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Abstract

The purpose of this research project is to help develop the disclosure literature in
relation to the banking sector, which is currently sparse due to the limited empirical
research studies on the extent of banking disclosure and its relationship with
corpaatespecific attributes. Specifically, this study seeks to accomplish four main
objectives. One of the main objectives is to measure the extent of voluntary
disclosure provided in the annual reports of Libyan commercial banks, over the
period 2006 to 2011

The second objective is to examine if there has been any significant improvement

in the levels of voluntary information disclosure provided in the annual reports.

Thirdly, the study investigates whether there is any significant association between
sevencommercial banispecific attributes (i.e. age of bank, size of bank, bank

liquidity position, profitability, government ownership, foreign ownership, and

listing status) and the extent of voluntary disclosure. Finally, this study explores the

views and peceptions of Libyart o mme r c i al banks6é annual re
to the current mandatory financial reporting and voluntary disclosure practice

issues.

This study uses a satbnstructed, wweighted disclosure index, comprising of 63
information items, to measure the extent of voluntary disclosure in 54 annual
reports of listed and unlisted commercial banks, over gesax reporting period.

The research data were analysed using content, descriptive and multiple regression

analyses.

Overall, the results show that the extent of voluntary disclosure in the Libyan
commer ci al banksé annual reports is | ow,
was an improvement in the general level of voluntary disclosure sucdtggories

over a sixyear period. The multiple regression results indicate that commercial

bank size and listing status are significant independent variables in explaining
variation in annual voluntary disclosure, while other independent variables are

found to be insignificantly associated with the extent of voluntary disclosure.

Xi






Chapter One

Introduction to the Research

1.1 Introduction

The issue of corporate reporting disclosure behaviour is influenced not only by
environmental factors, but also by corporspecific attributes (e.g. firm age, firm size,
profitability, liquidity, government ownershigoreign ownership, andisting status);

this has attracted many academic researchers in several countries t@ateebie
impact of corporate attributes on the extent of different disclosure levels (i.e.

mandatory, voluntary or aggregate disclosure).

A recent review of the academic disclosure literature has revealed that accounting
researchers in both developing ateleloped countries have conducted a large number
of empirical studies on the subject of voluntary disclosure practices and its association
with corporate characteristics, but the majority of these studies have focused-on non
financial companies. To datkess attention has been paid by academic researchers to
voluntary disclosure practices by financial institutions in general, and banking
disclosure practices in particular, despite the fact that the banking sector plays a major

role in economic growth in @ountry.

Moreover, there is very little empirical evidence about the impact of commercial bank
specific characteristics such as size, age, listing status, profitalijitidity position,
foreign ownership and government ownership, on the extent ofiadninformation

voluntarily disclosed.

Providing inadequate information in the annual reports has many consequences, the
main one of which is to reduce the confidence of public users in the commercial
banking system, and make them less willing to inveshéndevelopment of a country.
Thus, the purpose of this study is to help develop the disclosure literature in relation to
the commercial banking sector, which is currently sparse, due to the limited empirical
research on the extent of banking disclosiifee intention is to examine the extent of

the current voluntary disclosure practices by listed and unlisted commercial banking



organisations and their association with the bank characteristics, and to do this with

particular reference to Libya, as a deys#hy country.

The remainder of this chapter is organised as foll@estion 1.2 provides the research

aim and objectivesSection 1.3 presents the research questi®asion 1.4 outlines the
background and motivation for the researSlection 1.5 explas the scope of the
research and definition of terms. Section 1.6 discusses the importance and contribution
of the research. Sectidh7 presents a brief outline @he research methodology and

methodsFinally, Section 1.8 indicates how the study is tabganised.

1.2 Research Aim and Obijectives

The principal aim of this research is to evaluate to what extent the Libyan listed and
unlisted commercial banks have provided voluntary information disclosure in their
annual reports. The research is also idéehto determine whether the extent of
voluntary information disclosure is associated with commercial -Bpekific
characteristics. In order to achieve this principal aim the following objectives have been
set:

Objective 1: To measure the extent of volany disclosure provided in the annual
reports of Libyan listed and unlisted commercial banks over the period of time from
2006 to 2011.

Objective 2: To examine whether there has been any significant improvemeng
levels of voluntary disclosure prigeed in the annual reports of Libyan listed and

unlisted commercial banks over the period of the study.

Objective 3: To investigate whether there is any significant association between seven
commercial bandspecific attributes (i.e. age dfank, size ofbank, bank liquidity
position, profitability,government ownership, foreign ownership, &ésting status) and

the extent of voluntary disclosure in the annual reports over the period of the study.

Objective 4: To explore the views and perceptionsof laby c o mmer ci al bank
reports preparerselated to the current mandatory financial reporting and voluntary

disclosure issues.



1.3 Research Questions
In particular, this study seeks to provide answers to the following research questions:

1. To what exent have Libyan listed and unlisted commercial banks voluntarily
disclosed information itheir annual reports during the period between 2006
and 20117

2. Has there been any significant improvement in the extent of overall voluntary
information disclosuresni the published annual reports of Libyan listed and
unlisted commercial banksser the period of the study?

3. Is there any association between the extent of voluntary information disclosure
by Libyan listed and unlisted commercial banks and each of thedtaifdutes
(age of bank, size of bank, bank liquidity position, profitability, government
ownership, foreign ownership, and listing status)?

4. Wh a't are the views and perceptions of
reports preparers related to the currentndadory financial reporting and

voluntary disclosure issues?

1.4 The Background and Motivation for the Research

In todayods gl obal i s e-inangia mforchation fdisciosure dsi a | a
increasing in importance for many businesses, since their international and national
stakeholders use such information as a basis on which to make economic decisions.
Finangal accounting theory has identified that the main objective of corporate financial
reports is to provide material and useful information to a wide range of users for use in

decisioammaking processes (Harahap, 2003).

The corporate annual report has bemmfl to be the most important source of financial
and nonfinancial information for many interested parties such as shareholders,
creditors, suppliers, financial analysts, managemeeinployees and government
agencies (e.g. see AlNasser and Rutherford996; AlRazeen and Karbhari, 2004).
Financial reporting in banking, in particular, has been accorded greater importance by
manyinternationalorganisations, such as the International Accounting Standards Board
(IASB), which has established unique accoumtstandards for banks. For example,

IAS 30i Di s c | o s uFAinancial Statemndmnts of Banks and Similar Financial

3



Il nsti tlAS32dRsDanci al I nstruments: an®@IAScl os ul
39AFi nanci al Rlemotgmu me mtns :a n(supesbeled oy FRSME nt 0O
A Fi nalnstrumantsDi s ¢ | orsl8th August 2005, effective 1 January 2007).

Additionally, the Basel Committee on Bank Supervision (Basel Committee) has issued

a number of papers and guidance notes concerning disclosures in the banking sector.

For example, in September 1998, it published a report enfitlBdn hanci ng Ba
Transparew y which givesgeneral guidance to banking supervisors and regulators on
regulatory frameworks for public disclosure and supervisory reporting, and to the

banking sector on core disclosures that have to be provided to the public.

The Basel Capennaisd reeoenmends phat banks provide sufficient
information in their financial reports to the public in order to facilitate market
participants6é assessment of them. Further
information that are required aseans of providing users of the financial statements
with a basic understanding of a bankds ac

are:
A Financi al performance;

A Financial position (including capital,k ¢
A Ri s k matratagip® and pnactices;

A Risk exposures (including credit risk, |
and other risks);

A Accounting policies; and

A Basic business, management and corporat e

Also in June 1999, thEommittee releasedansultativepaper entittedi A New Capi t e
AdequacyF r a me wwhick einphasisedhe need for banks to disclose information

on their accounting policies, including policies for valuation of assets and liabilities,

their risk managemergolicies, their risk profiles and their capital componeiitsis

information is crucial in enabling financial statements users to assess and compare the
characteristics and adequacy of an instit

Supervision, 2000

In the context of the banking disclosures, the Basel Committee issued a further paper in

July 1999, callediSound Practices for Loan Accounting and Disclosurghis paper

4



provides guidance on accounting and disclosure practices for banks. Additiamally
July 1999, the Committee published a consultative paper enfilest Practices for
Credit Ri s kwhidhioffers guidanaer oa best practices for public disclosure
of credit risk in the banking sector and discusses related supervisory nasitsulia

the objective of the paper was to encourage the banking industry to provide market
participants and the interested public with the information they need to make

meani ngful assessments of a bankdés credit

The paper also identifiedvié broad areas in which banks should provide more detailed
disclosures, these being: accounting policies and practices, credit risk management,
credit exposures, credit quality, and earningsrthermore, the Basel Committee
releasedjualitative and quantitative disclosuriesthe areas of the structure of capital,

risk exposures, and capital adequacy that should be made by the banking industry in
order to advance the role of market discipline in promoting bank capital adequacy (see
the Basel Committee on Banking Supervision, 2000).

In addition to the above, the amount of information disclosed by banks has become a
more serious issue in recent times for international financial institutions, such as the
World Bank (WB) and the Internahal Monetary Fund (IMF). These international
organisations have recommended the banking sector operations in developed and
developing countries to expand the extent of their information disclosures further than

required by statute.

The main reason foequiring banks to provide sufficient information in their published
annual reports is to enable market participants to evaluate ¢ha kctiviies and risk
management practiceBDisclosure is particularly important in the banking industry,
sincebanka r e generally viewed as being opaque

The annual report published by a commercial bank is considered an important means of
communicating financial and ndmancial information between the bank and external

parties. Theefore, the provision of accurate qualitative and quantitative information in

the commerci al banksd6 annual reports abou:
financial market participants and other interested users will help such recipients to make

wise economic decisions. More precisely, Tadesse (2006) emphasises that commercial

banking systems become less vulnerable to cifisisey are supported by financial
5



reporting egimes characterised by (i) more comprehensive disclosure (ii)) more timely
financial reporting (iii) more informative reporting, and (iv) more credible financial

information disclosure.

The disclosure practices in the corporate annual reports, both mandatory and voluntary,
may appear similar from country to country, but there aréact differences among
countries, caused by a variety of political and legal circumstances such as culture,
accounting systems, economic systems, tax regulations, accounting professionals, and
the nature of the indivi d,u804; Aexander tetral,e s 0
2005; Nobes and Parker, 2006).

Different corporate financial reporting and disclosure practices often come from the
different social, economic and legal systems that prevail within countries (Cairns, 1988;
Kettunen, 1993). Furtheore, different countries have in mind the information needs of

external users when setting national disclosure requirements (IASB, 2004).

The issue of corporate reporting disclosure behaviour is influenced not only by
environmental factors but also byrporate attributes (e.g. firm age, firm size,
profitability, liquidity, listing status, auditetypes, government ownership, and foreign
ownership), and accounting researchers in several countries have been interested in
investigating the influence of qoorate attributes on the disclosure levels. However, to
date, the number of academic studies exploring financial reporting and disclosure
practices by banking sector, in both advanced and developing countries, remains low

compared with other industry sexdo

A few of the studies that have been undertaken in this area have concentrated on
commer ci al banksdé voluntary disclosure
Belkaoui, 1981; Hossain and Taylor, 2007; Hossain and Reaz, B@@r, 2007. In

fact, most of these research studies have only considered commercial banking voluntary
disclosure practices for one year (crssstional), and as far as the researcher is aware,
no longitudinal study has been conducted to examine the development of listed and

unlisted commercial banking voluntary disclosure practices over a period of time.

Most prior empirical studies have focused on voluntary disclosure practices by listed
banking companies. Furthermore, the influential factors that are expected to determine

the amount of information disclosure in the annual reports of listed and unlisted
6
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commercial banks have not been adequately addressed in the academic disclosure
literature. Accordingly, it is believed that the outcome of this research will help fill this

gapin the academic disclosure literature. The study considers the voluntary disclosure
practices by listed and unlisted commercial banks in Libya and their associations with
commerci al banks6 characteristics, ta@ di me

date.

Libya, as a developing country with a sociabsiented economy, has started to
privatise anumber of stat®wnedenterprises, commercial banks included, which have

been under state control since the 1970s. However, since the suspensiodrofettie

Nations (UN) and the United States (US) sanctions in 2003 and 2004 respectively, the
Libyan privatisationprogrammehas gained momentum, and a number of reforms aimed

at t he opening t he attcactingnforeign dnsestoeschave heey a n d
introduced by the authoritiesthese reforms include: structural economic reforms,
regulatory reforms, monetary policy reforms, and financial and banking sector reforms
(African Development Bank, 2009).

In recent yees, the Central Bank of Libya (CBL) has taken significant measures to
attract greater foreign direct investment into the banking sector and to open up the
sector to international banks. The CBL has enacted legislation permitting foreign banks
to establishbranches in Libya and allowing them to hold up to 50% of the shares of
some domestic banks. Furthermore, the CBL has al#iworisedthe establishment of
private domestic commercial banks. As a result of the implementation of the
privatisationpolicy in the banking sector, banks have tended to provide additional or

voluntary disclosure.

In 2006, he establishment of the Libyan Stock Market (LSM) was announced and
operations on the LSM began in June of that year event that had happened for the
first time in the history of Libya. Clearly, the efficiency of any stock market depends
upon the availability of appropriate and accurate information to current investors at low
transaction costs. In this respeéiljifri (2008) notes that adequate disclosure by
corporations helps to ensure the efficiency of capital markets.

The establishment of the LSM and the continual growth in the private sector are
generating much public interest in financial disclosure and in the need to increase

market transparency. Furtieore, changes and developments in the Libyan economic
7



system and business environment are affecting the types of information needed for
economic decisiomaking. At present, after the public revolution during 2011, the
business environment and the investingimate are changing, and will become more
attractive for local andoreign investments in the financial services sector and other

sectors.

1.5 Scope of the Research and Definition of Terms

The scope of this study is confined to an evaluation of tHentary information
disclosure in the annual reports published by listed and unlisted Libyan commercial
banks. The study confines itself to the annual reports published in the period from 2006

to 2011. It includes the whole annual report, which normallgluohes financial
statement s, the board of bank difitfarcialt or s 0
information published by listed and unlisted Libyan commercial banks during that
period. Additionally, the study evaluates the impact of seven comrmbesi&specific

characteristics on the level of voluntary information disclosure.

According to Article of 65 of the Banking Law No.1l, 2005, the notion of the
ficommercial bank i s t hat fany company that ordin
demand accounts or time deposits, grants loans and credit facilities and engages in other
such banking activities according to the provisions of paragraph (Il) of this article shall
becons der ed a c¢ o minmmagrapha(ll) speafiaskhe activities in which a
commercial bank engages, as follows:
1. The cashing othequesnade out to and by customers.
2. Services relating to documentary credits, documents for collection, and letters of
credit.
3. Issuance and management of instruments of payment including monetary
drawings, financial tr ansf echeguesetp.ay ment
4. Sale and purchase transactions involving monetary market instruments and capital
market instrument® the credit of the bank or its customers.
The purchase and sale of debt, without or without the right of recourse.
Lease financing operations.
Foreign exchange transactions in spot and forward exchange markets.

The management, coverage, distributiord ttansaction of banknote issues.

© © N o O

The cashing ofhequesnade out to and by customers.
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10. Services relating to documentary credits, documents for collection, and letters of
credit.

11.The provision of investment and other services for investment portfolioghand
provision of investment trustee services, including the management and
investment of funds for a third party.

12.Management and safekeeping of securities and valuables.

13. Provision of trustee or financial investor services.

14. Any other banking activitieapproved by the Central Bank of Libya.

Article 65 in Law No.1 of 2005 states: i 8
finance and grant credit for specific activities, and whose basic activities do not include

the acceptance of demand deposits, shadl t be considered a <co
Therefore, specialised banks are considered to be outside the scope of this study due to

the unique nature of their operations.

The tveluntary disclosur@ has been given more than o
reseachers.For exampleyoluntary disclosure was defined by Meek et al., (1995, p.
555) thus: Adi scl os urfrepresent free eéhaiceseon the maft of r e q u
company managements to provide accounting and other information deemed relevant to

the cecision needs of users of their annual repoRsr the purposes of their study in
Kenya,Bar ako et al , (2006, p . 114) have def
financial and noffinancial information through annual reports and above the mandatory

reqguirement so.

In context of banking voluntary disclosure, Hossain and Taylor (2007, p. 111),

conducting a study inBangladesh, havelefined voluntary disclosurea s At he

information prepared and released to the public, by firms, which is beyond theflevel o

di sclosure required to comply with the fi

Maingot and Zeghal (2008, p. 231) have given a clear and simple definition as to what

voluntary disclosure by banks meadedsby fvol
0

the banks that they are not obliged t re\

From the above discussion, it appears that there is no one defwiittbe voluntary
disclosure that can be adopted in the current study; most prior disclosure ssadies u

their own definition of the termi v o | unt ar y baded encthe @wpose efttheir
9



studies a n d t he surrounding di scl osoluntagy envi
disclosur& i n this study is used t oaregdsdogsed t o t
in the annual reports of Libyan commercial banks and are not assigned in the Banking
Law N. 1, 2005 or the LSM Law and its regulation.

1.6 Importance of the Study

The primary importance of this study lies in its ability to hi#lpa gap in tre financial
reporting and disclosure literaturghis is one of the few empirical studies that attempts

to test the significance of the relationship between commercial -dyetific
characteristics and the extent of voluntary information disclosiradds to the
international accounting literature by providing further insight into the relationship
between certain corporate characteristics and the extent of voluntary disclosure in

annual reports.

The empirical findings from this study will provide furthemsight into factors
influencing banking voluntary disclosure practices. The current study is also expected to

wi || shed 1 ight on t he ¢ ommebebindadleaséda n k s 6
voluntarily information in their annual reports, which stitit have been fully exposed.

Although the existing academic accounting literature confirms that numerous studies
have been undertaken on the financial reporting and disclosure practices in both
developed and developing countries, very few empirical studies ¢@ncentrated on

reporting and disclosure practices in the banking sector.

In addition, the influential factors that are expected to determine the extent of
information disclosure in the annual reports of listed and unlisted commercial banks

have not been adequately addressed in the academic disclosure literature.

The disclosure literatureeveals that the vast majority of previous disclosure studies
have focused on the disclosure practices in annual reports dinaocial companies
(Abdul Hamid, 2004; Linsley et al., 2006); the banking sector and other financial
institutions are excludeffom their samples because of the different regulations and
specific disclosure requirements applied to financial companies when compared with
nonfinancial companies, which, in all probability, lead to biased results (Choi; 1973,
Cooke, 1989b; Raffournief995; Wallace and Naser, 1995; Hossain et al., 1995).

10



Furthermore, almost all financial companies such as commercial banks and insurance
companies have different business activities, financial characteristics and natures, which
make them, in practice,onh fully comparable with other companies (Hossain et al.,
1995; Hossain and Taylor, 200Massan et al., 2009). Consequently, this provides the
motivation to expand the body of knowledge in this area of research.

Specifically, to date, there is very little supporting empirical evidence about the impact
of commercial bank specifiattributes such as size, age, listing status, profitability,
liquidity position, government ownership, and foreign ownership on the texfen
annual voluntary disclosure. Howevéhe empirical evidence from previous studies
was conflicting and not conclusive. Some of the bspdcific attributes examined in

the prior studies were found to be significantly associated with the extent otaryiu
disclosure in one study, while in other studies these were found not to have a significant

impact onthe voluntary disclosure level.

This study will therefore provide up to date empirical evidence and adtieestearth

of academic literature in therea of banking industry disclosufeurthermore, in order

to externally validate the findings of previous empirical studies on the relationship
between corporate specHoharacteristics and the extent of voluntary disclosure levels,
more empirical studeeconducted in different industries are needed, particularly in the
banking industry Malone et al., 1993Hence, empirical findings of the current study

are expected to have comparative benefits for studies conducted in other sectors.

In addition, the mpirical findings of this updated study will provide significant
information for commercial banking management, banking regulators, the Central
Banks, international institutions, government agencies, financial analysts, researchers,
and potential local anfbreign investors, to help them to assess the transparency level
and the amount of information available from Libyan commercial banks for their
decisionmaking processes, especially since there are no enforced accounting and

auditing standards in the cdumn

Also importantly, the findings from this study can make a prevailing contribution to
improve transparency in the banking sector in developing countries in particular,

especially those with limited information or lack of financial transparency.
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Finallyy, to the best of the researcheros knowl

that attempted to measure the extent of voluntary disclosure by listed and unlisted
commercial bankdongitudinally to determine whether the level of annual voluntary
disclosure has improved over the period of time. A study of voluntary disclosure
practices in the Libyan commercial banking sector over-gesax period will, therefore,

it goes beyond the previous literature pursuingptovide an understanding of the
developnent of voluntary disclosurpractices in one of the Arabic and North African

countries.

1.7 Overview of the Research Methodology and Methods

A mixed-methods research methodology is adopted in the current study (i.e. quantitative
and qualitative methodsgach research method is considered suitable for application to
the particular type of research question. By combining both research techniques within
the current study, it will help the study provide stronger evidence for a conclusion
through convergencend validation of resultsChoosing an appropriate research
approach is critical to the success of any research project, and should be driven by the
research question and the status of knowledge in the field being resg&itb&dand

Elliott, 2007).

Given the second objective of this particular study, and the intention to gather data
across a number of years, a longitudinal research strategy is also adopted, since, as
noted by Collis and Hussey (2003), such a study enables the researcher to examine
charge processes within a social, economic and political background. The main
research methods selected to be applied in this study are summarised below.

1.7.1 Data collection methods

The scope of this study is confined to an evaluation of the voluntary iafiom
disclosure in the annual reports published by listed and unlisted Libyan commercial
banks.The study confines itself to the annual reports published in the period from 2006
to 2011.The sample covers the annual reports of seven listed and two dirlist@n
commercial banks, whose annual reports were available for theeaixperiod 2006
2011.A copy of the six annual reports for the years 2006, 2007, 2008, 2009, 2010 and
2011 was collected from each commercial bank. Finally, the total of annuatsrep

analysed were 54.
12



The second phase of data collection in the current diyblitative data)involved
conducting a senstructured, facéo-face interview designed to meet the fourth
research objectiveA semistructured, facéo-face interview was conducted with the
annual reports preparers from four Libyan listed and two unlisted commercial banks
(mainly the directors of the accounting departments or representativeso are
involved directly in the mparation of annual report$he principal purpose of the
interviews was to obtain accurate and more detailed information from the participants

about the current mandatory financial repor@mgldisclosurepractices.

1.7.2 Research method to measure tlextent of voluntary disclosure
Measuring the level of voluntary information disclosure in the annual repoeacbf
individual commercial bank for each year involves a -stgp process. Aorief

explanation of each step is given below.

1.7.2.1Construction of the voluntary disclosure index

The first step is to construct a disclosure index in order to assess the voluntary
disclosure level. It is demonstrated in the disclosure literature that-eossliucted
disclosure index is a widelysed m#&od of collecting data to assess the extent of
information disclosure in corporate annual reports (e.g. Singhvi and Desai, 1971,
Buzby, 1975; Barrett, 1976; Kahl and Belkaoui, 1981; Chow and Y®Bamgn, 1987;
Cooke, 1989a, 1991; Raffournier, 1995; Inchiauk997; Hossain and Taylor, 2007:
Hossain, 2008).A major step in the construction of the voluntary disclosure index is
the selection of information items that could be disclosed by commercial banks in their

annual reports and which are relevant toltiyyan environment.

In this study, the selection of items included in the index was based on voluntarily
disclosed items recommended for banking disclosure by the IASB and Basel
Committee, and items included in earlier relevant empirical voluntary diselstudies

(i.e. Kahl and Belkaoui, 198bdul Hamid, 2004; Hossain and Taylor, 2007; Hossain
and Reaz, 2007; Hooi, 2007; Hossain, 20B&rako and Brown, 2008ylaingot and
Zeghal, 2008).

A total of 63 items of information was identified as relevant tboyan commercial

banking disclosure; those items of information were not assigned in the Banking Law

N. 1, 2005 or the LSM Law and its regulation. These 63 items were then classified into
13



five categories(a) Background about the commercial bank/ genardrmation; (b)
Social responsibility information; (c) Financial ratios and other statistics information;

(d) Accounting policies and (e) Corporate governance information.

1.7.2.2 Scoring the voluntary information disclosure items

Two main approaches wefeund to be widely used by earlier studies to develop a
scoring scheme to determine the level of disclosure, these being the weighted scoring
approach, and the ameighted scoring approach (dichotomous scoring approabe).

scoring approach used in thisidy is uaweighted; it assumes all information items are
considered equally important to al/l user
An item scores one if it is disclosed and zero if it is not disclosed. The main reason for
adopting this approadh the current study is to avoid the subjectivity inherent in using

any weighted scoring approach. In order to measure the extent of overall voluntary
disclosure for every commercial bank in the sample for each year, a scoring sheet was

designed includingll the voluntary disclosure index items.

The total voluntary disclosure index score (TVDIS) for each of the 54 annual reports
from the commercial banks in the sample was then calculated as the ratio of the actual
voluntary disclosure score (AVDS), whichawarded to a commercial bank, divided by

the maximum voluntary disclosure score (MVDS), which that particular commercial

bank is expected to earn.
1.7.3 Interview structure and process

A semistructured, fac#o-face interview was conducted with thopeeparing the
annual reports from four Libyan listed and two unlisted commercial banks (mainly the
directors of the accounting departments or representatives) who are involved directly in
the preparation of annual reports. The interview technique wadeatdag the most

effective technique for obtaining deeper information from professionals and experts.

Semistructured questions were used in order to allow interviewees to answer guestions
in their own words and encourage them to elaborate on their segpGoncerning the
interview questionsthe original interview questions were first written in the Arabic
language, since all interviews were conducted in Arabic and later translated into the

English language by the researcher.
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1.7.4 Statistical analysigechniques

Univariate and multivariate analysis techniques have been widely used by accounting
researchers in previous disclosure studies to test the relationship between the extent of
information disclosure in the annual reports and the corpspeificcharacteristics

(see e.g., Cooke, 1989a; Akhtaruddin, 2005; OwAissah, 1998; OwusiAnsah,

2005). Both univariate and multivariate techniques was employed in this study as

statistical analysis methods.

Themultivariate OLS regression model wapkgpd to examine the association between
the extent of voluntary disclosure and a number of commercial -syzetific
characteristics. In addition, univariate statistiaablysis such as averagajnimum,
maximum, standard deviation, coefficient of deteration, and correlation analysis
(Spearman correlation coefficient) was conducted to analyse and interpret the
quantitative dataQualitative analysis techniqueontent analysis) also was utilised in
this study to analyse the interview transcripts (qatiieé data).

1.8 Organisation of the Study
This study is organised into nine chapters (as represented in Figure 1.1), which are

outlined below.

Chapter Oneintroduction to the Study

This chapter provides an introduction to the current study. It pretiemtaim and
objectivesand theresearch questions. Additionally, it discusses the background and
motivation to the study, highlights the scope of the study and provides a definition of
terms. It also explains the importance of the study, and gives asbr@hary of the
research methodology and methods employed. An indication of how the current study is

organised is also provided.

Chapter Two: Review of the Relevant Literature

This chapter reviews previous empirical voluntary disclosure studiemtesued the

extent of overall voluntary disclosure in the corporate annual reports, and examines its
association with a number of corporate characteristics. Studies conducted in both
developed and developing countries are featured in this suPRmyr empirica

voluntary disclosure studies have been reviewed in two sections. The first section
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reviews empirical studies that have examined the extent of overall voluntary
information disclosure of nebanking companies, while the second section reviews the
empiricd studies that have investigated the extent of different voluntary disclosure

levels of banking companies.

Chapter ThreeTheoretical Framework for Corporate Voluntary Disclosure

This chapter presents a brief discussion of the most common academic theories used in
previous research to explain voluntary disclosure practices, these theories being:
Agency theory, Signalling theory, Capital Need theory, and Legitimacy thébgse

four prominent theories in the voluntary disclosure literature have been postulated as the
most dominantexplanatoryt heor i es attempting to expl ai
disclose additional information voluntarilfhis chapter concludes with an outline of

the theoretical framework adopted by the current study.

Chapter Four: LibyaBackground and Banking Sector

This chapter aims tprovide an overview of théibyan general background, which
includesthe geographical, historical, political, and econotmckground. The chapter
also exploreshe Libya banking sector, its historical and recent developments, and then
reviewsthe Libyan Stock Market (LSM)

Chapter Five:Regulation of Financial Accounting and Reporting in Libya

This chapter presents and disses in detail a number of governmental laws and
regulations that may have influenced corporate financial reporting and disclosure
practices in LibyaThis chapter also provides an overview of the accounting profession
in Libya.

Chapter Six: Research Metidology, Methods and Formulation of Hypotheses

This chapter discusses the research methodology and methods employed in the current
study, covering issues concerning the selection of the study sample, the collection of
data (qualitative and quantitatiwtata), the construction of the voluntary disclosure
index, and the method of scoring the voluntary disclosure iténagéso presents the
research philosophy, approach and strategy used to address the research aim and
objectives, including justifying theeasons for the choices for the current study.

addition, the chapter also discusses ttevelopment and formulation of the research
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hypothesesFinally, this chapter presents the data analysis techniques employed in this

study.

Chapter Seven:Views and Rr cepti ons of Commer ci al Bal
Preparers Related to Financial Reporting and Voluntary Disclosure
Issues

This chapter exploresiews and perceptions dii byan commer ci al b a

reports preparers related to current mandatory finan@pbrting and voluntary
disclosure issues. It focuses on the report and discussion of the results of the semi
structured, faceéo-face interviews with six directors of accounting departments in
Libyan commercial banks, who are involved directly inthe@repat i on of t hei

annual reports.

Chapter Eight: The Extent of Voluntary Disclosure and its Relationship with
Commercial BankSpecific Attributes: Analysis and Findings
This chapter measuréle extent of total voluntary disclosure in the anmealorts of

Libyan listed and unlisted commercial bamksingsix-year period from 2006 to 2011.

In addition, it analyses the level of voluntary disclosure by type of informditien

background about the bank/general information, social responsibilioymation,

financial ratios and other statistical information, accounting policies, and corporate

governance information)t alsodiscusses and reports on the empirical findings of the

univariate and the multivariate analyses of the testable hypotleegesearch question

three.

Chapter Nine: Summary, Conclusions, Implications, Contributions, Limitations and
Suggestions for Further Research

The last chapter of the thesis is devoted to giving a brief a summary of the research,

including, the research ni@dology and methods, main conclusions of the current

research, and indicates its contributiomsplications, and limitations. Suggestions for

further research are also provided in this chapter.
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Chapter Two

Review of the Relevant.iterature

2.1 Introduction

This chapter represents a review of previous empirical voluntary disclosure studies that
have been undertaken in both developed and developing countries to measure the
general levelof voluntary disclosure in corporate annual repoaisd examines its
relaionship with corporate specificharacteristicsn line with the focus of the present
study, the prior voluntary disclosure studies have been divided into two groups. Group
one includes empirical studies, carried out to measure the general level damolun
disclosure in the annual reports of Awmsanking sector companies, and group two
includes previous empirical studies that measured the general level of voluntary

disclosure in the annual reports of banking sector companies.

The rest of the chapter igrgctured as follows: Section 2.2 reviews prior empirical
studies on measuring the extent of voluntary disclosure in the annual reports of non

e extent of voluntary disclosure in the annual reports of banking sector companies.
Finally, a summary of thet&rature review and conclusion will be provided in section
2.4,

2.2Empirical Studies on Measuring the Extent of Voluntary Disclosure in the
Annual Reports of Non-Banking Companies

This section is devoted to reviewing previous empirical disclosure studies that
attempted to measure the level of voluntary disclosure in the annual reports-of non
banking sector companies in both developing and developed countries, focusing on
research istruments adopted by earlier researchers to measure the extent of corporate
voluntary disclosure, number of independent variables tested (corporate attrittnates),
statistical techniques used afiddings of studies. The review of the relevant earliest
studies that measured the general level of voluntary disclosure in the annual reports of
companies in the nebanking industry is essential to get the basis for this present study.
Besides this, it also provides a theoretical background to the current study.

19



A detailed review of the earlier voluntary disclosure studieshidna¢ been conducted in
nonbanking sector companies also helps in supporting the research methods to be used
in the present study, refining the research methodology, forming a structutieefo
study, inthe development of the reseattypotheses, and assists in the interpretation of

the present study findings.

One of the earliest studies was conducted by Singhvi and Desai (1971) it examined
empirically the relationship between six seldcfem-specific characteristics and the
extent of information disclosure by United States industrial corporations. Six firm
specific characteristics were examined: assets size (was measured by total assets),
number of stockholders, listing status, CPA fisize, rate of return (ratio of net

profit/net worth), and earnings margin (ratio of net profit/net sales).

A total o f 155 | isted and wunlisted firms
reports were selected frothe listed firms,whereas 55 annual reports were selected

from the unlisted firms. They constructed a disclosure index containing 34 information
items to examine the relationship between
corporate disclosure. The significancé the relationship between the quality of
disclosure in annual reports and six characteristics of the firm was tested by a
multivariate linear regression model. The results of a multivariate regression show there

is a positive relationship between six ipdadent variables and the extent of disclosure

in the annual reports. In this study, no differentiation is made between mandatory and

voluntary disclosure.

Another empirical study, Buzby (1975) attempted to measure the extent of information
disclosed in mnual reports of a sample of 44 listed, and a matched number of unlisted,
American manufacturing companies. Financial companies were eliminated from the
study sample. He also investigated the association between the extent of disclosure and
two company chacteristics: listing status and company size (measured by total asset).
A rating worksheet was developed in order to measure the extent of disclosure of the 39

items of information in the sample of 88 annual reports.

One worksheet was filled out for eaemnual report in the sample. The worksheet
consisted of a listing of the items of information. The items fell into three groups:

group one represented the items which werecmitained, group two consisted of the
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items that could be disclosed in varyimgrees of specificity, and group three
represented items of information which could be expressed in terms of sub elements of
information. In order to measure the extent of disclosure, three scores were calculated
for each annual report. One score meastine maximum amount of information that
could be presented by a given company as defined by the items of information

applicable to the company.

The second score measured the amount of information present in the annual report.
These two scores were used form the third, a relative measure of disclosure, by

expressing the amount of information present in the annual report as a percentage of the
maximum amount that could have been presented. The relative measure of disclosure

served as the dependent valggin this study.

Buzby (1975) used a Wilcoxon matched pairs, signed ranks test to assess the impact of

l' i sting status on the extent of disclosur
the size on the extent of disclosure for both two sampieted and unlisted). The
findings of this study showed that the ex
annual reports is positively associated with company size. In contrast, the study found

no significant association between the extent of discéoand listing status.

In the United States of America, Stanga (1976) conducted a study to measure the extent

of information disclosure by 80 large industrial firms in the U.S, and examined the
influence of firm size (measured by net sales) and indwstriables on the extent of
disclosure. A questionnaire containing 79 items of information was distributed to
financial analysts, they were asked to weight each information item on -pdine

scale, 0O if unimportant to 5 if essential. Then, a weighteclatisrescoring sheet was

devel oped to evaluate the extent of infor/

based on replies received from financial analysts.

To test the influence of company size and industry type on the extent of disclosure, the

i near regression model was constructed. T
appear to play a major role in explaining the differences in annual report disclosure
among large industrial firms. In addition, the results show that industry tyge wa
significant in explaining the variations in the extent of annual disclosure among large

industrial firms.
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In the United Kingdom, Firth (1979) undertook an examination of the association
between the extent of voluntary disclosure and three company egsiiboamely,
company siz€éwas measured by terms of sales turnover and capital emp|digtidp

status, and type of auditor. He selected randomly manufacturing companies: 40 unlisted
companies, 40 matched listed compamesthe UK Stock Exchanggn terms of size

and industry group), and 10§tock exchange listed manufacturing companies. To
measure the level of voluntary disclosure for each company, a weighted disclosure
index comprising of 48 voluntary disclosure items was applied. A voluntary diselosur
index items was selected based on review of relevant literature, recent company annual

reports and discussions with various users.

The study used thetést and Wilcoxon matcheghirs signed rank tests to assess the
impact of three independent variablas the extent of voluntary disclosure level. The
statistical results showed significantpositive association between listing stattis
company sizend the extent of voluntary disclosure. In addition the results of the study
revealed that there was s@mnificant relationship between the extent of disclosure and

auditor types.

In New Zealand, McNally et al. (1982) have undertaken empirical research to examine
the association between the level of voluntary disclosure practices by 103
manufacturing compaes listed on the New Zealand Stock Exchange and a number of
the firméds characteristics: company si ze,
industry groups. They constructed a weight disclosure index containing 41 items of

financial and noffinancial information that companies may voluntarily disclose.

A questionnaire containing index items was sent to a number of financial editors and
Stock Exchange members as two important groups of professional users in New
Zealand. Two professional groupgere asked to identify the relative importance of
disclosing each of the 41 items on a scale of 1 to 5, 5 being very important. A
Spear mands r howaavarsahcy analysis veere donductesl. The results of
this study revealed that the two grogtgibute different importance to the disclosure of
specific information items, few of these differences were statistically significant. In
addition, the study found only company size to be significantly positive associated with

the level of voluntary didasure.
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In Mexico, Chow and Wongoren (1987) conducted an empirical study to investigate

the association between the three company attributes and the extent of voluntary
disclosure published by 52 listed Mexican manufacturing companies. The three
companyattributes examined were: company size (measured by the market value of
equity plus the book value of debt), financial leverage (measured by the book value of
debt divided by size), and proportion of assets in place (computed by dividing net fixed

assets ptotal assets).

Chow and Wongoren (1987) constructed a disclosure index consisting of 24
voluntary items to evaluate the extent of annual voluntary disclosure. These items were
selected based on the Mexican accounting texts, and previous studiesmieyed

both weighted and uweighted scoringapproaches. Using a multiple regression
technique, the researchers found a significant positive association between the voluntary
disclosure level and firm size. On the other hand, they found no significaissm
between financial leverage and assets in place, and the voluntary disclosure level.

In Sweden, Cooke (1989b) examined empirically the relationship between the extent of
voluntary disclosure and a number @fm-specific characteristics of Swedish
companies. The firm characteristics wegaotation status, company size (measured by
annual sales, total assets, and number of shareholders), parent company relationship,
and industry type. This study sample consisted of 90 Swedish companies including 38
unlisted and 52 listed on the Swedish Stock Exchange. Banks and insurance companies
were excluded from the sample population, due to their specialised nature of financial

transactions.

The researcher constructed an index of disclosure content of 146 atevotuntary
information to measure the extent of voluntary disclosure provided by a company. A
dichotomous procedure was adopted to score index items, one if an item is disclosed or
zero if it is not.The voluntary disclosure score for each company \aézulated as a

ratio of the actual scores awarded to a company to the scores which that company is
expected to earn.Using multiple regression analysi€ooke (1989b) found that the
amount of voluntary disclosure in annual reports associated signifieaittilygjuotation

status, industry type, and three measures of companyizie other hand, the parent

company relationship was found as not significant in explaining voluntary corporate
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disclosure in annual reports. The result of this study also shtw¢dhe single most
important independent variable in explaining the variability in voluntary disclosure in
corporate annual reports was quotation status. It was also found that trading companies

disclosed less voluntary information than other industpgsy

Lutfi (1989) conducted an empirical studip investigate the voluntary financial
disclosure practices in the UK by 122 companies in the Unlisted Securities Market
(USM). Further, this study also tested the hypotheses of the possible determinants of
voluntary disclosure that derived from the agency theory, theories of the firm, and the
informational risk theoryliterature. Totest the hypotheses, a variety of financial
measires was used as proxies for the explanatory variables. The measures were chosen
after consulting the disclosure literature. The explanatory variables selected to be tested
were: firm size, foreign operations, gearing, profitability, diversification, thirecshare

of equity, existence of executive share option schemes, existence-ek@eautives on

the Board of Directors, tax status, industry sector and the auditing firm.

To measure voluntary financial disclosure;weighted disclosure index contaigi®3
voluntary information items was developed. The index information items were
classified into sixgroups: future plans and prospects, segmental information, research
and development information, foreign operations, assets descriptions, and other
information. The study used regression statistical technique, the results of the test
revealed that the probability of USM companies disclosing information voluntarily
increased with firm's size, percentage of foreign turnover, gearing, and the existence of

exectuive share option schemes.

In addition, the study shows that the probability of USM companies disclosing
i nformati on voluntarily decreased wi t h
industrial sector, however, showed mixed results concerning the piogsibi the
relationship. Besides, according to the crioskistry analysis, the probability of USM

companies disclosing information voluntarily decreased with the firm's profitability.

Overall, the study results lend no support to the proposed rekipdnstween levels of
voluntary disclosure and the auditing firm, number of the-executives on the Board
of Directors, tax status, and the number of substantial sharehddiensher empirical

study by Cooke (1991) also attempted to investigate ttenewrf voluntary disclosure
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in 48 Japanese companiesod6 annual reports
examined the relationship between the extent of voluntary disclosures@nd

corporate characteristicaamely firm size (measured by number ofrehalders, total

assets and turnover), stock market listing, and industry type. Cook (1991) constructed a
voluntary disclosure contained 106 items; the selection of items was based on items

included in previous disclosure studies.

An unweighted disclos@r approach was used in which an item was awarded one if
disclosed and zero if not disclosed. The study used a regression model to test the
relationship between the extent of voluntary disclosure and independent variables, the
test showed that the level wbluntary disclosure was positively associated with all size
measures and the stock market listing. In addition, the type of industry was significantly
associated with the extent of voluntary disclosianufacturing companies were also

found to disclosenore voluntary information than other industry types.

