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Abstract:

The current research study is designed to analyze the effects of the 2017 increase
in the credit interest rate on the banking sector in Lebanon. The mixed-method
approach should pick out the reasons for the increase and its effects, both in the
short run and long run, on the lending activity, profitability, customer behavior,
and bank strategies. Quantitative data from financial statements and annual
reports are collected and analyzed alongside the qualitative data collected from
the semi-structured interviews with bank executives, financial analysts, and bank
customers. Hence, this study aims to investigate the multidimensional impact of
the 2017 credit interest rate rise on the Lebanese banking sector. The research
employs descriptive statistics, correlation analysis, and multiple regression
models to identify trends, patterns, and relationships between interest rates and
key banking performance metrics. The findings are discussed in view of the
existing literature, presenting insights for policymakers, regulators, and banking
professionals. The expected outcomes provide a better understanding of the
factors that led to the interest rate hike, the impact on the banking sector, and the
strategies that Lebanese banks put in place to manage the economic challenge
posed. It also aims to contribute to the body of knowledge on the Lebanese
banking sector and what strategies the country's banks are utilizing in order to
handle such external economic pressures.

1. Introduction:

The banking sector has always been the backbone of the Lebanese economy, an
intermediary, and a driver of investment and economic development. However,
the sector seriously struggled with the abnormal rise of interest rates on credits in
2017. This event was a turning point in Lebanese finance, prompting a need for
comprehensive analysis to grasp its full effects and to navigate the way ahead.

The credit rate interest hikes occurred in 2017 during a stage of regional
instability and fiscal pressures. This phenomenon raised questions about its
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primary causes and immediate and future impacts on the banking sector in
Lebanon and, generally, on the economy.

a. Background of the study:

Historically, the Lebanese banking sector proved to be strong and withstood many
internal and external pressures. The sector was hit in 2017, forced to undergo a
credit interest rate hike. The latter came within a complex play of local and global
factors. The adjustment had followed the Federal Reserve's policy of
normalization and had been mimicked by the countries whose currencies are
pegged to the US Dollar. The Lebanese Central Bank, Banque du Liban,
navigated through these developments and was able to maintain monetary
stability and foster economic growth. The Banking Activity itself increased, as
total assets shot up to around USD 220 billion, while customers' deposits
remained at a record level of USD 178 billion at year's end.

b. Problem Statement:

Despite the positive growth signals, the interest rate hikes in 2017 raised concerns
about the impact it had on lending operations, profitability, and customer
engagements within the Lebanese banking industry. There are still not enough
studies and investigations about how the sector responded to such challenges and
the different measures it has taken to reduce the negative effects and capture new
opportunities.

C. Research Questions

1. What caused the increase in rates of credit in Lebanon in 20177

2. What were the immediate and long-term impacts on lending activities in
the Lebanese banking sector following the increase in interest rates?

3. How did the increase in interest rate affect the profitability and financial
performance of Lebanese banks?
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4. How did the banking customers react to the interest rate hike, and what is
its impact on customer acquisition, retention, and satisfaction?

5. What strategies had Lebanese banks adopted to reduce the adverse impacts
of the interest rate rise while continuing to capitalize on emerging
opportunities?

d. Research Objectives:

The objectives of this study are carefully crafted to understand the multifaceted
impact of the 2017 credit interest rate increase on the Lebanese banking sector.
They allow the structured examination of complex dynamics and changes in
finance and their ripple effects in various dimensions of banking operations and
customer relations. In this regard, and with these goals in consideration, the study
seeks to present an overall assessment that should inform policy choices and
strategic planning in the banking industry in the future.

The major goals and purposes of this study include the following:

1. To explore the factors behind rising credit interest rates in Lebanon, 2017.

2. To understand the immediate and long-term effects of increasing the
interest rate on lending growth in the Lebanese banking industry.

3. To investigate how rising interest rates affect the profitability and financial
performance of Lebanese banks.

4. To assess the reaction of the banking customer towards the higher rates of
interest placed on credit and its effect on customer acquisition, retention,
and satisfaction.

5. To examine the strategies adopted by Lebanese banks to minimize adverse
effects of interest rate increase and capture emerging opportunities.

