF offered interest rates above international market rates to
local banks, in return for the banks’ investment in USD Lebanese government debt and USD

CDs.

In the first half of 2002, Lebanon was facing difficult macroeconomic conditions, including a
record low in its international reserve position.®® At the Paris Il conference held in November
2002 Lebanon received commitments for assistance in the amount of USD 4.3bn. An IMF

report in 2003 notes the following developments around the time of the conference:*

i} BdL issued a large amount of CDs in order to “sterilize” inflows from abroad;

35 Exhibit 03 - IMF Public Information Notice No. 03736 iMF Concludes 2002 Article IV Consultation with Lebanon, dated 20 March 2003.
38 Exhibit 03 - IMF Public Information Notice dated 20 March 2003.
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i) The Lebanese government planned to use the Paris Il inflows and revenues from
the planned privatisation of certain government controlled entities to retire a

partion of its debt;

iiij  The Government had also agreed with commercial banks to reduce interest

payments on its deht;

ivi  BdlL cancelled USD 1.8bn of government treasury bills against the gold

revaluation account;

v) BdL's remaining holdings of gavernment debt of USD 1.8bn were exchanged for

a 15 year Eurobond carrying a 4% coupon.

From 2003, BdL deferred interest expense and the loss from discounting CDs over the period
from the deferral date to the end of the year 2017, then extended during 2008 to the year
2037 and during 2015 to the year 2050, Furthermore, effective from 2004, the Bank has
been deferring interest expense on time deposits taken from lacal banks. These deferral
costs were booked in a liahility account titled “Deferred interest expense and other finance
costs”, internally referred to as the “Pool Account”. According to the audited financials the
deferrals are derived from BdL’s interpretation of a legal opinion issued in 1985 by the

Legislative and Consultancy Committee of the Ministry of Justice.

We have included the 1985 legal opinion, and an English translation of the same, at Exhibit
04, Inthe opinion it is noted that under paragraph 2 of Article 13 of the Code of Money and
Credit law that Bdl is deemed to be a trader in its relationships with third parties and in the
context of maintaining its accounting records, but that it is not wholly and comprehensively
subject to the laws of banks and joint-stock companies. BdL is the bank of the state and were
it to become insolvent the insolvency would be made good by the state treasury. !t is 2
public national economic facility and complies with the public facilities requirements. As
such, unlike commercial enterprises, it can distribute profits and any bankruptcy losses

would be covered by the state.

From around 2007, BdlL began offsetting deferred costs in the Pool Account against
seigniorage assets created on the balance sheet and revenues transferred from the profit &

loss account.
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Triggered hy the civil war in Syria, the supply of USD began to falter from around 2011 due
to tack of confidence in the Lebanese economy, decreasing foreign investment, remittances
and capital inflow from expatriates abroad. This external pressure was intensified by the oil
crisis in the Gulf and internally by more than two years of Lebanese presidential vacuum

following 2014.

in 2015, BdL reported that it had taken actions to balster the supply of US Dollars to the
Lebanese banking system, through a scheme referred to as "Financial Engineering”.

Financial Engineering was designed to achieve two overall objectives:

i) Provide the conditions to allow local banks in Lebancn 1o attract US Dollar

deposits; and
i) Further encourage the lacal banks to deposit these US Dollars with BdL.
There were further financial engineering actions in subsequent years, at ever increasing cost.

BdL commented on 7 July 2023 stating that, “it had to engage in unconventional operations
for an extended period in response to a multiple of adverse circumstances namely: the public
sector's foreign currency needs (electricity sector...}, a prolonged presidential vacancy, the
P.M.'s resignation from abroad in 2017, the cabinet's subsidy policies”. The table below
provides a summary as provided by BdL of how Bdl’s foreign currency reserves were used

to meet the requirements of the Lebanese government between 2010 and 2021.%

Table 5.1 Summary of how BdL's foreign currency reserves were used between 2010 and
2021

Ministry of Energy and Lebanon Electricity

Credits in favor of Lebanon Electricity ’ 18,386,000,578.00

|_Direct Transfers in favar of Lebanon Electricity 543,098,409.00 |
Ministry of Energy 5,608,275,211.00
Requirements of Puhlic sector for foreign currency
Various Credits 235,944,610.00
Transfers 8,084,096,3882.00
Financing ta import all products subsidised by the government 7,572,914,075.00
Net negative balance as a result of the movement in Eurobonds 7,446,931,738.00
Net total of USD paid by Bdl from the foreign currency reserves for the period from
2010 - 2021 47,877,351,009