Malone et al. (1993) measured the extent of financial disclosure in corporate annual
reports of 125 oil and gas companies. Using a weighted disclosure index consisting of

129 information items to measurthe extent of financial disclosure. The items of
information were weighted by oil and gas financial analysts according to the importance

of each disclosure in an investment decision. The extent of financial disclosure for each

firm in the sample was calcl at ed as the ratio of a firma

firmdéds tot al possible disclosure.

They also investigated whether there was an association between the extent of financial
disclosure and selected firm characteristics. The charactessiiested for this study

were: the ratio of debt to total equity, number of shareholders, firm size (total assets),
inter-industry diversification, rate of return on net worth, earnings margin, audit firm

size, listing status, foreign operations, and proporof outside directors.

The researchers usetepwise regression analysikey found only three of the firm
characteristics (exchange listing status, delibtalequity ratio, and number of
shareholders) to be statistically significant in explainithg extent of financial
disclosure. On the other hand, they found the other seven firm characteristics: total

assets, audit firm size, rate of return on net worth, -intdustry diversification,
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earnings margin, foreign operations, and proportion of detslirectors were not

statistically significant.

In Malaysia, Hossain et g1994) conducted an empirical study to examine the effect of

six firm-specific characteristics on the general level of voluntary disclosure in the
annual reports of 67 firms listeon the Kuala Lumpur Stock Exchange (KLSE) of
Malaysia. The study sample was randomly selected from the 279inamcial
companies on the KLSE on December 31, 1991. Twelve of the 67 companies were also
listed on the London Stock Exchange (LSE). The mebeas eliminated the banking
sector and other financial services companies from the sample population because they
have different financial reporting regulation from other-fioancial companies.

The six characteristics were firm size, ownership strectleverage, asseis-place,
size of audit firm, and foreign listing status. The six firm attributes used in this study
were measured as follows:

- Firm size was measured by the natural log of market capitalisation;

Ownership structure was measured as tinaber of shares held by the top 10

shareholders as a proportion of the total number of shares issued,;

Leverage was the ratio of the book value of lbeign debt to the book value of
ownerso6 equity;

Proportion of assets-place was represented by the ratio of book value of fixed

assets (net of depreciation) to the book value of total assets;
- The auditor was represented by a dummy variable of one if the firm was audited
by one of the Big Six auditriins, and zero otherwise, and
- Foreign listing status was measured by a dummy variable, given one for firms
listed on KLSE, plus at least one foreign stock exchange listing, and zero for

firms listed only on the KLSE.

To evaluate the extent of voluntarydis osure i n companiesd ar
created a disclosure index containing 78 voluntary information iteased on the

pervious literature. Using an wweighted approach to capture a voluntary disclosure

score for each company, given a score onehéf item is disclosed or zero if not
disclosed. A disclosure index for each company was computed as the ratio of the actual

score awarded to the maximum possible score appropriate for the company.
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Both univariate and multivariate statistical tests were eygal,the analysis of results
showed that that firm size, ownership structure and foreign investment were
significantly related to the level of information voluntarily disclosed by Malaysian
companies in their annual reports. On the other hand, levessgsia-place, and size

of audit firm did not appear to be important factors in explaining voluntary disclosure

by firms.

Meek et al. (1995) conducted an empirical study to examine the association between the
extent of voluntary disclosure in the annuaparts of multinational corporations
(MNCs) from the U.S., U.K. and Continental Europe and some dinaracteristics
namely, company size, country/region of origin , industry, leverage, multinationality,
profitability, and international listing status. Teaudy sample consist of 116 U.S, 64
U.K., and 46 continental European MNCs (France 16, Germany 12, and Netherlands
18). A disclosure checklist, containing 85 voluntary disclosure items was developed.

The items included in the checklist were divided ifm@é major groups of information
types: (a) strategic information, (b) nonfinancial information, and (c) financial
information. In order to measure the extent of voluntary disclosure, the 1989 annual
reports were obtained for the samples of companies. thigenontents of each annual
report were compared to the items on the checklist and coded one if the annual report

contained the disclosure item or zero if it was not contained.

An unweighted voluntary disclosure index for each company was calculatdtk as t

ratio of the actual score awarded to the company divided by the maximum potential
score applicable to that company. Using multiple linear regression, they found that
company size, country/region, and international listing status were the three most

important variables explaining the voluntary disclosures of the sample of companies.

On the other hand, they found the other independent variables did not appear to be
significant in explaining voluntary annual reports disclosure for the samples of firms.
Overall, the results were statistically significant on the overall basis and by information
type. However, the amount of explained variation in disclosure ranges from 14% for
financial information to 46% for nonfinancial information, with strategic infornmaitio

between at 33%. The adjusted R2 for voluntary disclosures overall was 35%.
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In Switzerland, Raffournier (1995) attempted to evaluate the level of voluntary
disclosure in annual reports of 161 Swiss listed companies. The researcher excluded
banks and isurance companies from the sample population because they are subject to
specific disclosure requirements and their financial characteristics. This study also
examined the relationship between the extent of voluntary disclosure and a number of
f 1 r ms @erigtids,ananeely firm size, profitability (measured by net income/net worth
ratio), ownership structure (represented by the percentage of share not held by known
shareholders), leverage, the percentage of fixed assets, size of auditing firm,

internationdity (represented by the ratio of exports to total sales), and industry type.

Raffournier (1995) used a disclosure index containing 30 voluntary information items.
These information items were derived from the Fourth and Seventh European Union
Directives, despite Switzerland not being a member of the European Union. The
researcher adopted a similar methodology used by Cooke (1989, 1992) in scoring the
disclosure items. An information item scores one if it is disclosed in the annual reports

and zero ifit is not disclosed.

The relationshinp bet ween t he extent of
characteristics was tested by both univariate analysis and multiple regreBsen
researcher found that firm size (measured by the logarithm of sales) and internationality
level were associated significantly with the level of voluntary disclosure. Inversely, no
significant relationship was found for percentage of fixed asseespsiauditing firms,
industry type, profitability, leverage and ownership diffusion. Hossain et al. (1995)
examined empirically the relationship between five fspecific characteristics and
extent of voluntary disclosure in annual reports of 55 New ZAdaavned quoted

companies.

This sample included 15 companies listed in both in New Zealand and Overseas Stock
Exchange and 40 companies randomly selected from the other companies listed only on
New Zealand Stock Exchange (NZSE). All banks and insuranocgpaues were
excluded from the study sample because their business activities are not quite
comparable with other companiekhe five firmspecific characteristics were derived

from agency theory: firm size, leverage, assefslace, type of auditor, anfibreign

listing status. To assess the extent of voluntary disclosure by companies, they used an

unrweighted disclosure index comprising of 95 voluntary information items. Hossain et
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al. (1995) tested the impact of five firspecific characteristics on thevel of voluntary
disclosures. Using regression analysis, their empirical study results showed that firm
size, leverage and foreign listing status were statistically relatethetolevel of
information voluntarily disclosed by compani&ghile the type ofuditor and asseis-

place have no significant impact on the level of voluntary disclosure.

Gray et al. (1995) investigated the impact of international capital market pressures on
the extent of voluntary disclosure by 116 U.S. and 64 U.K. multir@tioompanies

( MNCs). A total of 180 companiesdéd annual
order to measure the voluntary disclosure level, a checklist comprising of 128 voluntary
items, categorized into 12 categories: general corporate charéicterisorporate
strategy, acquisitions and disposals, research and development, future prospects
information, information about directors, employee information, social responsibility
and value added disclosures, segment information, financial review atformforeign

currency information, and stock price information was constructed.

The information items on the checklist were then compared to the contents of the
compani esd annual reports and awarded a
information items item, and code zero if not present, depending on the applicability of
theitem concernedThe voluntary disclosure index for each company was calculated as
a proportion of the actual score awarded to a company compared to the maximum

potential score applicable to that company.

Using analysis of variance (ANOVA), they concludédht US internationally listed
MNCs voluntarily disclosed significantly more strategic and -fioancial (but not
financial) information than U.S. domestic listed MNCs. They also revealed that there
was no difference in the overall level of voluntary discires between international

listed status and domestic listed U.K companies.

In Spain, Inchausti (1997) studied the influence of seven variables on the level of
information disclosure by Spanish listed companies. The extent of information
disclosure wasneasured by using a disclosure index containing 50 information items
(including both voluntary and compulsory items)chausti (1997) selected 138 listed
companies: 49 companies in 1998, 47 companies in 1990, and 42 in 1991. The

researcher excluded finaat institutions, insurance companies and investment funds
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from the sampleSeven independent variables were used to examine their influence on
the level of information disclosure. The seven independent variables were: firm size,
stock exchange cross lisg, profitability, leverage, auditing, industry type and dividend
payout. The association between the level of disclosure and the seven independent

variables was examined by using stepwise regression analysis and panel data analysis.

In this study, onlythree independent variables, namely firm size, auditing, and stock
exchange were found to influence the level of annual disclosure. Finally, it was
concluded that although positive theory can be used to provide an explanation of the
attitudes of Spanish ogpanies towards information disclosure, it is necessary to
recognise the effects of legislation.

I n France, Btedy attemptedto gssess @nfpjrically the extent of voluntary
information disclosure in the annual reports of 102 French listedfimamncial
companies and its association with compapgcific characteristics. A sample of
companies wagandomly selected from the entire population of companies listed on the
Paris Stock Exchange in 1995. Banks and insurance companies were excludse beca
of their specific disclosure requirements and financial characterigties.company
specific characteristics wereirm size (was measured by log of sales), foreign activity
(was measured as exports on sales ratio), proprietary costs (was meaguosd ased

assets), labour pressure, leverage, auditor size, and ownership structure.

The researchateveloped a disclosure index comprising 65 voluntary information items
to measure the extent of disclosure, using arweighted approach to capture a
voluntary disclosure score for each company, given a score one if the item is disclosed
or zero otherwise. The level of disclosure for each company was calculatexirato

of the score obtained to the maximum possible score relevant for that coriipany.
findings of this study revealed that the level of voluntary discloswag statistically
associated with firm size, foreign activity, proprietary costs, and labour pressure.
Results from this study also showed that leverage, auditor size, and ownetsttipest

were insignificant.

I n Jordan, Naser et al. (2002) studied em
characteristics and the level of information disclosure in the annual reports of 84 non

financial companies listed on the Amman Financiarkéda (AFM) for the year 1998,
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and operating in both the manufacturing and services sector. The banking, finance and
insurance sector were excluded from the study due to them having to follow specific
disclosure requirements and therefore not having the sammparable characteristics.

They divided the companyds characteristi cs

Market related variables

(1) Company Size:
-Assets Size

-Number of Employees
-Net Sales
-MarketCapitalisation
(2) Audit Firm Status
(3) Industry Type

Performance variables:
(1) Profitability:
-Profit Margin
-Return on Equity
(2) Liquidity Ratio

Ownership structure variables:

(1) Number of Shareholders

(2) Government Ownership (ratio)
(3) Individual Ownership (ratio)
(4) Foreign Ownership (ratio)

(5) Arab Ownership (ratio)

Capital structure variables:
(1) Gearing Ratio

A disclosure index consisting 104 items of information was constructed to measure the
extent of information disclosure in the c
un-weighted approach was applied for scoring the items, one point was awarded to a
disclosed item and zero to an undisclosed item. To test the association between the
depth of information disclosure and selected company characteristics, the multiple

regression analysis was employed.
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The findings of the study indicated that six out of fifteen variables applied in this
study demonstrate a statistically (negative or positive) significant association with the
extent of annual di sclosure by Jordanoés
liquidity ratio, reported a negative sigmifint association, leading to the rejection of the
hypotheses concerned. On the other hand, market capitalisation, audit firm status,
gearing ratio, sales, and profit margin reported a positive and significant association,

resulting in the acceptance of tingpotheses concerned.

Haniffa and Cook (2002) carried out a study to examine the relationship between a
number of independent variables and the extent of voluntary disclosure in the annual
reports of Malaysian listed companies. The independents varialeles categorised

into three groups: corporate governance variables, cultural variables, arspéaific
characteristics variables (firm size, assetplace, industry type, listing age,

complexity of business, level of diversification, foreign actigitiend gearing).

The sample covered 167 réinancial companies that published their annual reports at
the end of December 1995. Selection of companies was based on a stratified random
sample from theAnnual Companies Handboagtublished by the Kuala LumpBtock
Exchange in 1995. Banks, insurance and unit trust companies were excluded due to
their different statutory requirements. The sample of companies were asked to send the

English version of their 1995 annual reports. The rate of responses wasc@8tper

They used a disclosure index consisting of 65 voluntary disclosure items, the selection
of the items in the construction of the disclosure index were based on the relevant
literature and applicability to the Malaysian environment. Haniffa and Coo@82f2
employed an wweighted approach for scoring disclosure index items, an items scores
one if it disclosed and zero if it was not. The results, based on the full regression model,
indicated that two corporate governance variabsi(ff members sittingn board and
nonexecutive chairman), androup firmspecific characteristics were significantly
associated with the extent of voluntary disclosure. On the other hand, cultural variables

were found not significant associated with the extent of voluniagjodure.

Chau and Gray (2002) examined the association of ownership structure with the extent
of voluntary disclosures in annual reports of listed companies in Hong Kong and

Singapore. To ensure that samples selected from Hong Kong and Singapore were
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homogeneous, they selected only industrial companies for their study. These companies
fall into industrial sectors: food and beverages; shipping and transportation; publishing
and printing; electronics and technology; building materials and constructiompgesa

of 60 listed industrial companies was selected randomly from Hong Kong for this study,

representing about 32% of the total population.

A similar procedure was carried out for Singapore companies, 62 listed industrial
companies out of the total poputat of 133 were selected (representing 47% of the

total population). Annual Reports for 1997 were obtained for each of the companies in
the sample. These annual reports represented the most recent source of data available at
the time of the study. A discdare checklist was developed to measure the extent of
voluntary disclosure of 113 index items. Items of information included in the index
were selected based on the relevant research studies and comprehensive international

surveys of accounting and repadi

The items of information on the checklist were checked against the mandatory
disclosure requirements of Hong Kong and Singapore in order to arrive at the voluntary
disclosure checklist applicable to the sample companies. The items on the checklist
were categorized into three information types. Category (1) Strategic Information
(including General Corporate Information, Corporate Strategy, Acquisitions and
Disposals, Research and Development, Future Prospects). Category (2) Nonfinancial
Information, (induding Information about Directors, Employee Information, Social
Policy and Value Added Information). Category (3) Financial Information (including
Segmental information, Financial Review, Foreign Currency Information, and Stock

Price Information).

The volntary disclosure index for each company was calculated as a proportion of the
maximum voluntary disclosure possible. The voluntary disclosure index was compiled
based on the addition, and-weighted scoring approach, of the disclosure items. This
approab was based on the assumption that each item of information disclosure is of
equal i mportance in the c-makmp@progass A lingaf or ma
multiple regression analysis was used to test the association between the extent of
voluntary disclosure (dependent variable) and the independent variable of ownership

structure.
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The results of the test indicated that there is a positive association between wider
ownership and the extent of voluntary disclosure by Hong Kong and Singapore listed
companies. Moreover, the empirical findings also highlighted the importance of the
contextual characteristics of Hong Kong and Singapore. Chau and Gray (2002)
concluded that insider and famigpntrolled companies have little motivation to
disclose informaon in excess of mandatory requirements because the demand for
public information disclosure was relatively weak in comparison with that of companies

with wider share ownership.

Leventis and Weetma(R004) attempted to investigate the association betweean

companyspecific variablesand the extent of voluntary disclosuré 87 nonfinancial

publicly traded companies listed on the Athens Stock Exchange (ASE) for the year

1997. Financial and banking companies were excluded from the sample due totdiffere

regulations affecting their financial reporting practices. Seven corgaeuific

variables were classified into following groups:

(a) Structurerelated variables: firm size (market capitalization) and gearing (long term
debt to equity);

(b) Performanceelated variables: profitability (return on equity) and liquidity (current
ratio); and

(c) Marketrelated variables: share return, industry (consumer products, industrial

products and services), and listing status (parallel market, meaiet).

A voluntary disclosure index was developed, containing 72 voluntary disclosure items
relevant to the Greek marké&the voluntary items included in the index, divided into
three categories (namely, corporate environment, social responsibilityiremte

related disclosures). To measure the extent of disclosure arighted approach was
applied, scoring awards one if a company disclosed a certain item and zero if it is not
disclosed. The disclosure score for each company was measured byadioé eatiual

items disclosed, divided by the maximum possible items that could have been disclosed.
Using linear regression analysis, the findings indicated that the level of overall

disclosure in the sample of companies was relatively low at 37.57%.

Moreover, the level of voluntary disclosure varies materially across the three categories

ranging from 58.7% for corporate environment to 14.8% for social responsibility
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information. It was also evident that sample companies vary considerably in both the
depenént and the independent variabl€se adjustedR squared (AdR2) suggests that

35.6% of the overall disclosure variation was explained by the independent variables.

The results also indicatedat most significant variable overall was firm size measured
by market capitalization. Other significant variables were listing status and share return.
The remaining independent variables were found not statistically significant. The results
also showed that the amount of explained variation in information casganges

from 29.3% for financial information to 22.3% for corporate environment information
and 15.4% for social responsibility information. Further, the independent variables had
different levels of association with the three separate categories lohtany
information. Leventis and Weetma(R004) suggested that the explanatory power of

each factor depends on the particular nature of each disclosure area.

Gul and Leung (2004¢onducted a study texamine the relationship between board
leadership struare namely CEO duality (CEOs who jointly serve as board chairs), the
proportion of expert outside directors on the board (PENEDs) and the extent of
voluntary disclosure by 385 Hong Kong nfimancial listed companies for 1996. Firms

in the financial secto(banks, insurance and other financial firms) were excluded from

the sample subject to different disclosure requirements.

A disclosure index containing 44 discretionary items was developadier to measure

the extent of voluntary disclosur@he infomation items included in the disclosure
index, was classified into three groups: background information, financial performance
information and nonfinancial performance information. The background information
group includes matters that cover corporatalgiocompetition, products and markets.

The performance information group includes items such as changes in sales, gross
profits and R&D expenditures. The nfinancial information group includes number of

employees, staff training, product segment anslged Y2K issues.

They used the uweighted approach to computee voluntary disclosure score;
company received a score of one if it voluntarily disclosed information on the item and
zero if the item was not disclosed.tétal voluntary disclosure score for each company

was calculated as the sum of the scores awarded for each item in the disclosure index.
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Using multiple regression analysigetresults of the analysis showed that CEO duality
was associated with lower woitary disclosures. Results of the study also showed that
firms with a higher proportion of ENEDs were associated with lower voluntary
disclosures. More interestingly, they found that the negative association between CEO
duality and corporate disclosuresasweaker when the firm has a higher proportion of
ENEDs. Finally, their study suggested that CEOs with valuable secrets who are also

chairmen might limit disclosures and keep real outsiders off the board.

In a Saudi Arabian study, Alsaeed (2006) examihedypothesisedmpact ofseveral
characteristics of the firm on the level of voluntary disclosure in the annual reports,
using a sample of 40 ndmancial companies that were listed on the Saudi Stock

Market, for the year 2003. Alsaeed (2005) clasdifie t h e firmsoé char

(independent variables) into three sets: (1) struatleged variables (firm size, debt,
ownership dispersion, and firm age), (2) manedated variables (industry type and
audit firm size) and (3) performancelated variales (profit margin, return on equity,

and liquidity). A disclosure index consisting of 20 information items was used as a
yardstick to measure the level of voluntary disclosure in the annual reports of 40 listed
firms. The construction of the disclosunedex was based on the items of information

that companies supply in their annual financial reports to shareholders.

The unweighted approach was employed to calculate the voluntary disclosure score for
each company, coded one if the information item waslased or zero if not. A
disclosure index for each company was computed as the ratio of the actual score given
to the company divided by the maximum score. The association between the level of
voluntary disclosure and firm characteristics was examinedgusiultiple linear
regression analysis. The results that are foundibgeed (2006) revealed that there is a
significantly positively association between firm size and the level of voluntary
disclosure. On the other hand, he found that the remainingctéi@stics do not have a

significant relationship.

I n China, Huaf ang and Jianguobés (2007)
ownership structure (blockholder ownership, managerial ownership, state ownership,
legatperson ownership, and foreign ligg'shares ownership) and board composition
(was measured by the proportionindependent directors (IND) and CEO duality) on

voluntary disclosure of 559 listed companies in Chiftze banking sector, insurance,
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and other financial companies werecludedfrom the sample population due to their

differentdisclosure requirementsom other norfinancial companies.

The researcheradopted the level of voluntary disclosure of the sample firms as a
measure of their voluntary disclosures in annual reports for three reasons. First, annual
report disclosure levels were positively correlated with the amount of disclosure
provided via othemedia. Second, financial analysts and investors regarded disclosures
in corporate annual reports as the most important source of information for firms.
Finally, corporate disclosure of management forecasts (earnings forecasts) was rare in
China.

They deeloped a disclosure index in order to measure the extent of voluntary
disclosure by companies in the 2002 annual reports. The-disebsure index
containing 30 items was developed to measure the extent of voluntary disclosure by
companies in the 200aual reports. The items in the disclosure index were classified
into four main types of voluntary information. These were background information,
business information, financial information and #mancial information. The
background information includecorporate goals, strategy and competition. Business
information includes items such as changes in sales, changes in costs of goods, and
profit forecast. Financial information includes gearing ratio, liquidity ratio, inventory

turnover, and turnover of ceivables.

Non-financial information includes staff training, ISO issues, and corporate culture.
The unweighted scoring approach was used to score each item in the voluntary
disclosure index; a company receives a score of one if it voluntarily discloses
information on the item and a zero otherwise. The voluntary disclosure score for each
company was the sum of scores awarded for each item in the disclosure index.-A linear
multiple regression analysis was used to test the association between the dependent
variable of voluntary disclosure and the independent variables of ownership structure

and board composition.

The results of statistics analysis showed that two aspects of ownership namely,
blockholder ownership and foreign listing/shares ownership sigreficant, associated
with increased voluntary disclosure (at the 0.05 level). However, the other three aspects

of ownership: managerial ownership, statenership, and legalerson ownership were
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not significant related to voluntary disclosure. The Itesalso showed thahe board
composition (the percentage of Independent director (IND) on board and CEO duality)

was significant at the 0.05 level related to voluntary disclosure.

Agca and Onder (2007) investigated the relationship between certain ndéepe
variables and the voluntary disclosure levels for Turkish firms listed on the Istanbul
Stock Exchange in 2003. The study sample contains 51 firms from various sectors,
banking and insurance were excluded from the sample. The independent variables
investigated were: firm size, leverage, auditing firm, ownership structure, profitability

and multinational firm.

A voluntary disclosure checklist contained 87 items was utilized to assess the voluntary
disclosure levelsThe voluntary disclosure checklisivas divided into three main
categories: strategic information, nfinancial information and financial informatioA.
dichotomous procedure (wmeighted) was applied for scoring the index items, if the
information item in the annual reports matched therimftion item in the voluntary
disclosure checklist, the allocated code is one if the information item did not match,
then the allocated code is zero. The researchers applied areguétssion model to
investigate the degree of the effect of independantbleson the extent of voluntary
disclosure, theiresults revealed thatuditing firm, profitability, and firm size variables

were significant for the overall disclosure.

Yuen et al. (2009) investigated the impact of ownership features, corporateaywesr
mechanisms, and firrepecific characteristics on the voluntary disclosure practices by
200 publiclylisted industrial companies on the Shanghai Stock Exchange in China. The
financial and insurance sectors were excluded from the study sample bdusese t
companies have different capital structures. The ownership structure features and
corporate governance mechanisms include (1) concentration of ownership; (2)
ownership by state and statdated institutions; (3) individual ownership; (4) the chief
executive officer is also the chairman of the board of directors; (5) board independence,

and (6) the existence of an audit committee.

The firmspecific characteristics are (1) firm size; (2) leverage; (3) profitability, and; (4)
type of industry. In ordeto measure the extent of voluntary disclosureglative

disclosure index was developed contained 34 voluntary disclosure ifdms.elative
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disclosure indexof each sample company was computed as the ratio of the absolute
disclosure score to the maximupossible disclosure scor@. regression model was
utilised to test the relation between independents variables and the extent of voluntary
disclosure, the regression results revealed that individual ownership, the existence of an
audit committee, firm sg and leverage were significantly related to the extent of

voluntary disclosure.

Jiang and Habib (2009) attempted to examine the impact of different types of ownership
concentration on corporate voluntary disclosure practices bylidte@ nonfinancial
companies onthe New Zealand Stock Exchange from 2001 to 2005. Financial
institutions and overseas companies listed on New Zealand stock markets were
excluded from the samplén unweighted disclosure index comprising 39 items was
constructed based on the disclosure index used in earlier studies. The items in disclosure
index were checked against the mandatory annual report disclosure requirements in
New Zealand in order to sure that the disclosure index reflected only voluntary

disclosure items.

To measure the extent of voluntary disclosure, a checklist of 39 items was used. The
voluntary disclosure items on the checklist were classified into five information
categories:

(1) Background information.

(2) A summary of historical ressilt

(3) Key nonfinancial statistics.

(4) Projected information.

(5) Management discussion and analysis.

A voluntary disclosure index items were scored according to the checklist, and scaled
by the maximum disclosure score. Hymar observation is givenone point if the

company annual report has disclosed the relevant items on the checklist, and an
additional point is awarded if the disclosed items have been found to be quantified
either as a point or range estimate. The regression model was desigsgohébecthe

impact of ownership concentration on the extent of voluntary disclosures. The results
revealed that the relationship between ownership concentration and the extent of

voluntary disclosure practices had a +iokear pattern.
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Akhtaruddin et al. Z009) investigated empirically the association between five
governance variables and the extent of voluntary disclosure by 16fnaancial listed

firms in Malaysia. The governance variables examined were board size, proportion of
independent naexecutive directors (INDs) on board, outside share ownership, family
control, and percentage of audit committee members to total members on the board. To
measure the level of voluntary disclosure of the sample firms, a disclosure index
containing 74 information éms was developed in consultation with the disclosure

checklist used by similar studies.

An unweighted disclosure approach was applied, the items of information were
numerically scored on a dichotomous basis. A firm is scored one for an item disclosed
in the annual report and zero if it is not disclosed. The total voluntary disclosure index
was then computed for each sample firm as a ratio of the total disclosure score to the

maximum possible disclosure by the firm.

They applied the regression model examine the relationship between explanatory
variables and the extent of voluntary disclosure, they fourmbsative association
between board size, proportion of INDs, outside share ownership and the extent of
voluntary information. On the other hand, théirdings indicated that the extent of
voluntary disclosure was negatively related to family control and the ratio of audit

committee members to total members on the board.

In a recent study in a developing country, Rouf (20&0)pirically examined the
as®ciation between corporate characteristics, governance attributes and the extent of
voluntary disclosure in the annual reports of 120 Bangladeshi listedinamcial
companiesThe main criteria used for sampling the firms were: (i) annual reports must
be available at the stock exchange and (ii) the firm must have been listed for the entire
period of the study 2008. The corporate characteristics were: firm size and profitability,
corporate governance attributes were, independenterecutive directors, alit

committee, board leadership structure, board size, and ownership structure.

A disclosure index containing 68 voluntary items was developed. The index items were

classified into thirteen categories: general corporate information, corporate strategic

information, corporate governance information, financial information, financial review

information, foreign currency information, segmental information, employee
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information, research and development information, future forecast information, share

price infamation, social responsibility information and graphical information.

An unweighted relative disclosure index was employed to measure the level of
voluntary disclosure of each company. The items of information were numerically
scored on a dichotomous b&isa company was scored one for an item disclosed in the
annual report and zero if it was not disclosed. The total voluntary disclosure index for
each company was computed as a ratio of the total disclosure score to the maximum

possible disclosure by tharh.

The researcher used thwdinary least squares regression model to examine the
relationship between independent variables and the level of voluntary disclosure, the
empirical results indicated that there was a positive association between board size,
board leadership structure, audit committee and the extent of voluntary disclosure. In
contrast, the extent of voluntary disclosure was found negatively related to proportion of
independent nonexecutive directors, ownership structure and net profitabhiy.
results also indicated that the level of average voluntary disclosure in the sample
companies was 47.74%, the highest score achieved by a firm was 72% and the lowest

score was 18%.

In Iran, Khodadadi et al. (2010) assess empirically the relationshigebn a number of
corporate governance attributes and the extent of voluntary disclosure practices by 106
listed nonfinancial companies on Tehran Stock Exchange over the period220%1

The banking sector, investment and other financial companiesomg@teed from the
sample of this study due to their nature of operation and different financial reporting
practices. The corporate governance attributes examined were: the percentage of
independent directors on the board, the existence of dominant pergsnali

(CEO/Chairman duality) and the percentage of institutional investors.

In this study, the firm size and the type of audit institute (audit organization or other
institutes) were used as control variables. In order to measure the extent of voluntary
disclosure, an uweighted disclosure index containing 31 items was developed based
on voluntary disclosure items used in similar prior studitsgression analysis was
applied to test the relation between independent variables and the extent of voluntary

disclosure, the results indicated that that there was no significant relationship between
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percentage of independent directors on the board, CEO/Chairman duality and the extent
of voluntary disclosure. In addition, the research results show a signifi¢atmnship
between the percentage of institutional investors and the extent of voluntary disclosure.
Finally, the coefficientof the control variable of firm size wasgnificant at 5% level, and

auditor type was also significant at 10% level.

2.3Empirical studies on measuring the extent of voluntary disclosure in the annual
reports of banking companies

In general, up to date there has been little academic research related specifically to
banking sector disclosures. Earlier research has focusedrehi nanci al Comp:
annual disclosures and their association with company attributes.f&ergmpirical

disclosure studies have sought to measure the extent of voluntary disclosure and its
relationship with commercial bardpecific characteristics iparticular. For this reason,

this section, therefore, will reviewhe previous empirical studies that measured the

extent of voluntary disclosure (including social responsibility disclosure and aggregate
disclosure), in order to identify a potential gaptihe relevant academic literature and

how this current study can be extended in an attempt to fill this gap.

The first empirical study that attempted to measure the extent of commercial banking
disclosure was conducted by Kahl and Belkaoui (1981). Thasasured the overall
extent of disclosure adequacy by 70 commercial banks selected from 18 countries
located in the nolgommunist world (US 16, Sweden 3, Holland 1, Finland 1, Norway

1, UK 11, Germany 3, Singapore 1, Denmark 2, Australia 2, France 2 e8ariz 3,
Austria 1, Italy 1, Canada 10, Japan 10, Spain 1 and Brazil 1). The main criterion for
selection of the commercial banks sample was the provision of English language

version annual reports available for the year 1975.

The commercial banking disidure level was measured through a weighted disclosure
index, consisting of 30 items of information by asking fifteen business administration
professors of the Faculty of Administration of the University of Ottawa, knowledgeable
in international financialreporting practices, to score the relative importance of

disclosing each iterm a disclosure index on a scale of zero to four, with higher scores

indicating greater importance.
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Disclosure index information items were selected based on investment, firemtia
accounting I|literatur e, and the researcher
rel evance for the b a-makingsHKabl arid Belkaouighouglatr s 6 ¢
that their sample of professors might not be an adegquexy for users of banknnual

reports internationally, so they sent the same questionnaire to 50 of bank financial
analysts holding the professional designation Certified Financial Accountants who were

listed in the 1975 Directory of the Financial Analysts Federation.

The numbe of responses to the mail survey was ten and their scoring of items was
identical to that of the early respondents (professors) with some slight but not
statistically significant difference in the weights. Then the annual reports of the 70
banks were evahted on the basis of the response score assigned to each of the
information items in the disclosure index. The researchers also measured the degree of
association between the extent of disclosure and the commercial bank size (measured by

total assets).

Us ng the Spearmandés rank correlation test
the size of commercial bank and the extent of disclosure. Additionally, their results
revealed that the level of information disclosure in the annual reports of commercial

banks differs from country to country.

Abdul Hamid (2004) investigates empirically the association between a number of
corporate characteristics and the level of social information disclosed by 48 banks and
finance companies in Malaysia. The corporataattaristics examined were: firm size,
financial performance (was measured by return on equity (ROE) and return on assets
(ROA)), age of business, listing status, and company profile. A sample of annual reports
for the year 1999, were drawn from the theges in Malaysia, namely Malaysia

Central Bank, Banking Institute of Malaysia, and Kuala Lumpur Stock Exchange.

The total of disclosure index was measured by pages to the nearest of hundredth of a
page. To assess the effect of each independent varialileedevel of disclosure, he

used multiple regression models. The results of the study showed that the level of social
information disclosure was significant and positive association with firm size, listing

status and age of business. In addition, thdysthows that insignificant relationship
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between profitability variables and the disclosures of social information. Finally, for the
company profiles the results showed an insignificant and negative association.

Hooi (2007) empirically investigated the pact of national culture on the extent of
information disclosure in the 2004 annual reports of 37 listed domestic commercial
banks. The commercial banks sample was selected from 17 developed and developing
countries. The selection of countries was deteeahiby the data availability of the five
culture values, namely individualism, masculinity, power distance, uncertainty

avoidance, and lonterm orientation.

In order to measure the extent of information disclosure in the annual reports of
commercial bankshe used the 2001 Basel survey checklist, containing 104 voluntary
and mandatory items. The 104 information items were categorized into twelve types of
information namely, capital structure (14), capital adequacy (7), market risk internal
modeling (16), mternal and external ratings (4), credit risk modeling (5), security

activities (8), asset quality (13), credit derivatives and other credit enhancements (6),
derivatives (other than credit derivatives) (9), geographic and business line

diversification (1(), accounting and presentation policies (7), and other risks (5).

Using multiple regression analysis, Hooi (2007) found that the only significant cultural
dimension for commercial banking disclosure was uncertainty avoidance. He also found
that the bankig disclosure level across all countries was a moderate 48%. In addition,
this study recommended that letegm orientation value should not be used as part of
the cultural framework for disclosures due to biased dataally, the researcher
concluded thathe used of disclosure rate tends to yield slightly better results in terms of

explanatory power compared to disclosure band.

Much more recently, Hossain and Taylor (2007) investigated empirically the
relationship between a number of commerdahk attibutes and the extent of
voluntary disclosure in the annual reports ofd2@nestic private banks Bangladesh.
The commerciabank attributes examined were: commercial bank size (log of assets),

audit firm link, and profitability.
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To select of the voluaty items of information included in the disclosure index, the
researchers considered the research that used the disclosure indices as a methodology,
disclosure for financial institutions as required the 42 and the items of information

having considexd potential interest to the user groups (shareholders, financial analysts,
government authorities, and professional accountants). A total of 45 voluntary
disclosure items were identified as relevant and could be expected to disclose

voluntarily in the anonal reports of the banking companies in Bangladesh.

The unweighted disclosure method was employedrder to measure the voluntary
disclosure score for each bamk,which an item scores one if disclosed and zero if not
disclosed. A multiple regressionoael was applied to investigate the relationship
between the extent of voluntary disclosure (dependent variable) and bank attributes
(independent variable). The multiple regression model was significant (P<0.005). The
adjusted coefficient of determinatigR squared) indicated that 24% of the variation in

the dependent variable was explained by variations in the independents variables. The
study findings also revealed that bank size and audit firm link to be significant in

determining the disclosure leveadthe banks (at a 5% level).

In contrast, no statistically significant relationship was found between the extent of
voluntary disclosure and the profitability variable. Findings of this study suggested that
the extent of voluntary disclosure by bankirmpanies in Bangladesh systematically

differ depending upon the bank size and characteristics of its audit market (whether it is

audited by Big Five audit firms or not).

In another contemporary study, Hossain and Reaz (2007) investigated empirically the
extent of voluntary disclosure by 38 listed banking companies in India, also examining
the association between six baspecific characteristics and the extent of voluntary
disclosure of the sample companies. The bank characteristics investigated were: bank
size (measured by log of assets), age, multiple listing, complexity of business, board
composition and asseits-place. A disclosure index was constructed consistingsof 6

items of voluntary information.

A disclosure index for each bank was calculated using a dichotomous approach (un
weighted) in which an item scores one if disclosed and zero if not disclosed. The

Ordinary Least Square (OLS) regression model was usedskss the effect of each
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bank characteristics on the extent of voluntary disclosure. Their results indicated that

Indian banks were disclosing a considerable amount of voluntary information.

Additionally, it was shown that bank size and asse{dlace ae statistically significant

in explaining the level of disclosure. However, the bank age, diversification, board
composition, multiple exchange listing and complexity of business were found to be
insignificant in explaining the extent of voluntary disclesin annual reports. Hossain

and Reaz found that 55% was the highest disclosure score and 20% was the lowest.
Moreover, the study found that Indian banks published 35% of voluntary items of

information on average.

It was found also that public sectornia disclosed more voluntary information
(38.66%) than private sector banks (31.15%).The researchers concluded that this study
was quite interesting and different from other studies because it was focused on banking
institutions, also there has been littesearch in the banking institutions on voluntary
disclosure and also the developing country perspective. However, this study was limited

to single fiscal year and single country.

In a recent study of banking disclosure, Hossain (2008) conducted ancaigiudy to
investigate the extent of mandatory and voluntary information disclosed in the annual
reports of 38 listed banking companies in India. He also examined the association
between the extent of disclosure and compsscific attributes; namely,ga, bank

size, profitability, complexity of business, assetsplace, board composition, and

market discipline with the level of disclosure.

Disclosure indexes used by Hossain show a total of 184 items of information containing
101 mandatory items and 88luntary items that might be disclosed in an annual report.
The selection of mandatory items was based on the following criteria: (1) banking
companies act, 1949 (2) company act, 1956, (3) listing-aléese 49, (4) company act,
1956 and (5) RBI guideies. The selection of voluntary items was based on previous
disclosure studies and BASEL.

The unweighted disclosure indermethodology was used in the study, an item of
information scoring one if disclosed, and zero if not disclosed. The Ordinary Least

Square (OLS) regression model was employed to assess the effect each banking
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company attributes on the level of disclosure.sston (2008) found a significant
positive relationship between the aggregate disclosure levels and bank size,
profitability, board composition, and market discipline. The results also showed that
bank age, asseis-place, and complexity of business weegatively associated with

the extent of total disclosure. Overall) average)ndia banks published 60% of the
total disclosure of which 88% were mandatory and 25% were voluntary items.

This study can be criticised on several points. First, it was limaed single year
period. Secondly, the researcher did not include the unlisted banking companies in their
sample population. It would have been more meaningful if the research had included
unlisted bankingcompanies in order to determine whether therea isignificant
difference between disclosure in the annual reports of listed banks and disclosure in the

annual reports of unlisted banks.

In another study, Maingot and Zeghal (2008) investigated the corporate governance
disclosure practices of 8 Canadibanks. The sample of banks was selected based on
the following three criteria: (1) the bank is a widely held bank with no single
shareholders can own more than 10% of the total of the bank, (2) the bank is traded on a
stock market, and (3) the bank mustdhartered in Canada. A coding sheet containing

54 elements of disclosure, was developed to evaluate the corporate governance
disclosure of in the 2003 annual reports of Canadian b&wtscting the elements of
disclosure were based the previous litei@tand Toronto Stock Exchange Corporate
Governance Guidelines. The coding mechanism was used, if the bank discloses the
element a score one will be given, if the bank not disclose the element a score zero is

given.

The researchers also examined the efdéthe bank size (measured by total assets) on
the disclosure of corporate governance information. The results of the study showed that
the large banks disclose more information on the governance section of their web pages.
The findings also indicated thahe smaller banks disclose a large amount of their
information in both the annual reports and in the proxy circulars. Matingot and Zeghal
(2008) found that the size of the bank has a positive impact on the volume of disclosure

information related to cograte governance.
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In Kenya, Barako and Brown (2008) examine empirically the influence of three
corporate governance attributes on the level of social information disclosed in 40
Kenyan banks annual repofthe corporate governance variables examinedigstudy

were: board composition (independence of board), gender representation on board, and
foreign nationals on board. To measure the extent of voluntary disclosure, a disclosure
index comprising 22ocial disclosure item&as developed. The list of@éhdisclosure

items were drawn from prior corporate social disclosure studies. Tiweeighted
disclosure scoring approach was applied, with a score of one if an item is disclosed and

zero if not.

Multiple regression analysis was used to examine the relationship between the level of
disclosure of social information (dependent variable) and the three corporate
governance variables. The results of the regression analysis indicated that the board
compgsition variable was significantly associated with the extent of social information
disclosed annual reports of banks. In addition, the results also showetethmiard
gender diversity variable was statistically significant. Howevbe proportion of
foreign national on the board of banks was found not significantly associated with the

level of voluntary disclosure.

Overall, the level of disclosure of social information disclosed by Kenyan banks was
very low with a mean of 15%. In particular, banks didt misclose important
information relating to recruitments, employment of special groups, assistance to
retiring employees, employees productivity and turnover. In addition, very few banks,
12.50% and 0.03% respectively disclose information relating tocemaent policy and
environmental activities they undertake, while only three banks contribute to the

national AIDS campaign.