These objectives will pave the way for a thorough investigation, shedding light
on the nuances of the banking sector’s response to economic stimuli and the
subsequent adaptation strategies employed. The findings of this paper will be very
useful to all the policymakers, regulators, and investors in the Lebanese banking
sector who are interested in developing strategies for risk mitigation and
promoting sustainable growth in the Lebanese banking sector.
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e. Significance of the Study:

This study attempts to make some valuable contributions to the available
literature by studying the factors that have led to the increase in credit interest
rates in 2017, and its consequent impacts.

The study will also bridge the gap in literature about the interaction between
changes in monetary policy and changes in the performance of the banking sector
to inform an understanding of the Lebanese economic landscape. As a result, the
findings will be of practical relevance to policymakers, banking professionals,
and customers for the purpose of well-informed decision-making and strategic
planning.

f. Scope of the Study:

The scope of this study is defined to maintain focus and clarity. It encompasses
an analysis of the Lebanese banking sector response to the hike in interest rate in
2017 and how this financial event has impacted the banks' lending activities,
profitability, customer relations, and the overall financial performance of the
Lebanese banking sector. The study will employ a mixed-method approach,
combining both quantitative analysis of data with qualitative insights to present a
thorough view of the sector's adaptation strategies.

Geographically, the research is limited to Lebanon in order to provide a detailed
case study of a banking system within a developing economy, and the period
following the increase will be studied with a focus on the immediate and long-
term effects.

2. Literature Review
A. The Lebanese Banking Sector:

According to ABOU EL HASSAN (2022), the Lebanese banking sector
dominates the country's financial market, attracting domestic government debt
through customers' deposits, primarily to invest in development and

14420



L/ Journal of University Studies for inclusive Research (USRWJ)
USR'J dloUiul Ggarl) duolall Wlwlyall dlao
ISSN: 2707-7675

reconstruction. The government allows the banking sector in Lebanon to give
investors high returns on investments in government debt, which leads to high
customer deposits and an increase in liabilities for local banks. This dependence
of the Lebanese banking sector on customer deposits for financing its assets and
acquisitions highlights a strong reliance on the liquid nature of investments,
which includes various kinds of deposits with specific terms and conditions.

The Lebanese banking sector faces pressures related to the burden of the country’s
public debt, which increases unremittingly, causing hikes in growth and
escalation of interest rates, thereby exposing the country to many risks and cost
burdens (ABOU EL HASSAN, 2022). The foreign direct and indirect investment
in Lebanon is hindered by problems such as bureaucracy, corruption, clientelism,
and unclear tax treatment, which restrict the sector's ability to attract foreign
investments and diversify its funding sources. The research further shows that the
increased banking stakeholder concentration with the objective of attracting funds
through deposits from customers to invest in domestic debt has led to a lack of
diversification in investment, which might in turn keep the sector less resilient to
external shocks and market fluctuations.

Another existing literature (“Lebanon’s Banking Sector Should Be
Restructured,” 2023) identified the Lebanese banking sector as being large in size
and of great importance to the economy of the country. The sector has been
conservative and stable because of prudent lending and risk management
strategies. By and large, Lebanese banks are described as being traditional in their
activities such as deposit taking and lending. They have a limited amount of
exposure to risky assets. The sector has shown its resilience against the external
shocks and internal challenges, which was attributed to the prudent regulations
and supervision by the Banque du Liban (Lebanon's central bank). However, the
article explains that Lebanese banking sector is not free from political instability,
economic downturns and most importantly, the issues of public debt.

a) Banking Performance Metrics:

A study conducted by Sujud and Tannous (2020) identified the banking
performance metrics as follows:
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Return on Assets and Return on Equity:

Return on Assets (ROA) and Return on Equity (ROE) are the two key
metrics that measure a bank’s profitability, which is defined by the study
as the bank’s ability to generate return on its assets and equity.

Return on Assets: This metric calculates the profitability of a bank by
comparing its net income to its total assets, indicating how effectively the
bank is utilizing its assets to generate profits.

