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I. The Financial Engineeering: Concept and Historical Background

The recent three decades have witnessed unprecedented developments in
the fields of innovation, cultural renewal, and global interaction. It is,
therefore, quite natural that money, as one of the oldest socio-economic
media between humans, would become an attractive element and a prolific
field for the notions of theoretical innovation, scientific research, and
technological development. Hence, a new field, Financial Engineering, has
emerged to swiftly turn into a scientific specialization and a visionary practice.
Financial engineering can be defined as “the development and creative
application of innovative financial technology.”

This new financial technology includes theoretical aspects and quantitative
methods, in addition to financial products and processes. At a microeconomic
level, the motivation behind financial engineering is to produce profits for the
innovators by finding better ways to meet the needs of society. Whereas such
engineering deals with the allocation of scarce resources on the
macroeconomic level, which is the fundamental objective of any economic
system.!

In addition to its regulatory role, monetary policy is particularly important in
applying financial engineering, as part of an evolving tendency to adopt
unconventional tools and roles that confer an economic dimension to the
performance of monetary authorities’, and renew the efforts for enhancing
their socio-economic responsibility through the implementation of efficient
engineering processes, in a way to benefit both the economy and the society,
especially when confronting crises. In this context, the unconventional
initiatives of monetary policy focus on vital issues. These include supporting
governments in creating the right conditions for a sustainable development,
reviving the labor market, reinforcing social and environmental security and
sustainable development, and creating a balance between debt financing
and equity financing. They also include adopting modern policies compatible
with the knowledge and technological developments that overwhelm the
financial and banking systems, enhancing the competitive environment,
lowering the cost of financial services, reducing the problem of financial
exclusion, encouraging productive economy away from the lesions of the
rentier economy’, and eventually launching initiatives that effectively
stimulate the economy. Moreover, the regulatory role of monetary policy
contributes to the economic development through the reinforcement of
financial stability, the dissemination of the principles of corporate governance
and good governance, and the enhancement of financial education among
consumers. As a result, all these factors will reinforce the financial inclusion,
so that each citizen would be able to access the sources of financing with
minimal cost.

! The rentier economy implies the dependence of the state on one source of rent (income).
This is often a natural source that does not need comple@duction mechanisms, whether
intellectual or physical, such as rainwater, aitd gas. The ruling authority acquires this source
and monopolizes the legality of its possession, distribytéond sale. In political science and the
theory of nternationalrelations, a rentiesstate is the state that derives all or a large part of its
national income from the sale or lease of its original resources to external clients.
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The global development of financial engineering can be divided into three
phases. The first phase extended from 1970 to 1997, when the need to
manage the risks associated to the freeing of interest rates and currencies led
to the creation of tools, techniques, and institutions related to risk and capital
management. The second phase, between 1998 and 2006, was characterized
by the steady growth of financial institutions, markets, and instruments, along
with growing risks and successive crises. The third, and current phase, started
in 2007, is considered the "rationalization" phase that followed the global
financial crisis and the inherent losses incurred by both the private and public
sectors. In this phase, the role of regulatory authorities in managing systemic
risk is revised.”

In what follows, | will address the overall outlook during which the recent
financial engineering was implemented, as well as the unconventional
initiatives launched by Banque Du Liban (BDL). Then, | will present the legal
background of BDL's financial engineering, followed by a detailed description
of the recent financial engineering mechanism. | will conclude with its
beneficial impact on the economic level, along with some recapitulation.

Il. The Overall Outlook and the Unconventional Policies of Banque Du
Liban

A decade later, the global financial crisis is still severely impacting the global
economic landscape in developed, emerging, and developing economies
alike. At the global level, the phenomenon of economic secular stagnation is
still affecting the real economy, exhausting quantitative easing? policies that
led to negative interest rates, along heightened uncertainties in the global
political economy. All of these factors have exacerbated economic slowdown
and socioeconomic disparities. The emerging markets that once represented
a refuge for cash reserves during the financial crisis are now more or less
paralyzed.

At the regional level, the political and security turmoil caused by various wars
and conflicts, the humanitarian refugee crisis, and the drop in oil prices, have
all led to severe macroeconomic and socioeconomic-developmental
drawbacks. This has been mostly evident in the deteriorating aggregate
demand and increasing deficits for many Arab countries, particularly with the
oil-producing countries.