In a Libyan context study, Kribat (2009) conducted an empirical study to measure the
degree of mandatory and the overall informatdisclosures made by Libyan banks
during the period from 2000 to 2006. The analysis proceeds to examine the relationship
between four bankpecific characteristics (i.e. bank size, age of bank, profitability and
ownership structure) and the extent of reggte information disclosure. To measure the

disclosures levels, this study develop a checklist included 126 information items that
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measures both mandatory and voluntary disclosures in the annual reports of a sample of
11 private and government owned bsink

In this study, banks established after 2000 only were measured, and the annual reports
for the shorter time periods were collected. Only 8 banks out of 11 banks collected their
annual reports for seven years, some banks only had one annual financial report
collected over the period of seven years studied (i.e. Aman Bank for Commerce and
Investment and Alejmaa Alarabi Bank). Further, the researcher included the
Commercial Arab Bank, in fact this bank was licensed as a commercial bank in 2007 as
stated in th&€BL, Annual Reports of 2007, on page No. 72.

Kribat (2009) claimed that the mandatory disclosure checklist was constructed based on
relevant Libyan laws, namely Commercial Law, Income Tax Law and Banking Law.

There was no information given about thesentiomed lawseither the year or the issue

number, and the researcher did not specify information items resources such as number

of Articles and the total of required items stated by each Law. Surprisingly, Kribat,
(2009, p . 26) has anies are dot regnied by fihe iLibygna n ¢ «
Commercial Law to provide the information included in the annual reports to the

publico.

This clearly implies that there is no mandatory disclosure requirement at all.
Surprisingly, later he concluded that Libyan barfeied to comply fully with

mandatory disclosure requirements in any of the sample years-2P08). In fact, no

information items were queried by stated laws to be published to external stakeholders
and the items in the L iogey elurdasily. b particudat, r ep o
there is no Libyan banking law that specified any list of information items must be

di sclosed in the Libyan banks6é financi al
which imposed on the all banks to publish their feiahstatements to general public

was the Banking Law No 1 which was issued in 2005 (Article 84), however no specific
information items were required by this Law to be disclosed.

Kribat (2009) used a multivariate panel regression analysis to test theiatiss
bet ween the overal/l i nformation disclosur

study revealed that that both profit and age appear to have a positive influence on the
49



overall financial disclosure level while size of the bank has a megatiluence. The
similar variables were also tested by the researchers to investigate their influence on the
extent of banking disclosure level, and they found that the size of the bank has a
positive impact on the extent of disclosure (e.g. Kahl andddelk 1981; Hossain and
Reaz, 2007; Hossain and Taylor, 2007; Matingot and Zeghal, 2008; Hossain, 2008).
While, age of the bank was found by similar studies is insignificant in explaining the
level of disclosure (e.g. Hossain and Taylor, 2007; HossairRasad, 2007; Hossain,
2008). Finally, the reliability of the Kribat (2009) empirical results is questionable,
since there was no disclosure requirement
that time of the study. Also, the sample is not homogenemeasaition to the number of

annual reports obtained from each bank.

Another empirical study by Menassa (2010) attempted to investigate the extent of social
disclosures by 24 Lebanese commercial banks and examined the relationship between a
number of bank dracteristics, namely, bank size, financial performance, listing status,
and overseas presence and the extent of social disclosure. This study employed the
sentence count as the main unit of analysis to locate and analyse the type and quantity
of social dsclosure provided in the annual reports for the year 2006. The findings
provide evidence of the widespread use of this phenomenon by these banks as a means

to communicate with their stakeholders.

Moreover, the study results revealed that banks attribgteater importance to human
resource and product and customers disclosures, whereas the availability and extent of
environmental disclosure was still weak. In addition, a strong association was found
between the extent of social disclosures and bank sidefiaancial performance
variables. In contrast, found no significant statistical relation with the bank age. Finally,
findings of this study suggested no difference in social disclosure behaviour between
listed banks and banks with an overseas presemck,nanlisted banks and those
operating only in Lebanon.

More recently, AgyeMensah (2012) conducted an empirical study to investigate the
influence of firmspecific characteristics (i.e. bank size, profitability, debt equity ratio,
liquidity and auditfirm size) on the extent of voluntary disclosure in annual reports for

the year 2009, of 21 rural banks in the Ashanti region of Ghlamassess the level of
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voluntary disclosure the researchaopted 27 information items from the checklist
developed byother researcheré& dichotomous scoring method was used whereby an
item is scored 1 if it is disclosed and O if otherwldsing regression analysis to test the
association between selected bank attributes and the voluntary disclosure level, the
study reslts indicate that profitability represented by Return on Capital Employed
(ROCE) is positively associated with the disclosure level, while debt equity ratio,
liquidity (measured by current ratio), bank size (represented by value of net assets) and

audit firm size were insignificantly associated to the extent of disclosure.

2.4 Summary and Conclusions

This chapter has reviewed relevant empirical disclosure studies that have measured the
extent of voluntary disclosure in the corporate annual reports and igatedt its
association with certain corporate speediaracteristicsglassified as those applied to
nonbanking sector companies and those applied to banking sector companies
specifically. The review shows that there were numerous empirical studiesh whic
investigated the extent of corporate voluntary disclosure and its relationship with certain
corporate attributes in a variety of different countries, which include both the developed

and developing countries. Howevéhe vast majority of thesstudieshave focused

primary on voluntary information disclosuresinAsa n ki ng companyo6s an

in those countries.

Remarkably, all of the empirical disclosure studies reviewed in the section (2.2) have
suggested to exclude the banking sector and @traarcial institutions from the sample
due to theirdifferent reporting requirements and disclosure regulatiamd their

business activates being unique from other economic sectors.

Overall, all the prior empirical disclosure studies reviewed in this chapter employed a
disclosure index as an appropriate research method to measure the extent of voluntary
disclosure in corporate annual reports, with the exception of the studies which have
examired social disclosure practices (i.e. Menassa, 2010; Abdul Hamid, 2004). The
number of voluntary information items selected to form a disclosure index varies among
prior disclosure studies. Most previous academic researchers who have measured the

level of wluntary information disclosed in the annual reports have constructed a list of
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information items based either on review of the relevant accounting literature or on their

own perceptions.

In these empirical disclosure studies, both weighted indices amekeighted indices
have been widely used by most previous researchers to determine the level of voluntary
information disclosure in annual reports. A large number of reviewed studies measured
the voluntary disclosure practices for a single country andghesyear, while a very
small number of these studies attempted to measure the level of voluntary disclosure

practices cross nationally.

Previous researchers who have attempted to measure the extent of voluntary disclosure
in the annual reports have alsought to investigate its association with certain
company attributes such as age, company size, listing status, profitability, liquidity,

author type, industry type, ownership structure, and so on.

As can be seen from sections 2.2 and 2.3, the number @ed ©f company
characteristics (independents variables) used to test their possible impact on the extent
of voluntary disclosure in the annual reports varied from one study to andtieer.
review of literature has also shown the majority of prior resefanehd a relationship
(positive/or negative) between certain corporate spedifaracteristics and the extent

of voluntary disclosure of various types of information.

The majority of empirical voluntary disclosure studies reviewed in this chapter have
usedmultiple linear regression method to test the relationship between the extent of
voluntary disclosure practices (dependent variable) and corporate attributes. However,
prior empirical studies have provided mixed findings in different countries in such

relationships.

In particular, as seen in section 2tBere is avery small number of empirical studies
that investigatethe overall extent of voluntary disclosure and its relationship with
certain commercial bank attributes. In addition, the empirical eg@&ldrom those
studies was conflicting and not conclusive, some of {s@cific attributes examined in

the reviewed studies were found to be significantly associated with the extent of
disclosure in one study while in other studies these were found hatéoa significant

impact onthe disclosure level.
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For example, Hossain (2008) found a significant statistical relationship between
profitability and the extent of voluntary disclosure practices in Indian banks, whilst
similarly a study byHossainand Taybr (2007) found no significant association
between profitability and voluntary disclosure practicesBangladeshi banks. In
addition, there are other additional bank attributes that are likely to influence the extent
of voluntary disclosures whicltemainunexplored(e.g. bank liquidity position, listing

status and government ownership structure).

Further, the present empiricavidence on the determinants of overall of voluntary
disclosure in the annual reports of banking sector companies is very linsted a
compared to evidence from ndinancial companiesTherefore, there is a need for
moreempirical evidence from different countries about the influence of bank attributes
on the extent of voluntary disclosure to enhance a better understanding of the
relaionship between these attributes and banking disclosure. Also, much empirical
study is still required in this area to confirm or disprove the prior findings.

In addition, none of the studies have examined the extent of voluntary disclosure in
annual repds of listed and unlistedommercial banks longitudinally, and examined the
trends of voluntary disclosure practices over time from one year to the next.
particular,a review of thditerature of previous researshows that no empirical studies
havedocumented the extent of voluntary disclosure practices in the annual reports of
Libyan listed and unlisted commercial banks.

Consequently, the current research attempts to fill the existing gap in the disclosure
studies literature and contribute to ongpiresearch addressing voluntary disclosure
through a longitudinal examination of the extent of voluntary disclosure in the annual
reports of Libyan listed and unlisted commercial banks, and talsexamine the
influence of sevewommercial banispecific atributes on the overall level of voluntary

disclosure.
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Chapter Three

Theoretical Framework for Corporate Voluntary Disclosure

3.1 Introduction

The main purpose of this chapter isdiscuss the theoretical framework of corporate
voluntary disclosure practice. The corporate voluntary disclosure literature has proposed
that several academic theories may provide an explanation of voluntary disclosure
practices by companies. The most commnacademic theories that have been used by
accounting researchers to explain corporate voluntary disclosure phenomena are:

Agency theory, Signalling theory, Capital Need theory and Legitimacy theory.

These four prominent theories in the voluntary disalesliterature have been
postulated as the most dominaxplanatort heor i es attempting to
incentives to disclose additional information voluntarily, and these will be reviewed in

this chapterHowever, some scholars, for example, Krdihd Bouri (2010, p. 62) have
concluded t hat : AAfter di scussing di ffer
disclosure, we conclude that there is not a definite theory conceived to explain the

reasons that stimulate voluntary disclosur

The remainde of this chapter iorganisedas follows: Section 3.2 discusses agency
theory, while Sections 3.3, 3.4 and 3.5 representsipealling theory, capital need
theory andlegitimacy theory respectivelyinally, a summary and conclusion are

presented in seioh 3.6.

3.2. Agency Theory

Agency theory, as an economic theory, was developed by Jensen and Meckling in 1976.
In particular, this theory has been widely used by accounting researchers to explain and
understand voluntary disclosure phenomena in many countries with a different social
political and economic background (e.g. Chow and WBaren, 1987; Cooke, 1989a,
1991 and 1993; Hossain et al., 1994: Hossain et al.,, 1995; Meek et al., 1995;
Raffournier, 1995; Inchausti, 1997; Depoers, 2000; Haniffa and Cooke, 2002; Ferguson
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et al., 202; Hossain and Taylor, 2007; Chen et al., 2008; Akhtaruddin and Hossain,
2008).

As highlighted by Bricker and Chandar (19
research is based extensively on economic models of agency that represent the
operaingo mpany (firm) manager as fiagento and
From a theoretical perspective, agency theory is mainly concerned with the principal

agent relationship between the principals (for example, owners) and agents (for

example, thearporate managers).

An agency relationship is defined as: fia
principal(s)) engage another person (the agent) to perform some service on their behalf
which involves delegating some decision making authoritthtet agent 06 (Jens
Meekling, 1976, p. 308). According to Baiman (1990), an agency relationship will exist

after one or more principals employ others as their agents in order to delegate
responsibilities to them. In particular, agenityeory is founded o the premise of
maximisation of individual advantage, it therefore assumes that the principal and agent

are opportunistic and systematically seek their own-istdfest and preferences
(Lacoste et al., 2010).

Clearly, thistheory would suggest that thatérests of principals and agents differ

mainly due to their different utility functions. In this context, the agency theory
attempted to explain how sharehol der s, a
agents, arrange the relationship to protect twim interestslt also tries to predict the

conflicts of the parties within the companies (i.e. conflicts of interest between
compani esd® managers and sharehol der s, as

goals are not in perfect agreement (Depoer@0R0

The conflict of i nterest i s described a .
organisation (an agent) has multiple interests and of those interests one could possibly
corrupt the moti vatlitamen, 2010,p.18.n act i n t he ¢
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Figure 3.1: Conflict of interest between shareholders and managers

Many and disparate «—— = [ Many and disparate goals
goals of shareholders of managers

__/

Conflict of interest

Source: Adapted fronttonen (2010) which has been adapted from Soltani (2007)

Lambert (2001) pointed out that there are four distinctive reasons for conflicts of
interestbetween principaland agents comprising: (i) effort aversion by the agent, (ii)
the agent can divert resources for his own consumption, (iii) divergence of time
horizons, andiv) differential risk aversion on the part of the agent. However, Lacoste et
al. (2010) suggest &b the conflict of interest (agency conflict), can be reduced or
eliminated by two means: monitoring of the agent bypttiecipal and alignment of the

agent s interesisacwpahodéshat of the

According to agency theory perspective, the principalloait or reduce any potential
conflict with the agent by founding appropriate incentives for the agent and by incurring
monitoring costs designed to limit opportunistic action by the agent (Jensen and
Meckling, 1976; Hill and Jones, 1992).

Agency theoryis concerned with solving two problems arising in the agency
relationships: firstly an agency problem arises when the desires of the principal and
agent conflict and it is difficult or costly for the principal to confirm how the agent is

actually behavingthe problem here is that the principal cannot prove that the agent has
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acted improperly, and secondly a problem of risk sharing, which arises when the agent
and the principal have diverse attitudes toward risk, the problem here is that the
principal and he agent may tend to select opposing actions when the risk happens
(Eisenhardt, 1989).

Three commorsolutions have been suggested by Healy and Palepu (2001) to principal

agent problemsThe first solution to the agency problem is generating optimal cistra
betweencorporate insiders, as agents and outside shareholders, as prinmoipalse

for corporate insiders to share in the outcome of their actions, whiclerdsarages

disclosure and support &dign the actions and choice of management withrttexests

of stakeholders (e.g. compensation agreements and debt contrathg)r view, such

contracts regularly necessitate corporate managers to disclose appropriate information
toenabl e company stakehol der sobécomplarcdvete r ve t
contractual agreements, and to assess whether the management have managed the
companyO6s resources in the sharehol derso i

Another important mechanism #dleviate theprincipalagent problemis the board of

directors, who have the ability to control and discipline management on behalf of
shareholders. Specifically, the board of directarg responsible for monitoring
managerial performance in general, and financial disclosures in partiéul@amal,

effective way of overcoming the agency problem is intermediaries (e.g. financial
analysts, rating agencies and industry experts), involved in private infornsaioches

to discover managerial misapplication of company resources. As statedbgitet al.
(1995) where there Iis a separatgencgfcowhe
are inevitable because of the conflicts of -seférest inherent betweeowners and

management.

In line with this view,Raffournier (1995) asserts thie separation of ownership and

controlo f a firm generates O6agency costsd res
owners and management of a firm. Watts and Zimmerman (1979) pointed out, the

agency costs arise because the company managers (agethts) interests do not
necessarily agree with the interests of shareholders (as the principals). Also, agency

costs arise in any situation involving a cooperative by two or more persons even though
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there is no clear cut principafyent relationship (Jems and Meckling, 1976). Agency

costs comprise monitoring costs, bonding costs and residual loss.

Monitoring costs refer to the expenditure that the principals are agreeable to pay to
facilitate the monitoring of @gcpstmnaresttie act i
costs incurred by the agents to guarantee that they will not take certain actions to harm
the principal ds interests, or that they w
action, for example, the cost of internal audit or appoghbutside members to the

board of directors; residual loss refers to the expenses that principals have to incur due

to poor managerial decisions (Jensen and Meekling, 1976; Hill and Jones, 1992).

It has been suggested thateoof the possible ways to dease agency costs is to
disclose more information concerning the management activities and the economic
reality of the firm and through such information, stakeholders and other investors can

monitor management more appropriately (Alvarez et al., 2008).

In this regard, Akhtaruddin and Hossian (2008) affirm that informadigolosure is

motivated by the wish of the managers to efficiently treat the potential conflicts between
compani esd man ag €onsisteatnvith thes viewk @ dy etlald(E9Qfs .

46-47) claim thatihaccounting i nformati on S a mec

bet ween various stakehol ders for both expl

From the agency theory point of view, both parties to a contract (the principal and the
agent) often do not have the same infor ma
i nf ormati ono Typidally ief@mation asgn8rtjy between the priradip

and the agent occurs when the agent has more information than the principal.

More importantly, information asymmetry gives rise to moral hazard or adverse
selection probl ems. Mor al hazard probl ems
detectthmgent 6 s action choice and when the pr
the agent over the set of alternative actions diverge (Walker, 1989). Adverse selection is

a problem that occurs when the agent has access to information preceding his action
choice which cannot be noticed by the principal (Walker, 1989). However, moral hazard

and the adverse selection problems can be overcome by disclosing improved public

information (Walker, 1989).
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In the context of the firm, the information asymmetry problersearbecause outsiders

to the economic entity (i.e. stakeholders and other investors) have limited access to
information about the current and likely future operations of an economic entity. In
other words, information asymmetry arises where the compamages have the
competitive benefit of information within the company over that of the shareholders and
other investorsArnold and Lange, 2004)n addition, he separation of management

and ownership awards company managers with superior informationdirega
compani esd current activities, financi al
Mullins, 1986).

Co n s e qu e nmdnagers hvie supesidr information compared to external owners

and other i nvestors about futhre prospgeastsmAsé cur
Akhtaruddin and Hossain (2008, p . 30) amo
managers have better access to private in

Jones (1992) stated that company managers are in a positidtert@r distort the
information that theydi scl ose to stakeholders and ma
information complicates the agencgroblem. It is, therefore, problematic for
stakeholders to identify if managers are performing in their interéstsompany

manager could mitigate the information asymmetry problem by increasing the amount

of information they voluntarily provide to the outsiders of a comp@inssain et al.

2005).

It can be argued that the degree of information asymmetry betwegeorater managers
and external users of financial information is particularly high in a country where
financial reporting standards acdrporate reporting requiremerdffer less disclosure
(Young and Guenther, 2003). In other words, in a country with duglity accounting

and financial reporting standards, the corporate annual repdemal users may face
fewer information asymmetigroblemsthan a country with a low quality of accounting

and financial reporting standards.

Generally, die to the poterai of the information asymmetry problem, management of
the firms would simply utilise the annual reports of firms to provide additional
information and other useful private information to outside stakeholders. As Healy and

Palepu (2001) assert, increasesmand for financial reporting and disclosure arises
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from an information asymmetry problem and the agency conflicts between company
insiders and outsiders.

Mor eover, comp an tha stakehoens segkda centrdt their aehaviour
through bondingand monitoring activities, therefore they will have more incentive to
increase the level of disclosure to convince stakeholders that they are acting optimally
(Watson et al., 2002). In this regard, Inchausti (1997) highlights the fact that increased
finandal and norfinancial information disclosure in corporate annual reports may be
used to reduce both agency costs and information asymmetries between managers and

outsider s. In this respect, Gray et al

viewedas a O6énexus of contracts, & and account

owners har ehol ders as a means of monitoring

Accordingly, external owners and other investors require timely and reliable financial
and norfinancial iformation about the company in order be able to monitor the
activities and effectiveness of management, and to make investment decisions. Hence
from the corporate annual reports, external users tmsible to obtain information

they need in a timely maenin the situation where they are in a position to nake
anticipate a decision (Mustafa et al., 2007). With this regandm (2000, p. 133)
highlighted the primary focus of corporate financial reporting as follows:

Financial reporting is theeommunication of information about an entity's
resources, obligations, earnings, expenditures, and revenues to users. Financial
reporting is concerned with the communication of information to those users who
have limited authority, ability or resources dbtain the needed information. It
communicates information about an economic entity to the users.
It was recognised that the corporé&teancial reporting and disclosures are potentially
important means for managers to communicate company performangesardance
to stakeholdergHealy and Palepu, 2001) astakeholders such aseditors, employees,
suppliers, customers, competitoffjancial analysts, and regulatory authorities are

dependent on the information diirsmakimgs e d

C

r

economic deci sions and reviewing the cor

supported byArabSalehi and Velashani (2009) who affrmthahe user s of cor

annual reports, and predominantly investors, require useful financial arithanaial

information for their decision making.
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Additionally, it has been asserted that a company disclosure is needed to evaluate the
timing and uncertainty of present and upcoming cash flows, which will help outside
investors to evaluate the company perforogammr make other economic decisions

(Meek and Roberts, 1995). Indeed, corporate financial reporting, managerial statements,
and security analystso reports al/l supply
investors in the marke{&squith and Mullns, 1986).

As a conclusionaccording to agency theorgisclosing additional information by
compani esd® managers on a volunt aresultingr basi
from conflicts bet ween C 0 mp & ralisce ®i@sidsma na g e
corporate annual reports disclosure as a mechanism to decrease information asymmetry

between the company insiders (as agentspandt si der sé i nvestors (a

As underlined byRaffournier (1995) the principalgent relationship is likely to @ a

major role in the corporate disclosure policy since those corporate annual reports can be
utilised to reduce monitoring costs. a similar vein, corporate financial reporting and

di scl osures pl ay t he rol e o f a ceentr ol
recognitions to which managers are likely to disclose more voluntary information

(Khlifi and Bouri, 2010) An overview of agency theory is presented in Table 3.1.
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Table 3.1:Agency theory overview

0 Keyldea A Principatagent relationships should
reflectefficient organisation of
information and riskbearing costs
Contract between principal and age
Selfinterest

Bounded rationality

Risk aversion

Partial goal conflict among
participants

Efficiency as the effectiveness
criterion

Information asymmetry between
principal and agent

Information as a purchasable
commodity

Agency (moral hazard and adverse
selection)

Risk sharing

Relationships in which the principal
and agent have partly differing goa
and risk preferences (e.qg.,
compensation, regulation, leadersh
impression management, whistle
blowing, vertical integration, transfe

pricing)

U Unit of Analysis
U Human Assumptions

U Organisational Assumptions

0 Information Assumption

0 Contracting Problems

Do T B P Do To T o Do T Do

U ProblemDomain

Source: Adapted from Eisenhardt, 1989.

3.2. Signalling Theory

Signalling theory was originally developed and used to explain information asymmetry
in labour markets(see Spence, 1973). This theory has also been widely used by
accounting researchers as further theory to explain why companies voluntarily
disclose additional information in their annual reports (e.g. Raffournier, 1995; Haniffia
and Cooke, 2002; Walston et al., 2002; Akhtaruddin and Hossain, 2008). According to
Morris (1987) gnalling is a common phenomenon relevant in the market with
information asymmetry; hence the signalling theory shows how this asymmetry can be

reduced by the party with additional information signalling it to othbftsreover,

Asignalling t he oragticah and empidcally tesdtable penspeaiive en pr
problems of social selection (Comdlyetat,ondi t i
2011, p. 63).
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A signal can be a visible action or structure utilised to indicate the sign of quality,
typically the £nding of a signal is grounded on the premise that it should be positive to

the signaller (An et al., 2011As explained by Morris (1987), in most signalling

models, the subsequent steps are likely to occur: essentially, sellers in the market are
assumedo own more information about their products than buyers. In this situation, the
buyers have no information about particular products but they have some general
perceptions. Then the buyers wildl individ

price whch is a weighted average of their overall perceptions.

Under such a scenarisellersof high average quality products incur an opportunity loss
because their products could sell at a higher price if the buyers have been informed
about the quality of products, whereas sellers of below average products make a chance
gain. Alternatively, selers of high quality products may have an incentivevithidraw

their products from the market.

On the other hand, sellers of superior products may have an incentive to disclose their
information (or signal) to the market to distinguish their productsh ftbat sold by

other sellers who have lower value products (Dye, 2001, p. 2A%)illuminated by
Erdem and Swait (19983¢llers know better than buyers about the quality of products
they are selling in the market (asymmetric information) and buyerotaasily assess

product quality (imperfect information).

Therefore,if the quality of the product cannot be signalled to the buyers, high and low
quality products are selling for the same price. As a consequence, high quality products
are underestimatedd low quality products overestimate®s Akerlof (1970) stresses,

the bad products sell at the same price as good products since it is difficult for the buyer

to recognise the difference between a good and a bad product; only the seller knows.

Therearevays by which the high quality seller
One is to disclose information indicating quality then the buyer can verify certain of this
information, and suckelf-verification will give credibility to the rest (Easterbroaind
Fischel,1984). Einhorn (2007) predicted that buyers sensibly interpret nondisclosure

information (nomrsignalling) regarding the seller'sproduote i ng sol d as fibad

Therefore, the buyers will discount the price of the product up to a poittiet wis in

t he sell er 6s i nterest t o reveal t he i nfo
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signalling may be mainly operative in the market for comparatively new products or
products about which buyers are relatively uninfornfsctording tosignalling theory

the information asymmetry between sellers and the prospective buyers can be overcome
by the sellers with more detailed information signalling it to buyers (Morris, 1987). As
stated in Connelly et al. (2011, p. 39):

Signalling theory is useful for describing behaviour when two parties

(individuals or organizations) have access to different information.

Typically, one party, the sender, must choose whether and how to

communicate (or signal) that information, ance tbther party, the

receiver, must choose how to interpret the signal.
In the corporate disclosure scenasimgnalling theory hypothesises that the managers of
superior performance companies use corporate disclosure to send signals to
shareholders andtlea pi t al mar ket . I n accordance wit
disclosure can be considered a signal to capital markets, directed to reduce information
asymmetry which often exists between management and stakeholders as well as to
i ncrease valué(/&lvarézietahu’QOOS)More precisely, vluntarily disclosing
informationi n annual reports can be used by com

specific information to the market participants (Khlifi and Bouri, 2010).

Based on the signalling ¢bry viewpoint,c o mp a ni e s Oare mt@rasted er s
disclosingb g o o d n e w s 0 patticipantsh ardermoeavoid ¢he undervaluation of

their shares (Inchausti, 1997). Additionalipanagers of companies who are more
interested to disclose additan information voluntarily bear in mind that this
guarantees a good signal about their comp
asymmetry (Khlifi andBouri, 2010). Specifically, the signallintheory mainly has

stressed the deliberate communicatainpositive information in an effort to express

positive managerial attribute€gnnelly et al., 2011).

From theoretical predictions signalling theory, the managementrogh performance
companies wilichoose accounting policies which allow theighe performancedo be
disclosed, whereas management of lower performance companies will choose
accounting policies which attempt to hide their poor performance (Morris, 1987). For
example, Cai et al. (2007) state that the management of higher quality cesnpeay

voluntarily adopt segment reporting to disclose the superiosreiskn profile of its
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activities, whereas management of low quality companies would not (see Morris, 1987)
Furthermore, management bfgher quality companiesare capable of closinghe
asymmetric information gap via using costly signals of quality, but management of poor

quality companies are not capable of mimicking.

Besides,si gnal | i ng t heoryos prediction I s t
additional financial as well as ndimancial information to signal that their performance

is for the best interest of stakeholders (Akhtaruddin and Hossian, 2008). Therefore,
compani esd® managers will have an incent.
qualities in order to maximise tmeown selfinterest (Campbell et al.,, 2001). For

instance, Easterbrook and Fischel (1984) point out that a company with a good project,
seeking to discriminate itself from a company with an average project, will disclose

greater information.

It has also ben argued that management of a firm often attempts to adopt the same
disclosure level as other firms within the same business. In this case, if a firm does not
maintain the same disclosure levelakersthen stakeholders may be interpreted that
the firmis hiding bad news\Mctoria et al., 2009).

Moreover, managers would voluntarily reveal additional information to stakeholders

and other investors than required by law or any specific regulations if they perceive
welfare from doing so (Gray et al., 1995pr example, managers of firms may attempt

to signal that they are superior to others by revealing certain environmental or social

di sclosure in their firmsdéd annual reports
that an obligation to disclose more infwation at present might be used to hold them

further responsible for any following poor performance and therefore they possibly will

not desire to increase the level of disclosure in a period of poor performance (Healy and
Palepu, 2001).

Signalingisreogni sed as a feasible strategy whe
management of a highuality company, the benefits from signalling outweigh the
benefits of any ot her st r aquaiyggomparfy,angn f or t
signalling strategysupplies a superior payoff than does signalling (Kirmani and Rao,

2000). For management companies to signal their quality successfully, the signal must
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be credible and the credibility is achieved as eventually the true quality of the company
will be corfirmed. If thec o mpani es 6 nuskeadiagly atempt to signal that
they are of high quality, whilghey are in fact low quality, once this has been
discovered the upcoming disclosures witit be considered credibl¢Watson et al.,
2002).

Undoubtedlymanagers have incentives to make-seliving voluntary disclosures; it is
therefore wuncl ear whet her manager so6 vol un
argued by Easterbrook and Fischel (1984) that truthfidrmation is essential to
guarantee that money moves to managers who can utilise it most efficiently and that
sharehol ders make i deal selections about 1
without adequate truthful information, is a world witho little investment, and in the

wr ong t hi (Egsterbroak and Bisthelp 1984, P. 673).

Healy and Palepu (2001) suggest two feasible mechanisms for enhancing the credibility
of corporate voluntary disclosures. First, thparty intermediaries (g. auditors and
financial analysts) can provide guarantees about the quality of voluntary disclosures
made by companies. Second, preceding corporate voluntary disclosures can be validated
via the required financial reporting itseliowever, disclosingcertain information

might harm the company's competitive position and consequences in higher costs of

disclosure, which mirrors the proprietary nature of some information (Diamond, 1985).

As Darrough (1993) asserts, public information disclosure in annypartse can
influence a disclosing company negatively if market participants have a plan to utilise
the information to their benefit.Further, it is believed that information disclosed by an
economic entity regularly benefits competitors because competittbreanvance their

skill to learn from informative disclosure and that would aid to maximise competitive
disadvantage for the disclosing firm (Elliott and Jacobson, 1994). Inchausti (1997) also
indicates that managers of firms have a disincentive to desctestain sorts of

information for competitive causes.

For example,Cormier and Magnan (1999) illustrate thtaere may be a cost from
information disclosure when the information is utilised by external users against the
company' s benef iéentwil Ahodsd notrtodpsovida aemtaingvelumtary

disclosures when it believes that the hazard of competitive hurt outweighs the
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predictable advantage from revealing the voluntary disclosure of information (FASB,
2001). In this respect, Craswell and Tay®©92) point out that regardless of whether

information disclosurdéas a positive or negative influence on the company value, costs
will be enforced on the company if competitors, dissident stockholders or employees

can utilise the informationinawaytha damages the companyds pr

For instance, disseminating detailed information regarding oil and gas reserves may
lessen their proprietary value to the disclosing firms, since competitors employ the
information to plan their exploration and produatistrategies (see Craswell and
Taylor, 1992). Elliott and Jacobson (1994) identified three categories of information
that might generate a competitive disadvantage for the company, these are: (i)
information about technological and managerial innovationsirategies, plans, and

tactics, and (iii) information about operations.

In summary, signalling theory suggests that voluntary information disclosure in
corporate annual reports can be used as a signal in order to improve the corporate
image/reputationattract new investors, lower capital costs and also help to improve its
relationships with the relevant stakeholdefis theory would also suggest that
superior performanceconomic entitiesshould signal their benefits to the markets.

Under this theor , compani esd®6 managers tend to mak

over nondisclosure decisions.

In this sense,signalling theory conceives voluntarydisclosure as a signalling
mechani sm adopted by companiesd mawmmger s
achievements. As has been asserted by Alvarez et al., (2008) volinftargation
disclosures can be considered a signal to capital markets, directed to reduce the
asymmetry of information that often exists betweesiders and outsiders of a

companyand to enhance corporate value.

3.3. Capital Need Theory

The capital need theory can also help to explain the reasons behind the disclosure of
voluntary I nformati on ma d e by compani es.
managers have an incentive to dise additional information that enables them to raise
capital on the best available terms (Gray et al., 1995). As pointed out by Healy and

Pal epu (2001) firmsdéd managers who are int
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have motivations to disclose imfoation voluntarily to decrease the information

asymmetry problem and thus decrease the external financing cost.

The capital need theory predicts that increased voluntary disclosure of information by
the companyds manager s wi |Iphnysecost bflcapitalt h e m
through reducing investor uncertainty (Sc
Botosan (1997) added that additional information disclosure enhances stock market
liquidity thereby decreasing costs of equity capital eitheruinoreduced transactions

cost or i ncreased demand for a companyods
disclosure is preferable to less, in order to decrease the uncertainty surrounding a

companyos future perfor manessanebah,0lt1)o assi st

According to this theory, revealing greater information in annual reports helps to attract
new investors thereby helping to maintain
and a share price in the market will more accurately refiecentrinsic value (Cooke,

1989b). At the same time, companies with a higher level of disclosure should
reasonably tend to gain higher stock prices over the long run (Stanga, 1976). The
argument is that enhanced corporate disclosure is expected to leaprdvements in

i nvestoradd ocapiitoaml deci sions as well as |
from a firmbébs share (Schuster and O6Connel

As has been emphasised by Craven and Marston (1999, {2432there are several
motivations thatc a n motivate <companies®d managers
disclosure decisions:

One incentive for voluntary disclosure is the need to raise capital at the
lowest possible cost. Companies might increase their voluntary disclosure
in order to raiseapital more cheaply on the markets. This will increase
transparency and reduce information asymmetries between the company
management and market participants. Additional disclosures may help the
listed companies to attract new shareholders, thus enadmganies to
maintain a healthy demand for shares with a liquid market.

According to Firth (1980), managers of the firms will still be influenced to release more
information to their annual reports users, particularly at the period of raising new funds
in the stock market. This hypothesis was based on three basic assumptions: (a)

managers of firms aspiration to raise the capital as cheaply as possible, (b) greater
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voluntarily disclosed information may lead to a reduction in agency costs and therefore
new cgital may be raised by a firm more cheaply, and (c) providing additional
di scl osure by managers of firms helps to
uncertainty about the firmsdé future earni

reduce the & of return.

There are also suggestions that disclosing more information in annual reports by
company managers could lead to increased stock liquidity through decreased transaction
costs and raised demand for a hcertaimyp s sec
surrounding the valuation of share returns (Hassan et al., 2009). In this regard, Diamond

and Verrecchia (1991) assert that disclosing more information will improve upcoming

l iquidity of the companyds shamg8s acadstt ho
equity. Additionally, disclosing more meaningful financial and -fioancial

information by the company management on a voluntary basis will considerably

i mprove its credibility among mar ket part.

It hasalso been argued that greater information disclosure in corporate annual reports
tends to reduce the fluctuation of a company share price. For example, Singhvi and
Desai (1971) demonstrate empirically that poor disclosure in corporate annual reports
probaly extends fluctuations in share prices in the market, which leads to inefficient
allocation of capital resources in the economy. As explained in Einhorn (2007, p. 246):
ACorporate voluntary di scl osur e i s cCommo
motivaed by the wish of the firmbés managemen
about the value of the firm and thereby n

are traded in the capital mar ket o (Einhorrt

More specifically, Soltani (20D) cl ai ms t hat a companyods
disclosure can yield three types of capital market effects, which include improved
liquidity for their shares in the stock market; decreases in their cost of capital; and
increases in financial analysts mliivi ng t he f i r m. I n particul e
disclosures to capital markets will help stakeholders evaluate the companies more
correctly and in turn can benefit managers learning of the capital market value,
thereafter | mpr oudagioand eparational detigoan(Pye,2008%, p.r a
228).
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A substantial amount of empirical disclosure research has shown that there is a negative
relationship between the cost of equity capital and the levels of disclosure in corporate
annual reports. For itence, Botosan (1997) found a negative relationship between a
self-constructed measure of voluntary disclosure level and the cost of equity capital for
firms with low analyst following. Empirical evidence of Sengupta (1998) also provides
theoretical evidete that shows that companies having higher disclosure ratings from

financial analysts experienced lower cost of equity capital and lower cost of debt.

Additionally, Botosan and Plumlee (2000) also found a significant negative association
betweencostofeui ty capit al and analyst rankings
related empirical study, Botosan and Plumlee (2002) provide further empirical evidence

for a negative relationship between the highest level of disclosure and the cost of equity
capital. Similarly, Hail (2002) documents a significant negative relationship between

the extent of disclosure in the annual reports and the cost of equity capital.

In a recent study, Gietzmann and Ireland (2005) also document evidence that the level
of corporde voluntary disclosure was negatively associated with the cost of equity
capital. In the context of banking voluntary disclosure, Poshakwalea and Courtis (2005)
also document strong evidence that higher levels of voluntary disclosure are associated
with areduction in cost of equity capital. A more recent study by Kristandl and Bontis,
(2007) found an expected negative association between the level of voluntary disclosure

(forward-oriented information) and cost of equity capital.

Consistent with the redgs| of previous empirical disclosure research, Reverte (2012)

also found a significant negative association between the cost of equity capital and the
level of voluntary disclosure ratings. Thus, these empirical studies show that greater
annual report disokure could result in lower cost of equity capital. As has been
concluded by Dye (2001, p . 224) , i mo st ac

di sclosing more information, a firm can | c

Besides, there is other empirical discios research evidence, which shows that

increased public disclosure enhances stock market liquidity (e.g. Glosten and Milgrom,

1985; Diamond and Verrecchia, 1991; Welker, 1995; Healy et al., 1999; Zhang and

Ding, 2006; Heflin et al., 2005). Diamond and ké&achia (1991) document empirical

evidence that more information disclosed by company managers leads to reduced
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i nformation asymmetry, which i1 ncreases th

shares.

In another study, Welker (1995) finds a negative | at i onshi p bet ween
ratings of the corporate daskspdadhasaprexygiol i c
stock market liquidity. Similarly, Heflin et al. (2005) find evidence that higher quality
disclosures are associated with higheuidity, utilising two measures of liquidity; bid

ask spreads and depth. More recently, Zhang and Ding (2006) provide further empirical
evidence that greater disclosure is negatively associated withskidpreads. These

empirical disclosure studies pide clear evidence that greater disclosure in corporate

annual reports enhances stock market liquidity.

In spite of the apparent benefits from increased disclosed financial arthaocial
information in corporate annual reports, which includes enhdimédity and a lower
cost of capital, some argue that there is an incentive for company managers to withhold
information because a shortage of information obstructs the capacity of investors and

other users to monitor companies effectively (Karamanowaihehs, 2005).

In addition, it assumes that disclosure of information concerning enhanced prospects

that are ambiguous and unverifiable at the time of disclosure releases a company to
possible legal action, should the final consequence be inauspiciousafK@&000).
Furthermore, shareholders and other interested parties might suspect or misinterpret the
managerso6 intentions when they release ad

legal obligation to do so (Hassan, et al., 2009).

Overall, from thecetical predictions in capital need theory, it can be seen that greater
annual report disclosure can help to reduce the problem of information asymmetry
which often exists between the company management and its shareholders, it improves
stock liquidity, aml lowers the cost of raising finance in the markets for disclosing a

company.

Indeed, the existing disclosure literature has provided empirical evidence which
supports these theoretical predictions. As Collett and Hrasky (2005 p. 190) affirmed
i C o n s with the aagital market transactions hypothesis, empirical evidence suggests
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that, in general, voluntary disclosure is associated with positive capital market

out comeso.

3.4. Legitimacy Theory

The legitimacy theory islerived from the broader political economy perspective and
has also been used as a further academic theory in accounting literature to explain
management so mo t i v a voluatarily inférroation pisclosure.c ul ar
Specifically, this theory has beemployed extensivelyas an explanatory theory by
earlier accounting scholars to explain the motivations behind voluntary corporate social
and environmental disclosures (e.g. Guthrie and Parker, 1989; Patten, 1991; Gray et al.,
1995; Deegan and Gordon, 1983pwn and Deegan, 1998; Wilmhurst and Frost, 2000;
Milne and Patten, 2002; O'Donovan, 2002; O'Dwyer, 2002; Deegan et al., 2000, 2002;
Watson et al., 2002; Nik Ahmad and Sulaiman, 2004; Luft Mob0@5; Bebbington et

al., 2008; Laan, 2009; Cowana andeDan, 2011).

As Van der Laan (2009, p. 20) notéfdom the early 1980s, legitimacy theory Hzeen
employed by researchers who sought to examine social and, more particularly,
environment al accounting pDeagart étale @002 | n I
emphasise that legitimacy theory seems to be the most commonly employed theory in
social and environmental disclosure reseafch.e t er m Al e g ideéfinechacy 0
and interpreted in manyarious waysby several authorsLegitimacy is defined by
Lindblom (1994 cited in Gray et al., 1995, p. pbés:

éa condition or status which exists whe

with the value system of the larger social system of which the entity is a part.

When a disparity, actual or potentialjsts between the two value systems, there

i's a threat to the entityods | egitimacy.
Suchman (1995, p. 574) also defines legitimacy which is drawn from the concept of
organi sati onal rhlised petceptioa orassumptionitizat thee @atians of
any entity are desirable, proper, or appropriate within some socially constructed system
of nor ms, val ues, Légegirhacyeat descabeddifycdtte(X992np. t i on s
305 fii s the property of a sitwuati dahnorms beha
as <correct a Acdordiagpt@ Tryler p(2006% tegitinacy is a perceived

commitment to social authorities or to present social arrangements.