* This table was provided by BdL as part of their comments, We have not verified the source or accuracy of the figures in this table.
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In August 2019 the IMF published its staff report which detailed a number of issues that

were impacting Lebanon and BdL’s financial position, including:
i) The budget deficit reached 11% of GDP and the current account deficit 25%;
i) Economic activity had slowed;
iiiy 2018 tax revenues were lower than forecast;

iv]  Deposit growth had turned negative and BdL’s foreign reserves were declining;

and

v} The ratings agencies had downgraded Lebanon’s sovereign ratings in early 2019.

Financial Engineering proved insufficient and by September 2019 dollars started to be
informally rationed by banks. Following protests in October 2G19, there was a change in
government in January 2020 and on 9 March 2020 Lebanon defaulted on a USD 1.2bn
Euroband. In the period between the protests and the sovereign default, the biack market
LBP / USD exchange rate became detached from the official rate, reaching approximately

LBP 3,000 to USD 1.%

Phases of Financial Engineering

We have summarised Bdl's Financial Engineering mechanisms in two phases: Phase 1-2015
to 2018 swaps with a commission; and Phase 2 - loans under leverage. In arder to support
the understanding of these mechanisms we attach at Appendices 6 to 8 detailed extracts

from BdL meeting minutes and financial records as follows:
il Appendix 6 — Extract of relevant Central Council meeting minutes and decisions;

ii) Appendix 7 — Extract of audit report summaries of Financial Engineering

transactions;

i) Appendix 8 — Extracts from the notes to the accounts relevant to the Financial

Engineering transactions; and

33 £xhibit 05 — IMF Country Report 19/312 dated October 2019,
32 See Exhibit 06 - Blam Bank hlog charting the mavement in LBP against USD between July 2019 and August 2021.
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iv)]  Appendix 8 — Extracts from accounting policies relevant to the Financial

Engineering transactions.

5.4 Phase 1: 2015 — 2018 “swaps with commission”

5.4.1 The increasing costs of financial engineering were discussed in a 7 January 2015 meeting of
the Central Council. According to the minutes, in order to reduce the cost of the Financial
Correction Plan, the Governor suggested performing lending operations with the financia!
sector in which BdL would lend to commercial banks for the purpose of purchasing treasury
hills to be immediately discounted with BdL in exchange for a commission to partially offset
the cost of the Financial Correction Plan. The mechanisms and commissions were to be
“determined later by the Gavernor”. This was approved under Central Council decision

29/1/15, up to the point that commissions reached LBP 500bn %

5.4.2 According to the BdL’s financials, the mechanism for implementing this plan was as follows:

i] BdL acquired Lebanese treasury hills from Lebanese banks at a premium,

equivalent to the value of the complete coupans to maturity.

i} This was conditional on the banks investing in Eurobonds with medium to long

term maturities.

i} In return, BdlL charged a commission of an amount “to be determined by the

Governor”, accounted for as fees credited to deferred interest expense.

iv)  The premium is amortised and refunded over time from proceeds of interest
until maturity without generating future income which would have otherwise

been realized over time.

54.3 In order ta generate sufficient funds for the subscription to the Eurabonds, BdlL allowed
banks to discount USD CDs issued by BdL under the condition that the Banks resubscribe the

proceeds in Eurobonds*.

4 pacision 29/1/15 - 7 Yanuary 2015
! Decision 44/2/15 — 21 January 2015.
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Throughout the year, the Central Council continued to approve acceptance of additional USD
deposits and CDs with long term maturities, with the interest and maturities “to be

determined later by the Governor™.

Additional and separate commissions (which we refer to as the “Consulting Commissions”;
see further detail in Section 5.8 — Consulting Commission analysis) were approved by the
Central Council “to pay commissions on operations performed with the financial private
sector”. The commissions were paid on certain deposits raised and on a specific lending

operation designed explicitly to raise the funds for payment of the consulting commissions.