At the local level, the past few years have strained the Lebanese economy
with political tensions, security challenges, and regional unrest, caused
particularly by the spillover risks from the Syrian crisis and its consequential
flow of around a million-and-a half-refugees, in addition to 500,000 persons
flowing from other Arab countries. Moreover, the situation has worsened due
to the political paralysis in constitutional institutions, leaving the country
without a President for more than two years. In effect, the main economic
indicators, namely foreign trade, tourism, investment, and consumption, have

% Quantitative easings an unconventional monetary policy used by central banks to &iit@u
the economy when conventional monetary policy becomes ineffective, as the central bank buys
financial assets to increase the amount of money offered in the economy.
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been steadily declining since 2011. In this context, the debt-to-GDP ratio® has
risen to around 144 percent’ in 2016, compared with 137 percent in 2011;V
fiscal deficit has increased due to the absence of a public budget since 2005;
GDP growth has decreased from eight percent in 2010 and is currently
hovering around two percent’ the balance of payments* registered a
cumulative deficit of $9 billion over the period 2011-2015, while it had posted
a surplus of $3.3 billion in 2010;" the country rating and outlook by relevant
international agencies have since been unfavorable.

Despite all of these challenges, the Lebanese economy was able to achieve a
real annual growth of around two percent in 2016. Much of this resilience is
rooted in the monetary and financial stability stemming from Banque Du
Liban’s comprehensive and sustainable vision. BDL policies, mainly the
stimulus packages launched since 2013, have played a central role in
fostering economic growth. This has been achieved through encouraging
credit to the private sector and to SMEs at soft interest rates by exempting
banks from a portion of there required reserves and offering them low-
interest laons, with the aim of enhancing investments in the sectors of
knowledge economy, housing, environment, education, artistic creation, and
in other productive sectors, thus contributing to the creation of more job
opportunities and the re-emergence of the middle classe.

Between 2013 and early 2017 the stimulus packages amounted to $6 billion,
contributing to 50 percent of the GDP growth achieved in the last four years.
BDL believing strongly in the strategic importance of the Lebanese human
capital, has ensured capital resources for the digital knowledge economy
sector and startup companies, by devising an innovative financial
engineering that puts around $600 million at the disposal of that sector,
through adopting equity financing instead of debt financing, as equity
financing relieves companies from the cost of debt. Accordingly, an effective
growth factor, i.e. the knowledge economy, was added to the domestic
product. Moreover, continuous increase in foreign assets at BDL and
persisting decrease in dollarization ratios® have been an additional proof of
confidence in the financial system and the Lebanese Pound

Based on these facts, BDL deemed it appropriate to pursue its unconventional
monetary initiatives, by adopting an additional multipurpose and
multidimensional financial engineering in the second half of 2016, that

® The ratio of total external debt to GDP shows the burden of external indebtedniess o

countries,and itindicates their economieslbility to bear the debt burdeiand their continued
commitment to it

* The balance of payments is a statement summarizing the economic, commancidinancial
transactions between governments, citizerend local institutions of a country with their
counterparts in a foreign countrywithin a specified period of time, usually one year. The
balance of payments classifies these transactions into two accounts: the current account and
the capital account. Currgé account includes transactions relating to goods and services,
investment income and current transfers, while the cépl account includes financial
instrument transactions. The balance of payments transactions and the international
investment situatiorof an economy are the sum of its international accounts.

® Loandollarization ratiosfell between 2013 and 2016 from 77% to 73%. (SouBeerque Du
Liban
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combines the need to preserve the monetary and financial stability, maintain
the Lebanese government’s solvency, and boost internal demand and
economic activity.

lll. The Legal Provisions and the Decisions of the Central Council "'

The authority conferred by law to BDL, subject to which the central bank has
carried out its financial engineering, can be referred to four of the articles of
the Code of Money and Credit.

First, Article 33 which stipulates that:

fWithin the authority vested in Banque Du Liban under this code, the Central
Council shall have the following prerogatives, including without limitation:

1. To determine Banque Du Liban’s monetary and credit policies,
2. Todraw up the regulations needed to implement this code, and

3. To determine Banque Du Liban’s discount and lending rates in light of
the economic situation, and to deliberate on all measures concerning
bankso .

Second, Article 70 which stipulates that:

fiThe Central Bank’s general mission is to safeguard the currency in order to
ensure the basis of a continuous economic and social growth. It includes
particularly the following tasks:

- To safeguard the Lebanese currency,

- To maintain economic stability,

- To maintain a sound banking system,

- To develop the monetary and financial markets|jjjjij

- C b
c 0.

C code:

Banque Du Liban's Financial Engineering: A Financial, Monetary and Economic Leverage| April, 2017 5/ 11