72



The concepwo f Al egitimacyo is fAloosely referri
structureor behaviourso (Mitchell et al ., 1997
specified that it is commonly linked implicitly with that of power when individuals try

to assess the nature of socelationships. In the same vein, Krapeis and Arnoid (1996)

point out that, the concept of legitimacy is a complex issue since legitimdeyinged

in different ways by various writers. In terms of organisational legitim@ay,Do n o v a n
(2002, p. 347) claimed the following:

The status of a cnoay peodiffeult itooest@bbsh, | e gi t i me
given that a corporationdés |l egitimacy
values which can and do change over time. In order to manage

legitimacy, corporations need to know how legitimacy can be gained,

maintained or lost.

Suchman (1995distinguishes between thréeoad types of organisational corporate
legitimacy, pragmatic legitimacy, moral legitimacy, and cognitive legitimadye first

type, pagmatic legitimacy, ibased onthe seif nt er est ed cal cwl at i on
mostimmediate stakeholder§hesecond typemoral legitimacyjs based on judgments

about whether the activity is fAthe right

benefits a company evaluator (stakeholders).

A third type, cognitive legitimagyi s based on compr-ferhensi bi
grantednessa@an e het afintketash Eathe type of legiterlady

utilised an appropriatestrategy for gaining, maintaining, amepairing legitimacy(see

Table 3.1). In additionSuchman(1995, p. 577made the following comment about all

three types of organisational corporate legitimacy (pragmatic legitimacy, moral
legitimacy, and cognitive legitimacy):

All three types involve a generalized perception or assumption that
organizationalactivities are desirable, proper, or appropriate within some
socially constructed system of norms, values, beliefs, and definitions.
However, each type of legitimacy rests on a somewhat different behavioral
dynamic.
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Table 3.2: Legitimation strategies

Gain

-Embed in institutions
-Offer symbolic displays

Select domain

-Consult professions

Protect propriety

Repair Maintain
General  Conform to environment  Perceive change Normalize
Select environment Protect accomplishments Restructy
-Police operations
-Communicate subtly
-Stockpile legitimag
Manipulate environment Don't pan
Pragmatic  Conform to demands Monitor tastes Deny
-Respond to needs -Corsult opinion leaders
-Co-opt constituents
-Build reputation
Select markets Protect exchanges Create moni
-Locate friendly -Police reliability
audiences -Communicate honestly
-Recruit friendly ceoptees  -Stockpile trust
Advertise
-Advertise product
-Advertise image
Moral Conform to ideals Monitor ethics Excusel/justify
-Produce proper outcomes

Disassociate
-Define goals -Police responsibility -Replace personne
-Communicate authoritatively -Revise practises
-Stockpile esteem -Reconfigue
Persuade
-Demonstrate success
-Proselytise
Cognitive  Conform to models Monitor outlooks Explair
-Mimic standards

-Formalise operations

-Professionalise operations
Select labels

-Seek certification

Institutionalise

-Persist

-Popularise new models
-Standardise new models

-Consult doubters

Protect assumptions
-Police simplicity
-Speak matteof-factly
-Stockpile interconnections

Source, Suchman, 1995
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Legitimacy theory is groundedn the conceptthat theeconomic entityoperates in
societythrougha fAsoci al contracto where it agrees
activities in return for approval of its objectives, other rewards andcatstinued
existencgGurthrie and Parke, 198%/atson et al., 2002; Deegan, 2002

The 0s ocirapresentshe muttitade tofidnplicit and explicit expectations that
society has about how an economic entity should conthueictivities Newsona and
Deegan, 200 uthrie et al., 2004 Accordingly, society will allow the economic entity
to continue i operations if it complies with the social contradhder the social
contract, managers of firms mustrry outtheir activities withinthe predictionsand
norms of the society at largeot onlys h a r e hpreldictiensasdonorms (Davey and
Eggleton,2011).

According to legitimacy theorycompanies are expected to carry out their operations
within the boundaries of what is deemed satisfactory by the community (Wilmshurst
and Frost, 2000). Specificalliheinsights provided by legitimacy theory wouldggest

that economic entitiesxist in society under social contract which can be either explicit

or implicit. Therefore, m economic entityis expected to comply with the terms of this

6contract 6, and these expresseahdReeganj mpl i e
1998).
In this contextO6 Donovan (2002) indicated, in ord

operating successfully in the market, they must conduct their operations within the

bounds andnorms (social contract) of their respective societiBased on this

perspective, failure of a company managem
contracto wild.l bring soci al sanctions on
legitimacy.

In other wordsif the company does not seem to opevetein the bounds and norms of

that behaviour which is considered by the relevant society as right, then society may act
to eliminate the company's rights to continue operations. In this \Beawn and
Deegan (1998) stressed that companies will be pedighhey do not work in a manner
consistent witithe societal expectations. Moreov€gwan and Deegan (2011) argued
that he fundamental target of legitimating business operations is to gain, maintain or

repair |l egitimacy frbicsm the businessoés rele
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As stressed b¥lsbach and Sutton (1992) the organisational legitimacy is conferred
when stakeholders who are affected by organisational outcomes, authorise and support
an organisation's goals and activities. In addition, legitimacymportant for any
organisation because it eases the access to funds needed for their $iveaunalaand
Castellano, 2010).

It also canimprove both the stability and the comprehensibility of the company
activities, and these two aspeofsa legitimised organisatiomften enhance each other
(Suchman, 1995). However, as pointed out by Suchman (18§&)nacyvariesfrom

industry to industry from stateowned companies to privateompanies from new
companies to old companies, or fromthe mmencement of the compa
the endAs illustrated byZimmerman and Zeitz (2002hpdustries have varying degrees

of legitimacy, grounded in a range of activities and significances stemming from the

shared action of industry participatgn

For instance, the oil industry's reputation has been tarnished by highly observable oil
spills, the chemical industry has been criticised in the past by environmental groups,
which may have lessened legitimacy, and in contrast, severagstablishedndustries

have high levels of legitimacy such as, banking and medicineZjsemerman and
Zeitz, 2002, p 421).1t could be argued that this is not the case anymore, since the

financial crisis, banks have lost legitimacy and credibility.

The legitimacy lheory assumes th#te growth of public awareness and concern will
result inmanagers of the companies taking procedures to make sure their actions and
performance are acceptable to their communities (Wilmshurst and Frost, 2000). So
management of companiesuld voluntarily reveal information on actions when they
perceived that the specific actions were expected by the societies in which their

companies function (Guthrie et al., 2004).

In addition, the legitimacy theory would suggédsita ¢ o mp a nsui@ practicess c | o
are a tool to establishing or protecting
both stakeholders decisions and poligjit(and Symes, 1999)t seems, therefore, that

corporate disclosures can be used to show that the corpwnates fconforming with

public expectations, or otherwise, they could be utilised to modify societal expectations
(Deegan et al., 2002).
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As Singh and Point (2009) state, the objective of corporate disclosures in annual reports
such as voluntarily disclosednf or mati on woul d be to comn
values and activities that not only comply with relevant law and regulation but also with

societal expectations (Singh and Point, 2009).

Again, thistheory advocates that corporate voluntary disclosures are considered as part
of a process of legitimatiorvén der Laan 2009). Because of their role in society,
economic entities are requiréal disclose an adequate amount of financial information

as wel as nonfinancial informationto demonstrate that they are fulfilling their

obligations to society.

As Tsang (1998) asserts, a sufficient amounibrmation needs to be disclosed for

society tomeasurénow far a company is a good corporate citizgecording to Brown

and Deegan (1998kgitimacytheory posits that managers edmpaniescontinually

attempt to ensure thdleir activities and performance are within the boundaaies

norms of theirespective societyn this respecichanges in social nosrand values are
considered one motivation for corporate change and also one source of pressure for
corporate |l egitimation (O&Dondeegam,etak 002) .
(2002) expectations of the public will changeer timeand thereforeghe management

of a companyneed toprovide disclosure to illustrate that it is also changing, since
change actions without telling the relevant publics of such changes might be considered

to be inadequate.

It has been emphasised thhe tlegitimacy of the copany will be threatened when
there is a conflict bet ween the relevant
performance andtheusi nessds actual perfor mance,; t
gapd (Br own a nGonsidtene with this argledtovan) der Laan (2009)

point out that degitimacy gaparises when the organisational performance does not

meet the expectations of o6érelevant publ i cs

A legitimacy gap is a dynamic concept, since the business performadcsoeial
expectations change across time and they respond to environmental change and
corporate behaviouiSethi, 2003)More preciselyWartick and Mahon (1994, p. 302)

indicated that the legitimacy gap occurs as a result of three reasons: (a) corporate
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performance changes whiecietalexpectations of corporate performance remain the
same, (b)societal expectations of corporate performance change while corporate
performance remain the same, and (c) both corporate performanceoaratal
expectations otorporate performance change, but they diverge or move in the same

direction with a lead/lag relationship.

A continually widening gap would cause an economic entity to lose its legitimacy and
thereby threaten its survival (Sethi, 1979). Most importafdijyre of the management
company to close the legitimacy gap outcomes will be withdrawn by certain
communities(Eccles et al., 2004). Hence, it is particularly important that company
managers musstruggle to confine the legitimacy gap. Because narrowinipe

|l egi ti macy gap wil/l help their companies
and human resources and to uphold the highest discretionary control over its outside
transactions as well as its internal decismaking (Sethi, 1979). In accadce with

this theory, voluntary disclosures provided in annual reports can be utilised to narrow
the legitimacy gap between how the business desires to be perceived and how it actually
functions (Campbell, 2000).

Furthermore, legitimacy theory posits thatanagers of firms require disclosing
meaningf ul i nformation to | egitimise thei
needs of various stakeholders regardless of the economic situations, whether good or
bad (Mia and Al Mamun 2011).It has also beeadvocated that providing additional
information (financial and nefinancial information) will enhance the corporate image,
accordingly improving their opportunities to muster community support to overturn

political actions (Craswell and Taylor, 1992).

Lindblom (1994 cited in Gray et al., 1995uggestedour broad legitimation strategies

that managers of companies may adopt to close a perceived legitimacy gap:

A Managers of companies may seeletlucate and informthefirr el evant pub]

about (actuabr planned) changes the companigperformance and activities.

A Managers of companies may seek to change the perceptions of the relevant

publics without changing their actual performance.
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A Managers of companies may seek to manipulate perception by deflecting
attention from the issue of concern to other related issues through an appeal to,

for example, emotive symbols.

A Managers of companies may seek to change external expectations alout thei

performance.

In relation to the manager sd | elgnddlommi si ng
(1994),Gray et al. (1995) explain the situations under which each of thesti@iegies

managers maghoose to remain legitimatthe first strategy cahe chosen in response

to a realisation that the Al egitimacy gap
the company. The second strategy can be adopted when the management company
perceives that the legitimacy gap has arisen dumisperceptions o the part of the

relevant publics.

The third strategy can be selected when managers of companies want to manipulate; for
example, when a firm with a legitimacy gap concerning its pollution performance
selects to ignore the pollution and moves the dismtowards itgarticipationwith
environmental charitiesThe fourth strategy can be used when the corporate managers
consider that shareholders have unrealistic or incorrect expectations of their
accountabilities. In additiol® 6 D o n o v @) furthér@éndfied four steps that must
be implemented by an organisatiomtanage its legitimacy effectively:
(i) identify its conferring communities;
gy find I ts conferring communitieso soc
perceptions of the organisation;
(iif) determine tb purpose or intention of any probable organisational reaction to
legitimacy threats; and,
(iv) determine what policies and disclosure choices are available and suitable for
managing legitimacy, connected to the purpose of the organisational response.

To sumup, in light of the theoretical arguments discussed above, the legitimacy theory
is founded on the notion that there is a social contract between an economic entity and
the society in which it activates. This theory suggests that voluntary information

disdosures are part of a process of legitimation and used as a device for economic
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entities todemonstratehat their activities are inonsensusvith the bounds and norms
of their respective societyBesides,according to the legitimacy based arguments,
voluntarily disclosing additional information in corporate annual reporéisffort to

all eviate public pressure or | egitimate a

As predicted by legitimacy theoryanagers of firms would voluntarily disclose more
information of actionsf they perceived that the specific actions were expected by the
publics in which their companies operate (Guthrie et al., 2004). Based thpon
theoreticalperspectives provided by legitimacy theory, it sed¢his theory maynot
provide a comprehensive foundation for an explanation of overall voluntary disclosure
practices by financial and ndmancial companies, however it can partially provide an
explanationfor managerial motivation to voluntarily disclose social and remvhental

information.

3.6 Summary and Conclusions

This chapter has discussed the most common academic thbatiégve attempted to
explain why companies voluntarily disclose information in their annual reports, namely
agency theory, signalling theqrgapital need theoryand legitimacy theory These
theories have been developed and used to provide explanatory insights to voluntary
corporate disclosure phenomena. Howeubere is no single theorpffering a
satisfactoryexplanation of the voluntaryigtlosure behavioursince each of these
theories has its own particular assumptions andekiplains voluntary corporate
disclosure phenomenthrough a specifictheoretical viewpoint. Such a view was
supported byK h I i f i and Bouri (2010, p . 62) wh o
develop a specific theory of disclosure, there is not a definite one that has been

conceived to satisfy this requiremento.

It is obviousthat up to now there is no agreement withicademic theory, which
attempts toprovide a theoretical explanation feoluntary disclosure practices by
companiesilt is supposed that hysing theoretical triangulation or more than one theory
may help accounting researchers and others to batidersand the motivations for

corporate voluntary disclosure practices.
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It is noteworthythat company disclosure is a complex phenomenon that cannot be
explained by using one theory (Cormier et al., 2005). Furtherivtoeijs (1987, p. 52)
highlighted that: i iyen the consistency, signalling and agency theories, it is
conceivably possible to combine them to yiptddictions about accounting choices not
obtainable from either theory | o nMois (1987) elaborates furthetthat the
prediction of accounting (fancial reporting)policy choices can at least be enhanced

through mixing or adding together the predictions from each theory.

Accordingly, for the purpose of the current study, agency theory and signalling theory
will be adopted toform the researclexpectations and to formulate the testable
hypotheses in Chapter Six, and will also be usedteypret the results achieved from
empirical investigation in chapters six and sev@wy.integratingagency theory with
aspects of signalling theory in this easch studyijt will provide auseful theoretical
framework for understanding and gaining a better insight into the motivations behind
disclosing more information voluntarilyn the annual reports of listed and unlisted

Libyan commercial banksather tharusing a single theoretical perspective (theory).

The next chapter will give an overview of the background to Libya and its banking
sector while the research methodology and the research hypotheses will be discussed in
Chapter Six.
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Chapter Four

Libyan Background and Banking Sector

4.1 Introduction

Different corporate financial reporting and disclosure practices often come from the
different social,historical, political, economic and legal systems that prevail within
countries (Nobes, 1983; Cairnk988; Gray, 1988; Kettunen, 1993A\ common view

among accounting researchers is thaEach countryo6s financi al
follow a set of principles, rules, or conventions that have evolved in the political, legal,
economic, and cultural envirome nt s o f  t(Quaeshi, T909¢itadtinm Bing et

al., 2008p. 145). As Chand et al. (2008, p. 128)ot e d , Acountries are
a financial reporting system that is aligned with the prevailing financial system in the

countryo.

Financialreporting and disclosure practices cannot, therefore, be studied in isolation of
country specific factorsCertainly, the discussion of environmental factors will help in
interpreting the current research findings in ways that helpgyaining a better
understanding of the Libyan commercial banking voluntary disclosure phenomenon.
Hence, his chapter aims tprovide an overview of théibyan environment and its
general background, which includdbe geographical and population, historical,
political, and eonomic background and current economic development. The chapter
also intends to explorethe Libyan banking sector, its historical and recent
developments; it will then reviethe Libyan Stock Market (LSM) antbs contribution

to the national economy.

Conseuently, the remainder of the chapter is organised as follows: Section 4.2 provides
a comprehensive overview of the general background of Libya, which includes
geography of Libya (4.2.1) and population of Libya (4.2.2), a brief historical and
political bak gr ound (4. 2. 3) , and overview of Lil
presents the Libyan Stock Market (LSM), includes a brief history of the LSM (4.3.1),
followed by objectives behind the establishment of the LSM (4.3.2), the general listing
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requirement¢4.3.3), and special listing requirements (4.3.4). Sectioms4dévoted to
examining the banking sector in Libya, which includes a brief history of the Libyan
banking sector (4.4.1), Libyads banking s
Libyan banking sector (4.4.3). Finally, a summary and conclusions of this chapter are

presented in Section 4.6.

4.2 The Libyan Background

This section contains a comprehensive overview of the general background of Libya,
which isorganisednto three subsections: subsection 4.2.1 gives a brief outline of the
geographical background, the countryds po
and subsectiod.2.3deals withthe historical angbolitical background of Libya; this is

followed by a brief review of the Libyan economic background and current

developments which are discussed in subsection 4.2.4.

4.2.1 Geography of Libya

Libya is located in the nortbentral part of Africa (see Figure 4.1); it is bounded on the
north by the Mediteanean Sea, on the south by Niger and Chad, on the east by Egypt,
on the southeast by Sudan, on the west by Algeria, and on the northwest by (Eemisia
Figure 4.2). The total area of Libya is about 1,775,500 square kilometres (685,000
square miles), asitge as France, Italy, Spain, and Germany combined.

Libya is the fourth country in size among the countries of Africa and the fifteenth
among the countries of the world (Metz, 1987, p.46). Almost 45% of the land of Libya
is desert, while 19% is arable thrl7% is permanent crops, 20% is pastures, and 4% is
forest (Plan Bleu, 2002). Libysasregional sea ranges of about 12 nautical miles and to
the Gulf of Sidra closing line of 32° 30' north; it lies on the southern coast of the
Mediterranean Sea with arigth of about 1,770 kilometres. The Mediterranean coast

and the Sahara desert are the countryds mc

83



North & worldatlas

0
Atlantic ' R e
Ocean :
:
»
X Medterron MIDOLE
T e S
'sN . 7~ TROPICOL |
LIBYA Zonas
N ay
> h: Arab:
; AFRICA (o
s whiclB- T ) 7 sl
S
South ! 1
Atlontic ~ §i3 i
Ocean E-;
‘'m
23's's TROPIC OF
CAPRICORN
1000 mi
OGrunicrusscom 0 1000 kem
Figure 4.1 Figure 4.2

Figure 4.1: Location of Libya in the African continent
Sourcehttp://worldatlas.com/webimage/countrys/africa/ly.htm

Figure 4.2: Libya and its borders
Sourcehttp://www.africa.upenn.edu/Country_Specific/Libya.html

Li byads | ocat i ontropica with fage dreasadf desen, dneasirgg rthie
temperature in the country does not @lifsignificantly from one region to another. In
general, the climate condition in Libya is very hot in the summer except for the coast,
Green Mountain and the West Mountain, and it is moderate to cold in the winter
months. There is increased temperatumegeabetween day and night, summer and
winter with the trend towards the south away from the influences of the Mediterranean

climate.

The average temperatures in most areas on the country's north sea coast during the
summer are about 30°C, but temperatuesd to be highemn the south than the
northern regions in summer months; afternoon temperatures are usually recorded at over
48°C. The relative wetness is very high, especially in the summer months, in the
coastal regions due to wet winds from the sl it is very low in the south of Libya

because the surface is barren and far away from marine influences.

Libya is of greagecstrategic importancésee Figure 4.3)t is placedwithin easy reach

of most European countries and links the Arab natidri¢ooth Africa withthe Middle
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Eastern Arab countries. Libya also links the Mediterranean countries and thaese Sub
Saharan African countriesyhich facilitates the movement of goods, services, and

traveller traffic.

Li byads | ocati on thenMeditdrrancaa Seatagaingt thebEurmpean o f
coast has also helped to link directly to European countries, making it easy to transport
crude oil to European industrial countries at the lowest cost and in the shortest time,
making it superior to the Arabianud f o | countries. It 1 s wi
country is geographically ideally positioned to supply the lucrative Western markets.
Europe lies a short distance across the Mediterranean Sea, and journey times for tankers

to the US are shorter thdnr om t he currentl y v ®&ddeotki | e Pe
2005, p. 35).

Figure 4.3:: Li byads Location on t
Source:http://www.freeworldmaps.net/africa/libya/location.html

4.2.2 Population of Libya

Li byads \asestimatdtapproximately 6.428illion in 2011,accordingo a

United Nations (UN) report published that ye&@his wasincreased from about 1.029

million inhabitants in 1950. The median age of the cqudtrs popul ati on i n
19.0, whereas in 2011 it w@6.0.The population of Libya is expected to reach 7.465

million in 2025 as reported by the UN in 2011. In 2011, about 30.7% of Libyans were
estimated to be under the age of fifteen, while a mere @f7#tem were over sixty

years.Life expectancy is 72.7 years for men and 77.9 years for women (UN, 2011). In
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spite of significant increases expected in the size of the Libyan population in the near
future, however, the Libyan population is still very sincaimpared with its land size.

Libyan citizens are Muslims of Arab and North African origin, amel state religion is
Islam. The available data indicates that aroundttvirals of Libyans live in cities along

the Mediterranean coastith onethird living in the east region and a small portion
living in the southThe national and official language of Libya is Arabic, while English,
French and Italian are limited to their usetrade and tourismMost of the Libyan
population livesn the northern regiomwith 85% of the population on 10% of the land
area (World Health Organization, 2011).

4.2.3 Historical and political background

Before Libya became an independent country in 196bas a complex early history
dating back to 10,000 years BC, whieolithic culturesbroke cattle and cultivated
crops in the coastakgion (Ahlbrandt, 2001). Proceeding to its independence, Libya
was subject to wave after wave of military invasions and occupation by the Phoenicians,
the Carthaginians, the Greeks, therRans, the Vandals, the Byzantines, the Turks of
the Ottoman Empire, the Spanish and findtijlians (Farley, 1971; Fisher, 1985;
Ahlbrandt, 2001)'he Turks of the Ottoman Empire occupied Libya in the-h@th
century; Libya remained part of their empi(®551-1911) until Italy invaded on 3
October 1911.

Il talyds Libyan col oni s at icounties3ripgitaniaanttred t he
west, Cyrenaica in the east, and Fezzan in the south. These regions faced miserable
conditions throughout thperiod of Italian colonial rule until 19484ore preciselythe

policy of Italian Fascism undertaken in Libya was unique, as has been described by
Anderson (1984, p. 346):

In fact, the Italian occupation was to present an attempt to dismantle a regular,
extensive political and economic system and to replace it with a second system
that had few ties and no precedents in the province and, as it soon became clear,
no place for local participation. The jihad was a simple and eloquent way to
describe and to rall support for the defense of the new status quo, of the
structures by which the provineparticularly its notablekad been linked over

the previous sevensix years to the political and economic system of the
Ottoman Empire.
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However, Libyans did not gesinto colonialism and rejected the Italian settlement;
Libyans fought many battles across the country against the Italian occupation. ©mar al
Mukhtarwas the most prominent leader of the jihad against the Italian occupation as the

leader of the jihadishovement in the Green Mountain area.

After defeating Italy inWorld War I, Libya fell under the Alliearmy occupatiofrom

1943 to 1949, and it divided again: Tripolitania and Cyrenaica were controlled by
Britain, while Fezzan was under the administratad the FrenchOn November 21,
1949,the United Nations General Assembly (UNGA) approved a determination which
saidthatthe three separatmunties (Tripolitania, Cyrenaica and the Fezzsay to be
established as completedgli-governing, becomingn independent sovereign state

later than the first of January 1952n December 24, 1951, Libya gained its
independencas the United Libyan Kingdom (the official state hame). It bectrae
first African state to achieve independence from European ruldhenfirst and only
state created by the General Assembly of the United Nations (Paoletti, 2011).

After the declaration of its independence in December 1951, Libya announced a
constitutional and a hereditary monarchy ruled by King Idrissahussiwith afederal
constitutional systenThe country was divided into the three provinces of Tripolitania,
Cyrenaica and Fezzan based on the constitution promulgated in October 1951. In April
1963, the federal system was replacedabynified system; the United Kgdom of

Libya became the Libyan kingdom thereafter.

A few years | ater, on September 1st, 1969
Benghazi. It was carried out laysmall group of army officers, and abruptly ended the
hereditary monarchy whichal ruled the country for approximately two decades. After

that, the official name of Libya (the Libyan kingdom) was immediately changed to the
Libyan Arab Republic, and the country wiaenruled by the Revolutionary Command

Council (RCC).

The RCC dissemiated a decree in November 1976 to create the General National
Congress of Arab Socialist Union (ASU), which was de facto the only legally permitted

party in Libyain Domesti cally, the RCC. sought to di
the programmes ohe revolution by organising them into a Nasstyle Arab Socialist

Uni on which was an alliance of working pec
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Shortly afterwards the ASU was officially
Congress (GPC) in 1977, intendidreplace the RCC, which had been the uppermost
political authority in Libya since the Constitutional Declaration of 1 December 19609.

On 2nd March 1977, a new political direction took form in the country, aftecGB@
adopted t he AD&Eskt abait isbd me rotf adfhethe Peop
procl ai med that Li byai wgant AeaBodambhhsti P
massesao. As stated by (Hajjar, 1980, p. ]

Political power was transferred to the basic people's congresses, their easmitt
and the General People's Congress. Also, the traditional form of government,
along with the institutions and offices of the Cabinet, Ministers, Directors,
etcetera, were abolished in favour of a General Secretariat of the General People's
Congress, aoprised of a Secretas@eneral and a number of other Secretaries,
each responsible for one of the activities of the state.

Among the RCC member$juammar AtGaddafi turned out to be the leader of the

RCC as well as Commander in Chief of the Libyan arfioeces and eventually as

fact Head of Libya, practicing unlimiteduthority for more than four decades until
February 17, 2011 when the Libyan revolution took place. The Libyan revolution
exploded against thal-Ga d d a f | regi mebds Febmparye23,201%,e pol
the Libyan rebels proclaimed the creatman Interim Transitional National Council

(ITNC) in the city of Benghazi, which was intendedaasinterim government instead of

the Gaddafi regime.

On August 3, 2011, the ITNC issued a Di@éinstitutional Charter for the Transitional

Stagel t was intended to address Libyansd <co
unelected committee. The Constitutional Declaration was composed of 37 Articles
divided into five chapters: (1) general natibnainciples; (2) rights and public
freedoms; (3) transition to an interim government; (4) judicial guarantees; and (5) the
status of existing laws. In addition, the document confirmed the ITNC as the only
legitimate governing power of Libya up to the deation of liberation.

The UN General Assembly in September 2011 recognisedTiRE as the legitimate

governing authority for the Libyan state. The liberation of Libya was formally
announced orDctober 23, 2011after the overthrow of the ABaddafiregime. The
announcemerd f | i berati on marked the end of the

the for mal start of the countryos transitdi
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In November 2011, the ITNC established a transitional governmentwafig, on the

7th February 2012, the ITNC approved the election law and created the Supreme
Election Commission (SEC), whose role was to prepare for elections for the General
National Conference (GNC), to comprise of 200 elected representatives. On 8ugust
2012, the authority of the TNC was transferred toGN&, which was elected on 7 July
2012 and will continue to manage the general affairs of the country for a year and a
half.

4. 2.4 Overview of Libyads economy

4. 2. 4.1 Libyabds &sweryoftrydebilef ore t he d

Before the discovery of significant crude oil reserves in 1959, Libgs one of the

poorest countries in the world, with depressing economic prospects (Wright, 1981,
World Bank, 2006). Duringhat time, Libya wasbasically dependenbn foreign
financi al ai d, and the countrydés economy
which employed more than 70 % of the labour force, contributed about 30 % of the
Gross Domestic Product (GDP), and was reliant on climatic conditions (Wonlkl, Ba
2006) . Libyansé economic conditions befor
was described by Higgins (1968, p. 819), an economist who had worked as consultant to
Libyan governmengince the country gained independence in 1951 as follows:

In 1952 Libya seemed to be an almost hopeless case. Its great merit as a case
study is as a prototype of a poor country. We need not to construct abstract
models of an economy where the bulk of people live on a subsistence level,
where per capita income is weklow $50 per year, where there are no sources

of power and no mineral resources, where agricultural expansion is severely
limited by climatic conditions, where capital formation is zero or less, where
there is no skilled labour supply and no indigenousepnéneurship. When

Li bya became an independent nationeit f
can be brought to a stage of sustained growth, there is hope for every country in
the world.

After Libya gained its independence in 1951, prospects for ecengroiwth were
extremely fAbleako and the countryo6s econaor
(Bait-El-mal et al. 1973; Mahmud and Russell, 2003). Difficult economic conditions

forced the first Libyan government #ie time of its independence toegkeforeign

financial assistance to finance economic and social develogroandifferent United

Nations organisations and countries such as the United States, the United Kingdom, and
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France. The foreign assistance became the main financier of developlaesitin
Libya. In 19591 9 6 O , more than 58% of Li byads st a
(Hamdan, 1996, p. 86).

Li byads agricultural sector was noticeabl ¢
production methods and tools, in addition to othesbfems which had a negative

influence on the agricultural sector, such as tribal ownership for most agricultural land

and the shortage of capital and water resources. Furthermore, no modern industrial
sector existed in any shape during this pettoal industrial activity was confined to

some traditional industries such as textiles and handicrafts which are usually carried out

by families.

There were other simple industries which relied mostly on local agricultural and
livestock production, such as floutpthing, footwear, and olive oil squeezing. Most of
these industries were mainly characterised by their seasatate due to their
dependence on the agricultural sector, and they participated in the absorption of labour
as well as a modest share in thBR5 Overall, the Libyan economy continued to be
deeply dependent on external financial aid until the discovery of crude oil in the country
in 1959.

42 . 4 . 2 Ilcandimy aftérdhe @iscovery of crude oil

After the discovery of crude oil in commercial gtiies in Libya in 1959, and the start

of export in 1961, the social and economic conditions in the country witnessed rapidly
changed. More precisely, following the discovery of crude oil the Libyan economy
dramatically shifted from a deficit economy tewrplus economy; this led to significant

changes in the Libyan economic structure and the structure of both exports and imports.

As John (2008, p . 76) pointed out ALI bya
economy, from a capitaleficit state to a cait-surplus state, from an aid recipient to

an aid extendero. I n addition, Metz (1987,

The discovery and exploitation of petroleum turned the vast, sparsely populated,
impoverished country into an independently wealthy nation ywdtential for
extensive development and thus constituted a major turning point in Libyan
history.
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I n a similar vein, Mahmud and Russel!/l (2«
economic situation changed following the discovery of crude oil in commercial
quantitiesi n 1959 They stated that, Asince 19
exported in commerciajuantities, annual crude oil revenue, gross domestic product

(GDP), and per capital i ncome have increas

By 19 6 9 ,crude pbilpsoduéisn rose rapidly to more thamilion barrels a day,
making it one of the prevailing members @irganization of Petroleum Exporting
Countries (OPEC) at the tinf&/orld Bank, 2006)In 1962, Libya became a member of
the OPECAs a resultof the oil boom, Libya's economy is no longer dependent on
foreign aid or exports for a few simple agricultural goods. By 1965 Libya was the sixth
largest oil exporting country and its population was only 1.6 million (Hagger, 2009, p.
4).

Thelarge petrolamrevenues and a small population have given the Libyan state one of

the highest GDPs in th&frican continent. Libya has been classified by the World Bank

( WB) as an OUpper Mi ddl e I ncome Economy?®o
countriesNevertheles, few of these large petroleum resources and incomes flow down

to the lower orders of society (World Factbook, 2012). It was reported in 2009 by the
CIAthatLi byads economy ranked 74th in the wol
ranked 83rd.

According to the IMF report of 2013, over 90% of Libya revenue came from the
hydrocarbon sectorChami et al. (2012) point out that hydrocarbons have long
dominated the Libyan economy, accounting for more than 70 @Déf, more than 95

% of exports, and approximey 90 % of government revenuercdnd 2.0% of the
wor |l doés c praddoed by Lidya andhitswas ranked the foukthican country

in terms of the capacity of crude oil produced, after Nigeria, Algeria, and Angola (Taib,
2011).

Before 2011, Libya pmuced aroundl.65 million barrels per day (bbl/d) of mostly
light, sweet crude oilas was reported in 2012 by the U.S. Energy Information
Administration (EIA). However, crude oil production had sharply fallen to 22,000

barrels per day in July 2011, due to the Libyan revaluation, which started in February
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2011 (Chami et al., 2012). It hadignificantly negative effects on GDP due do
dramatic decline in the exports.

According to the EI A, Libyads proven oil
2012 to be 48.01 billion barrels, and Lib
African continent and amongst the nine largest worldwide. Badcock (2005, p.35) has
claimed that nfAOffshore and onshorextentLi bya
of which remains unknown, the country has 36bn barrels of proven oil reserves, the
word deéi ght h INaerage ¢sto Btlor% .oof Li byads prove
the eastern Sirte basin, whi ch also accou
(EIA, 2012).

Besides this, the Libyan state is considered a main natural gas expaltéas a

number of gas liquefaction factoriebhe Oil and Gas Journal has revealed that the

natural gas reserves in Libya are proved at 52.8 trillion cubic feet at the beginning of
2012. However, the EI A estatabaut7@rilionlcubibby ads
feet. In this regard, ongoing geological discovefshore and offshore) in Libya have

demonstratethat Libya has very significant reserves of natural gas.

In addition to crude oil and gas production, which represent the underpinring &fy a 6 s
national economy, the country has also a large amount of rdheralresourcesvhich

include iron, petrochemicals)imestone, salt, gypsum, pharmaceuticals, and huge
reserves of silica. These resources could tie#pcountryto attract both forgn and

national investments in the nail industrial sector in the future. Although the Libyan

state was involved in the past years in some heavy industries such as cement
manufacturing, limestone factories, petrochemicals, and steel, nevertheleskatite o

gas sector in Libya wild!@l continue to be t

least an additional two decades (Porter and Yergin, 2006).

Overall, Libyads economy is heavily depen
sector, which in turnis affected by changes in the worldwide oil market. As noted by
Blanchard and Zanotti (2011), the Libyan economy remains extremely dependent on oil
revenue and therefore greatly vulnerable to international oil price fluctuations. In
addition, Libya seem®tbe one of the less diversified-piloducing economies in the

world (World Bank, 2006).
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4. 2.4.3 Libyads economyentedinarietrecoaomyp pti ng a

I'da)

Since becoming independent in 1951, the economic system in Libya was primarily
capitalistand the private sector dominated all aspects of economic activity in the
country From the midl1970s to the 1980s, the new revolutionary government applied a
socialistoriented economy regime in whighublic ownership of all of the means of

production andservices came into state ownership. As reported by the WB in 2006,
Libya witnessed a growing government involvement in the economy after a socialist

state was established in the early 1970s.

After adopting soci al i s tnumpberlofneaserss,noiderby an
to put its socialist rhetoric into practiched s oci al i st mar ket econo
laws and resolutions were enacted to establish the complete control of the Libyan state
over national economic activity. At that time, thevate retail, trade, rent, and private

business establishments were abolished. In addition to this, a number of general

C 0 n s u mepemtive soaeties and public supermarkets were founded to replace the

private retail and wholesale trading operations.

In addition, the Libyan statenacted th@ropertybylaw aimed at banning Libyans from
owning more than one private house or rented property from a private landlord. The
government also gave the Libyan employees who work#tkigovernmerbwned and
privatelyrun factories the right to take control of them atul establish self
management. In this context, Ahmad (2004) pamted out thathe state and public
ownership structure dfusinesses taking place in Libya at the beginning of the 1970s
gainedmomentum in the mid970s and touched its highest in the 1980s, where most of

the businessdsirned into publieowned enterprises

Indeed, implementingthe socialism system in Libya was the turning point in the
countryds economy; atatgenurhberbofystamvned terderpasesc r e a t
to run economic activities and consequently the role of the private sector in Libya
became insignificant and dissolvégilani, 1988). Furthermore, John (2008aims, the

running of the Libyan economy was progiesly socialist in intent and influence with

wealth in housing, capital, and land significantly redistributed, as well as private sector

being almost removed and replaced by a centrally planned economy.
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The effects of adopting the socialism system in Libwyare particularly clear, as
described by Vandewalle and Castel (2011). The Libyan state dominated the entire
countryos manufacturing, agriculture, e X
industry, insurance and other services, anblicly owned entgrises werewholly

responsible for wholly consumer goods imports.

Undeniably, the Libyan method of socialism became more essential than that
established in neighbouring countries (John, 2088).a consequencehe socialist
philosophy has influenced LibJas economy | argely in terms
business and monitoring of businegsals (Ahmad and Gao, 2004Jertainly, the

Li byan governmentoés role in economic act
directly accountable for all economic sectorsl d@ine entirety of social lif¢Alafi and

Bruijn 2009).

Blanchard and Zanotti (2011) have indicated that by ads govethenx ment
countryos economy al ong social i sowned i ne s,
businesses arttie economic resourceslocationLi byadés economic cond
early 1970s to the 1990s has been described thus:

In the early 1970s, Libya opted for a command economy with essentially state

driven investment, a strictly controlled external trade, widespread price

contols and subsidies, and an almost nonexistent private sector. The
government s stifling interference in t
deterioration in the business climate, low economic growth, declining living
standards, fragile macroeconomic coiwtis, and increased vulnerability to

external shocks. Other impediments to economic development included weak
institutions and poor governance. Economic conditions started to deteriorate in

the mid1980s with the fall in world oil prices, and worsenedhia 1990s as a

result of international sanctions (IMF, 2006a, p. 3).

4244Li byads economic reforms

In the late 1980s until the beginning of the 2000s, Libya was subjected to United
Nations (UN) and United States (US) economic sanctions. The US sanctid882n
prompted American oil companies to withdraw from Libya and prohibited the sale,
supply, or export directly or indirectly- of any sophisticated oil and gas equipment to
Libya.
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Later, in 1985, the US banned the import of refined petroleum from Libyi086, the
US government extended its sanctions against the Libyan regime, appiglagpread
commercialsanctions as well as financial controls, which including banning the sale of

goods and services, and freezing the accounts of the Libyan stat. inanks.

Additionally, in 1996, the US governmeptoclaimedthe Iran and Libya Sanctions Act,

targeted at individuals making certain investments directly and significantly
contributing to the enhancement of the ability of Libya to develop its petroleum
resources or enhance Libyads ability to d

purposes.

The UN sanctions were officially lifted in September 2003 and the sanctions imposed

by the US were consequently removed in 2004. Ultimately, the US. opamues were

allowed to return and to sign new contracts with the Libyan government. It is worth
mentioning that both the UN and W&nctions have left a negative impact on domestic
economic and foreign investment in the oil sector in particular. As pomuedy
Fattouh (2008, p . 4tgrm sarictiohseon Lliibyepaffestedtfaregn o f
oi l compani esd6 access with adverse conse

sector o.

In the wake of the UN and US sanctions, which were imposed for morgethgears,

the Libyan authorities have taken substantial measures and reforms to reduce the
countrybds dependence on the oil sector anc
sources as well as to promote greater domestic private and foreign pnvate s t or s 0
participation. In this context, Otman and Karlberg (2007) state that, in &gqudions

era, the Libyan government has emerged with numerous alternatives conatsning

future national and international economic rearrangement.

From the point Wwen the UN sanctions were lifting, the government of Libya had
already wundertaken a chain of structur al
capitalismo (I MF, 2008) . According-to Jo
economic reforms aimeat liberalising its economy, and the measures for liberalisation
increased in momentum after the Lockerbie crash was resolved and unconventional

weapons were discarded.
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Amongst these reform measures, the top legislative authority in Libya (GPC) adopted a
number of economic reform programmes in recent years, mainly in the privatisation of
stateowned economic enterprises, encouraging private ownership, forms of the legal
framework, encouraging competition in the banking sector, monetary and exchange rate
pdicy reforms, and encouraging foreign capital investment in-aibsectors. In line

with the GPCOs r ef or m36p staiegumednenterprisesawei@r o0 X i n
identified for privatisation in March 2004 (Vandewalle and Castel, 2011).

Additionally, the Libyan government has created new laws and regulations aimed at
promoting foreign capital investment in the country. The first law for encouraging
foreign capital investment to invest in Libya was issued in 1997 (i.e. Law No. 5 for
Promotion of Investmentf Foreign Capital), which was amended through Law No. 7

of 2003, then by Law No. 9 of 2010. This new law was issued in order to fill the gaps
discovered during the application of the previous laws as well to place new incentives to
encourage and attrafdreign investors in all economic fields in the country, such as
industry, health, tourism, services, agriculture, and other sectors specified by the Libyan
authorities. It allowed foreign investors to invest within the country and provided them

with numepusprivileges and exemptions.

This law, amongst others, provides an exemption to the investment project from income
tax for a period of five years from the date of starting production or work, depending on
the nature of the project, and may extend thrsodeor further period of three years. In
addition, foreign investors are entitled to carry the losses of the project during the years
of the exemption to subsequent years. The law, which also affords exemptions from
some customs duties and excise taxesrported goods as well as stamp duty tax.
Besides these incentives, the profits resulting from the project will enjoy similar

exemption if reinvested.

Despite the exceptions and benefits offered by Libyan authorities to foreign investors to
invest in thecountry, foreign investors remain largely hesitant and unwilling to invest in
Libya for a variety of reasons. As has been reported by the WB (2006), Libya still
suffers from a mixed perception by foreign investors concerning the credibility of its
reform programme as well as the soundness of the whole business environment as it

links to the quality of economic governance. However, unlike other developing
Yo



countries, the Libyan state has the advantage of possessing sufficient financial
resources, andirectforeign investment may be not essential for its economic growth.
Historical experience suggests in many countries that the foreign investor usually tends
towards enterprises that achieve a higher profit as soon as possible, regardless of the

needs okconomic and social development in the host country.