Consulting commissions were approved under two Central Council decisions:

i) Firstly, Central Council decision 38/19/15 dated 22 July 2015 approved
acceptance of deposits and CDs capped at USD1bn on which commission of 3/8

of 1% would be charged.

i) Secondly, Central Council decision 51/30/2015 dated 2 December 2015
approved lending operations by BdL to purchase Lebanese treasury hills, to be
instantly discounted at BdL, for the purpose of providing an amount of LBP 35kn
(USD 23.2m) to be recorded in account number 260632009 at BdlL “to pay

commissions on operations perfarmed with the financial private sector”.

The above approvals appear highly irregular. They indicate that consulting commissions
were not charged regularly on deals specifically introduced by certain entities but that
schemes were developed with the express purpose of raising funds to pay consulting

commissions, to unspecified parties.

The following summarises the BdL accounting entries in 2015.4

Figure 5.1 2015 treasury bills - Eurobond swap accounting
ccy DR CR

Lebanese treasury bills acquired from banks

Treasury bills {nominal) LBP 1,283

Treasury bills {premium) LBP 560

42 Dacision 28/5/15 — 25 February 2015; Decision 39/14/15 — 10 June 2015; Dedision 38/19/15 - 22 July 2015,
*2 The information used to summarise these entries was abtained from Bdl's ERP and CBS systems,
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Banks cfa LBP 1,843
Eurgbonds sold to banks
Eurchonds uso 1,436
BdlL c/a usD 1,436
Commissign charged to banks
Deferred interest expense LBP 1,053
Banks c/a 1,053
Amontisation of treasury bills
premium
Treasury bills {prermium}) LBY 67
Interest income from
treasury bilts L.BP 67
5.4.9 fn 2016, Bdl significantly increased the size of the financial engineering activities, which

followed the following steps:

i) BdL swapped treasury bills for Eurobonds with the MoF for an amount
equivalent to USD 2bn, swapping LBP government debt for USD debt at more

preferential rates,

ii) Bdl acquired Lebanese treasury bills from Lebanese banks as well as redeemed
CDs in LBP at a premium, equivalent to the value of the complete coupons to

maturity.

il This was conditional on the banks placing foreign currency deposits at BdL in the
form of CDs or investing in Eurchonds with medium to lang term maturities. This
operation enhanced Bdl’s foreign currency reserves and helped it to meet the
Government’s US Dollar requirements unti! November 2016, while lowering the

commercial banks’ assets held cutside Lebanon from USD 10bn to USD 860m.*

iv)  The premium on the treasury hills is amortised and refunded over time from
proceeds af interest until maturity without generating future income which

would have otherwise been realized over time.

v) Premium on the redeemed CDs was deferred and the unamortised amount was

reflected under deferred interest expenses.

# Central Coundil meeting minutes dated 30 Novermnber 2016.
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vi)  In return, BdL charged a commission amounting to 50% of the remaining
coupons until maturity, accounted for as fees credited to deferred interest

expense.

Similar to 2015, the Centra! Council approved acceptance of USD CDs and lending operations

on which consulting commissions would be paid:

i) Central Council decision 57/15/16 dated 1 June 2016 approved lending
operations to purchase treasury bills, ta be instantly discounted at Bdl, the
amounts of which to be determined later by the Governor, and for the earned
amounts to be recorded in account number 260632009 “to cover and pay

commissions on aperations with the financial private sector”.

i) Central Council decision 33/18/16 dated 2 June 2016 approved acceptance of
long-term deposits and CDs capped at USD 1bn, with interest and maturity to
be determined by the Governor, on which commission of 3/8 of 1% would be

charged.

iy Central Council decision 47/16/16 dated & June 2016 approved acceptance of
long-term deposits and CDs capped at USD 1bn, with interest and maturity to
be determined by the Governor, on which commission of 3/8 of 1% would be

charged.

Excess LBP liquidity in the banking sector was generated as a result of the Financial
Engineering transactions. According ta the 19 October 2016 Central Council meeting
minutes, the Governor presented that Bank Audi had offered to subscribe to LBP 1,200bn of
5-year treasury hills at 5% interest and that the offer had been presented 1o the Minister of
Finance. Acceptance of the offer was approved by the Central Council and the Governor

instructed the Head of Financial Operations to present the same offer to other banks.

In the 19 October 2016 meeting, the same was approved for other banks. The operatian
constituted 14% of amounts resulting from discounting the treasury bills and/or CDs since

May 2016.
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