Return on Equity: ROE measures the profitability of a bank by dividing
its net income by its shareholders' equity, showing the return earned for the
bank's equity investors.

These important metrics reflect the financial performances and profitability
of Lebanese banks and provide information to stakeholders on the
assessment of the banks' abilities in generating returns on their assets and

equity.

Capital Adequacy Ratio:

Capital adequacy is defined as the sufficiency of a bank’s capital in relation
to its risk-weighted assets, ensuring that enough capital exists for covering
prospective losses and risks. Capital adequacy is essential for maintaining
financial stability and complying with regulatory requirements.

As for the capital adequacy ratio, Sujud and Tannous (2020) define it as
the financial metric used to determine a bank's capital adequacy by
comparing its capital to its risk-weighted assets. It is evaluated by dividing
a bank’s regulatory capital by its risk-weighted assets. Higher capital
adequacy ratios signify improved financial standing and the capacity to
withstand possible losses.

Cost-to-Income Ratio:

According to the research (Sujud & Tannous, 2020), cost-to-income ratio
Is a financial metric that measures a bank's operational efficiency by
comparing its operating costs to its income. The cost-to-income ratio is
derived by dividing the bank’s operating expenses by its operating income.
A lower cost-to-income ratio indicates higher efficiency, as it shows that
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the bank is capable of generating income while maintaining operating costs
in check.

Moreover, the study identifies efficiency as the bank’s ability to manage
its operations and resources effectively with the aim of reducing expenses
and optimizing productivity. Efficient banks can attain their financial goals
while maximizing their resources and processes.

Iv. Liquidity Ratio:

Liquidity is an important aspect of financial institutions like banks because
it guarantees the efficiency of financial markets and influences their growth
and development. It refers to the ability of banks to meet their short-term
obligations promptly without incurring significant losses (Qehaja et al.,
2022).

However, Sujud and Tannous (2020) suggest that, although liquidity is
essential to a bank, it has a reduced impact on the performance of banks in
Lebanon compared to factors such as capital adequacy, efficiency and loan
growth. The research proves that profitability in Lebanese banks is driven
by internal factors rather than external factors, with liquidity playing a less
important role in determining profitability.

v. Growth in Loans:

The growth in loans refers to the percentage increase in a bank's loan
portfolio over a specific period. It is an evaluation of the expansion of a
bank’s lending activities and it indicates its ability to attract borrowers and
generate interest income from loans (Sujud & Tannous, 2020)

Loan growth is one of the internal factors that affect profitability. The
research suggests that an increase in loan growth is positively related to
profitability, specifically to ROE and ROA for Lebanese banks.

B. Concept of Credit Interest Rates:

Interest rates on credit determine the cost of borrowing funds and influence the
availability of credit to various entities such as companies and governments.
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According to Ariff (1988), interest rates are essential in the working out of
available loanable funds for economic activities. Fluctuations in interest rates are
mainly brought on by recurrent economic cycles, which make interest rate
movements dynamic in nature. The study also explains the relationship between
economic activities and interest rate fluctuations and, overall, the financial
climate.

a. High Interest Rates:

High real interest rates may significantly lead to financial system fragility and
increase the probability of a banking crisis, especially when combined with other
financial fragility indicators like high leverage and lowly supervisor action (Amri
etal., 2012). An additional existing literature (Andros & Drozd, 2012) shows that
it is important to have the right credit interest rate set for the bank so as to
maximize profits and effectively manage its assets.

Schéfer and Semmler (2024) discussed the implications of a rise in the rate of
interest with respect to different sectors of the economy and concluded that rising
rates have a two-fold effect on the banks. On one hand, they may increase bank
profits by increasing interest rates on new loans and on depositing in the central
bank; on the other hand, they may decrease banks' investments in fixed-income
securities, which can create liquidity problems and even bank insolvencies.

The study also expressed that this would directly strike the poorest and most
indebted countries when the Federal Reserve (FED) and the European Central
Bank (ECB) raised interest rates sharply. This would increase fragility in
financial markets in emerging and developing countries regarding their debt
problems.