A significant procedure accompanying this law weasated by the Libyan Foreign
Investment Board (LFIB). The idea was to facilitate foreign investment procedures and
manage the application process. Hoamrewn factLibyan authorities continu® impose
restrictionson foreign direct investment in specific businesses suanteds, electricity,
financial, andtelecommunicationservices asvell as the sea and aransport sector,
which are stat®wned doninations.However,once again at the present time there is a
policy alteration toprogressively permit most of these businesses to receive investment
from overseamvestors. Furthermore, the Free Trade Act of 1999 created a new legal
framework for the @ablishment of offshore Free Trade Zones (FTZ) in Libya

Other important measures on the way to diversifying its economyeardue streams:

in 2006 the Libyan government established thivyan InvestmenfAuthority (LIA). In

order to manafgaciatasseta ssughegoso it as wel |
foreign currency reservethe organisation, through its firms, invests in various sectors
including infrastructure, real estate, agriculture, tourism, oil and gas sectors. However,
Aithe opedatwiooki ngs of Libyads investment
the extent to which the LIA was carrying
and Sharp, 2011, p. 2).

Another considerable measunas already been taken by Libyan authoritiesitoieate

a number of thdarriers to opening up its market andattract foreign investment into

the country, in particular in the naml sector. For instance, the official exchange rate

had been unifiednd t he Libyan dinar hpeda Draaveqh pegg
Rights (SDRs); Libya has also cut its customs duty rate by 50% on most imports.

More important procedures have been introduced in recent years as part of ongoing
processes of liberalisation of the sociabgented economy, which include agspread
reform of the domestic banking system and the introduction of Libyaign joint

banks, reform of the regulatory framework, income tax reforms, and, in 2006, the
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establishment of a stock market. Strés® rules and procedures for foreign besses
reforms of the trade and exchange systeomd a strategy to prom

tourist sector were also recently introduced (Vandewalle and Castel, 2011).

Notwithstanding the Libyan staiefforts to reform the private sector and generate
opportunities by assisting entrepreneurs and minor businesses, its economic
disorganisation has stood in the way of achieving tangible improvements in the business
environment (African Economic Outlook, 2012). Accordingvandewalle and Castel

(2011, p. 9, despite the period from 2003 to 2011 showing certain enhancements in

Li byads economic reforms, the period <con
evidenced the political pressures to which the reforms were subjected:

A There is little doubt that comped to its previous attempts at economic reform,
Libya had made progress, and that slowly pockets of greater efficiency, of more
consistent regulatory practices, and of adherence to international norms were
emerging.

A Diversification and privatisation of ¢heconomy lagged far behind. There was
little evidence that eithethe Libyan Export Promotion Centre and the Libyan

Privatisation and Investment Board had produced noticeable results.

AThe countryés institutional andthel egal

business environment remained in most instances unpredictable.

A Philosophical proclivities continued to play havoc with the implementation of
the planned reforms, particularly since there were no formal (and only weak
informal) mechanisms to reduceethimpact. The climate of uncertainty and
ineffectiveness that had somewhat diminished, but never disappeared, kept

hampering progress.

A Overall coordination remained weak, decisioaking remained fragmented,
and there were clear signs that the powerntérmediaries and brokers had

increased.

A The economic reforms remained to some extentinstitutionalised, with no
official representation, and plans did not carry the imprimatur of the country's

existing political structure.
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A In some of the main areasiet National Economic Strategy had identified as
priority areashuman capital, education, and unemploymaarly little progress

had been made.

4.2.4.5 Libyabds eecrevolutioni c condi ti ons post
After the start of the Libyan Popular Revolution (LPR) agdimstAl-Gaddafi regime in

February 2011, the international community imposed commercial and financial
sanctions on the Gaddaf.i regi me. The LI A
sanctioned by the UN Security Council. In addition, the sanctions latkrded the

CBL, the Libyan Foreign Bank (LFB), the Libyan National Oil Corporation (LNOC),

the Libyan Africa Investment Portfolio (LAIP), and other Libystateowned assets.

These sanctions were based on the premise that public funds, such as theklkbgts

LIA, represented a potential tool for the regime to control the revolution and commit

violence against civilians (Behrendt and Sharp, 2011).

On December 16, 2011he international sanctions applying to the CBL and the LFB

were lifted, which alloweé the CBL to improve the official exchange rdte2011,the

official value of the LD had fallen on the parallel market due to the incapability of the

CBL to sell foreigrcurrency because it had no access to its foreign g€desi et al.,

2012). Howeve, the UN Security Council preserved the asset freeze on companies
falling under the responsibility of Libyat¢

More important, during the LPR, the expoofshydrocarbon dropped from USD 48.9
billion in 2010 to USD 19.2 Hion in 2011, and the imports fell from USD 24.6 billion

to USD 14.2 billion, thus the current account surplus narrowed from 21 % of GDP in
2010 to less than 4.5 % of GDP in 2011 (Chami et al., 2012).

The datain Table 4.1 shows that that the Libyan r€dDP has recorded a significant
decline in 2011 compared to 2010. This decline was due to a significant drop in the
production of crude oil and natural gas. The GDP at constant prices (prices of 2003)
accounted for LD 20.1 billion in 2011, compared to LP.G billion in 2010.More
specifically, the total of contraction in GDP in 2011 reached about 61.3%, compared to
a growth rate of 3.0% during 2010, due to a decline in the value of oil domestic product

from LD 23.7 billion in 2010 to roughly LD 6.5 billioin 2011, a drop of approximately
vy



72.0%. Also, thenon-oil GDP declined from LD 28.6 billion to reach around LD 13.6
billion in 2011- a decrease of 52.5 %.

Understandably, the fall in the real growth rates in the year 2011, compared to what it
was in theprevious years (i.e. 2009, 2010), was driven primarily by the significant
decline in growth rates in the extraction activities of oil and natural gas by about 72.0%
. It was as result of the decline in the quantities of crude oil due to the events that
occurred in the country during the outbreak of the revolution of February 17 in 2011,

which led to stopping the export of crude oil from most of the Libyan ports.

As well as in the case of naml economic sectors, low growth rates amounting to
approximately52.5% have been recorded. This decline was concentrated in low rate of
growth of the hotels and restaurants sector by 81.0%, the mininguanging sector

and the construction sector by 79.0%, and the manufacturing sector decreased by
77.0%.

In addition the reductions have also reached the education sector, the health sector,
social security, and the supply of electricity, gas and water, which had fallen by 67.0%,
64.0%, and 61.0%, respectively, whereas the wholesale and retail trade sector, repair of
mother vehicles, personal and household goods, and community services and other
personal activities sector have declined by the same percent®j@%. On the other

hand, the transport, storage and communications sectors recorded a decline of about
58%, while real estate, renting and business activities recorded a drop approximately
52%, but the brokerage sector amounted to 46%. It was the only sector that has
achieved a positive growth, along with the public administration and defence sector, and

compulsey social security, which achieved growth of 1.4%.

Concerning the contribution odéconomic activities in the Libyan real GDP, the
activities of extraction of crude oil and natural gas have formed a contribution
accounting for 32.5% of real GDP, while théh@ economic sectors, accounted for the
largest contribution to real GDP: nearby 67.5%. The activities of public administration,
defence, and compulsory social security accounted for 22.8% of the total GDP, while
the real estate activities, rental and coencial activities formed 13.7%, but the

transport, storage, and communications sectors have accounted for 8.1%.
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However, the wholesale, retail trade, repair of motor vehicles, and personal and
household goods had shaped about 7.0 per cent. The contriloditibe rest of the
sectors in the real GDP ranged between 0.1% and 4.0%. Due to the contraction of the
growth rates in the national economy in 2011, the average per capita real GDP has
sharply decreased from LD 8526 in 2010 to LD 3236 in 2011(CBL, AnReport,

2011).
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Table 4.1:Libyan real GDP (at 2003 prices) by the industrial sectors 20602011
(thousands LD)

Economic sectors 2009 *2010 *2011 Growth
Rate

Agriculture, forestry, and fishing 1,800,950 | 1,785,185| 553,407 -69.0
Crude oil and natural gas 22,487,696| 23,379,613 6,546,292 -79.0
Mining and quarrying 169,516 178,755 37,539 -79.0
Manufacturing 2,584,731 | 2,615,780| 601,629 -77.0
Electricity, gas and water 1,342,545 | 1,405,975| 548,330 -61.0
Construction 3,638,614 | 3,850,116| 808,524 -59.0
Wholesale, retail trade, repair of motor | 3,247,724 | 3,460,206 | 1,418,684| -59.0
vehicles, and personal and household
goods
Hotels and restaurants 160,795 170,643 32,422 -81.0
Transport, storage and communications 3,650,630 | 3,900,047 | 1,638,020| -58.0
Financial intermediation 961,165 | 1,021,258 551,479 -46.0
Real estate, renting and business activij 5,420,256 | 5,758,234 | 2,763,952 -52.0
Public administration, defence al 4,465,720 | 4,560,602 | 4,622,388 1.4
compulsory social security
Education 91,182 96,767.0 | 31,933.1 -67.0
Health and social work 147,155 | 156,915.4| 56,489.5 -64.0
Community service and other persol 58,687 62,046.8 | 25,439.2 -59.0
activities
Imputed financial services indirectly 373,081 392,200 90,206 -77.0
Total GDP at basic prices, distribute] 373,081 | 52,009,943 20,146,323 -61.3
between:
Qil, gas and related activities *** 22,487,696| 23,379,613 6,546,292 -72.0
Other economic activities 27,366,590| 28,630,330 13,600,031 -5 2.

* Preliminary data.

manufacturing

** Include domestic sector only; education and health services provided by the public sector within
activity of public administration and defence.
*** Include refined petroleum products and petrochemical and plastics industries classified as

Source: CBL, Annual Report, 2011.

Undoubtedly, the interim Libyan government will face serious challenges in the
political, economic, and security issues following the fall of thesAbdafi regime. As

by Mhakeaged are (b@tt0 dcédpmiclandb y a 6 ¢
political; there are also other matters tothken into consideration by nelabyan

has been cl ai med

government, specifically on the subject of security. Additionally, diversification, trade,
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and entrepreneurship will remain main concedorsthe incoming Libyan government
(Vandewalle and Castel, 2011).

At the present, ordinary people in Libya are waiting for tangibjfgovements in daily

life as well as advantages and schemes from the new Liydrority to show an

optimistic pathway o t he way t o t Hleere ¢sano doubt thét she f ut u
absence of any manufacturing activity, the imperfection of private businesses, the high
levels of unemployment and the dearth of employment chances altogether threaten the

Li byan st atamedébility Gvikails2012)In this senseVandewalle and

Castel (2011) have suggested a number of priority actions need to be taken into account

by the interim Libyan government:

The new Libya therefore will need to provide sufficient guarantees on a
number of issues in order to escape the patterns of the past: beyond the hard
constraints of macroeconomic stability, a sufficiently clear system of
property rights and contract enforcement for individuals and companies
alike, mechanisms to avoid agtompetitive behavior, ways to promote trust

and cooperation, and social and political institutions that can mitigate social
conflict.

In short, the rapid changes in the business environment and establishment of the first
stock market in Libya, anithe reformof its public sector as well as the continual growth

in the private sector are generating much public interest in financial arfinaaoial

information disclosure and in the need to increase market transparency. Furthermore,
later radical changes thatdh occurred in Libydowards afree market economy and
substanti al recent devel opmentcBangesinthei by aod
competitive business environment, are affecting the types of information needed for

economic decisioimaking.

According toAhmad and Gao (2004), the recent economic development in Libya has
led to a rising demand for both qualified accountants and reliable accounting
information. Certainlythe Libyan business environment and the investment climate in
general are likgl to be more positive and will only become more attractive in the near
future for both local and foreign investments in the financial services sector and other

different businesses, following the LPR, 2061Ar ab Spr i ngod .
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4.3 Libyan Stock Market (LSM)

This section of this chapter is divided into six subsections, giving a brief history of the
LSM (4.3.1), discussingobjectives behind the establishment of the LSM (4.3.2),
presenting the organisational structure of the LSM (4.3.3), then highlightingstimg li
application procedure (4.3.4), followed by discussing the general listing requirements

(4.3.5) as well as special listing requirements (4.3.6).

4.3.1 A brief history of the LSM

The Libyan Stock Market (LSM) is the first and only stock market irctuntry; it was
founded by Resolution No. (134) which was made byGhleen e r a | Peopl eds
on 3rd June 2006, in the form ofant-stock companywith capital of 20 million LD,

divided into two million shares with aominal valueof LD ten per share. It was

foundedunder the supervision of the Ministry of Economy, (formerly Secretary for the

C

Peopleds Committee for Economy, Trade and

placed in the capital of Libya (Tripoli) and the main brarscimiBenghazi.

According to Resolution 134, theSM is structured as a corporation and performs as an
exchange, a depository centre and a capital market authdtigy. company that
manages the stock exchange is itself one of the traded companies in ket mar

approximately 30% of its shares are owned by the government, whereas are 25% owned

by Libyands commerci al banks and the rest

was listed on the Commercial Register as a jsiatk company on 7th January 2007
under No. 541. According t8tatuteof LSM, Article No. 4, market membership should
including the following economic entities:

1. Commercial and specialised banks.

2. Insurance companies.

3. Financial funds.

4. Subscribed companies, with capitals that are no lessthi®alimit stated by the

mar ket s management committee.

5. Brokers accepted in the market according to the provisions of this Regulation.

Thus far, the LSM has witnessed a lot of development since it was establisAgdi In
2008,the LSM launched aRklectronic Trading System and also linked the headquarters

of the market in Tripoli with the branch of the markeBenghazi electronically using
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fibre optic cable. They also linked up using satellites to be one of the pioneers in this
field in Libya. Acording to LSM, this modern system allowed market deals to be more
simply treated and facilitated to providgormation that is more accurate as well as
helping to make the market more efficient and transparent Moreover, in 2009, LSM
launched the new website, which operates according to the latest techniques as well as
offering a variety of new services such as a short message service and centre voice

services, which allow investors to follow its operations accurately and promptly.

In 2010 ,the Libyan government issued ne®M Law No. 11, which regulates and
governs the work in the market, including administration of the stock market authority,
issuance securities rules, listing,exemption from taxes and duties, disclosure
requirements exchange, investment management, establishment of investment funds,
electronic signature, authentic electronic documents in proof, and the organisation of an

adjudication and conciliation board.

By the end of 2007, seven Libyan companies (mostly comatdyanks) were listed

with a total market capitalisation of approximately LD 1.2 billion (IMF 2008)s
necessary to point out that the LSM composition is heavily dependent upon financial
companies (banks and insurance) attracting the largest sharevestment flows
(Aljbiri, 2012). Published data indicated thié daily trading value average reached LD
417,696,669 by the end of 2010.

Among the sectorsé contribution |evels, t|
8, 144,422.740, which reprede 88.63%, while the insurance sector came second with
7.76%, followed by the financial services sector with 2.85%. Finally, the industry sector

with 0.7613% (LSM, the Monthly Annual Reports, December 2010).

The number of listed companies on LSM has grdwom seven listed companies in
2007 to twelve listed Libyan financial and nbnancial companies in 2011(see Table

4.2). However, most of these companies are public companies and most of them suffer
from many problems, for instance in terms of disclestinancial deficit, or accounting
standards (Aljbiri, 2012). The following table presents the names of these listed
companies, the number of trading operations, and the number of shares traded at the
beginning of 2011.
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Table 4.2: Companiedisted in the LSM at the beginning of 2011

N. Company Name Trading Trading Volume Number of
Value (Number of Shares Transactions
(Million in Thousands)
LD)

1. Al-Jomhuriya Bank 2.3 174,9 73

2. Al-Sahari Bank 2,4 248,8 245

3. Al-WehdaBank 2,4 236,1 255

4. Bank of Commerce and 14,5 515 607
Development

5. Mediterranean Bank 0.979 44,4 137

6. National Commercial 0,710 57.8 68
Bank

7. Al-Saraya Trading and 0,081 8,1 35
Development Bank

8. Libya Insurance 0.654 67,2 194
Company

9. Al-Mutahed Insurance 0,563 25,2 32
Company

10. Al-Sahardnsurance 0,271 25,8 33
Company

11. Libyan Stock Market 0,550 54,8 117
Company

12. Al-Ahlia Cement 0,237 14,4 47
Company

Total 25,6 1472,5 1.843

Source: LSM, Trading Annual Report, 2011

As Table 4.2 shows, the companies listed on the LSM fall under four key sectors as

follows:

9 The banking sector7 listed commercial banks, where the majority by volume
of shares were traded, numbered 1,285,209 shares, which accounted for 87.3%
of the totd number of shares traded in the market. These were worth a total
amount of LD 23,307,042, representing 91.1% of the total value traded.

91 The insurance sector3 listed companies, which recorded 118.230 trading
shares, representing 8% of the total tradedtes) amounting to LD 1,488,711.0

9 The investment sectaone listed company whose contribution was 3.7% of the

total trading volume.
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9 The industry sectorone listed company, which contributed 1.0% of the total

trading volume.

At the beginning of 2011, keever, daily market indicators, trading data, and general
levels of prices showed a remarkable increase. Trading in the LSM stopped' on 20
February 2011as a result of the Libyan revolution which began on February 17th,
2011. Data indicates that tradinglume reached 1,472.682 shares in this period,
compared to 670.660 shares during the same period in 2010, an increase of 119.6%, and
in terms of trading value an increase of 227.1%. Generally, the total circulation during
2011 was LD 25,583,598.936pmpaed to LD 7,822,187 during the same period in
2010 (CBL, 2011). The following section highlights the objectives behind the
establishment of the LSM

4.3.2 Objectives behind the establishment of the LSM
The LSM is one of the most important tributariegted national economy and is aimed
at providing an opportunity to invest savings and funds in securities, creating an
environment from which to achieve greater returns and increase in GDP and economic
growth, and to attract domestic and foreign investnileBM, Quarterly Report, 2007).
According to LSM Law No. 11 for the year 2010SM contributes to achieving
important economic objectives sought by the community, and, in particular, the
following objectives:
{1 to create a suitable investment climate for sées in the interest of the
national economy
1 to encourage savings and raise investment consciousness in ways capable of
directing savings towards the economic sectors of potential greater return.
1 to supervise the organisation and operation of the skeaiends and ownership
transfer operations.
1 serve the goals of economic and social development, including achieving the
empl oyment of i ndividual s6 savings of

operations as well asarrying out investmentansactions.
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1 contribute to the implementation of the programme of public ownership of the
economic entities, enterprises and companies to contribugepemsion of the
ownership base.

7 to put in place the necessary rules for the protectioneasdre the honesty of
transactions in the market in order to achieve trade based on economic
efficiency.

1 development of linkages and cooperation relations among the Libyan stock
market and Arab regional and international markets, in ways that lead to raising

the levelofinvesta@r & t r ust in the domestic econor

4.3.3 General listing requirements

There areseveral conditions must be met by economic entities seeking listing in the
schedules of the LSM, which include the following (Articléh® Regulation of Listing
andFollow-up Disclosure,RLFD)):

A The economic entity must abide by the ruigwerning the work of the
market.

A Theeconomic entity must pay the initial and periodic fees to the market.

A Theeconomic entity shall be registered in the market, and its securities must
be deposited within the central depositing and registration system.

A There shall be no restrictions on the transfer of ownership of the securities
required to be listed.

A Registratbon shall be of all issued securities, provided the following issue of
securities must be registered within one month from the date of completing
the necessary procedures.

A The company must sign the agreement of listing in the market.

A Any other conditionslaid down by the management committee of the

market, which must not be violating the legislation in force.

4.3.4 Special listing requirements
4.3.4.1 Listing requirements on the main market schedules
According to the LSM, the main marksthedules ardivided into twoschedules: the

main markeschedule A and the main marlssthedule B. The following requirements
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must be met in order for an economic entity to be eligible to offer securities to the
public and subsequently listed at the main market sédédu

1. All the general listing requirements must be satisfied.

2. The economic entity must have published its financial statements for three fiscal years
prior to the application for listing; these financial statements should be approved by the
certified legaauditor.

1. The economic entity must have published its financial statements for three fiscal
years prior to the application for listing; these financial statements should be
approved by the certified legal auditor.

2. The economientity must have publishet$ financial statements for three fiscal
years prior to the application for listing; theleancial statements should be
approved by the certified legal auditor.

3. Theeconomic entityds assets must be eval
evaluation byan independent expert, and the management of the nmagiet
repeat this evaluation.

4. Theeconomi c entityds capital must not b
LD) or the equivalent.

5. The nominal value of the shares is paid in full.

6. The company must exese of itsactualactivity for three years at least, and
have achieved a net profit from its main activity in the last two years by not less
than five per cent of the capital.

7. The companydés financi al situation shoul
the balance of its financial structure and efficient performance, and the total of
its fixed assets and current assets should be not less than fifty per cent of the
value of its capital.

8. The economic entityos boar d of tsdi rect
achievements and its performance, and the important events passed by and
affected by the date of its establishment and until the date of the application for
l i sting, and the companyoés future pl an

9. The number of shareholdein theeconomic entity must not be less than one
hundred shareholders, and that there are at least one hundred shareholders each

holding not less than fifty shares.
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10.The proportion of free float shares must be not less than fifteen per cent of the
capitd.

Whereas, the main market schedule B includes the securitissugrs (economic
entities) that meet the same conditions to the main schedule A, excepting the following:

1. The economic entityds capital mu s t no

hundred andifty thousand) or the equivalent.

2. The proportion of free float shares should be not less than ten per cent of the

capital.

3. The exception from the conditiomsentionedabove, including the securities of
destinations companies that target programma@daden the base of ownership
(privatisation) directly in the main table B after the deposit of its securities in the
central registration depository system, taking into account the commitment to the

rules and regulations in force in the market.

4.3.4.2Listing requirements on thesub-market schedules

Submarket schedules are also divided into sebedules: sulmarketschedule A and
submarket schedule B. Swubarket schedule A includes the securities of the issuer
which meet the following conditions:

1. All the general listing requirements should be satisfied.

2. The economic entitybés capital must no

thousand) or the equivalent.

3. Theeconomic entity must contract with a sponsor accredited by the LSM.

4. Theeconomic entity mst exercise ats actually activity for one year at least, and
have made a profit from its main activity in that year by at least five per cent of
the capital.

5. The number of shareholders must not be less than ten shareholders.

6. The proportion of free float sharehould not be less than five per cent of the
capital.

Sub-market schedule B includes the securities of economic entities that do not meet the
conditions of the maischedules andubmarket schedule A, taking into accouhe
following:
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1.The economic entityobés capital must not
thousand) or the equivalent.

2. The number of shareholders must not be less than ten shareholders.

4.3.4.3 Listing requirementsfor foreign companies in the LSM

The foreign companiesd securities may be
requirements for | i s tsecorges,dakingtnto¢he accobnyad n ¢ o
the following(Article 19 of the RLFD):

1. Submit a request application for listinggised by the person or entity authorised
to officially sign on behalf of théreigncorporation.

2. Must be to the satisfaction of all the provisions contained in the law of its
country.

3. Should take the form of a jokstock company.

4. Securities to be listednothe stock market in the foreign state, to which the
corporation is subject to its laws.

5. To abide by the rules and regulations governinduhetioning of the LSM.

6. Securities to be issued in convertible currency of the LD.

7. That has been established fopexiod of not less than two years and shall have
issued twdbalance sheet statements, checked by a certified auditor.

8. Capital not less than the equivalent of LD one million and the number of
shareholdersot be less than one hundred shareholders.

9. To havemade a net profit available for distribution to shareholders of at least an
average of about 5% of the paig capital during the two years preceding the
date of submission of the listing application.

10. That proves the general assembly of the corporatiomeddnce a year at least.

11.Did not have authority or the state of the nationality of any restrictions on
absolute prohibition of the transfer of stock ownership among dealers of non
nationals and statement of limited restrictions, if any.

12.To provide thecommitment to publish its balance sheets and the results of its
performance in thelaily means of publication in Libya befobeing traded in
the market.

13.To appoint its representative in Libya, who undertakes the functions of
registering shares and divid#s) the profits, andeceiving and issuing reports
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and documents related to the work of the entity. The representative may be the
LSM or a bank operating in Libya, and is licensed by the Libyan central bank or
one of the companies working in the field etarities.

14. Any other conditions approved by the LSM, and the marketimappropriate
casesexclude foreign entities that want to list their shares on the market of any
of the conditions and requirements specified in these regulations.

The applicationfor listing of foreign entities mustontainthe following information
(Article 20 of RLFD):

1. Name of the foreign corporation, the main location of centre of administration,
the statement of legal form, amount of capital, the number of shareholders, the
dateof its incorporation, and the statement of nationality.

2. Name of the applicant with the destination and date of its authorisation officially
submitted on the listing application.

3. The nominal value of the shares of the foreign corporation.

4. Names and address of the auditors who have assumed the task of autligng
accounts for the two fiscal years preceding the date of submission of the listing
application.

5. Name or names of the markets in which it was listed.

6. Statement of procedure for the transfer otktownership and whether there are
restrictions on the transition to naitizens of the state, in which the foreign
corporationdés nationality is followed.

7. Name of the representative in Libya whose duty is to register the transfer of
shares ownership anatofit distribution, receiving and issuing reports and the
documents related to the work of the entity.

In addition to above, foreign entiti@scording to Article 21 of RLFD must provide the

administration of the market through the following documents:

1.Report i ssued by the foreign corporati.i
following:
(@) A brief summary of its establishment, the main objectives and its
relationship to any other company.
(b) Determine the securitieshich have previously been issued thye bythe
hand, and those thaish to be issued in the foreseeable future.
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(c) Names of those who own more than 5% of the securities issug¢deby
foreign corporation as well as the number owned by each of them.
(d) Theimportant events experiencedthyg foreign corprationfrom the date of
its inception until the date of submission of the listing application.
2. Evaluation of the Board of Directors supported by figuoesthe performance
and achievements compared with the plan set.
3. Financial data about the foreign corgtion containing

(@) Annual financial statements for the fiscal years preceding the date of

submission of the listing application, supported by a certified legal auditor in

the home country.

(b) Interim financial statements covering the period from the ehdhe
previous financial year to the date of submission of the listing application
and until the end of the last quarter preceding the date of the application to
be certified by the auditor.

4. Public documents about tfareign corporation shall include

(a) Memorandum of association and its statute, certified by the state which
has its nationality.

(b) Listing certificate in the financial market at the home country and other
foreign markets (if any).

(c) Records of the meetings of the General Assembly of the foreign
corporation for two fiscal years preceding the date of submission of the
listing application.

(d) A copy of the published financial statements and the results of its
activities in one of the dailgneans of publication.

(e) Assurance that there are no restrictions by the foreign corporation or by
the state which follows its nationality that may limit the freedom of
movement of share ownership among dealers, or a statement of the type
of restrictionamposed on this deal.

5. Document the appointment of a representative of the foreign corporation in
Libya, who serves as a registration of shares, the distribution of profits and

receiving and issuing reports and documents related to its activities.

113



4.4 The Banking Sector in Libya

This sectiorof the chapter provides an overview of the banking sector currently existing

in Libya. The section therefore is organised into five subsectiGhd.1) briefly

describes thenistory of the Libyan banking secigf ol | owed by di scuss
banking sector reforms (4.4.2). Lastly, the structure of the Libyan banking sector is
explored in (4.4.3), including the Central Bank of Libya (4.4.3ktbnmercial banks

(4.4.3.2), the Libyan Foreign Bank (4.4.3.3), apdcialised banks (4.4.3.4).

4.4.1 A brief history of Libyan banking sector

The first bank was opened in Libya during the Ottoman period, as an agricultural bank

in Benghaziin 1868, and in 1901 another bank opened in Tripoli (CBL, 2006). A
number of branches were later opened in different areas of the country. Inti®06
Imperial Ottoman Bank (Banque Impériale Ottomane; BIO) opdsefirst branch in

Tripoli and in1911, opened t s second branch20dD2h8Rankg hazi
of Rome (Banca di Roma, BdR) in 1907 atgzened two branches, one in Tripoli and
another in Benghazi, and then expanded its operations iooti@ies of Tripolitania

and Cyrenaical(schoegl, 2002).

In19 1ltdlyopened a branch of the Bank of Napo
( Al n2aCs), On addition, during the era of the Rish and French military
administration (1943951), Barclays Bank openédo branches in 1943: one in Tripoli

and the other iBenghazi (Alnas, 2010). After Libya became an independence country

on 24 December 1951, a number of foreign banks were emsalri® open their

branches in Libya, namely the Bank of England to the Middle East, the Arab Bank,

Bank of Egypt, and Tunisian and Algerian B4aBL, 2006)

It is worth mentioning that the majority of activities of these foreign banks at the time

were Inked to funding business operations, where profits were large and of least risk.

r i Askfareign commercial banks have acted in accordance with their benefits, their
banking activities were confined to financing rapid yield and secured business, and
productive econorai activities were not given any importance, such as agriculture and

industry (CBL, 2006). There was also no participation by Libyans in the ownership

structure of these foreign banks.
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In 1951, the Libyan interim government at that time enacted the Curtemci¥No. 4 in

which theLibyan Currency Committee (LCC) was established @mmenced work in
February 1952lts mission was to manage and issue banknotes and coins in Libya. It is
important to note that throughout this period there were Libyan banksistence,
which pushed through the need to establish a national central bank (CBL, 2006; Alnas,
2010).

In 1955, the Libyan state passed the Bank Nmw30, aghe first real effort at a general
regulation of the banking sector in Libya. The NatioBank of Libya (NBL) was
established under this Law and beggperations at the beginning of April 1956 in
Tripoli, lateropening a branch in Benghazi in 1957 (CBL, 2006). Functions of the LCC
as a single authority responsible for issuing banknotes and doirLibya were
transferred to the NBL.

At the same time, the NBL was unable to achieve the objectives assigned to it as a
central banking authoritywhere it found that facing branches of foreign banks is no

way to controlthem, which prevented it from applyingffective monetary policy to

serve the national economy (CBL, 2006; Alnas, 2010). Although, the law allowed the

NBL to engage in normal banking business, but did not allow it to organise the banking
operations or sugvision of commercial banks in the country. Later, the NBL was
renamed ACentr al Bank of Libyao (CBL), an

supervision of banking in Libya.

According to Otman and Karlberg (2007), the Libyan government gave theit€BL
regulatory role as the watchdog authorised to control commercial banks, their
administration and methods of working, and the liquidity reserve ratio, as well as
issuing banking licences. All commercial banks were required to keep legal reserves

and liquidity ratios with the CBL against deposits. The CBL vk s o aut hor i s
carry out commercial transactions, up unt
establih®dt ake over the commerc2®@P6 depart

In 1963,the Libyan Banking Law No. 4 was passed. This law made it compulsory for
any foreign bank which had its headquarters in Libya and carrying out banking business
in the countryto take the form of a joirstock companywith the Libyan state owning

not less than 51% of its capital (known as the Libyanization policy). On the other hand,
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any foreign bank with its headquarters outside the country had to remain permanently in
Libya with funds equivalent to at least the totalue of their outstanding obligations

performance, as well as an amount equal to the capital of the bank.

Three commercial banks responded out of eleven foreign banks and turned into joint
stock companies: with the Bank of (Banco di Sicilia) the Libgtate owns 51% of the
capital of the bank, and was renamed the Sahari Bank (CBL, 2006)Turh&ian
Algerian estatewas converted to the Libyan joint stock company under the name

African Banking Corporation, witéas Libyan ¢

In 1966, the British bank far he Mi ddl e Eas't responded to
and took the form of the Libyan joint stock company under the name North Africa
Bank; with the Libyan government owning 51% of its capital (Alnas, 2010). In cgntrast

t he Rome Bank, Barclays Bank and Naples B
pol i cyO aactdity of the dlatiandd Bank of Libya was limited and did not

include all banks in the country at the time (Alnas, 2010).

On 13th November 1969, thRCC took a resolution to nationalise entire foreign
commercial banks that operated in the country. According to this resolution, it was
required that foreign banks in the country should take the form of joint Libyan stock
companies and be at least 51% edy LibyansAlso, the majority of members of the
boards of directors should be Libyans (CBL, 2006his was followed byssue of the

Law No. 153, on 2% December 1977, to nationalise foreign stakes in commercial
banks and to restructure them, and also to identify the Libyan contributions in these
banks. Under this Law, the Libyan government bought the ownership of all banks that
still had some foreign pacipation. Then, the capital of dibreign banks operating in

Libya became Libyatowned by the government.

Furthermore, the law prohibited all the companies not wholly owned by Libyans from
practising banking activity in Libya, and included the integrabf former commercial
banks in fivestateowned commercial banks, under the following names:
1. National Commercial Bank (formerly the commercial banking division of CBL,
andtwo foreign commercial banks: Istiklal Bank and Orouba Bank).
2. Al-Jumhoria BanKformerly Barclays Bank).

3. Al-Sahari Bank, (formerly the Banco di Sicilia).
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4. Al-Umma Bank (the successor of Banco di Roma).

5. Al-Wahda Bank was founded in 1970 from the merger of five other banks (the
Bank of North Africa, the Commercial Bank, Nahda ArabianiBaSociete
Africaine De Banque SAL anidafila Al-Ahly Bank) (CBL, 2006).

Officially, private commercial banks were not allowed to establish themselves in Libya,
up until the new Banking Law was passed in March 1993. The Libyan authorities
passed Bankingaw No. 1, 1993 (amended by Banking Law No. 1, 2005 and then by
No. 46, 2012), which permitted the establishment of private commercial banks by
individuals in Libya. Thidegislation also allowed the foreign banks to open branches
and representative offts in Libya.Nevertheless, so far this has been limited to the
opening of a representative office of the Arab Banking Corporation in 1996 and later
Bank Valetta of Malta as well as Suez Bank of Egypt.

The Bank of Commerce and Development was the firstafgi commercial bank
established in Libya owned by Libyans, andmmenced its operations in 1996.
Additionally, in 1996 the CBL allowed the establishment of regional private banks
(known as Ahliah Banks); these banks are subject to the control and siopeo¥ithe

CBL. Later, the National Banking Corporation was established to be a coordinator
between these banks and the CBL, commercial banks, other public administrative units,

and the correspondent banks abroad.

According to the CBL, the aims and objees behind the establishment of these
regional banks was to spread banking services and grant creditnfdl projects
productive in the areas where they are bassdheir operations and banking services
are limited to the geographic scope of whereythee, these banks were therefore
relatively small in size and capital as well as in their contribution to national economic
development. The number of these banks until the end of 2005 wasifgintysmall

regional private banks.

At the beginning of 2006as part of the restructuring of the banking sector in Libya,
forty-two of these banks were merged into the National Banking Corporation based on
the CBLGO6s Decr avkichMaorn betdine thed integyratioréof these banks,

a stateownedcommercial bank (whose name was changed to the North Africa Bank
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thereafter). One of the six remaining regional banks has been transformed into private
commercial bank under the name Mediterranean Bank, (formerly Ahliah Bank of
Benghazi), and Ahliah Bankf @ripoli was also transformed into a private commercial

bank under the name Alsaraya Trading and Development Bank.

Three Ahlia Banks were merged (i.e.-jaklat, Zuwarah, and Sahal Aljafarah) into a
single private commercial bank under the name eMAtahed Bank for Trade and
Investment; this was based on the decision of the governor of the CBL taken on the July
1*' 2007 (AFMutahed Bank for Trade and Investment, 2011). In 2007, the last
remaining regional bank (i.e. Bank -Ahdalus) was transformed to private
commercial bank under the name Arab Commercial Bdiek its capital had increased

according to Banking Law No. 1 2005.

Since the Libyan Banking Law No. 1 was applied in 1993, the number of private
commercial banks in Libya has grown gradually tinst privatecommercial bank was
established in 1997 (i.e. Bank of Commerce and Development) and by the end of 2010
the number of private commercial banks has reached eleven, which includes Al Waha
Bank, Arab Commercial Bank, Assaray Trade and InvestiBank, Alejmaa Alarabei

Bank, AFWafa Bank, AlMutahed Bank for Trade and Investment, Alaman Bank for
Commerce and Investment, First Gulf Bank, Mediterranean Bank, and the North Africa
Bank. It should be noted that some of these banks are not wholly dwyrtbd private
sector (foreign or local); the Libyan government or their agencies own them partially

from their capital (for more details see Table 4.2, in section 4.4.3.2.2).

442Li byads banking sector refor ms

The Libyan state has made unremittingogf to reform and liberalise of the banking

sector, in light of the overall economic reforms that began to be implemented in the late
1990s and have intensified during the 2000s. So far, these reforms have contributed to

the development of the banking s®dn many aspects, while other aspects still require

more effort to reach a strong acdmpetitivebanking system. Indeed, several tangible
refor ms and changes in the Li byan banki n
recently witnessed. As have beeated by Otman and Karlberg (2007), the banking
sectordés reforms in Libya was <c¢closely as

intended both to privatise inefficient statened enterprises, and as a sensible effort by
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the Libyan authorities to attracbriging direct investment into the national economic
sectors.

The Libyan banking sector was long dominated by five stateed commercial banks;

these banks are owned in full or in the majority by the Libyan government or its
agencies, namely the Nationabi@mercial Bank, AUmma Bank (which merged with
Jamahiriya Bank in 2008), Jamahiriya Bank, Wahda Bank, and Sahara Beade

public banks dominate over 90% of all deposits, assets and credit in the commercial
banking sector in the country. As emphasiggdIMF (2006a), the Libyan banking

sector remains predominantly in the hands of the public sector, which represents 90% of

Li byads banRrningatbiusa tnies mwred bahks rougtdbervieseds t a t e
as an opportunity to attract a qualified grodpstrategic investors with a proven track

record into the financial industry, to improve banking sector efficiency (WB, 2006).

It is widely recognised that the vast majority of these siamed banks are
characterised by structural and functioningeaknesses due to poor corporate
governance practices, lax credit administration processes and the absemme or
adherence to credit risk management practideshe same time, the Libyan banking
sector is characterised by the magnitude of the excasslitigowned, and a narrow
product range with a focus on traditional lending and a high number gferéorming

loans.

Furthermore, the banking industry in Libya suffers from timéavourable business
environment, which restricts private sector develogmewell as the lack of expertise

and modern banking skills (IMF, 2006a). According to the WB (2006), Libyan- state
owned banks still need a management structure supported by modern skills in certain
critical areas as credit, investment, risk managemamd, information and control

systems.

The banking sector in Libya thus needs to be reformed in order to enhance its ability to
performa more proactive role in the development of the economyt@amahable the
banking sector effectively contribute to the adeement of private sector, increasing its
contribution to the development process as well as to improve its competitiveness.

According to the | MFOthererar pitalreformpmnedslraes shate d |
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should be undertaken by Libyan governmeamtthe development of the banking sector
and to promote competition within it anchprove accounting and financial reporting
systems which includeeforming the current legislation in the areas of accounting,

bookkeeping, and bankruptcy.

As a part of effas to reform the Libyan banking system, the CBL has recently
undertaken significant measures to attract greater foreign direct investment into the
Libyan banking industry and to open up the banking sector to international banks, as
well as to improve the ibhyan banking sector efficiency. Accordingly, the CBL has
created legislation permitting foreign banks to establish branches in Libya and allowing
them to hold up to 50% of the shares of some domestic banks. Furthermore, the CBL
has also authorised the @&stishment of private domestic commercial banks. According

to the IMF report of 2006/b, the CBL issued a number of decrees to improve the
operations of commercial banks, launched the privatisation ofatated banks, as

well as recapitalising three ofatiive commercial banks it owns.

In July 2007, BNP Paribas of France was invitegptiocchase 19 % share of Sahara
Bank. One further foreign bank, the Arab Bank of Jordan seéected to buy a 19%
share of Wahda Bank in November 2007, among five foreighksbéfrench, Italian,
Moroccan institutions, Jordanian, and Bahraini) shortlisted for the privatisation of
Wahda Bank, with the possibility of raising their ownership to 51% over the succeeding
three to five years. In addition, in August 2010 the CBL allbvilee Italian bank
Unicredit to operate a subsidiary in Libyanicredit will hold 49% of the subsidiary
with full management control, and 51% will be held by Libyan investors.

It is also noteworthy that the Libyan state is considered the largest sharahdtdlian

bank UniCredit (the CBL and the LIA in combination own nearly 7.6% of Unicredit).
Recently, the Arab Banking Corporation (Bahrain) was allowed to 9% stake in

Li byads Medi {TherCBlais1amajorityBskharekolder the Arab Baking
Corporation with 59.37 % of its stock, after purchasing the Abu Dhabi Investment
Aut horityds 17.7 % stake.

The merging of the commercial banking sector is one of the remarkable signs of the
recent reforms agenda in Libylm light of subsequent devaments in the banking
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environment, there has been a trend towards mergers and the privatisasiate of
owned commercial banks in Libya. In October 2007, the GBIbounced that it
intended to consolidate two large statened commercial banks, the Ummari and

the Jumhuriya Bank, to form one commercial bank, Jumhuriya Bank. The merging
process was completed in 2008 and this bank remainsostatd.

The governmentds view is that this wildl
more capable of facg severe competition in the banking market. Furthermore, new
commercial banking laws were introduced, and several new banking licences were
recently issuedas part of the banking sector liberalisation, bringing the total number of
commercial banks operag in the country to 15; the number of representation agency

offices of foreign banks has increased to reach 24.

