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Research Update:
Lebanon Outlook To Negative On Increased

Risk Of Prolonged Domestic And Regional
Instability; 'B/B' Ratings Affirmed

Overview

e In our view, heightened tensions in Lebanon stenm ng from ongoi ng unrest
in Syria indicate increased and prol onged donestic and geopolitical risks
for Lebanon.

» W believe the balance of risks to the rating have shifted to the
downsi de, so we are revising our outl ook on the |ong-term sovereign
credit rating on Lebanon to negative from stable.

» The negative outlook reflects our view that the security situation in
Lebanon nay deteriorate in tandemw th Syrian devel opnents, threatening
governnent stability in Lebanon--which could put deposit |levels at risk
and potentially strain already weak public finances and the centra
bank's ability to maintain its currency peg to the U S dollar

W are affirmng our 'B/B" |ong- and short-termforeign and | oca
currency sovereign credit ratings on Lebanon

Rating Action

On May 28, 2012, Standard & Poor's Ratings Services revised the outl ook on the
| ong-term sovereign credit rating on the Republic of Lebanon to negative from
stable. At the sane tine it affirned its 'B/B 1ong- and short-termforeign
and | ocal currency sovereign credit ratings on Lebanon. The transfer and
convertibility (T& ) assessnent remains at 'BB-' and the recovery rating at
"4,

Rationale

The outl ook revision reflects our view that the bal ance of risks to the

rati ngs on Lebanon has shifted to the downside as the Syrian conflict shows no
sign of abating. Heightened donestic tensions in Lebanon--as pro- and
anti-Assad sectarian factions skirmish in the Tripoli region as well as in
Beirut--indicate to us that Lebanon's donestic stability has becone
increasingly nmore vulnerable to events in Syria.

That said, our affirmation of the ratings reflects our view of Lebanon's
political and macroeconomnmic resilience; it has wthstood both domestic and
geopolitical turnmoil in recent years. Since the formation of the March 8
Al'liance-Ied government under Prine Mnister Najib Mkati in June 2011, the
Lebanese governnent has mai ntai ned a greater degree of stability than a nunber
of its neighbors in the Mddle East and North Africa (MENA) region
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However, despite the governnent's efforts to avoid getting drawn into
nei ghboring conflicts, we see an increasing possibility that the Syrian civil
war coul d destabilize Lebanese society and politics.

At the 'B' rating level, we see Lebanon's banki ng system and external position
as key rating strengths (see "Bl CRA On Lebanon Maintained At Group '8

Foll owi ng Affirmati on O Sovereign Ratings, published Feb. 21, 2012, on the

A obal Credit Portal). Bank deposits grew 2.6%in the first quarter of 2012,
driven largely by nonresident deposit inflows, providing both bal ance of
payment support and sources for additional governnent financing. The Banque du
Liban's (the central bank's) international reserves rose to $31 billion at
March 31, 2012. Conbined with the external assets of the financial system
they are 1.5x external debt. Conmbined with projected 2012 current account

recei pts, they exceed Lebanon's projected 2012 gross external financing needs.

Deposits in Lebanon are traditionally sticky--a significant share of deposits
cones fromthe Lebanese diaspora, who are well aware of the political risks in
the country. However, previous instances of acute donestic and regi ona

turmoil have led to brief periods of deposit outflows (albeit in

| owsingle-digit percentages) including the collapse of the governnent in
January 2011 ($1.1 billion withdrawn), the 2006 conflict with Israel ($3
billion), and the 2005 assassination of Prine Mnister Rafic Hariri ($2
billion).

Al t hough Lebanon's external stock positions are favorable, bal ance of paynent
risks do remain. The financial sector nmoved into a snall net external debtor
position | ast year and Lebanon reported current account deficits (CADs)
exceedi ng 20% of GDP in 2010 and 2011. Unal |l ocated renittances and border
trade may have funded sone of these CADs, but much was funded by deposit

i nfl ows into Lebanon's banking sector and with debt.

The unrest in Syria neanwhile continues to hurt econonic activity in Lebanon
depressing transit trade, tourismrevenues, and foreign inflows. The fisca
deficit is likely to widen this year to 8% of GDP. As in previous years, a
budget will not likely be passed this year. If it were, this would help

i mpl enent necessary refornms to reduce subsidies, borrowi ng needs, and genera
government debt, which we estimate at over 130% of GDP at Dec. 31, 2011

Outlook

The negative outlook on the long-termratings reflects our concern that
donestic tensions and the escal ation of violence in Lebanon could destabilize
donmestic politics, exacerbate tension between the March 8th and March 14th

Al liances and between pro- and anti-Assad sectarian groups, and potentially
lead to a breakdown in the government. W believe that such an outcone coul d
put further pressure on the econony and aggravate Lebanon's fiscal and
external vulnerabilities.

We could lower the ratings if donmestic or regional security deteriorates to an
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extent that it adversely affects deposit inflows over an extended period, in
turn straining the governnent's ability to raise and roll-over its debt and
underm ni ng the econony's ability to fund the I arge CAD and the central bank's
ability to maintain the currency peg to the dollar.

We could revise the outlook to stable if there is an inprovenent in donestic
stability, either due to an inprovenent in regional stability or inproved
gover nment cohesi on and pol i cymaki ng.
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