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Research Update:

Republic of Lebanon 'B-/C' Ratings Affirmed;
Outlook Remains Negative

Rationale

On Sept. 20, 2007, Standard & Poor's Ratings Services affirned its 'B-'
long-termand 'C short-termforeign and | ocal currency sovereign ratings on
the Republic of Lebanon. The outl ook remmins negative. At the sane tine,
Standard & Poor's affirmed its 'B+' transfer and convertibility assessnent on
Lebanon.

The ratings on Lebanon reflect substantial political difficulties that
have rai sed pressure on already precarious public finances. The governnent
estimates that the destruction and dislocation caused by the m d-2006 conflict
bet ween Hi zboll ah and Israel will add a cunulative $4.5 billion to the fisca
deficits over 2006-2010. Standard & Poor's estinmates the general governnent
deficit at 11.6% of GDP in 2007, and expects the debt stock to widen to 173%
of GDP by end-year 2007.

Potentially of greater significance for Lebanon's creditworthiness, the
war has led to a donestic political inpasse and hei ghtened uncertainti es:
Since |late 2006, a confrontation between the Hizboll ah-1ed opposition
coalition and the ruling coalition has inpeded policy-naking and hei ght ened
social and political tensions in the country. Tensions have been exacerbated
by sporadic viol ence, of which the assassinati on of MP Antoi ne Ghanem on
Septenber 19 is the |atest exanple. The election of a new president--due by
Novenber 22 when the incunbent Enile Lahoud's termin office expires--wll
inevitably bring this confrontation to a head, with great uncertainty
surroundi ng the outcome. One possibility is the creation of two parall el
Lebanese governnents. Although this remains unlikely, the presidential crisis
does pose a serious threat to political stability and policy-nmaking at a tine
when econom ¢ and financial challenges will require skillful managenment. It is
crucial that the government neet its near-termpolicy targets, including the
privatization of two nobil e phone networks in 2008, to put public finances on
a nore sustainable path.

The ratings are supported, however, by the determ nation of nmajor powers
within the region and beyond to shore up the government of Fouad Siniora. In
early 2007, at the so-called "Paris Ill" conference, the U S., France, and
Qul f Arab states conmitted $7.6 billion in grants and concessionary loans to
Lebanon. This will alleviate debt-servicing pressures, although |ess than $2
billion was initially pledged for direct budgetary support and sone of the
funds were nmade conditional on policy neasures. Lebanon's decision to request
formal advice fromthe IM-, in the formof an Emergency Post Conflict
Assi stance program also provides an inportant anchor, and budget performance
for the first half of 2007 has been better than progranmred. Moreover, the
resilience of depositors in Lebanon's financial sector--with total assets
amounting to 3.2x GDP--al so supports Lebanon's capacity to neet its
debt - servi ci ng obligations.
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Research Update: Republic of Lebanon 'B-/C' Ratings Affirmed; Outlook Remains Negative

Outlook

A revision of the outlook to stable depends on Lebanon energing fromthe
presidential elections with the key institutions--cabinet, president and
parliament--willing and able to advance the program of econom c reform
prom sed at Paris Ill. This in turn may require the active engagenent and
support of a range of international actors.

Conversely, the follow ng devel opnents could yet trigger a downgrade in
the near term the establishnent of parallel governnments, following failure to
conprom se over the presidency, which would raise major concerns over
pol i cy-maki ng, and could point toward instability; or a violent incident, such
as an assassination of a senior politician, that pronpts an outfl ow of
deposits fromthe crucial banking sector. Over the longer term failure to
resol ve the current policy-nmaking stasis could conplicate the roll-over of
debt, raise borrowi ng costs, and slow the release of Paris Ill funds |eaving
Lebanon increasingly reliant on additional support fromdonors. This could
al so trigger a downgrade.

Ratings List

Foreign currency sovereign credit ratings
B-/ Negative/ C

Local currency sovereign credit ratings
B-/ Negati ve/ C

Transfer and convertibility assessment
B+

NB: This list does not include all ratings affected.
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