At the time of writing,it is obvious that the role of the banking sector in Libya remains
very limited in terms othe quality of services pwided, compared with other countries

with similar economic characteristics, which reflects negatively on its contribution to
national economic development. In spite of privatisation and reform actions recently
undertaken by Libyan authorities, the banksagtor still does not playfull role in the
countryoés economic |ife, and is also not

development.

More important, the Libyan banking industry is still dominated by <siateed
commercial banks. Notwithstandinthe exchange of statevned commercial banks to
private commercial banks has become an unavoidedselt of socieeconomic

conditions challenging the emerging econarayntries, such as Libya.

Overall, in the absence of reforms, a coutayking sector may not be able to play a
complete role in the intermediation of national savings and the financing of economic
growth in the noyoil sector (World Bank, 2006).

4.4.3 The structure of the Libyanbanking sector

The currenstructure of the Libyan banking sectorc@mmprised frondifferent types of
banks; at present it includes the CBL, which represents the monetary authority,
responsible for the supervision and control over the banks, and a mompablic

commercial banks, in addition to a number of private commercial banks and mixed
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ownership commercial banks, which contribute to the capital of a foreign partner (see
Table 4.3).

Within the components of the Libyan bank sector there are alsspecialised banks
which have been created for the purpose of financing specific activities, such as housing
activity, agriculture, industry and finance of small projects. In addition to these, there is
a Libyan Foreign Bank (LFB)represented in overseanvestments and banking
activities and complementary and related financial activities (offshore). There are also a
number of representative offices of foreign banks based in Libya (see Appendix No. 6).
The following subsections review in detail the catrstructure of the Libyan banking

sector.

4.4.3.1 Central bank of Libya

As discussed previously, the CBbmmenced its operations on April 1, 1956, under the
namethe National Bank of Libya, which replaced th#dyan Currency Committee
which was establiged in 1951. It was therenamed the CBL to perform its main

functions as the central bank.

Prior to the issuance the Libyan Banking Law No. 4 for the year 1963, the functions of
the CBL were limited tdkeeping sterling assets against the issue of logakency,

hence, it had no role in controlling money supply or credit, or in supervising banks
(CBL, 2006).By issuance of the Libyan Banking Law No. 1, 2005, its role has
improved more effectively, and this law gave the CBL its independence and the
authorty to manage anonplement banking and monetary policy, as welsagervising

and monitoringth an ki ng sy st e moeshaniegrcdnfidencesthereie , an d

At presentthe CBL is fully (100%) under state ownership and represents the monetary
authority in Libya, and it has come under the sponsorship of the Secretariat of the
Gener al Peopl edbs Congress since the issui.l
The main objectives of CBL under the Banking Law 2005 are to maintain monetary
stability in the country, and to promote thestained growth of the Libyan economy in

accordance with the governmentds gener al €

According to Article 18, Libyan Banking Law No. 1, 2005, the governor of the CBL

shall be the executive chief of the CBand shall be responsible for managing the CBL
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and discharging its nor mal affairs wunder
has established three branches located in Benghazi, Sebha, and Sirte, as well as
headquarters in Tripoli, which has mads services more accessible fublic
departments as well as commercial bank branches far from the headquarters (CBL,
2006).

4.4.3.1.1 Functions of the central bank of Libya

The Libyan Banking Law No. 46, 2012, Article 5 specified the core functions and

responsibilities of the CBL, which include the following:

1. Issue the Libyan currency and maintain its stability within Libya and abroad.

2.Manageits eserves and the governmentoOos reseryv

3. Regulate monetary policy andpsuvise currency conversion transactions within
Libya and abroad.

4. Regulate credit and banking policy and supervise its implementation within the
framework of the governmentds gener al p ol

5. Achieve the goals of economic policy in terms of stabilzine general level of
prices and maintaining the soundness of the banking system.

6. Manage the liquidity of the national economy.

7. Regulate and supervise the foreign exchange market.

8. Provide advice to the government on matters related to the geoanaimic policy.

In addition, in carrying out the abowveentioned obligations the CBL may (Article
5/2):

1. Exert control on the amount, type, and period of credit available to ensure that the
actual needs of economic factors involved in productionrsemndces will be met.

2. Take appropriate measures to deal with economic and financial troubles, whether
domestic or international.

3. Monitor and supervise banks, companies and exchange offices, and financial leasing
companies to ensure the soundnessthdir financial position, monitor their
performance, and protect the rights of tistiareholders, depositors and customers.

4. Supervise the national system of payments, including clearing operations between
banks subject to the provisions of this lawgd atevelop regulations to govern the

system.
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5. Any other measures required to implement the monetary, credit, and banking policies
and enhance the supervision of banking credit.

The following is a review of the most important functions undertaken by&CBhc e i t

was founded.

1 Issuing and regulating the Libyan currency

CBL is the sole issuer of the Libyan currency; it supplies market needs for banknotes

and coins and keeps a sufficient inventory of these banknotes and coins. As was stated

in the Article No. 30, Banking Law No 46
prerogative to issue currency in Libya. In the application of the provisions of this
secton currency shal/l mean banknotes and coi

and withdrawing old currency from circulation which is damaged or no longer valid.

According to Libyan Banking Law, 2012, Article 31, the unit of national currency is

Libyan Di nar (LD), which is divided into (10
shall set the par value of the LD in SDRs or any convertible foreign currency or
according to supply and demand in the foreign exchange. The LD was introduced in

1971 by the BL as a replacement of the Jonayh.

One LD equalled $3.04 (US dollars) and continued to be strong until the 1986 (CBL,
2006). Later the value of LD started to gradually reduce. Currently it is valued at less
than a dollar (approximately USD 0.80). Sidesuary 2002, the LD has been pegged to
Special Drawing Rights (SDR¥)y fixed rate.In June 2003, the exchange rate was
devalued by 15 per cent to one eQuals SDRs 0.5175 (IMF, 2005).

It is worth mentioning that before CBL commenced its activity in 1&f6currency
notes traded at the time were those issued by the LCC, which was established in
February 1952, and begasuing the Libyan currency in 24arch, 1952 (CBL, 2006).

T Manage and develop the governmentos gol d
According to Article 6 of Libyan Banking Law No. 46, 201Be CBL isthe only body
responsi ble for managing and developing t
reserves. In addition, it is responsible for selecting appropriate investment instruments

and determining the amounts to be invested in each currency, taking into account the
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developments in foreign exchange and money and capital markets to certify safety and

profitability.

The CBL licenses commercial banks to hold foreign currencies in astm@dwith

guidelines of the foreign exchange regulations issued from time to time to take into

account the countryodos gener al economic

Foreign exchange transactions shall be executed through banks and
entities that are licensed for this purposetiie Central Bank of Libya.
Each such bank and entity must prepare a periodic statement of the
foreign exchange that it sells or buys, the foreign exchange transfers that
it executes and receives, foreign exchange that it receives for transactions
involving the export of goods and services, and foreign exchange
balances at its disposal. It must transfer all such foreign exchange to the
Central Bank of Libya at the times stipulated by the Central Bank of
Libya (Article 47, Banking Law No. 46, 2012).

Furthemore, Article 43 indicated th@bmmercial banks operating in Libya may open

accounts in foreign exchange for individuals and legal entities that are fed by:

a. Deposits in foreign exchange.
b.
Cc
d

Sums transferred from abroad.

. Sums transferred from another doneatcount in foreign exchange.

. The foreign currency equivalent that the banks receives for its purchase of

foreign banknotes, or other means of payment in foreign exchange credited
to the account.
Banking interest on the aforesaid accounts.

Any other legachannel.

1 Acting as a banker and financial agent to the state and publientities

The CBL acts as a banker and financial agent to the Libyan state and public entities.

Article 9/1 of the Libyan Banking Law No 46, 2012 emphasises that the CBL have to

engage in banking activities relating to public administrative units required to deposit

their balances in it, and it must provide banking services to those units. Further, the

CBL may accept deposits from, and provide banking services to, public entities (Article

9/2). The CBL may also provide temporary advances to the government to cgver an
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temporary deficit in general budget revenues based on terms agreed between the CBL
and the Ministry of Treasury (Article 11/2).

Accordingly, the CBLunder the Libyan Banking Law, is charged with maintaining the
governmentang ub |l i ¢ i n s udas aneekperaitueDaccounts. ¢ also makes
payments, transfers and collects funds locally and abroad, as well as managing letters of
credittransactions on behalf of its customers, and provides various banking services to
public institutions. In addition it participates in representing the government in
contracts, negotiations, and operations conducted with foreign governments and

international organisations regarding monetary, financial, or commercial matters.

1 Acting as economic and financial consultanto the state

The role of the Central Bank of Libya (CBL) in promoting economic activity in the
country is not limited to its role in monetary stability and managing the banking
environment. It also provides advice to the government on various aspectsofréc

life, such as the submission of proposals and recommendations to make decisions and
measures which relate to economic affairs and finance, through studies and reports to
the competent authorities about the economic developments in the countrgvétore

offersadvice on questions or concerns in various topics and economic issues.

1 Acting as a banker to the commercial banks

The CBL maintains the legal cash reserves required from commercial banks as a
percentage of their customers depogitordng to Article 57 of the Banking Law No

46, 2012 all commercial banks operating in Libya must maintain, with the CBL and
without interest, the required monetary reserve corresponding to their deposit liabilities.
These reserves must be paid in the Libgarar unless the board of directors of the
CBL permits the provision of some such reserves in the form of other assets.
Commercial banks have to maintain mandatory cash reserves of 15 % at the CBL by the
demand deposits, and 7.5% on savings and time dgpbsiaddition, it accepts time
deposits of these banks for the benefits, and the CBL is a last resort for the commercial
banks and can give them unusual loans in the face of any exceptional circumstances it

assumes threaten the stability of the monetgisgem and banking in Libya.
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1 Inspecting, supervision and regulation of banking activities

In order to ensure that banks comply with the CBL rutegulations, policies, and
directions, the CBL checks and analyses the financial positions of all banks and their
branches operating in Libya, in terms of legal liquidity and the safety of their financial
position, and confirms that they maintain the leggjuired ratios such as cash reserves
and legal liquidity. It also examines the truth of figures and information which they
supply to the CBL and their commitment to following the directives that issued by CBL,
such as that concerning the size and diwectf credit granted by the banking sector.
Under Banking Law No 46, 2012, Article 55, the following shall be subject to the
supervision of the CBL:

1. Commercial banks and Islamic banks.

2. Specialised banks.

3. Banks that opetra abroad whose head office is in Libya.

4. The branches of foreign banks in Libya.

5. The representation offices of foreign banks in Libya.

6. Companies and exchange offices, financial leasing companies, and investment funds.

According to Article 61 othe Banking Law No. 46, 2012, the CBL has a right to inspect

at any time the banksé books, records, deb
as the files pertaining thereto. This inspection should be done at the head office of the
bank concerre by CBL inspectors assigned to carry out this task. In addition, the banks

must provide the inspectors with all of the data and facilities that they require to carry out
their work. Furthermore, all banks must comply with the rules and regulations sstdbli

by the CBL to regulate clearing operations and issues relatindational Payment

System (NPS) and they must also implement the decrees, circulars, and instructions
issued by the CBL (Article 64).

4.4.3.2 Commercial banks

This includes all commerdigbanks operating in Libya licensed to perform banking
operations under the supervision of the CBL, in accordance with the provisions of Libyan
Banking Law No. (46) of the year 2012. Commercial banks are the most important
components of the financial sectm Libya in terms of size and role, geographical

spread, and various types of services offered to customers.
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4.4.3.2.1 Definition and functions of commercial bank

The Libyan Banking Law No, 46 of 2012, Article 65/1 defines a commercial bank as
AAny anthgh ordinarily accepts deposits in current demand accounts or time
deposits, grants loans and credit facilities, and engages in other such banking activities
according to the provisions of paragraph (2) of this article shall be considered a
commercialb an k o . Thi s definition does not i ncl

financial institutions.

According to the Banking Lawommercial banks must assume the form of a Libyan
joint-stock company, according to the rules and conditions determined lbpdné of
directors of the CBL. Commercial banks may engage in some or all of the following
business activities (Article 65/2):
a. The cashing of checks made out to and by customers.
b. Services relating to documentary credits, documents for collection, and tdtte
credit.
c. Issuance and management of instruments of payment including monetary drawings,
financial transfers, payment and credit
d. Sale and purchase transactions involving monetary market instruments and capital

market irstruments to the credit of the bank or its customers.

D

. The purchase and sale of debt, without or without the right of recourse.

-

Financial leasing activities.

. Foreign exchange transactions in spot and forward exchange markets.

o Q

. The management, coveragistribution, and transaction of banknote issues.

The provision of investment and other services for investment portfolios, and the
provision of investment trustee services, including the management and investment
of funds for a third party.

J. Management anslafekeeping of securities and valuables.

k. Provision of trustee or financial investor services.

I. Any other banking activities approved by the CBL.

Each commercial bank must obtain a license to engage in banking activities before
commencing such activitiesh€ board of directors of the CBL is responsible for issuing

this license. According to the Libyan Banking Law, Article No. 66 this license shall
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replace the license stipulated in the Commercial Udewever, commercial banks in
Libya are prohibited from eaging in the following transactions (Article 77):

a. Wholesale and retail commerce, including importation and exportation and
brokerage or commercial agency activities, except as required by financial
leasing activities or Islamic banking services.

b. Theacqui sition of a joint stock company?o

c. The acquisition of the shares of another joint stock company in excess of 10 per
cent of the companydés paid capital. Th
by the bank in suchotnpanies must not exceed emaf of the paid capital and
capital reserve.

d. Entry as a general partner into partnerships and the like.

e. Acceptance of shares that comprise the
guarantee, or the transacting in or acquisitdd such shares, unless ownership
of the shares was transferred to the bank in payment of a debt to the bank by a
third party; in this case, the bank must sell such shares within one year of the
transfer of the shares to it.

f. The purchase of the shares afy bank operating in Libya, even if its head
office is abroad, only with the permission of the board of directors of CBL.

g. The issuance of bearer notes payable on demand.

The following are the most important characteristics of the Lilmganmercialbanking

sector.

4.4.3.2.2 Ownership structure of the Libyan commercial banks
The commercial banking sector in Libya consists of fifteen banksperation: six
public sectorowned commercial banks withreign participation in two banks (i.e. Al
Wahda Bank andl-Sahari Bank), eight private commercial banks owned by Libyans
individuals and foreign participation (joint ownership), and one commercialdvan&d
jointly by the Libyan state and the United Arab Emirates, 50% for éecban be seen
in Table 4.3the ownership structure of the Libyan commercial banking sector can be
categorised by the following features:

a. Four commercial banks are 100% private local owners,

b. Eight commercial banks are wholly or partially owned by the public sector,
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c. Two private commercidbanks are jointly by private local and foreign strategic
pattern, and
d. One is owned jointly by the Libyan state and the United Arab Emirates (50%

for each).

Table 4.3: List of commercial banks operating in Libya as of 2010

No. Name of the bank Capital Ownership
Public Sector | Private Sector Strategic
% % Partner
%
1. | Al-Jumhoria Bank 83.0 17.0 0.0
2. | National Commercial Bank 85.0 15.0 0.0
3. | Al-Wahda Bank 54.0 27.0 19..0
4. | Al-Sahari Bank 59.0 22.0 19.0
5. | North Africa Bank 82.0 18.0 0.0
6. | Al-Waha Bank 90.0 0.0 0.0
7. | Bank Alaman for Commerce an 0.0 60.0 40.0
Investment
8. | Al-Wafa Bank 0.65 99.3 0.0
9. | Assaray Trade and Investment 0.0 100.0 0.0
Bank
10. | First Gulf Bank 50.0 0.0 50.0
11. | Al-Mutahed Bank foffrade and 3.0 57.0 40.0
Investment
12. | Arab Commercial Bank 0.0 100.0 0.0
13. | Bank of Commerce and 17.0 34.0 49.0
Development
14. | Mediterranean Bank 0.0 100.0 0.0
15. | Al-Ejmaa AlArabei Bank 0.0 100.0 0.0

Source: The third annual report of the Department of Bank Supervision and Monetary
for the years 201:2011.

4.4.3.2.3 The nature of the Libyan commercial banking sector

Libyan commercial banks, as a predigeeking business institution, provittraditional

banking services in rural areas, smaller and bigger cities in the country via (330)
branches and (159) agencies. These services include accepting the deposits (demand or
saving) from the general publigranting various types of loans and adwems to
individuals and companies, issuance and management of instruments of payment

including monetary drawings, financi al t
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collection pensions and salaries on behalf of their clientele. They alsosefferes

relating to processing letters of guarantee and letters of credit.

Along with these services, they also deal in foreign exchange transactions as well as
acting as brokers in foreign exchange markets, and service transfer of funds in foreign
countries. In addition to these traditional services, in recent years, due to community
pressure, several of these commercial banks have begun to offer some banking products
compliant with Islamic Sharia tenets. The number of branches that began to provide
banking products according to Islamic Sharia was thirteen. However, the Libyan
commercial banking sector, up to the present tinse, relatively small and
underdeveloped as well as offering a very limited range of financial prochuoigared

to other similar coumies; services are often provided on the basis of personal

relationships.

4. 4.3.2.4 Commerci al banksd performance dt
The fiscal year 2011 was an exceptional year for commercial banks, when the events of

Li by ads reywlatiprudndebruary 17, 2011 split apart the commercial banks
through most of the year, and contact was completely lost between some branches and
their major administrations. In addition to restrictions on withdrawals, and the
disruption of communicatio networks and irregular electricity, there was also a sharp

decline in foreign trade activities (CBL, 2011).

The commercial banks, however, withessed during ébenomic conditions that

prevailed in the domestic environment in the year 2011, remargigbiécant changes

in most of thefinancial indicators comparealith the corresponding period of 2010, as

follows:

1 The total assets havecreased (excluding contra accounts) by a growth rate of
8.5%, representing LD 5.6 million. The total assets reached@B million in
2011, compared to LD 65.4 million at the end of 2010, with the liquid assets
formed of total assets accounting for 73.0%, or about LD 51.7 million, mostly in
the form of certificates deposited with the CBL, which reached its total of @roun
LD 30.0 million.
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1 The contra accounts which consist mostly of local and foreign credit and guarantee
letters, recorded at the end of 2011 an increase of LD 3.6 million, or an increase of
5.7% over the end of the year 2010, to reach LD 65.9 million.

1 The onditions experienced by Libya after the revolution of February 17, 2011 led
to a decrease in the total of loans and crepldated by commercial banks from LD
13044.6 million at the end of 2010 to LD 12786.5 million at the end of the year
2011,at nearlyLD 258.1, representing an average decline of 2.0%. This decline
credit granted by commercial bard@mes as aggregate to the following:

a) socialadvances items declined by about LD 433.5 million, or 11%, from around
LD 3770.6 (5.8% of total assets) i0I0 to roughly LD 3337.1 million (4.7% of
total assets) in 2011. This decline mainly translates to imposition of limits on
cash withdrawals and the lack of liquidity in LD for banks.

b) real estate loangems declined by LD 32.5 million, from about LD 11872
million (1.8% of total assets) at the end of 2010 to approximately 1154.7 (1.6%
of total assets) at the end of 2011.

c) increaseof economic activities loans items by LD 208.0 million, an increase of
2.6%, to reach LD 8.2948 million at the end of 2011, compared to LD 8086.8
million at the end of 2010. The relative size of this item in the structure of assets
declined during this ped from 12.4% to 11.7%.

1 The percentage to cover the provision for doubtful debts to the total loans and
facilities accounted for 16.7% at yeamd 2011, compared with 14.7% in 2010,
which requires commercial banks to make greater efforts in order toeredis
ratio and access to the international averages of less than 6.0 %.

1 The deposits volume of companies, public institutions, and the private sector
increased from LD 55.3 million to reach LD 58.5 million by a growth rate of 5.7%.
The demand deposif®ormed approximately 79.3% of total deposits, while time
deposits accounted for about 19.5% of total deposits. However, the savings deposits
constituted only around 1.2 %, whereas the balance of private sector deposits was
shapedat the end of 2011, abouDL28.9 million, which represented nearly 49.4%
of the total deposits, while the balance of public sector deposits represented the
remaining 50.6% which was worth LD 29.6 million of total deposits.
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T The tot al of sharehol der eclneddrgruliDt4317.6d ur i n ¢

million at the end of the year 2010 to reach LD 4365.2 million at the end of the year
2011; the decrease rate was roughly 3.4%.

1 For the same reasons mentioned above, the amount of revenue earned by
commercial banks during the yearl4d0decreased by 38.2% to reach LD 1010.4
million compared with the corresponding period of 2010, which amounted to LD
1634.2 million. The expenses also decreased by 26.5% in 2011, reached LD 608.8
million, compared to LD 828.7 million in 2010. The ratioexfpenses to revenues
was about 60.3% in 2011, compared to 50.7% in 2010.

1 The balance of the surplus liquidity of commercial banks at the end of 2010 was
about LD 31.126.7 million, compared LD 32808.7 million at the end of 2011, an
increase of LD 1682.0epresenting 5.4%. This increase represents the difference
between the actual balance of liquid assets (LD 2525.8 million) and the balance of
liquid assets reserves (LD 843.8 million). It should be noted that although the rate of
growth of excess liquidithas declined, compared to 20t0he commer ci al
liquidity reserves remain high for several reasons; perhapsdlsé important are
limited areas of employment and the increase in public spending. In addition,
Li byads e gonditienewitreessel during 2011 are what led to restrictions
on banking operations.

4.4.3.3 Libyan Foreign Bank

The Libyan Foreign Bank (LFB) was founded in 1972 under Law No. (18) as a Libyan
joint-stock company with a paid up capital of LD10 million, fully owned by the.CB

The capital of the bank rose to LD 20 million (equivalent to USD 67.4 million)
according to the Law No. 66, for the year 1982 t he begi nning of
capital was increased once more to reach USD one billion. On December 12, 2009, at
an extaordinary general assembly meeting of shareholders, the bank decided to

increase its capital to USD two billion.

Subsequently, the extraordinary general assembly meeting of shareholders on February
21st, 2010 agreed to increase the bank capital byteefudSD one billion; the paid up
capital of the LFB therefore became USD three billionaddition, the extraordinary

general assembly meeting of shareholders agreed to increase the authorised capital to be
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USD 8.7 billion divided into 87 million share$ a value of USD 100 per share (LFB,

2012).

The LFB serves as the foreign agent for the government and Libyan commercial banks

and implements the worldwide functions of the CBL through its head office in Tripoli

and branches in more than 30 countriagarticular, the LFB performs the activity of

opening accounts and accepting deposits from abroad ancesidents, in addition to

banking and financial transactions with commercial local banks and any related banking

activities licensed by the CBL (LFB Wwsite, 2012).

Article No. 20 of the Statute of the LFB identified the purposes for which, performing

outside Libya, the bank are engaging in all banking and financial services as well as

development of finance operations and in particular the following:

A

>\

Acceptance of demand and time deposits, opening current accounts, loans held
and granting other credit facilities.

Collection and payment orders, promissory notes and other securities with
financial value.

Issuance of bonds, notes and other commercial paper

Discount, rediscount and trading of commercial paper.

Issuance of letters of guarantee and credits and the opening credits and

financing foreign trade operations, providing facilities for importers and
exporters as well as the issuance of securitiesjedisas project financing and
development investment on commercial grounds.

Carrying out trusteesd investment .

The bankingand financial services that LFB is licensed to carry out inside Libya are:

A

Opening accounts and accepting deposits in convertlbggh currencies from
abroad and noresidents in Libya.

Opening accounts and accepting deposits from public institutions asbigmed
the CBL to deal with it.

Carrying out banking and financial transactions with local commercial banks in

line with thepurposes of the bank.
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4.4.3.4 Specialised banks

Specialised banks (lending institutiomsg the institutions that specialise in financing of
a particular economic activity or specific sectors. Specialised banksstrectured on
cooperative lines; thego not operate on the principle mfofit, and thus their activities
are different from those of commercial bariksese banks were specially established to
support and accelerate the seemmnomic development in Libya lgyanting medium

term and longem loans to agricultural, industrial and real estate activities.

In accordance with Article 65/1, Banking Law No. 46 of the year 2081&pecialised

bank whose main purpose is to finance and grant credit for specific activities, and
whose basic activitiedo not include the acceptance of demand deposits, shall not be
consi dered a doiewoéthat foar specialsead bankere established

in Libya to serve specific types of economic activity, thekolly owned by Libyan
government, and thesgein accordance with the resolutions of their establishment: (i)
National Agricultural Bank, (ii) Saving and Real Estate Investment Bank, (vi)
Development Bank, and (v) Rural Bank. Following is a brief introduction to these four

specialised banks.

() The National Agricultural Bank:

The National Agricultural Bank (NAB) is one of the oldepecialised banks in Libya.

It was founded in 1955 and commenced its operations in 1957 with a paid up capital of

LD one million. In 1960, the Libyan government increasede NABO6s capi t al
LD one million;, i n March 1967, the NABOSs
capital is stipulated in the bank law.

The capital was increased again to reach LD six million and two hundred thousand, in
order to meetthe x pansi on aspects of the NABG6s act
the expansion of the open branches and offices in agricultural areas of the country
(Alnas, 2010). Furthermore, in 2002, the capital of the NAB was increased to LD 450
million, based od eci si on No. 105 taken by the Gen
2006). Its main purpose wde promote the agricultural sector in the country by
providing interesfree loans to Libyan farmers;purchases agricultural products from

them at a guaranteedqgfit and sells materials to them at supported prices.
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In 1970, the NAB was reorganised under law No. 133, which redefined its functions as
follows:
a. Work on the promotion and development of agricultural activity in the country.
b. Grant agricultural loango farmers and agricultural cooperatives and public
sector companies related to agricultural activity and livestock.
c. Accept deposits from individual farmers and agricultural cooperatives and
public sector companies.
d. Market agricultural products and aninvathin the public policy of the state.
e. Trade in materials, machinery and equipment which is used for agriculture
purposes.

f. Establish, own and contribute to companies whose activities relate to agriculture

In order to achieve its objectives the NAB con&duto provide loans and credit
facilities for farmers, companies and public agricultural enterprises. Table 4.4 shows the
value of loans granted by the bank during the period -P84Q. It is clear that the total
loans granted bthe NAB (short, medium, ahlong term) was increased from LD 73.5
million at the end of 1990 to LD 1571.2 million in 2011, which showed a rise of LD
1497.7 million.

By analysing the relative importance of the loans, it is clear that thetshmortioans
accounted fompproximately7.04 % of the total of loans granted by the NAB to reach
about LD 110.6 million in the end of 2011. The mediterm loans accounted for
around 40.16% of the total loans granted by the bank to reach around LD 631.0 million
at the end of 2011IThe longterm loans accounted for about 52.8% of the total loans,
which reached LD 829.6 in 2011.
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Table 4.4:The value of loans granted by the NAB during the period
199062011 (million LD)

Year Short Term | Medium Term | Long Term Total
1990 214 18.7 33.4 73.5
1991 22.5 17.4 34.6 74.5
1992 20.9 154 34.4 70.7
1993 24.9 11.8 31.8 68.5
1994 25.9 10.9 30.1 66.9
1995 28.0 10.5 28.8 67.3
1996 29.6 16.3 29.1 75.0
1997 32.4 20.0 28.1 80.5
1998 35.4 22.8 27.5 85.7
1999 39.5 28.5 27.5 95.5
2000 50.0 36.0 27.0 113.0
2001 55.2 44.5 31.5 131.2
2002 57.4 92.4 82.9 232.7
2003 51.9 115.6 130.5 298.0
2004 67.2 148.0 155.2 370.4
2005 60.1 296.5 360.4 717.0
2006 64.5 425.1 685.4 1175.0
2007 63.7 495.5 840.9 1400.1
2008 81.8 564.2 829.1 1475.1
2009 89.2 549.2 829.0 1467.4
2010 73.3 555.0 829.6 1457.9
2011 110.6 631.0 829.6 1571.2

Source: CBL, Economic Bulletin, for the year 2012

(i) Saving and Real Estate Investment Bank

This bank began the exercise of its transactions in the special section in the Industrial
and Real Estate Bank (IREB) in 1965 with a paid capital of LD 10 million, and then
increased the bankdés capital by the end
Law No. 2 for the year 1981, the real estate section was separated friREBiand

then became known as the Saving and Real Estate Investment Bank (SREIB), with

capital of LD 100 million.

In 2002, the capital of the SREIB was raised to reach LD 1100 by resolution of the
Gener al Peopl ebds Committee NoO. d hd& the L aw
SREIB respects and supports the movement of construction and reconstruction by
encouraging saving, real estate, and providing credit facilities for the purpose of
providing adequate housing in the context of transformation and plans in linghwith

general policy of the state. In order to achieve this may require the following means:
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Granting real estate loans.

Issuing bonds and investment certificates.
Accepting deposits from the bankbés cl
Implementingand managing real estate projects to their account and others.

Constructing, owning and mortgaging the real estate.

-~ 0o o 0 T p

Establishing and owning the real estate enterprises or participating in them.

As Table 4.5 shows, the balance of loans and financing maowg the bank (housing
Loans and constructioprojects) until the end of 2011 was about LD 7953.3 million,
compared with DL 520.9 million at the end of 20@€presenting an increase of over
LD 7432.4 million.

Table 4.5: SREIB loans during the period 200-2011 (million LD)

Year Disbursements Loans for Housing and Total
Construction Projects
Housing Loans * Construction
Projects

2000 503.9 17.0 520.9
2001 5090.2 18.7 5108.9
2002 869.5 12.6 882.1
2003 876.6 198.6 1075.2
2004 1066.6 83.8 1150.4
2005 1881.4 95.1 1976.5
2006 3381.6 130.9 3512.5
2007 4590.2 194.6 4784.8
2008 4403.3 1495.4 5898.7
2009 4666.6 1930.1 6596.7
2010 5195.7 2207.6 7403.3
2011 5745.7 2207.6 7953.3

* Includes loans by popularity since 2002
Source: CBL, EconomiBulletin, for the year 2012

(i) Development Bank

Development Bank is a financial institution that was established under Law No. 8 of the
year 1981, as a joirtock stateowned company with a capital LD 100 million. Its
purpose is to support the process @velopment in Libya, and to establish the

foundations of an industrial base, contributing to increased production and diversifying
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production through the support of public companies, cooperatives, and private
enterprises by granting them the necessarysldanpurchasing machinery, equipment

and operating requirements.

I n 2005, the bankds capital was 1increased
recent years the Development Bank has played an active role in accelerating economic
development in Liga, through granting loans to finance large or meesirad

productive and service projects, in order to develop the production and service sector

and in particular to encourage projects that used modern methods in manufacturing,
especially those using latraw materials available in the country. In addition, the bank

has expanded its activities to include transportation, health and therapeutic services,

food and feed.

In order to achieve the objectives of the plans and programmes of economic
development in the country, the Development Bank continued to grant different types of
loans with simple terms and conditions, going on the largest number of beneficiaries.
Shortterm and mediurterm loans, are often granted to individuals and do not exceed

LD ten thousand; the period of loan ranges between sixteen months and five years,

while longterm loans exceeding LD ten thousand are granted to corporations.

The number of loangranted by the bank during 1990 reached 162 loans, accounting for
LD 4005 thousand, mostly focused on the food industry to form respectively 54.9% and
32.4% of the total number and value of granted loans (CBL, 2006). Remarkably, the
number of granted loangrew to reach 5053 loans and the value of LD 254408.0 in
2005, mostly focused on service activities, accounting respectively for 90.6% and
77.3% of the total number and value of granted loans (CBL, 2006).

Table 4.6 gives the number of loans grantedatchandustry by the Development Bank
during the period 1992011. For example, the value of loans granted by the bank
during the year 2011 reached about LD 121115.2 million, growing by about 35.2%
from what it was in 2010 and amounting to LD 89.6 millidn. particular, the
development bank, according to Law No. 8 Articles 2 and 3, is functidoiaghieve a

set of objectives, which include:
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. Contribute to the activation of the production process and increase production
rates through the provision of fund for productive projects which are
economically feasible in the fields of industry, agriculture, tourism and other,
whether new projects do develop existing production capacities or for the
purposes of an expansionary.

. Forecast for investment opponities with economic and social returns that
contribute to the expansion of the productive base and diversity of income
streams.

Offer technical assistance and advice to the owners of the projects directly or
indirectly financed from the bank.

. Attracting foreign expertise through financing cooperatives that bring together

the national and foreign investment.
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Table 4.6: Development bank loans by industries 1998011 (thousand LD)

Year Food Building Chemical Metal Textile Furniture | Industrial Others Total

Industries | Material and Works Industries | Industries services

Plastics

1995 50.0 301.1 - - 350.4 0.0 501.0 288.0 1490.5
1996 65.9 248.4 82.1 521.7 1314.2 0.0 5780.7 27.9 8040.9
1997 5066.7 2766.9 4801.7 5607.9 4546.2 762.9 2618.7 910.7 27081.7
1998 322.4 112.5 - 288.1 854.9 0.0 953.6 0.1 2531.6
1999 1069.4 304.7 378.4 394.6 461.0 5.0 882.3 88.0 3583.4
2000 4150.7 2445.5 5008.0 4024.0 344.2 814.4 2526.3 1408.7 | 20721.8
2001 4794.8 2053.3 6693.7 1862.2 1271.4 730.5 5456.6 8841.7 | 31704.2
2002 7368.6 5113.8 18763.3 10023.7 228.7 270.1 17116.1 | 10282.3 | 69166.6
2003 16729.0 10865.0 13695.8 10053.2 844.7 1130.1 16707.6 7800.3 | 77825.7
2004 11154.5 6543.1 4059.0 2185.5 233.9 306.7 7147.3 4392.8 | 36022.8
2005 10778.3 18604.1 8569.0 3240.9 173.9 8377.6 196685.7 | 7978.5 | 254408.0
2006 25701.6 59518.9 14823.4 6837.2 2480.0 2493.4 12976.3 | 52645.5| 177476.3
2007 29178.2 | 129949.2 7843.4 5969.9 490.0 0.0 6858.3 41650.9 | 221939.9
2008 4710.6 40820.3 358.2 290.9 607.1 808.6 1356.4 12016.4 | 60968.5
2009 6033.0 65793.0 1218.3 1289.4 0.0 1402.2 5260.7 5788.1 | 86784.7
2010 4476.9 58967.6 1421.0 808.7 1230.0 780.6 1770.9 20014.6 | 89470.3
2011 289.5 8297.9 150.0 0.0 0.0 0.0 60.0 112317.8| 121115.2

Source: CBLEconomic Bulletin, for the year 2012
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(iv) Rural Bank

Rural Bank is considered as one of the pillars of the national economy, and an important
addition to otherfunding institutions operating in Libya. This bank was established
basedonthedecsi on of the Gener al Peopl edbs Commi
personality and independent financial position and exercises its activity which is stated

by |l aw under the auspices of the Gener al F

The authorised capital of the bawiks LD 100 million, wholly owned by the Secretariat

of the General Peopl eds Committee of Fina
deci sion of the secretariat of the Gener a
purpose of the establishment Bural Bank was to drive forward the growth and
development in the areas of industrial and service sectors, by motivating the low
income individuals and job seekers to participate in the development prbleessthe

bank aimed to improvihe standard of livig of Libyans, especially those who are fow

income, by granting them with loans for businesses in the areas of agriculture, livestock

production, marine, industrial, artisanal and service.

The bank offers loansetween LD 500 up to LD 10,000, with an st rate valued at

2% of the loan amount. As Table 4.7 shows, a number of loans have been granted by
the Rural Bank to various economic activities (i.e. agricultural, livestock, marine,
industrial, craft, and service) since it started its operationsthetiéend 2011. The total
number of granted loans has reached 158,565, with the total amount of loans LD 623.0
million. 45,732 loans valued at about LD 254.9 million had been granted to service
activities which represented roughly 40.9% from the total gthidans. While 57,952
loans with amount up LD 175.4 million had been giventte livestock sector,
accounting for around 28.1%, and 27,122 loans amounting to LD 99.9 million had been
granted tacraft, which accounts for approximately 16.0%. The rest of the loans granted
were distributed on industrial, agricultural, and marine as 8.1%, 5.9%, and 1.0%

respectively.

The Rural Bank was specially established to achieve a set of economic and social

objectives including:
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Improve the standard of living for members of the community, especially low
income families and job seekers, encouraging them to establish projects in
various fields.

Contribute to the success of the projects financed by the bankghthtbe
provision of technical assistance and advice to the beneficiaries to ensure the
feasibility of such projects.

Benefit most segments of society with limited income and job seekers by
encouraging them to borrow from the bank, through the ease pfdbedures

for obtaining the loan and the limited interest obtained by the banks, about 2 %
of the loan value, and to overcome any difficulties that prevent this.

Find available investment opportunities, which guarantee the achievement of
economic and soal objectives.

Provide various banking services to the beneficiaries by opening deposit

accounts to them.
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Table 4.7: Rural Bank loans by economic activities (thousand LD)

Year

Agricultural

livestock

Marine

Industrial

Craft

Service

Total

N.

Value

N.

Value

N.

Value

N. Value

N. Value

N. Value

N.

Value

2003

352

1048.5

2391

7154.0

11

33.0

87

259.5

114

336.5

110 | 327.5

3065

9159.0

2004

891

2496.8

6417

17765.3

96

381.2

309

913.5

1001

2678.5

649 | 3002.3

9363

27237.6

2005

2797

4869.7

14230

17776.7

199

197.8

1698

4353.0

3902

10761.0

5743 | 66307.1

28569

104265.3

2006

967

6517.2

10340

55896.3

377

2935.3

2196

10011.5

4635

24857.5

12301| 44836.1

30816

145053.9

2007

1871

5715.0

9569

28737.9

199

885.9

2955

10967.5

4798

19161.0

10408| 66520.3

29800

131987.6

2008

602

1811.0

2881

8646.5

46

144.0

690

2220.0

1690

5499.0

2834 | 16882.8

8743

35203.3

2009

885

2775.0

3737

11680.1

175

652.5

2040

6700.0

3953

13880.5

6353 | 30933.0

17143

66621.1

2010

1466

4529.0

5451

11680.1

175

337.1

2402

7296.0

3901

12055.0

4286 | 15524.1

17615

56836.2

2011

1466

6913.5

2935

10472.0

180

574.0

2208

7484.5

3128

10673.0

3048 | 10538.6

13451

46655.6

Source: CBL, Economic Bulletin, for the year 2012.
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4.6 Summary and Conclusions

This chapter has reviewed, in section 4.2, the Libyan background, including its
geographical, population, historical, political, and economic background. This section
shared that Libya is the largest fourth country among the countries of Africa and the
fifteenth among the countries of the world. It is of great-giategic importance,
within easy reach of most European countries, and linking the Arab nations of North
Africa with the Middle Eastern Arab countri®&efore the discovery of significant crude

oil reserves in 1959, Libya was one of the poorest countries in the world. The social and
economic conditions in the country witnessed rapid chaftge the discovery of crude

oil in commercial quantities in 1959.

Since becoming independent in 1951, the eodocsystem in Libya was primarily
capitalist and the private sector dominated all aspects of economic activity in the
country. From the mid970s to 1980s, the new revolutionary government applied a
socialistoriented economy regimeéater, radical changesccurred in Libyaowards a

free market economy by opening the stock marketther first time and adopting
marketoriented economic reforms and liberalisation as well as undertaking a number of

measures to open the Libyan market to foreign investment.

Overalb,Li byadés economy is heavily dependent
sector, which still plays a significant role in supporting and developing the social and
economic sectors. In addition, this chapter has discussed in section 4.3 the Liblgan stoc
market (LSM) as the first and only stock market in the country, which was established
after i ssuing the resol ution No. 134 of
Committee. It has been shown that the LSM has undergoaey remarkable
developments sinciés founding; the LSM launched an Electronic Trading System and

also linked the headquarters of the market with its branch electronically using fibre
optic cable, and also linked up using satellites to be one of the pioneers in this field in
Libya.

Further, it has been shown that the LSM, in 2009, has launched a new website, as well
as offering a variety of new services such as a short message service and centre voice
services, which allow investors to pursue its operations in the market accurately and

promptly. This section has also revealed tl humber of listed companies on the
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LSM has grown modestly from seven listed companies to twelve listed financial and
nonfinancial companiesince its inception in 2006. Although the number of listed
companiesas increased, in fatSM remains the smallest in terms of number of listed

corporations and mar ket capitalisation cor

Lastly, Section 4.4 has provided a brief overview of the banking sector in Libya, its
hisor i cal and the recent devel opment s, as
Additionally this section has also presented the structure of the Libyan banking sector.

It has found that the banking sector has grown and currently consists of the Central

Bark, four specialised banks, fifteen commercial banks, and the Libyan Foreign Bank.

Furthermore, this section has highlighted that the banking sector in Libya is still
dominated by statewned commercial banks, and these banks control over ninety per
centoft ot al banking deposits and assets. I n
banking system was undertaking reforms focused on privatisation and liberalisation of
stateowned commer ci al banks with the view to
thar role in the national economic growth. The next chapter pidsent financial

reporting laws and regulations in Libya, and it also explores the background and

evolution of the accounting profession in Libya.
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Chapter Five

Regulation of Financial Accounting and Reporting in Libya

5.1 Introduction

A countryds | aws olegal systeans)ucanodirectly orenglitedtha t i o n
influence its corporate financial reporting and disclosures. Direct influence sets general
requirements for measuremteand disclosure of accounting informatigdaggi and

Low, 2000) . Ot her wi s e, a countryos | aws
corporate financial reporting and disclosures indirectly through legal protection rights

provided to investors and credisofJaggi and Low, 2000).