In addition, Schafer and Semmler (2024) have mentioned that even though
interest rates have been hiked by central banks to counter the surging inflation
rate, the effectiveness of this increased interest rate to contain the inflation and
help in financial stability remains unknown. Thus, the quick rise in interest rates
will impede the chances of meeting the goals of central banks, and it might even
lead to financial chaos.
Moreover, rate hikes can cause concentration increase in the banking sector,
which therefore affects stability. Their tightening of lending conditions can
reduce lending, affecting consumption and investment and hence economic
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growth. The lack of risk assessment by bank supervisors and the possible missing
of the set policy goals pose challenges to the banking system.

b. Impact of Interest Rate Hike on Loan Supply in Lebanon

Research conducted by Awdeh et al. (2020) has indicated that an increase in
interest rates favors loan supply in Lebanon, especially from banks with high
market power and liquidity. This was empirically determined through study
results in 40 banks in Lebanon between 1994 and 2017. The study found that the
interest rate channel is operating effectively through banks with high market
power and high liquidity stocks. Such banks are more likely to raise their credit
supply after a rise in the interest rate, which affects the lending activities
positively within the banking sector. Furthermore, the findings underscore the
fact that the key determinant for banks' reaction to interest rate changes is bank
liquidity. Banks with low liquidity are not in a position to respond to an increased
level of interest rates in an attempt to increase their supply of lending. This
highlights the role of liquidity buffers in enhancing the supply of bank credit.

c. Impact of Fluctuating Interest Rates on Lebanese Banks

According to a study conducted by Sujud and Tannous (2020), interest rate
fluctuation can affect the Lebanese banks in a number of ways and changes in
interest rates, particularly hikes in real interest rates will work to the disadvantage
of profits of Lebanese banks. In fact, higher interest rates may increase borrowing
cost by the banks, thereby impacting the net interest margin and profitability.
Interest rate changes can also alter the demand for loans and deposits, and thus
potentially alter the volume of interest-earning assets that banks hold. In addition,
changes in the interest rate might determine the cost of funds for banks, which in
turn will affect the tools they have at their disposal to mobilize deposits and
therefore handle liquidity well. Furthermore, the research demonstrated that
interest rate changes can affect the decisions regarding the investment of money
by banks, which in turn would affect their portfolio composition and risk
management strategies.
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Therefore, the fluctuation in the interest rate goes to show general performance
and financial stability of the banks in Lebanon and keenly directs the importance
for its risk of interest rate to be monitored and managed.

d. Mitigation of Interest Rate Hike Effects by Lebanese
Banks

Traboulsi (2019) discussed the different strategies that can mitigate the effects
of interest rate hikes:

Prudential Regulations Implementation: Prudential regulations employed by
Lebanese banks include capital adequacy, liquidity, asset quality, and
profitability ratios in order to counterbalance the effects of the increase in interest
rates.

These regulations serve as safeguards that ensure that banks have capital buffers,
liquidity reserves, and asset quality that are adequate and can withstand interest
rate fluctuations.

Resilience Building: Prudential regulations compliance by the Lebanese banks
only enhances their resilience against the increase in interest rates. This pro-active
approach allows banks to deal with tough economic environments, manage
stability, and keep on operating during periods of interest rate volatility.

Seizing Emerging Opportunities: With adequate and effective risk mitigation
procedures, Lebanese banks not only shield themselves from interest rate risk but
can also capture emerging opportunities. If banks remain adequately capitalized,
with good asset quality and profitability positions, and if they maintain strong
liquidity, they will have a chance to penetrate into good market conditions and
further push growth even with the present ongoing interest rate tendencies.

e. Impact of the Increase in Credit Interest Rates on
Consumer Behavior:

According to the research conducted by Kozlov (2023), a number of changes in
the behavior of consumers are expected after the interest rate hike:
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First, higher interest rates cause an increase in the borrowing cost, which
discourages consumers from borrowing money or using credit cards to make
purchases. Moreover, with expensive borrowing, consumers will reduce their
spending in order to adapt to the high credit cost, lowering consumption levels.
Kozlov (2023) also demonstrates that high-interest credit affects savings
behavior, as consumers will increase savings rather than spending due to the
increased cost of credit. Furthermore, the curtailment of borrowing and
consumption caused by higher interest rates on credit, can have negative
ramifications on the economy, leading to a slowdown in economic growth and
undermining consumer confidence and financial stability.