This chapter therefore reviews and discusses in detailver of governmental laws
and regulations that may have influenced the corporate financial reporting and
disclosure practices in Libya. In this chapter, the accountinfpgsion in Libyaalso

will be reviewed.

The rest of this chapter is structured as follows: section 5.2 deals with financial
reporting laws and regulations in Libya; these incltitee Commercial Activity Law
(5.2.1), the Income Tax Law (5.2.2), tiRetroleum Law (5.2.3)the Banking Law
(5.2.4), and finally,Libyan Stock Market Law (5.2.5). The following section, 5.3,
examines the accounting profession in Libya. Section 5.4 gives a summary and

conclusions of the chapter.
5.2 Financial Reporting Lawsand Regulations in Libya

5.2.1 The Commercial activity law

The Commercial Activity Law (CAL) No. 23 was issued on"2Banuary 2010 to
replace the Libyan Commercial Law (LCL), which was issued on 28th November 1953
In fact, the LCL 1953 washe first Libyan legislation to deal with certain financial
accounting rules and provisions. The LCL was amended a number ofdetvesen

1953 and 2010. e old law involved certain aspects of financial reporting and auditing;
for instance, Aticle No. 58 (Compulsory &ks) ofthe LCL 1953 required individuals
conducting business to keep and maintain at least two books: (i) a journal, and (ii) an
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inventory and balance book. Besides that, businesses must prepare a balance sheet and a
profit and loss account at least oreg/ear according tthe second paragraph of this

Article. The old law (Article No. 573) also determines the assets and liabilities items
that have to be included i nthalflyof I95B8hasne s s O ¢

been criticised by some scholars for many reasons; for example it was stated that:

Libyan commercial law was passed for the year (1953) from within a group of
laws in the areas of public law and private law, as an attempt to develop the
legislation in force in the Libyan environment. It is well known that most laws
passed in that period, that were prepared by expert Arabresatents
(Egyptian, Lebanese, Iraqi, etc.), lack familiarity with the Libyan
environmental conditions and were naepared by a team with sufficient
experiences of Libya. Therefore, any mutation at the legislative level in the
field of accounting as a result of the issuance of the Libyan Commercial Law
(1953) cannot be seen on the grounds that they represent a regpdnse
requirements and the Libyan environment interactions. In fact, the true
meaning of the texts regarding Libyan trade law, with respect to the
accounting area, is still not understood by a large segment of Libyan society
(Al-Hasade, 2007, p. 10).

Accordingly, CAL No. 23 of 2010 amended a number of the provisions of the LCL of
1953. The new law included a range of Articles covering certain aspects of corporate
financial reporting (Articles from 225 to 237 and Articles from 254 to 255), which in
their entirety included mandatory books, records, financial statememtalance sheet

listing items and an estimate basis of its elements.

Article No. 225 of this law, permits companies to keep their accounting records in the

form of printed paper or offlinera must be dated and numbered in the manner
prescribed by the law. Companies may also keepraidtain their accounting records

in the form of an information systeragmputerisefland are not permitted to change the

data listed therein. These two appraeg;haccording to the provision of the Article, 225,

have the same authority as traditional commercial books. In the light of the provisions

of the law Article 226) aj oi n't stock companybds board o
financial statements (balance shand the profit and loss account) @hne explanatory

notesas wel | as a report about the companyos

The annuabalance sheet and the profit and loss account are to be reported to the

general assembly of shareholders for approval (Article,284) a copy of the balance
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sheet and the profit and loss account is required to be submitted to the Commercial
Register within ten days of its approval Ilye general assembly. This is to be
accompanied by the direct ortsadd thre enmuates of, t he

the general assembly approval (Article 237).

Furthermore, each company is required to establish a monitoring board consisting of
three fulltime members and two reserve members from shareholders or others. The
members and the chairmaof the board aremominated by a general assembly of
stockholders and each member being elected for a three year term (Articles 196 and
198). The monitoring boardébés duty i s, amongst
and the profit and loss accducorrespond with the accounting records as well as to

check the companyb6és assets at | east once e

According to Article 223, joint stock companies are required to keep the following
recordsfurtherto maintaining the books required by the Article No 4@da register of
shareholders, (2) a register of loan bondsa(&)inute record of the general assembly

and its decisions, (4a minute record of the meetings of the board directors and its
decisons, (5)Jaminuter ecord of the monitoring committ
(6) a minute record of the meetings of the executive committee and its decisions, and

(7) aminute record of the meetings of bondholders loan association and its decisions (

the company has issued a bond loan).

Moreover, this law (Article 227) details the items of assets and liabilities that must be
reported in any companyds balance sheet. /
laws of private companies that eggan a particular activity, the following items must

be recorded by total valwue in the balance

on the assets side of the balance sheet:

Unpaid amount from the shareholders.

Real estate.

Fixed installations @d machinery.

Industrial patent rights and rights to exploit intellectual products.

Privileges, trademarks, and the goodwill value.

o ok 0N

Portables.
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7. Raw materials and goods.
8. Cash and securities in the fund, or deposited with third parties.
9. Securities with fixednd variable profit.
10. Partnerships, with a statement (if the company has bought its shares).
11.Cust odebts. s 6
12.B a n kebts.
13. Debts acquired from associated companies.
14.Others debts acquired from other parties.
The following items have to be reported theliabilities side of the balance sheet:
1-The companyds <capital at i ts nominal v al
shares from other types of stocks.
2- The legal reserve balance.
3- Reserve stipulated in the contract and voluntary reserves.
4- Amounts of depreciation, renewal, and insurance against the risk of decline in the
value of assets.
5- Amounts allocated to compensate for the company's employees.
6- Restricted debt guarantees in kind.
7- The required debts to suppliers.
8- The company'sabts to banks or other financiers.
9- Debts acquired for the associated company.
10- Bonds and loans issued and that still exist.
11- Other debts acquired from the company.

12- Deposits by others, optional or mandatory deposit.

The CAL also offerdArticles 228 to 235particular guidelines for the valuation of

assets and liabilitiegshe goodwill valuationthe creation ofegal reserves, shares and
securities valuationparticipation in profits, and the distribution of profits to the
shareholdersAccording to the Article No. 228 of the CAL, the following guidelines

must be followed in respect of valuation of financial statement items. If there are special
reasons preventing a company from foll owi
monitoring committee must reveal the reasons in their report before the general

assembly.
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a. Fixed assets must not be estimatsdbeing greater than the original cost, and in
eachaccountingoeriod the value should be reduced by the annual depreciation rate
for that peiod. Theaccumulated depreciation should be reported in the liabilities
section.

b. Raw materials and goods should not be valued as greater than the lowest price of
purchasing or higher than the market price.

c. Industrial patents, rights of exploitatiomventions, privileges, and trademarks
should not be valued higher than the price of purchase orfdusde values must
be amortised periodically on the basis of useful or legal life.

d. Shares and securities should be estimated by the board of diraatbrthe
monitoring committee must be informed of the methods of valuation. The
monitoring committee has to report these methods in its annual report to the
general assembly of shareholders.

e. Participations that do not have the status of shares should beatestias an
amount not more than thslhown on the last balance sheet.

f. Debts are to be included at their estimated realisable value.

g. Bond discounts may be recorded in a special division of asset item, and the amount
should beamortisedver the life of he bond.

h. Construction and development expenses magadpétalisedand amortisedover a
period not exceeding five years, if agreed upon by the motoring committee (Article
229).

i. Goodwill is to be recorded in the balance sheet assets, but only if it has been
purchased. It must bamortisedover a perioddecided upon by théoard of

directors and the motoring committee (Article 230).

In addition to the above, five per cent of annual net profits must be deducted to form a
legal reserve, until the balance reacl@esgjuarter of the company's capital at least
(Article 231). According to Article No. 254 of the law, a holding company is required to
prepare, at the end of each fiscal year, a consolidated balance sheet and profit and loss
account (income statement) os itash flows. They must be disclosed to the general
assembly with explanatory notes and other related d&ese accounts have to be

prepared in accordance with the applicable accounting standards and principles.
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Additionally, the CAL (Article 460) requeseachenterpriseo keep and maintain three
books at least, instead of the two books of accounts which were required by the old law,
as discussed above. These books are:
1. Journal: in which thenterprisemust enterll daily acts that generally return to
his business activity, and enteach month the total amounts spent on himself
and his family.
2. General ledger: this shows the differenterprise accounts.
3. Inventory and balance book: in which teeterprise must enter the list of the
inventory, thebalance sheet, and the profit and loss account, at least once every
year.

Under the provisions of the CAL, before those books are used, revenue stamps must be
placed on each page amist be registered at the court, and any transactions prior to

registraton of the books are banned.

In short, the CAL was very brief in describing the mandatory disclosure requirements of
the corporations, and no clear forms and contents obdlence sheet and profit and
loss account were given. Also, all type of compares not required by CAL to
disclose detailed financial and operating information for their shareholdersthanly
annualbalance sheeprofit and loss account, amatplanatory notes were required to be

available for a companydés sharehol der s.

An importantpoint to note is that the CAL does not requinandatory disclosure of
corporations® account s, bal ance sheet St e
market participants and the general public. Besidbs, CAL requiredholding

companies only to prepe their accounts accordance with the applicable accounting

standards and principles, but it did not define these.

5.2.2 Income tax law

The second Libyan governmental Law has a certain influence on financial accounting
and corporate reporting in tle@untry: Income Tax Law (ITL)which was originally
passed in 1968. Formerlalian income tax law was applied with some amendment to
suit the Libyancircumstances (Oreibi, 1969, p. 47 citedBait-El-Mal et al., 1973).

Italian income tax lawvas presatedby the Italian settlement government to Libya for
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the first time in 1923under this law each businesstity was required to provide
financial statements and other financial records at the end of each year to the tax
authority, prepared according the 1923 tax law (BaiEl-Mal et al., 1973). The law

was changed by ITL No. 64 of the year 1973, and was then amended in 2004 by law
No. 11. Later, ITL No. 11 of 2004 was eliminated on 28th January 2010, while ITL No.
(7) was passed.

The recent Libyan ITlcontains 105 Articles allocated into Five Parts:

1 Part OneGeneral Provisiong1-33 Articles).

1 Part TweTaxes in individuals and partnershigdivided into six chapters:
Chapter (1)General provisions (345); Chapter (2)Tax on income of trade,
industry and crafts (489); Chapter (3)Tax on the income of partners in the
entities that applyartners, not wageorkers (5652); Chapter (4)Tax on the
income of free professions (&3t); Chapter (5)Tax on income from worland
equivalents (5%0); andChapter (6)Tax on interest from the deposits with
Banks (6162).

1 Part ThreeTax on Companie®3-71).

 Part Four Penaltieg(72-79).

1 Part FiveFinal Provisions(80-105).

The income tax is imposed on the incomes resultindgiiltya and abroad for the

nati onal companies (including t fownedj oi nt
corporations) and branches of foreign companies in Libya, whatever their type of
activity or purposeln applying this law, the companies concerned apsdhstipulated

in the law organising commercial activity in Libjgor ei gn compani eso br
activities and capitals of foreign companies in Libya whatever their organisational and

legal status (Article No. 63).

Under this lawall companies are geliredto submitan annual declaration about their
income tothetax authority approved by legal accountant or auditor registered in the list
of Libyan accountants and auditors, on the special form prepared for this purpose,
within one month from the date of approval of the balance sheet, and in a in period not
exceeding four monthsf the year following the financial year (Article No. 71).
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Article 45 of the executive regulation of this law provides that any enterprise (in the
case of maintaining regular accounts) must attach, with its declaration of annual income
tax, the followingfinancial statements and documents, which must be prepared in
accordance with accounting principles and must be audited by a Libyan registered
certified auditor and accountant.

a. Cost of Goods Manufactured Statement (In the case of industrial activity).

b. Income Statement (profit and loss account).

c. Balance Sheet.

d. Depreciation Statement.

e

. Detailed Statement of the expenses which are included Indbme Statement.

I n order for the taxpayerodés books and re
(Article 46 ofthe executive regulation), the following conditions must be satisfied:
a) The accounts must be prepared in accordance with the theory of double
entry and in accordance wi@enerally Accepted Accounting Principles
(GAAP).
b) Accounting entries recorded oretbhooksmust bein favour of the necessary
documents.
c) There must be raelaborate system of internal control to check on the
truthfulness of transactions contained within the books.
d) There must be a commitment to hold the booksaccordance with the
reguations prescribed by CAL.
e) Does not violate the conditions referred to regarding what should be held in
the books and other records under any other law or according to the nature of

the activity in which the company is engaged.

According to Articles 39 an@l6, income tax is identified annually dme net income, in
accordance with the principle of cash basis or accrual basis or according to the
t ax pay er dusng tbehtaxable gesr. The taxable income is assessed on the basis
of di fferent kinds of operationsd result
deducting all actual costs and expenses, particularly the following:

a. Instalments for depreciatioof the equipment, machinery, buildings and all assets

used for producing the income; these must be calculated by using the dinaight
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method, according to annual rates given in Article No. 35 of the executive

regulation.
b. Debt which is proveds bad debtn condition that this debt is entered in the
activitydéds account or is due to | end

amount collected from this debt must be considered as income.

c. Amounts paid for the benefit of employees according the retiremstansy
or any other alternative system, or any other alternative special system.

d. Taxes and fees paid by the taxpayer regarding the activity, except the tax
which is paid according to the provisions of this law.

e. Contributions to charitable organisations whi@are approved by the
government and must not exceed 2% of the net income.

f. All ocations formed according measur e
authorities. The refunded amounts from these allocations are subject to tax.

g. If the accounts for a year have been closed with a loss, the loss is to be
i ncluded in the following yearo6s exp
the profits were not enough to cover the loss, the loss balance shall be
carried forward for a maximum dive years from the year of the loss
(Article 42).

Briefly, the ITL had certain influence on accounting practice in that many corporations
have regularly adopted tax guidelines and requirements for general external reporting
(Bait-EI-Mal, p. 95). In factthe main purpose of the ITL is aimed at determining the
taxableincome, including the methods of accounting to be used to computing this

income.

The law has offered speciftax accounting rules tbe followed by those preparing
compani esO6 temeanesi alo sctaa cul at e t he COompe
purposes. For exampléhe acceptable depreciation methods to be applied to fixed
assets: there are a number of methods that can be used by accountants to compute
depreciation of fixed assets, suchdaslining balance method, and swifyears digits,

but according to the ITL, only straighbhe method must be used. Therefore, change

from straightline depreciation to another method is not permitted. It is important to
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note that the ITL doesot requie publishing of financial statements or other accounts to
the general publicBased on the preceding discussitmere is no doubting that the

provisions of the ITL were basically designed to service the needs of the tax authority.

5.2.3 The petroleum law

The third Libyan governmental law is the Petroleum Law No 25; this law was enacted
in 1955,andhas been amended several times (B&ial, 1973). This law was enacted
before commercial oil had been discovered in Libya and it was the first to allowgrilli
operations.The first concessions were given in 1955 and by 1968, 137 concession
agreements had been given to 42 oil companies (International Business Publications,
2013).

The Libyan Petroleum Law provides a legal foundationLforby aés oidr. and g
According to Article No. 1/2 of this law, no person shall explore or prospect for, mine

or produce, petroleum in any part of Libya, unless authorised by a permit or concession
issued under this LavBait-EI-Mal (1973) pointed out that the Libyan Pe&whn Law

prescribed general financial accounting requirements for the oil industry.

According to Article No. 14 of this | aw,

(the company), the following items are entitled to deduct fromirtbemeresulting

from the operations of the concession holder in Libya:

(a) Operating expenses and overheads, the details of which are defined in the
regulations, excluding the fees, rents, royalties and income tax, and other direct
taxes.

(b) Depreciation of all physical assetsmn  Li bya at the rate of 3
and amortisation of all other capital expenditure in Libya at the rate of five per cent
per annum until such assets and expenditure are wholly written off. The
unamortised balance of the cost of physical taggermanently put out of use may

be deducted in the year when such assets are scrapped or sold.

(c) Sixteen and sixtgeven hundredths per cent of the value of the crude oil exported.
The 16.67% per cent is calculated on the basis of the applicable postes! of
crude oil exported by the concession holder in any such complete year and on

which royalty is payable by the concession holder in that year.
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According to the fifth paragraph of the Article No. 14 of the Petroleum Law, the income

resulting fromthe operations of the concession holder in Libya means:

(&) In relation to crude oil exported by the concession holder from Libya. Total gross
receipts realised by the concession holder from such export.

(b) In relation to other operations of the concessidddran Libya. The income to be
ascertained in a manner to be agreed between the concession holder and the Libyan
Ministry of Petroleum.

Article 14/8 ofthe Petroleum Law which emphases that in computing profits as herein
defined, sound and consistent @aoting practices usual in the petroleum industry must
be employed. Where more than one such accounting practice prevails, the Libyan
Ministry of Petroleum shall decide which practice is to be applied by the concession
holder. Article No. 21 of the Petralm Regulation No. 9 of the year 1973 of the
Petroleum Law proclaims that each oil company must submit to the Libyan Ministry of
Petroleum after the end of every month of the calendar year, within no more than thirty
days from the end of each month, a delan presenting its estimate of the tax
obligations payable thereby on the basis of its anticipated profits for the period covered

by such a declaration.

The declaration must be made in compliance with the form established for this purpose
by the Directorate Gener al of Compani eso
addition, in accordance with the provisions of Articled2the PetroleunRegulationNo.

9, theoil company has to submit to the Libyan Ministry of Petroleum, after the end of
each fiscal year, and no more than four months from the end of each fiscal year, the

accounts displaying the profits of the year.

At the same time, when an oil cpany submits the accounts it must pay an amount
that, if added to the fees, rents and royalties, excluding 16.67% of the value of the crude
oil exported and direct taxes previously paid for such year, shall equal 65% of the
profits presented by the accosimr any other further supplemental payments by which
the oil company is obligated as per the agreements signed therewith in this regard. The
amount paid in this manner must be considered as a part of the income tax, surtax and

the supplemental paymentsdaa payment on their account.
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From the above discussion, the Libyan Petroleum Law and Petroleum Regulations No.
9 provided a legal basis for the oil and gas industry and also specified oil and gas
accounting rules that must be applied for financial acoogrand reporting by oil and
gas companies operating in Libya for income tax purposes or for profit sharing with the
Libyan state. However, the Libyan Petroleum Law and its Regulations did not define
mandatory disclosure requirements for oil and gas eagpbor, production and

development activities.

5.2.4 The banking law

The banking sector in Libya, which includ€8L, specialised banks, Libyan foreign
banks, and commercial banks as well as a number of representatives of foreign bank
offices, was governeshtil 5" of July 2012 by the Banking Law No. 1 of the year 2005.
Besides, the banking sector also has to follow the directions and guidelines issued by
the CBL.

The Libyan Banking Law was partially amended by the Law No 46 of the year 2012 in
accordancevith the decree of thENC. The new law was enacted as a result of tffe 17
February Libyan revolution, to follow the recent changes that have occurred in the
Libyan economic, political and legal environment in general, and the banking activities

in particular. The issuance of the new banking law was aimed at filling the gaps tha
emerged at the application of the previous law, laying the foundations which suit the

Il slamic financi al product s, and meet the

with the Islamic financial regulations and legislation.

The new Libyan Bankind.aw No. 46 of 2012 was divided into three key chapters
including 121 Articles. The following is a review of the most important features of this

law:

The first Chapter of the law deals witht h e C e n tThiachaptBreclndedsixty

four articles and as divided into six section§ e ¢ t i 0 Natuceramdfuncfions of

the Centr al iBclude& thirteén Atticlels. YAecarding to Article No. 1 the

CBL is an independent institution, enjoying the status of a legal entity with independent
financiali abi | i ty, and the CBLO6s assets are it

the debts owetb other entities.
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In that sense, the independence of the CBL means that the administration of monetary
policy, as well as management of its daily business, bal performed without
interference or pressure from the executive organ of the Libyan state. This independence
does not mean leading on the implementation of monetary policy without coordination
with other relevanauthorities related to financial and trgodicies, especially in light of

the interdependence and overlapping of various economic policies.

The Article No. 4of the lawidentified that the authorised capital of the CBL shalLbe
one billion, approved f ofirstiparagraph afgshe Articlet h e
11 of this law stipulates that the CBL is not permitted to grant facilities or guarantees to
anyone, either directly or indirectly. On the other hand, the second paragraph of the
article allows for the CBL to provide tempoyaadvances to the Ministry Treasury, to
cover any temporary shortage in general budget revenues, according to the conditions to
be agreed upon between the bank andvhmstry Treasury, and which should include
the following:
a) These advances must not exteaefifth of the total estimated revenues for the
general budget.
b) Any advance must be repaid at the end of the fiscal year in which it was
provided, and no advance may be provided to the public treasury in a given
fiscal year until after the advances yided to the public treasury during the

previous fiscal year have been repaid.

Secti oNarmavge niie nt of t he Cthig sectianl incli8lasnnkne o f I
Articles on various administrative matters in the CBL, including the powers and
responsibilites, and the terms of appointment of members of the board of directors. The
current |l aw requires that diredorssnustbeimghmber s
gualified in the fields of law, financial, banking or economics, as well as the chairman of

the board of directors as the governor, the deputy chairman of the board of directors as
the deputy governor, anthe undersecretary of the Ministry of Finance as member
(Article 14).

The membership of the CBLOsS bdavyreflecotie di r e c
principle of independence of the bank, which does not include in its membership

representatives of the executive organ of the state except the undersecretary of the

159



Mi nistry of Finance. Among ot hectorstmass pons i
be responsible for discharging the authorities directly related to the achievement of the
CBLOGs goal s and pur poses. |t mu s t al so
implementing monetary, credit, and banking policies, within the scope of the

govae nment 6s gener al policy (Article 16).

I n addition, the CBLO6s board of directors
financial statements, and reports prepared by the CBL on its financial position and
activity results (Article 16/5). The governof the CBL shall be the chief executive of

the CBL, and it must be responsible for managing the CBL and discharging its normal
affairs under the board of directorsod supe

Section threef The Centr al Bank thd sectioi ibchude® severAc c o ur
Articles related to the accounts of the C
start and end at the start and end of the
that proximately after the end of the last day of eachtmdhe CBL must prepare and

publish a statement of its assets and liabilities at the close of its operations on that day

or at the close of the immediately preceding business day if the last day of the month is

a holiday.

A copy of this statement must kent to the legislative power and the prime minister,
and must be published in ti@fficial Gazette Article 25 emphasises that tiAaudit
Bureaui s responsi ble for auditing the CBLOsS
activity of central banks and g¢hinternational auditing and accounting standakuls.
order to comply with the provisions of this law, the CBL requires the preparation of the
following within four months of the end of its fiscal year (Article No. 26):
a) Financial statements for the endifigrcal year, according to the nature of the
activity of central banks and the international accounting standards.
b) A report on the CBLOs financi al posi
report shall in particular present domestic and international edonbscal,

monetary, and banking conditions.

These financial statements and reports have to be submitted within the previously
mentioned period to the legislative power, after they are approved by the board of

directors and the Audit Bureau. In additidhe financial statements must be published
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in the Official Gazette. Additionally, Article 27 provides the following accounting rules
that must be followed by the CBL:

aaBook profits and | osses resulting from
and liabiities due to a change in the par value of the Libyan dinar must be
recorded in an account designated the 7

b. Losses resulting from revaluation must be deducted from the credit balance in
the account stipulated in the previousgmaaph. If the balance does not suffice
to cover these losses, the Minister of Treasury shall issue, for the CBL, bonds in
the value of the deficit. These bonds shouldddaated in the domestic currency
and shall not bear interest.

c. Inthe eventofacredt bal ance in the ARevaluati or
should, at the end of each fiscal year, cover the value of the bonds mentioned in
paragraph (b), in coordination with the Minister of Treasury. If this value is
covered, the CBL must retain 25 pernteof the remaining balance. Any
remaining balance must be used to extinguish the public debt. If the public debt
is paid, the remaining balance must be allocated to finance the deficit, if any, in

the State's General Budget.

In additional to the abovéArticle 28 states that after subtracting all expenses, the
CBL6s soci al security contribution for it:
asset depreciation, reserves designated t
other reserves reqed by international accounting standards, other normal and
unf oreseen expenses, and the public trea
currency issue operations, the remaining amount (net profit) must be added to the
CBL6s gener al ttheerd®frthe fiscabyaar as follows: a
1. All net profits must be added until the general reserve totals half of the authorised
capital.
2. If the general reserve reaches-ba#f of the capital, 25 % of net profits must be
added to the general reservdilit totals the authorised capital.
3. If the general reserve equals the capital, 10 % of net profits must be added to the
general reserve until its totals twice the amount of the authorised capital.
4. If the general reserve reaches twice the amoucamtal, 5 % of net profits must be

added to the general reserve balance unti
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5. Net profits remaining thereafter have to be transferred to the Ministry of Finance

Section fourAi | s s uanc e thsfsectidohaseeleven Articles on the affairs of

issuing currency. For example, Article No. 8fich stipulates that the CBilone must

have the prerogative to issue currmancy 1in
set and stipulate rules and principles toe issuance of currency, and it may establish
currency specifications and denominations, and banknotes must bear the signature of
the governor. Article 3identifies the Libyan dinar as a unit of currency in Libya, with

the board of directors of CBL deteining the value by offsetting the Libyan dinar

against the SDRs or any convertible foreign currency or according to the forces of
supply and demand in the foreign exchamgeket.

According to Article 32, the CBL is responsible for determinthmgyexchage rate of the
Libyan dinar against foreign currencies according to domestic and international
financial and economic developments so as to achieve the interests of the national
economy. Given that the amount of banknotes and coins issued in any tineeoistioa

most important variables affecting the national economy, monetary stability and the
stability of the value of the dinar, under the current l(Awicle 36) the CBLrequires

that the total value of banknotes and camgirculation must always correspond to
specific assets denominated in gold bars or coins, or convertible foreign currencies, or
SDRs (the value of all of which must not be less than 30 % of the total assets of the
issue), and securities issued or guaradtby international financial institutions or

foreign governments.

To give the CBL a degree of flexibility in determining monetary assets corresponding to
the source, it included domestic assets such as treasury notes and bonds issued by the
Ministry Treasury in Libya, whose value does not exceed 20% of the total assets of the

issue.

The regulation of foreign exchange is covered in detaibaction fiveof the Law,
ARegul ation of For ei gwhichEonsistsanFgustee Arteclass a c t i
the Articles in this section confirm the liberalisation of the current account and the
lifting of government censorship, which was imposed on foreign exchange deabngs.

example, Article No. 41 allows any natural person or legal entity to retain any foreign
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exchange that he/it owns or possesses or that is transferred to him/it, and may execute
any foreign exchange transaction, including transfers to Libya or abroad.

However, Article 42 stipulates that Libyan legal entities may not retain foreign exchange
unless it stems from the return on their activities, and they must keep the foreign
exchange in an account with the CBL or in an account with a national bank that operates
in Libya. In addition, according to Article 43, banks operating in Libya are perntited
open accounts in foreign exchange for natural persons and legal entities that are fed by:
1. Deposits in foreign exchange.

2. Sums transferred from abroad.

3. Sums transferred from another domestic account in foreign exchange.

4. The foreign currencequivalent that the bank receives for its purchase of foreign

banknotes or other means of payment in foreign exchange credited to the account.

(62}

. Banking interest on the aforementioned accounts.
6. Any other legal channel.

The Libyan Banking Law has auttiged the CBL with all the necessary powers to
regulate foreign exchange, which is required by a function of the CBL to maintain the
stability of the value of the LD and the general level to prices; Articlgav¢ the CBL
necessarylexibility to take acion in cases involving foreign exchange, whismot

covered under this law.

Sectionsixi Super vi si ahissectibn cBnéamsktendrticles. Article No. 55 in

this section has identified financial institutions which are subject to the superarsion
control of the CBL under the provisions of this law; they are commercial and Islamic
banks, specialised banks, banks operating abroad and headquartered in Libya, the
branches and representative office of foreign banks in Libya, investment fundsgfinan

lease companies as well as money changing and financial services companies.

The board of directors of the CBL have to establish, according to the requirements of
the domestic money and credit situation, and international banking standards, the
generalrules for the control and supervision of banks and the other institutions
stipulated in Article No. 55 in order to regulate the following matters (Article 56/1):

a. The method for appraising different types of entity assets.
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b. The determination of the typ&d liquid assets and the ratio of liquidity to deposit
liabilities that must be maintained.

c. Areas in which entities subject to the control of the CBL are prohibited from
investing funds.

d. The provisions that must be available to cover assets whose vaubjéxt to
extreme fluctuation.

e. The ratios that must be observed between the value of credit and the value of credit
guarantees; and the specification of credit type.

f. Identification or liberalisation of the interest rates for all accounts, and all the
interest of delay.

g. The permitted difference between interest rates and the rediscount rate set by the
CBL on the one hand, and the discount rates set by the banks for their customers on
the other hand, if credit instruments are suited to being rediscountethey are
suited to a loan being obtained against them.

h. The percentage credit policy, that banks should follow, and directing credit,
including determining the value and term, both for all banks, or of any bank.

I.  The minimum monetary cover needed to dgthbdocumentary credits and issue
letters of credit in general or with respect to a specific type of credit.

j. The maximum limits on investments in securities, -esthte financing, and credit
for consumption purposes.

k. The terms and conditions under whichegular loans must be repaid, and the
setting aside of, and exemption from, interest calculated thereon.

. The rules and facilities needed to regulate clearing operations between banks
subject to the provisions of this law.

In addition to the above, the CBnust establish the following rules (Article 56/2):

a. Disclosure rules, the statements that must be published, and the method of
publication.

b. The rules needed to counter money laundering operations and the financing of
terrorism.

c. The rules and requiremenivith which the members of the board of directors of
banks, investment funds, finance lease companies, and money changing and

financial services companies must comply.
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d. The minimum capital adequacy criterion.

e. Rules for opening accounts and engaginiganking activities.

f.  The criteria required for the classification and irregular classification of the loans
and credit facilities provided by banks. Each bank shall establish the measures that
must be taken to cover irregular loans and credit facilitiegdblition, auditors
must be required to ascertain whether the bank management observes these
criteria.

g. The rating and classification of banks according to domestic and international
banking criteria.

h. Any monetary, financial, and other credit issues coagist with the C

objectives and conducive to achieving the interests of the national economy.

Furthermore, to enable the CBL to practic
activities, Article No60 states that CBinust be responsible for collgrg and examining

the reports sent to it by the banks pursuant to the provisions of this law. At the end of the

| ast business day of each mont h, t he CBL
financial positions. Such a summary report must be puddish theOfficial Gazette.
Article 61 states that the CBL may examin
accounts, and the electronic systems and files pertaining thereto. The examination must
be conducted at the head office of the concermedt ¢ t y by CBL6s i nspec
this purpose. The entities must provide the inspectors with all of the data and facilities

that they require to carry out their investigation.

Article 64 emphasises that banks subject to the provisions of this lawcaommply with

the rules and regulations established by the CBL to regulate clearing operations and
issues relating to the System of National Payments. All entities that engage in their
activities pursuant to the provisions of this law must implementeheeds, circulars, and

instructions issued by the CBL.

Chapter Two,iiCommercial Banks, is divided into four sections comprising fifty

seven Articles, relating to the organisation and conditions for carrying out banking

business, such as licensing and establishment affairs, mergers and cancellakon,

others relate business activity tr@mmercial banks are prohibited from exercising.

Some Articles of the current banking law in this chaptiiress the board of directors
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of commercial banks and their duties, and internal auditing matters, as well as the legal
terms to be provided by treuditors assigned to checking the bank accounts, and the
financial statements and other accounts that must be provided by commercial banks.
The rest of the Articleselate to the general provisions. Nine Duplicated Articles add in
the new banking law; tise Articles deal witlspecial provision for the Islamic banks.

The four sections contained in this chapter can be summarised as follows:

Sectiononef The Establ i shment and Sucpmamyeaigbti on o
Articles. Article No. 65, for examp, gives clear definition to the terfnc o mmer ci al
banko in the first paragraph, and in the
activities inwhich a commercial bank should be engaged. Article No. 66 states that each
entity subject to supervision ofdfCBL must obtain a license before commencing their
activities, and that the board of directors of the CBL shall issue this license. This license

shall replace the license stipulated in the Commercial Law.

According toArticle 67, a commercial bank musssume the form of a Libyan joint

stock company. A bankds shares may be hel
legal entities, according to the rules and conditions stipulated in a decree issued by of

the board of directors of the CBL. MoreoverjstiArticle requests all thexisting

commercial banks to correct their capital, which is requiretthéyrovisions of this law

within a period not exceeding three years from the effective date of this law, with the

possibility of extending this term forsamilar period once.

Furthermore, CBL may authorise the establishment of fordignks and give
permission to foreign banks twld shares in the domestic banks, or open branches or
offices representing them in Libya (67/3). Article 68 identifies tembers of the
board of directors for any commercial bank with at least nine mengvexsded further

that the bank must have a general manager, who shall be appointed by its board of
directors based on the recommendation of the chairman or two membieesbofrd of

directors.

Commercial banks are subject to the supervision and control of the CBL, and the CBL
is responsible for regulating its relations with the commercial banks, coordinating their

actions, and monitoring their activities in the framework t he gover nment ¢
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policy (Article 71). In addition, according to the second paragraph of this Article, the
decisions of the boards of directors of the commercial banks ortdomginvestments

and the opening or closing of branches must be gauvt the CBL within ten days of

the date on which the decisions are issued. The implementation of such these decisions
has to be contingent on the CBLOS approve
public people to acquire the shares of capitaksiained banks, and each shareholder

has a voting right according to the percer

Section twofi Dut i es o f this beetionBantaikssneteen Articles (732).
Article No. 73, for example, highlights that edshnk must hold a capital reserve
before distributing profits, it must transfer to this reserve no less than 25% of net profits
until the reserve totals reached one half of its paid capital, and it must then transfer to
the reserve 10% of net profits Urttie reserve equals capital. According to Article 76,
the bank does not have to distribute dividends until after it deducts all expenses,
including establishment and administrative expenses, expenses to cover losses, and any
other expenses for which theage no corresponding assets.
Every commercial bank must have an internal auditing department that is directly
subordinate to the bankos board of direct
appointed by decision of the board of directors. The badrdirectors must be
responsible for determining the authorities of this department, which must include
(Article 81):
1. Review and audit of the bankds daily
2. Preparation of a quarterly report on
board of directors.

3. Coordination between the bankdds mana

The CBL must prepare, in coordination with the relevant entities, a register of auditing

of fices capabl e of auditing and igstes@gfect i n
consulting offices and firms capalié valuating real and other assets provided to banks

to guarantee financing, loans, and facilities granted by the banks, CBL is responsible to
establish rules, conditions, and procedures for registering in tiveseegisters (Article

82).
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Article No. 83/1 requires that each entity subject to supervision and control of the CBL

must assign the auditing of its accounts annually to two chartered accountants selected by

the bankds gener al assemd |l ynft béorafBrbdhg t &

of two years, renewable only once. The decision of assignment of the auditors has to be

effective only after approval by the governor of the CBL, and each auditor must:

1. Not be a me mb e rdirectbrs, & baek elm@opele 6raget, matmed o f
recipient of a loan or facility from the bank with or without a guarantee.

2. Not be related to any member o f t he |

chartered accountant by a kinship tie up to the fowstrek.

Furthermore, in order to complyith the provision of the second paragraph in Article

83 of the lawthe CBL requires the external auditors each separately:

l1.Prepare a report on the bankés annual fi
the metlods used to ascertain the existence of and to valuate assets, the method for
appraising existing commitments, and the extent to which the audited transactions
comply with the law.

2. Prepare a seminnu al report monitoring rathee bank

performance and compliance with domestic and international banking criteria.

3. Send a copy of the two reports mentioned in the previous two subparagraphs to the

Central Bank of Libya within the period set by the governor.

Under the provision of tki Article, each chartered accountant must be liable for any

shortcomings contained in any of the two reports that he submits. In the event of any

such shortcoming, the CBL may delete the chartered accountant from the register

stipulated in the previous aite. Additionally, in order to comply with the provisions of

the current banking law, each bank must establish, within its administrative

organi sati on, an administrative wunit call

subordinate to the board of diters and is concerned with the duties set out in detail

paragraph four of Article 83/4 as follows,

(a). monitoring of supervisory instructions issued by the CBL to ascertain compliance
therewith by the bank and its branches.

(b). mo ni t or adhegence fo critehaegovbraing kiadlysbanking activity, the

most important being:
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1. Capital adequacy.
2. Maintenance of the legally stipulated liquidity.
3. Maintenance of the required reserves.
4. International banking supervision criteria.
(c).the preparation of a periodic report on its activities, which shall be submitted to the
board of directors.

(d). any other functions assigned to the

In relation to commercial banking disclosutiee provision of te Libyan Banking Law
governing the banking disclosure requirements is limited to a provision in Article 84.
This Article stipulates that each entity subject to the control and supervision of the CBL
has to display, throughout the year, in a conspicuowu® @tits head office and at all of

its branches, a copy of its most recent, audited financial statements. It must also publish
these statements in the Official Gazette and in a domestic newspaper as well as on its own

website.

However, the Libyan Bankingaw No. 1, 2005 oits later amendments, did not specify
any additional requirements concerning the form and content of the balance sheet and
profit and loss account. In pursuing its objectives in monitoring and supentfsoGBL

requires each commertizank to submit the following (Article 85):

1. Monthly statements on its financial position within fifteen days of the end of each
month on the form established by the CBL.

2. Monthly statements that include details of all advances and financial gexlitded
by the bank, with or without guarantees, to any company in which the bank or any
member of its board of directors has an interest, such as being a member of the
companyb6s board of directors, or a manag:

3. A copy of its most recent, audited financial statements, within four months of the end
of its fiscal year.

4. A copy of each report provided to shar e
of the provision of the report to shareholders, and a cdpyeo minutes of each
meeting held by the general assembly of shareholders within fifteen days of each

meeting of the assembly.
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5. A statement of any change in the membe
fifteen days of the date on which the changeurs.
6. Any other statements or clarifications on the transactions executed by the bank,

according to the format and deadline stipulated by the CBL.

In additional to the above, the governor of the CBL may issue, within a month of the
date of his receipof the financial statements and report stipulated in subparagraph (4)
of the first paragraph, a decision not to approve the profits whose distribution to
shareholders is proposed, if a shortage of provisions or any drop in the capital adequacy
criterion below the established minimum level becomes evident to him, or if a
reservation bearing on distributable profits is expressed in the report of the two auditors
(Article 85/2).

Section threefiGe ner al P rthes \section oontairtseven Articles (93L00).

Article No. 93, for example, demonstrates that there is no restriction on the freedom of
depositors to dispose of their account balances with banks subject to the provisions of

this law according to the conditions agreed upon theniog of such accounts.
According to Article 94 of this law, all banks have to maintain the confidentiality of
their customersod6 accounts and bal ances, ar
They must also not permit the examination, disclosoirgrovision of information on

such accounts, balances, and transactions to a third party without the written permission

of the account holder or a competent judicial authority.

Article 97/1 indicates that the provisions of the Civil and Commercial Coules be
applied to banks to the extent that these provisions do not conflict with the provisions of
this law. In addition, the same Article (97/2) provides that electronic documents and
signatures executed in the framework of banking transactions and tthsactions
related thereto must be honoured and must have a determinative effect in substantiating

the data contained therein.

Moreover, paragraph three of the Article 97 reveals that computer output pertaining to
banking transactions must be regarded as equivalent to the legal books stipulated in the
Commercial Code and Laws that complement it. Banks must retain, for the period

established in the law, miniature copies of books, records, statements, documents,
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correspondence, cables, notices and other documents relating to their activities on hard,
floppy, or compact disks or other current data or information storage devicesl ioGtea
the originals. These copies have the determinative effect of the original for evidentiary

purposes.

Sectionfour A Speci al Pr ovi si o rthss sdparatelnsw saatian evasb a n K |
added to the current lawt. is interesting to note that this sextidid not exist in the

previous Banking Law No 1 of 2005. This section contains nine duplicated Articles (i.e.
100/1100/9); these Articles deal with different issues related to Islamic banks, such as

the definition of Islamic bank and othkslamic finarcial institutions,the function of

Islamic banks,and he i nspecti on and supervision of

are expected to be established in the near future in Libya for the first time.

The CBL is responsible for supervising and conimglithe activities of the Islamic
banks under this law provision, is responsible for the conduct of monetary and banking
policy, for regulating the amount and the type and cost of credit, and for maintaining
monetary stability in Libya. It should, howevée noted thatibya was not inactive in

this movement toward Islamic bankinglithough there has been a rapid expansion of
Islamic banking in botlthe Muslim and noiMuslim world, the CBLhas not pursued

the initiative to establish Islamic banks in theueotry, or made any effort to change

conventional commercial banks into Islamic banks.

The third and final chapter of the Libyan banking ldeals withfiPenaltie® ;the
chapter was divided into twentne Articles (101121). These Articles provide for
legd deterrents and penalties whioblige banks that are subject to supervision and
control by the CBLto abide by the provisions of the law. More precisely, the Libyan
Banking Law No. 46 for the year 2012 authorises the CBL signing of various sanctions

on banks that violate the provisions of tlag.