Galenianos and Gavazza (2019) have also discussed the impact of interest rate
hike on consumer behavior, showing that higher borrowing costs may impose
more financial obligations on consumers. Their financial stability and their ability
to repay obligations promptly will also be affected by the increase in debt
burdens.

3. Methodology:
a) Research Design

This study uses a mixed-methods design of research to understand the
phenomenon better, combining both quantitative and qualitative paradigms. This
approach will go an extra mile to offer an in-depth analysis in order to capture the
Intricate nature of the response of the banking sector to the rate hike.

b) Data Collection

Based on existing financial statements, annual reports, and other forms of useful
documents from a representative sample of Lebanese banks, quantitative data will
be collected. The data will give us insights into lending activity, profitability, and
general performance before and after the interest rate increase.

Qualitative data will be drawn from semi-structured interviews with key
stakeholders specifically, bank executives, financial analysts, and customers. The
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interviews will capture perceptions and experiences concerning the interest rate
increase and its effects on banking operations and customer relations.

c) Sampling

The study will adopt purposive sampling in selecting banks that have a substantial
stake in the Lebanese market and have been operational throughout the period of
interest rate changes. Purposive sampling in selecting the interview participants
will be based on their direct experience or knowledge of the 2017 increase in
interest rates and its outcomes.

d) Data Analysis

The collected data will be analyzed using the following statistical techniques:
Descriptive Statistics: This analysis presents an overview of data distribution
and summary measures for each variable: mean, median, standard deviation, and
range.

Correlation Analysis: Correlation coefficients will be calculated to identify the
potential factors that are associated with interest rates and their impact on various
aspects of the banking sector. This analysis helps identify potential associations
and directionality of effects.

Regression Analysis: Multiple regression models will be used to analyze the
effect of the increase in credit interest rates. The relationship between changes in
interest rates and the prediction of changes in loan supply, bank performance, and
consumer behavior will be measured while controlling for effects of confounding
variables.

Graphing is carried out for each of the analytical steps: histograms, scatter graphs,
and regression lines, which provide a more intuitive perception of the findings.
Combining these methods of analysis, the study can build the complete narrative
for the impact of the interest rate hike, supported by empirical evidence.

4. Results & Findings:

a) Descriptive Statistics and Data Characteristics:
In this section, the collected descriptive statistics and data characteristics will be
displayed along with the summary measures (means, standard deviations, and
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ranges) for key variables, including banking performance metrics and credit
interest rates. Furthermore, the study will employ graphical representations such
as histograms in order to illustrate the distribution of variables and identify
potential outliers or patterns in the data.

b) Results and Discussions:

The results of the descriptive analysis will be interpreted and discussed in this
section, with the main focus on determining the trends, patterns, and relationships
detected in the data. Key observations related to interest rates and banking
performance metrics will be discussed in light of the theoretical framework and
available literature. Any significant deviations or outliers from the data will be
addressed, and potential explanations will be explored.

The implications for the findings of the research on the credit interest rate hike
and banking performance will be examined, considering potential policy
implications, regulatory interventions, and strategic recommendations. Any
limitations associated with the findings will be acknowledged, and avenues for
further research will be suggested.

5. Conclusion:

The interest rate hike of 2017 was a landmark event for Lebanon's banking sector,
which previously had been regarded as one of the safest, most competitive, and
fastest-growing industries in the country. This paper has attempted to investigate
the intricate repercussions of the interest rate increase, from the drivers that
generated it to the short- and long-term outcomes on profitability, financial
performance, customer attitudes and bank strategies.

The response of the banking industry in Lebanon to the rise in interest rates in
2017 is a truly good reflection of the industry's power and adaptability. The steps
taken by the banks have had the potential to minimize or even mitigate the
negative effects of the increase and to form the basis of grasping the emerging
opportunities. The study adds to the existing literature an overall analysis of the
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sector's reaction and, as such, provides valuable insight for policymakers and
professionals from the banking sector and for customers.
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