Article No. 104, for instance, states that any barst thils to put into effect decrees
issued by the CBL in application of the banking supervision of the provisions stated in
Article 56, or who violates the provisions of Articles 58 and 59 of this law, will be
punished by a fine of not less than LD tenus@nd, and not more than LD one hundred
thousand. The bank in violation has to be required to eliminate the violation. Also in

Article 107 failure to submit the accounts stated in Articles 47 and 85/1 of this law by
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the designated deadlines or by the diead set by the CBL must be punished by a fine
of not less than LD one thousand, and not more than LD ten thousand.
The same penalty will be imposed for refusal to provide books, records, documents, and
papers to employees of the CBL who are assignekami@e and inspect, without
prejudice to the requirement to submit them. In addition to above, as Article 109
indicated:
1. Any person who fabricates, with the intent of fraud, inaccurate facts or conceals
some documents or facts in statements, minutesher papers submitted to the
CBL or its representatives according to the provisions of this law, shall be
punished by a fine of not less than LD one thousand, and not more than LD five
thousand.
2. The aforesaid penalty shall be doubled in the event gfeatreiolation or if the
act was committed by the chartered auditor or valuation consultant stipulated in
Article 83 of this law.

Furthermore, Aticle 112 provides that angtatutory external auditoxho violates the
duties stipulated in Article 88 or fails to observe the rules and principles of the
profession in his report must be punistydmprisonment of at least six months and/or
a fine of LD 50, 000.

Overall, in fact, the new Libyan Banking Law No. 46, 20did,not make any substantial
changes, rad maintains albf the provisions of the old Libyan banking Law No. 1 of the
year 2005, with the exception of some slight changes to meet the demand of the new
Libyan political and economic regime. Only new nine duplicated Articles (06/1-

100/9) wereadded to the new law; these Articles were specific to Islamic banks products.

A slight amendment was made relating to commercial banking finastasments
disclosure; according to the old Banking Law, each bank must display, throughout the
year and ima conspicuous place at its head office and at all of its branches, a copy of its
most recent, audited financial statements. It must also publish these statentbats
Official Gazette and in a domestic newspaper, but the commercial banks were not
required to publish their financial statements on their own websites under the old law;

however, the new Libyan Banking Law has forced these banks to disclosautiesd
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financial statements on their own websites and to make them available to general

public.

However, the newly amended Banking Law still shows considerable shortcomings; it

has failed to specify the required financial statements and the form and content of these
statements has not specified which accounting standards should be applied. Moreover,

the new lawdid not provide for nonfulfillment penalties or specify the mechanism to
enforce the law. So no further mandatory legal requirements were required by the new
Libyan Banking Law, thereby there is no obligation for commercial banks to publish the
notes to the financial statements, the bo.

general public.

5.2.5 Libyan stock market law

The Libyan Stock Market Law (SML) No. 11 wasacted taegulate and govern the
work in the LSM. This law consists df01 Articles separated into eight chapters; the
Articles cover the organisation and structure of LSdntroland supervision of the
stock marketjssuance of securities rules, listing requirements, exemption from taxes
and duties,disclosure rules exchage, investment management, establishment of
investment funds, electronic signature, authentic electronic documents in proof,

organisation of adjudication and conciliation board.

Specifically, the SML sets out the disclosure requirements with which ksteglomic
entities must comply. For exampliae disclosure rules in Article 23/1 require each
economic entity listed on the market to providg,part of its own responsibility to the
management market during the specified time period determined [Stoitle Market
Authority (SMA) quarterly, semannual, and annual reports on its overall activities and
the results of its work. These reports must be comprised of the data revealing its honest
financial position, and the entities must publsltomprehensive summary of these

reports in two daily newspapers, at least one in the Arabic language.

The law also requires, in Article No. 23/1, that all listed economic entities must prepare
their financial statements and other financial statementsrdingoto accounting
standards and auditing rules to determined or mentioned in the implementing
regulations of this law. In addition, the second paragraph of Article No. 23 states that

the SMA has the right to investigate and inspect these finandieir&atsor assign an
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expert to carry out this investigation, and to inform the ligeonomic entity in the
market by their observations, and may request reconsideration of these documents and

reports in line with the results inspection.

If the economic wtity fails to respond to thes#bservations, then the economic entity

must be committed to publishing expenses of the SMA observations and modifications
that it has requested. Moreover, the third paragraph of this Article emphasises that each
company mustotify the SMA of thebudget and financial statements before the
expiration of thirty days from the gene
shareholders. More precisely, Article No.@3he Regulation of Listing and Folloup

Disclosure (RLFD) require all listed economic entities in the LSM to supply the

management of the market with the following:

1. A copy of the annual financial statements and the supplementary information,
after their approval by the ecomomic e
must be accompanied iyhe di rectorsodé report and t
auditor, to be done before the start of the trading session in the nexhday.
addition to the above, the economic entity must provide the market management
with a copy of thosefinancial statements and the minutes of the general
assembly meeting within ten days from the date of authorisation of the general
assembly, on a computer disk prepared in accordance with the program
determined by the market management before the sttre dfading session on
the following day at the latest, with statemesiipporting the amendments and
their impact on the financial statemenifie annual financial statements must
also be prepared and approved during the period not exceeding three months
from the date of the end of the financial year.

2. The annual financial statements must be accompanied by the annual report of
the board of directors.

3. A copy of quarterly financial statements, with a summary report of the external
auditor attached, within thly days from the date of the period mentioned must
also be recorded on a computer disk prepared in accordance with the program

determined by the management of the market.

Furthermore, taking into account the RLFD of the LSMMticle No. 34 requires all

listed economic entities to prepare their financial statements in accordance with
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International Accounting Standards and to be audited according to the International
Auditing Standards; it should be refer explicitly to this the auditor's report. In order to
make the information available to the general pubie RLFD (Article No. 35)
requiresall economic entities with their securities listed in the markeiutolish their

annual andsemta n n u a | financi al statements,s suppl
report, and the management market notes in two widetylated daily newspapers,

one of which should at least be in the English language, within one week from the date

of approval of the general assembly.

The SML (Article No. 78) also requires any édteconomic entity facing unforeseen
substantial circumstances affecting its activities or financial position, to disclose them
forthwith to the market, and to publish all the relevant information in one ohéss
distribution daily newspapers. If the amomic entity did not agree to publish such
information then the information will be announced by the market in the media, which it
deems appropriate at the expense of the entity. However, Article No. 98 (Disclosure
Provisions) states that unless otherwigeecifically provided in this law or its
implementing regulations, the committee of SMA determines the rules, provisions, and

procedures relating to disclosure.

In brief, the RLFD indicateslearly that the financial statements have to be prepared
according to international accounting standards and to be reviewed in accordance with
the international auditing standards. However, LSML and its RLFD do not include the
forms of the financial statements or information items that must be reported indinanc
statements in their notes. Moreover, there is no declaration on the audited financial
statements published by listed companies in LSM that these financial statements were

prepared in accordance with the IAS/IFRS.

5.3 Accounting Profession in Libya

The accounting professiorof (internal or external functions) in general plass
fundamentally important rolée n contri buting to the devel
economyas has been indicated by the statemen:
accouting profession has a role in the state and the corporate sector, and is also
expected to ser (Kadonhi$s 2008 u b).l Thaccountimg peofessisnt 0

serves community interest by contributing to investor confidence, improving economic
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growth and, in the end, will improve the financial wellbeing of sociétyernational
Federation of Accountants, IFAC, 2010).

There is no doubt that more sophisticated and effegtigéessional accountants will

contribute impressively in enhancing the depehent process through the useful and

reliable information they provid€ertainly,providing useful an@ccurate financial and

nonf i nanci al i nformation about the economi ¢
and changes is an absolute necessityimhélpful in making any economic decision, or
particular investment decision, which means there should be an efficient accountant and
auditor capable of providing such information. According to the IFAC (2010, lngb)

quality financial information, pmared by professional accountants and certified by

auditors, will contribute to national economic growth by:

Encouraging investment.

Assisting the government in economic planning and taxation decisions.
Helping to avoid damaging accounting scandals.

Supporting antfraud and antcorruption efforts.

Assisting good governance and management control.

D> > > > D>

Supporting poverty reduction.

In the Libyan context, a number of factors have significantly influenced the
improvemenbf the accounting professiomiLibya, since the state bfoya achieved its
independence in 1951. These include: the inputs from graduates of the Libyan
accounting education system; the teaching of accounting academics; the preferences of
international firms; the expertise of intenoaal accounting companies, as well as, to a
certain extent, the rapid changes in the Libyan social, economic, political and legal

environmen{Mahmed and Russell, 2003).

Additionally, foreign companies or branches, specifically American and British, which

were operating in the country in a different field, had a positive influence on the
development of the accounting and auditing profession in Libya in two ways, as pointed

out byBait EFMal et al. (1973, p. 90): (i) Libyan employees in these companies are
exposed to contemporary accoundowg ehf e@cta
in that dealings between these companies and local enterprise lead to significant

improvements in the generally ledeveloped accounting systems of the latter.
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Up to the beginning of the seventies, there was no structured public accounting
profession in Libya (BaiEl-Mal et al., 1973). fie Ministry of Treasury was only the
accounting authority in Libya who was responsible for offering licensexdiaiduals

who wisted to practices the profession of accounting and auditing, with the requirement
toobtaina bachel ords degree i n -auldyongpracticatg and
accounting experiengdahmed and Russell, 2003).

The result of the rapid increase the number ofaccounting graduates from the
University of Libya and the return of numerous Libyan graduates from abroad, as well
as Libyanrun accounting companies, is the rising demand for the creation of a
professional body to take the responsibility fieveloping a general framework of
accountinglAhmad and Gao, 2004As a resultthe Libyan Union of Accountants and
Auditors (LUAA) was established in June 1975, after the Law No. 116 of 1973 was
passed as the first lasggulatingthe accounting and auuhg profession in the country;
it was an important event for the accounting profession,tla@dorofession became

formally organised in Libya.

The law covereda number of issues including the establishment of the LUAA,
registration of accountantgxerci® of profession, fees, pensions and contribution
funds, obligations of accountants and auditors, penalties and general and transitional
provisions. The LUAA pronounced thats mission was to achieve the following
objectives:

A To organise and improve theettings for the accounting profession and to
develop the standards of accountants and auditors professionally, academically,
culturally and ethically;

A To organise and participate in ttseminars, conferences, and workshops
relating to national and interi@nal accounting, and to keep up to date with
new education and training programmes in the field;

A To establish a retirement pension fund for its members;

™

To increase collaboration between its members and to protect their rights; and
A To takedisciplinary action against members who violate the traditions and

ethics of the profession.

Remarkably, the founding of the LUAA has had a relatively certain influendeeon

organisation and improvement in the performance of professional accounting practice in
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Libya. Consequently, the Certified Public Accountant (CPA) system was presented
officially for the first time in the country; onlZPA is permitted to conduct statutory
audit servicesThe members of LUAA are divided into two key groups: (i) working
accountants which split into two categories; (a) accountants, and (b) assistant
accountants. (ii) neworking accountants, also split into twaategories; (anon

working accountants, and (bprrworkingassistant accountants.

According to the requirements of thew, all members of LUAA must hold Libyan
nationality, have obtained a university degree in accoungingy civil and political

rights, and have a decent conduct, reputation and respectability, commensurate with the
profession. In addition to these, ancauntant who wants to register as a working
accountant mu s t have no | ess five year s

accounting office after obtaining a university degree.

The accountant who has a bachel ordbe degr e
only able to register as a working assistant accountant and, after two years of
experience, will have the right to practise in the accounting profession with some
restrictions. Accountants who hold a university degree with practice experiende and

not intend to practise in the profession are entitled to list aswooking accountants;
accountants without experience also have the right to register agonkimg assistant
accountants. An accountant who obtinpis ns a
exempt from the five yearsd experience r
registered as accountants in practice, are entitled to audit and certify financial

statements of all types of companies and taxpayers.

In summary, although the LUAA hasedr objectives and regulations, it has not done

enough to pass a code of professiogthics or to stipulat@articular accounting and

auditing standards and principlesat will be expected to be adopted by Libyan
professional accountants (Buzied, 1998)e LUAA remains, up to the present, only a

single professional accounting body, and has a relatively low social status in Lilsya.

worth noting thathe ITNC has issued decree No. 12, dated 29th of March 2011, after

the Libyan popular revolution starg on the 17th of February 2011, to freeze the
activities of all unions angrofessional associations thaffiliate to the General
Peopleds Congress, which include the LUAA

legal role in the country.
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5.4 Summaryand Conclusions

This chapter has revieweth Section 5.2, the current Libyan laws and regulations,
which provide a legal basis for corporate financial accounting and reporting practices.
Five governmental laws were discussed in this chapter, namely dhemércial
Activity Law (5.2.1), the Income Tax Law (5.2.2), Petroleum Law (5.2.3), Banking Law
(5.2.4), and Libyan Stock Market Law (5.2.5).

The chapter has founded the fundamental legal framework for corporate financial
reporting and auditing practice libya is the Commercial Activity Law and Income

Tax Law, which in particular covered issues such as accounting records and some
aspects of financial accounting and corporate reporting practices, as well as auditing

practice.

Otherwise, Petroleum Law amktroleum Regulations provided a legal basis for the oil
industry, and also specified accounting rules that must be applied for financial
accounting and reporting by oil and gas companies operating in Libya. In addition, the
Libyan Banking Law No 46, 201®rovides a framework for regulation and supervision
of the banking sectoihe provision of the Libyan Banking Law governing the banking

disclosure requirements was limited to a provision in Article 84.

It failed to specify the required financigtatements, and neither the form nor the
content of these statements specified which accounting standards should be applied.
Furthermore, Libyan Stock Market Law and its regulatiansluded specific
requirements concerning financial disclosure by listetancial and nosiinancial
companies in the markddowever, Libyan Stock Market Law and its regulations do not
include the form of the financial statements or the information required to be disclosed

in these statements or in their notes.

Lastly, Section5.2 has explored the background and evolution of the accounting
profession in Libya, and it has been observed that the accounting profession in Libya
has been established since 1973 as a legal body. However, up to the present day the
impact of the professn on the development of accounting regulations and standards in
Libya has been inadequate and very limited. Moreover, the accounting profession has a
relatively low social status in Libya. The subsequent chapter will discudstail the

research methodlmgy and research methoalgplied for the empirical analysis.
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Chapter Six

Research Methodology, Methods and Formulation of Hypotheses

6.1. Introduction

This chapter aims to provide a brief introduction to the reseaetnodologies and
methodsavailable in the literature that will help the researcher to dewvbl®pesearch
methodology andesearch methods to undertake the current stlidgresents the
research philosophies, approaches and strategies adopted and used to answer the
research quéens posited in section (1.3) of the thesis, including justification of the
reasons for the choices for the current study.

The chapter also discussesdetail the research methods chosen to be applied in this
study, including the data collection and teample selection process, the research
instruments and procedures followed, as well as the research hypotheses to be tested. In
addition, this chapter outlines statistical data analysis techniques adopted in the present

study.

The chapter is organised dsllows: Section 6.2 explaingn detail the research
methodologies and methodsvailable in the literature. Section 6.3 discusses the
philosophy underlying the researctSection 6.4 introduces the research approach.
Section 6.5 deals with the research tsggg. Section 6.6 discusses data collection
methods, including selection of the sample and the method for collecting the annual
reportsas well asselecting sample intervieses. Section 6.describesthe research
instruments and procedursslected to baised tomeasure the extent of voluntary
disclosure and to elicit the viewa$ those preparingommerciab ank sd annual
in relation to the current financial reporting practice and voluntary disclosure issues.
Section 6.8 presents the developmerd Botmulation of the research hypothesede
tested in this studySection 6.9 provides a discussion of the statistical analysis
techniques applied to analyse data and to test the resegpotheses. Finally, a

summary and conclusions of the chapteeported in Section 6.10.
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6.2. Research Methodology and Methods

There iIis often confusion between the ternm
2001, p. 242). Mthodology has been defined by Collis and Hussey (2003, p. 55) as the
Aoverall the nesearch @rocess, drom the theoretical underpinning to the

collection and anal Saundsrs etfal. (20De p.2x definkd wh e

methodology agthe theory of how research should be undertaken

According to Silverman (2006) a methodologgfers to the selections made by a
researcher about cases to study, methods of data collection, data analysis procedures etc.
in planning and performing the research study.reSearch methodology can be
describedas a study of methods which raises philosophical questions about what the
researchers want to know and how valid their assertions about knowledge might be
(Fisher, 2010). In this context, Eriksson and Kovalainen (2008) stressed that the
principal point ofmethodology is to describe how a particular issue or problem can be
studied.

On the other hand, met hods, Arefer only t
coll ected and/ or analysedo (Hussey and HL
Silverman( 2 0 0 6, p . 15) Aare specific research

methods such as statistical correlation, and qualitative methods like observation,
interviewing and audio recording. According$@aunders et al. (2003, p. 2) the term
i me t hrefatsstabitools and techniques used to obtain and analyse the lhata

~

this respect, the term fimethodo is cl e
fa systematic and orderly approach tak

data that informatioc an be obtained from those dat

Methodscan beclassifiedinto methods of data collection (for example interviews,
observation), and methods of data analysis (for example thematic analysis, narrative
analysis) (Eriksson and Kovalainen, 2008). Howeveret t er ms fimet hodol
Amet hododo are sometimes used interchangeahb
used to refer to different meanings (Hussey and Hussey, 1997; Collis and Hussey,
2003). In this sens@Jingers (2001, p. 242) stated that:

It can be difficult to precisely delineate the boundaries between method and
methodology at one end (e.g. which is administering and analysing a
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survey?), or between methodology and a general research approach (e.g.

66qualitative redheathrect h met hodol ogy6d6) a
In the context of research methodology, thare many different types that can be
employed to achieve the aims and objectieéshe research,some of which lend
themselves more to one paradigm than another. However, the choice of appropriate
research methodology depends on the nature of study and the research assumption
adopted by the researcher. According to Collis and Hussey (2003, p.61) there are two
main types of methodology that can be used in business research: (i) positivistic
methodolgies, which include crossectional studies, experimental studies, longitudinal
studies, and surveys; (ii) phenomenological methodologies, which include action
research, case studies, ethnography, feminist perspective, grounded theory,

hermeneutics, and geipative enquiry.

Collis and Hussey (2003) argue that sevenathodologies can be employed under

either a positivistic or a phenomenological paradigm, depending on the assumptions of

the researcher-igure 61 illustrates the key methodologies thatn be utilised in

business research under the two main paradigimsever, it should be recognised that

these two paradigms are close to the extremities of the continuum; each methodology

can be moved some way along the continuum according to the imglividur e sear c he

assumptions (Collis and Hussey, 2003, p. 61).

Figure 6.1: Methodological assumptions of the main paradigms

Positivistic Approach to social sciences phenomenological
Assocated methodologies Associated methodologies
Crosssectional Studies Action Rdsearc
Experimental Studies Case Studies
Longitudinal Studies Ethnography
Surveys inftsgtrRerspective

Grounded Theory

Hermeneutics

Participative Enquiry

Source: Collis and Hussey (2003)
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Overall, methodology in particular is concerned with specific issues, which include
(Hussey and Hussey, 1997): why the researcher collected certain data; what data was
collected; where the researcher collected it from; when the researcher collected it; how
the researcher collected it; and how the researcher will analyse it. Eriksson and
Kovalainen (2008) assert that methodology is focused on the specific ways (the
methods) that the researcher can use in research when attempting to understand the

world better.

Generally the nature andpurpose of the research decides which methods and
methodlogies are appropriate® answer the research question and to accomplish the
objectives of the researciihe methods and methodologies that the present study has
followed to investigate the research questions will be explained and justified in the

following sections.

6.3. Research Philosophy

According to Easterb$mith et al. (2002)there are three main reasons for why an
understanding of philosophical issues is very useful for researchers. These are: (i) to
enable the researcher to clarify reseadesigns which help to provide acceptable
answers to the basic questions being investigated in the research; (i) a knowledge of
research philosophy can aid the researcher to identify which research designs will work
within the specific research purpose avitich will not; and (iii) knowledge of research
philosophy can help the researcher identify and create research designs that may be
outside the prior knowledge and experience of the researcher. It may also guide the
researcher in adapting research desagptording to the constraints of different subjects

or knowledge structures.

The term research philosophy (paradigm), according to Hussey and Hussey (1997, p.
47) , refers to the Aprogress of scienti fi
assumptioas about the world and the nature of
Hussey (2003) there are two main traditional research paradigms or philosophies: the
positivism paradigm and the phenomenological paradigm (social constructionism or
interpretivism). @ nscombe (2007, p . 332) defines t

approach to social research which seeks to apply the natural science model of research
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to investigat i onlscomrést, thehphensnemmlogicdl paradigm wdsd .
def i ne dtoacscurieace thah appears or is perceived, especially one of which is

the cause in questiono (Allan, 1991, p.

According to thepositivism paradigm, knowledge of the world can be obtained through
applying scientific methods to experiences. The ph®mnological paradigm, in
contrast, believes that knowledge about the world is socially constructed. As Howe and
Eisenhart (1990) explainedpositivism was primarily considered as partly an
explanation of, and partly a prescription for, the conduct ofrabsciences. Positivists
have faith in empiricism: the idea that observation is the essence of scientific venture
(Eriksson and Kovalainen, 2008).

Essentially, the positivistic approach searches for the facts or causes of social
phenomena anstresses thebjective truth, with little concern for the subjective state of
the individual (Collis and Hussey, 2003). According to Cavana et al. (2001), positivist
research utilises precise, objective measures, and it is typically associated with
guantitative dataThe standard process under the positivistic paradigm is to review the

literature to establish an appropriate theory and formulate hypotheses.

Collis and Hussey (2009) concluded that positivistic research involves a deductive
procedure with a view to provilg explanatory theories to understand social
phenomena. The positivistic research approach includes -sgoenal studies,
experimental studies, longitudinal studies, and surveys, and because of the way in which
data is collected and analysed, it isoateferred to as quantitative research (Collis and
Hussey, 2003).

The phenomenological paradigm, in contrast, is concerned with understanding human

8 ¢

behaviour from the participantds own fr ame

involves researcimethods such as action research, case studies, ethnography, feminist
perspectives, grounded theory, hermeneutics, and participative enquiry. The
phenomenological research starts with the direct, existed experience as a starting point,

not just at hendapofi ctulat experience; t hi
perspectives consider much of i ndi vidual
2008).
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Additionally, phenomenological research is not intended to test hypotheses, but aims to

understand ahlgnomenon by letting the data talk for itself, and by attempting to put

aside personal biases (Osborne, 1990). More precisely, Denscombe (2007, p. 75)

indicated thaphenomenological research is seen as an approach that emphasises:
Subj ect hamobfectivity) r at her t
Description (more than analysis)

A

A
A
A

I nterpretation

Agency (rather

(rather than measur ement)

than structure)

Overall, the philosophical terms are used interchangeably and consequently there is a

misperception about their meaning (Easyebmith et al., 2002). Table 6.1 shows some

of the more common terms used by other scholars, as alternative terms for the positivist

and phenomenological paradigms (philosophies).

Table 6.1: Alternative terms for the main research paradigms

Positivistic Paradigm

Phenomenological Paradigm

Quantitative
Objectivist
Scientific
Experimentalist

Traditionalist

Qualitative
Subjectivist
Humanistic

Interpretivist

SourceHussey and Hussey (1997)

Research philosophy depends on the wayrésgarchers think about the development

of knowledge. Hence, frorthe underlying research aims and objectives of this study,

both positivist and phenomenological paradigms have been adopted. The main reason

for utilising both paradigms is that tletudy wil rely upon thehypothetiedeductive

method of conducting the studiye. deductive reasoning)dentifying causal effects,

testing preexisting theory, exploring the views and perceptions of those preparing

commer ci al

b a n k sidductive reasaning), lared jpising & sestruCtirede .

interview technique.Deductive reasoning, as Kriksson and Kovalainen (2008)

explained, is concerned with the formulation of hypotheses and theories from which

specific phenomena can then be explained.
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As Hussey and Hussey (1997) pointed out, interviews are linked with both positivist

and phenomenological methodologies; however, a positivistic approach suggests a

structured

interview technique (closed

qguestions) to be used, unlike

in the

phenomenological appach which suggests using unstructured or ssractured

interview methods (unstructured questions). In this con@odtis and Hussey (2003, p.

55) outline a list of the main features of the two philosophy paradigms, as shown in

Table 6.2.

Table 6.2: Distinctive features of the two philosophy paradigms

Positivistic Paradigm

Phenomenological Paradigm

Tends to produce quantitative data

Tends to produce gualitative data

Uses large samples

Uses small samples

Concerned with hypothesis

Concerned witlgenerating theories

Data is highly specific and precise

Data is rich and subjective

The location is artificial

The location is natural

Reliability is high

Reliability is low

Validity is low

Validity is high

Generalises from sample to populat

Generalises from one setting to anot

SourceCollis and Hussey (2003)

6.4. Research Approach

The two main research approach methodologies are the empirical inductive approach

and the deductive approach. The empirical inductive approdgpicslly an empirical

investigation of current practices and attempts to generalise from them. In contrast, the

deductive approach is not dependent on existing practice; the deductive approach seeks

an identified problem based on testing a theory (Eldiot Elliott, 2011). According to

Col

and theoretical structure is developed and then tested by empirical observation; thus

l' is and Hussey (

2003, p. 15),

particular instances are deducted from generaline n c e s 0 .

On

observation of empirical reality; thus general inferences are induced from particular

the ot her hand,

i nducti ve

research i

instances, which is the reverse of the deductive method since it isvole@ng from
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i ndi vi dual observation to statements of
2003, p. 15).

Both deductive and inductive approaches are used in science to arrive at a conclusion.
In the deductive method, the researcher forms cestgpctations or hypotheses from a
general assumption or theory and collects evidence to investigate those expectations;
this approach is called the hypothetdeductive method of investigation
(Abdolmohmmadi and McQuade, 2002). Practically, the deduniethod is referred to

as moving from the general to the specific (Collis and Hussey, 2009).

In contrast, in the inductive method, the researcher starts with the data at hand and
designs a technique to investigate the generalisability of the evidencés tafied
generating theories from the ground up, known as the inductive grgunaethod of
investigation (Abdoimohmmadi and McQuade,2002). Precisely, the inductive method

refers to moving from the specific to the general (Collis and Hussey, 2009).

Abdolmohmmadi and McQuade (2002) recommended that both the hypothetico
deductive and the inductive approaches could be used in scientific research to conclude
results from evidence, and both approaches are useful for accounting research. Saunders
et al. (DO3I) identified the major differences between deductive and inductive
approaches to research, as presented in Table 6.3.

Table 6.3: Distinctions between deductive and inductive approaches

Deductive approach Inductive Approach
Scientific principles Gaining an understanding of the meanirn
humans attach to events
Moving from theory to data A close understanding of the research conte

The need to explain caug The collection of qualitative data
relationship between variables

The collection ofjuantitative data | A more flexible structure to permit changes
research emphasis as the research progress

The application of controls to ensy A realisation that the researcher is part of

validity of data research process
The operationalisationf concepts tq A realisation that the researcher is part of
ensure clarity of definition research process

A highly structured approach
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In testing the validity of hypotheses, the researcher typically employs the hypaothetico
deductive approach starting with a theoretical framework, then formulating hypotheses,
and subsequently deducing what the outcomes of the test should be if the legatbes
supported. Accordingly, Powell (1997, p. 3%tes that this is usually accomplished in

two steps; in the first step, the researcher deductively develops certain logical
implications that, when stated in operational terms, can help to rejecpporsuhe
research hypothesis; the second basic step is in testing a research hypothesis and

involves actually subjecting it to a test by collecting and analysing relevant data.

The research approach to be used depends on the research questions dncetoé na

the investigation related to the focus of the research. In the context of the research
approach, a combination of research approaches is more acceptable and may be more
effective in order to achieve the specific research aims and answer resesstbngy

and therefore both inductive and deductive approaches appear particularly appropriate
to the focus of the current study.

In the current study, the researcher is aiming to test the significant relationship between
several commercial bardpecific dtributes as independent variables and the extent of
voluntary disclosure in annual reports as dependent variables. It is therefore the
hypotheticedeductive method which is considered suitable for testing such causal
relationships. According t€avana eta | . (2001, p . 35), deduct
which the researcher begins with a theoretical proposition and then moves towards

concrete empirical evidenceo (Figure 6. 2a)

The selection of a deductive met h@dd3, al so
p . 15), who described deductive research
theoretical structure S devel oped and t
inductive approach has also been adopted for its ability to inquire into individual
percetions of the meanings individuals attach to events. AccordinQatana et al.
(2001, p . 36), i nduction is fia process b

-

arrive at certain conclusionso (Figure 6. :

Therefore, this approach will also be consideseitable for the current study, which
aims to explore the views and perceptions

reports in relation to the current commercial banking financial reporting and voluntary
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disclosure issues. Thus,cambination ofboth approaches (deductive and inductive)

may be essential to provide a more comprehensive research result.

Figure 6.2: Deductive and inductive reasoning in business research

(a) Deductive Reasoning

Develop theory

(b) Inductive Reasoning

p Formulate
relationships

Analyse patterns
and themes

Observe
phenomena

Adapted from:Cavana et al. (2001)

6.5. Research Strategy

Research strategy is a general plan of how the researcher will go about answering the
particular research questions. A variety of research strategies are available to
researchers to use in their studies; some of these strategies belong to the deductive
appoach, others to the inductive approach, and they include experiment, survey, case
study, grounded theory, ethnography, action research,-secisnal and longitudinal
studies, and exploratory, descriptive and explanatory studies (Saunders et al., 2003).

The purpose of the research strategy is to specify what type of research is undertaken to
provide satisfactory answers to the research questi®akecting which strategy
researchers should apply is dependantthe purpose of the research and the type of
information required. According to Naoum (2007), reseatchtegies can be divided

into two types, depending on the type of data collectgdantitative researéand
qualitative researéh
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Quantitative research approaches include questionnaires, &elll laboratory
experiments, and also statistical data gathered by organisations. In contrast to
quantitative approaches, qualitative research approaches include interviews, focus
groups and observations, and are aimed at understanding the rich, comglex an
idiosyncratic nature of human phenomena; qualitative approaches rely on the researcher
being aasanhomanumentd to both Cavanhetalt, and
2001). The qualitative approach stresses the subjective aspects of human gction b
focusing on the sense, rather than the measurement, of social phenomena (Hussey and
Hussey, 1997).

Cavana et al. (2001) distinguish between two qualitative and quantitative strategies:
guantitative research is based on deductive reasoning, and is tisiedté positivist
research paradigm. Qualitative research involves inductive reasoning, and is used within
the interpretivist (phenomenological) paradigm. Moreovaralitptive research is
Gubjectivé in nature, and the data gathered in qualitativearebecan be classified
under two categories of research; exploratory and attitudinal, but quantitative research is
Gbjectivéd in nature (Naoum, 2007). In this sense, Hdiral. (2007, p. 152) have
compared between quantitative and qualitative approaakeshown in Table 6.4.
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Table 6.4: Comparison of quantitative and qualitative approaches

techniques and objective

Description Quantitative Approach Qualitative Approach
Purpose: | Collection quantitative data | Collection qualitative data
More useful for testing. More useful for discovering.
Provides summary informatio| Provides irdepth (deeper
on many characteristics. understand) information on a few
characteristics.
Useful in tracking trends. Di scovers 8hi dd
values.
.| More structured dateollection | More unstructured data collection
Properties:

techniques requiring subjective

ratings. interpretation.
Higher concern for Less concern for
representativeness. representativeness.

Emphasis on achieving
reliability and validity of
measure used.

Emphasis on the trustworthiness
respondents.

Relatively short interviews (1
to 20 minutes).

Relatively long interviews
(1/2 to many hours 20).

Interviewer questions directly
but does not probe deeply.

Interviewer actively probes and
must be highly skilled.

Large samples (over 50).

Small samples ¢50).

Results relatively objective.

Results relatively subjective.

Source: from Hair et al. (2007).

Quantitative researchers cannot deal with the social and cultural creatitsnos¥n

variables and can only deal with deduction, confirmation, explanation, testing of
hypotheses, prediction and statistical analysis. The qualitative researchers, in contrast,

are concerned with induction, interpretation, discovery, exploration aderstanding

through social and cultural senses (Eriksson and Kovalainen, 2008). Holabethe

quantitative and the qualitative methods are valuable and can make a worthwhile

contribution to what is known about thekenomenomnder study (Denscombe,@D.

It has been argued that using mixed methods in one overall research study has more

advantages than using a single method. According to Creswell and Clark (2011, p. 12)

there are a number of advantages to utilising rmuéthods in the same study:
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1 Mixed methods research provides strengths that balance the weaknesses of both
guantitative and qualitative research.

1 Mixed methods research provides additional evidence for studying a research
problem than either quantitative or qualitative research alone.

1 Mixed methods research assists in answering those research questions that
cannot be answered by quantitative or qualitative approaches alone.

1 Mixed methods research provides a link through the sometimes adversarial

divide between quantitative and qualiiatresearchers.

Therefore, a mixedinethods research strategy is adopted in the current study i.e.
guantitative and qualitative approaches, where each research strategy is considered
suitable for application to the particular type of research questynsombining both
research techniques within the current study, it will hék study provide stronger
evidence for a conclusion by convergence and validation of results. Denscombe (2007,
p. 110) stated that:

Combining the methods, however, allows tesearcher to produce a fuller
account of the situation that covers not only the scale of the issue (e.g.
numbers involved, age, sex, ethnic group) but also gives some insight into
the motivational factors that give rise to the behaviour (e.g-irealfe,
stress, peer groups)

According to Muskat et al. (2012) mixadethods research is helpful to use in order to
produce a research outcome that is of higher value than single approaches in qualitative

or quantitative methods. Moreover, mixegtthods researclccording to Johnson and
Onwuegbuzi e, (2004, p . 17), Ai s an attemp!
i n answering research questions, rat her 1
c h oi tneslsod, as summarised by Denscombe (2007,140), the mixed methods

approach can be a valuable research strategy for:

A The validation of the study findings in
A Checking for bias in research methods:; e

A - The devel opment of research instruments.

Given the secondbjective of this particular study, and the intention to gather data from
a number of years, a longitudinasearch strategy is alsalopted, since, as noted by

Collis and Hussey (2003), such a study enables the researcher to examine change
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processes with a social, economic and political backgrous@unders et al. (2003)

assert that h e

development

key

strength

of

l ongi tudi nal

rese

Moreover, it can be employed to investigate whether there have been significant

changes or developments over a period of time and how these changes or developments

might be explained (Collis and Hussey, 2003). Additionallypragitudinal research

approach can shed light on the elements which cause the change ovéstiGallis

and Hussey (2003) asserted,langitudinal study is often associated with a positivist

research methodology.

In the context of this research, therefore, the longitudinal study is used to examine

changes in the extent of voluntary disclosure and determindn&habyan commercial

banks have paid particular attention to voluntary information disclosure over a period of

six years (200€2011). The main reason for using the longitudinal study approach is that

it allows the researcher to measure the pattern of gehaand to obtain factual

information, requiring collection on a regular or continuing basis, thus enhancing its

accur acy

( Kumar ,

2005) .

Addi ti

onal

research questions and hypotheses are affected by how thmgs vao v e r

|
t

Yy,
me O

al., 2003, p. 62)In longitudinal studies the study population is visited a number of

times at steady intervals, usually over a long period, and data must be collected from the

same sample population (Figure 6.3) (Kumar, 2005).

Study

Figure 6.3: The longitudinal study design

Study

Population

A

Population

T

Study
Population

A

A

A

Study
Population

t

T = Data Collection

|t

t

t = Interval between data collection

Source: Kumar (2005)
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6.6 Data Collection Methods

ADatao refers to Aknown facts of t hings
(Collis and Hussy, 2003, 1.60). In both positivistic and phenomenological research,

the researcher needs to gather data about the phenomena being researched (Collis and
Hussy, 2003). Data can be collected for research in a variety of ways and from different
sources (Sekaran, 2008)owever, the type and quantity of data to be collected depends

on the nature of the study composed with its research objectives (Hair et al., 2003).

The data for the current study are extrac:
semistructuredface-to-face interviews with directors of accounting departments in

Libyan commercial banks who are involved directly in the preparation of those annual
reports. Collection of data through different methods or collecting different types of

data on the topiof interest will improve the accuracy of judgements and research
outcomes (Ghauri et al., 1995). The following subsections discusprolcess for
sample selecting and collecting the comme]

sample ointerviewees.

6.6.1 Selection of sample and collecting the annual reports

This study is concerned with the information disclosed in the annual reports of Libyan

listed and unlisted commercial banks from 2006 to 20hbugh the annual report is

only one neans of corporate reporting, it should serve as a good proxy for the level of
voluntary disclosure provided by a commercial bank through all disclosure means
(Botosan, 1997)The reason for choosing this time period is that it is expected to give

more insght into whether there are any significant changes in the voluntary disclosure
levels being linked to the first stock market established in Libya in 2066ijrst of its

kind was officially founded by Decision N
(GPCO), on June 3, 2006.

The analysis of listed commercial banks annual reports from 2006 allows the
exploration of theinfluence of listing requirements of the LSMon the level of
information voluntarily disclosed by listed banks in their annual repbrtaddition,
during that period Libya had remarkable and rapid econdevelopmentnoving from

a centrallyplanned economy ta more markebriented economylhis made significant

changes in the corporate external financial reporting environment in Libya.
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Selecting commercial banks in the sample was based on the availability of their audited
annual reports for six years (20@611).The sample represents the entire population of
the commercial banks listed in the LSM until the end of 2Uh#&.researcher planned to
collect the annual reports of the entire population of represented unlisted commercial

banks. The total number of unlisted commercial banks was eight in 2011.

Three unlisted banks were excluded from the sample as thestabished after 2006

(i.e. Almutahed Bank for Trading and Investment, Arab Commercial Bank, and First
Gulf Bank), andthey had not started their activities at that time; three other unlisted
commercial banks were also excluded because their audited annua$ nepee not
available (AlEjmaa AlArabei BankBank Alaman for Commerce and Investment, and
North Africa Bank).

It should be noted that the majority of Libyan commercial banks do not have their own
website; others have a website but without access teritie audited annual reports.
Finally, the total number of listed and unlisted commercial banks covered under the
study is nine. A copy of the audited annual reports for the years 2006, 2007, 2008, 2009,
2010 and 2011 was collected from each Bank

Six banks have participated in interviews; the researcher was able to collect their annual
reports from 2006 to 2009 on the interview day, and the annual reports of the financial
year 2010 and 2011 were collected later. Annual reports for three listed barks we
downl oaded fr om 54 huditecarioreportss fieoln she peeod 2006
2011 of nine listed and unlisted commercial bawkse obtained and analyséihe list

of commercial banks covered by the current study is shown withytbairestablishee

and listing status in Table 6.5.

! Two commercial banks (National Commercial Bank and Wahda Bank) were not able to publish their
annual reports for 2011 due to the 17.02.2011 Libyan revolution; they published annual reports of 2012,
which were collected and used in this study.
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Table 6.5: List of the Libyan commercial banks covered by the current study

Commerci al Bankd Year Listing Status
Established
1. Sahara Bank 1964 Listed
2. Gumhouria Bank 1969 Listed
3. The National Commercial Bank 1970 Listed
4. Wahda Bank 1970 Listed
5. Commerce and Development Bank. 1996 Listed
6. Mediterranean Bank 1997 Listed
7. Alsaraya Trading and Investment Bank 1997 Listed
8. Alwafa Bank 2004 Unlisted
9. Alwaha Bank 2005 Unlisted

6.6.2Selecting samplenterviewees

The second phase of data collection in the current study involved conducting-a semi
structured, faceéo-face interview, which was designed aslata collecting strategy to

meet the fourth research objective. The researcher planned to intallighe Libyan

|l i sted and wunlisted commerci al bamkso di
representatives who are involved directly in the preparation of annual rdpiogtstors

of the accounting departments in Libyan commercial banks were cHosemwo

reasons.

Firstly, based on the researcheros knowl e
directors of the accounting departments are more reliable sources and are more exposed
to issues relating to the banking financial reporting disdlosure practices than other
directors oremployees in Libyan commercial bank. Secondly, directors of the
accounting departments are directly responsible for the preparation of financial annual

reports and accounts of Libyan commercial banks.

Neverthegss, the researcher was not able to realise the plan due to bureaucratic rules
that governed the Libyan banking system, and so it was difficult for the researcher to
conduct interviews with all directors of accounting departméinghiould also be noted
thatconfidentiality and anonymity were crucial factors, as the subjects were commercial

banks.
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As a result, six commercial banks (two listed and four unlisted commercial banks)
allowed the researcher to carry out interviews with the people responsible for preparing
their annual reportsThe final size of the sample intervieweagas seven.Two

repregntatives of one listed commercial bank were present in one of the interviews.
The number of participants in the interviews formed a good representation and
provided rich information concerning the current financial reporting and disclosure

practices by Ibyan listed and unlisted commercial banks.

6.7 Research Instruments and Procedures

This section introduces the main research instrumentpracedures employed in the
present study. Section (6.7.1) explains thsearch method to measure the extent of
voluntary disclosurén the annual reports of each individual commercial bank for each
year (dependent variabl&VDIS), which involves a twestep process: construction of
the voluntary disclosure index and scoring the voluntary information disclosurg item
The semistructured interview process adopted by this research is outfingekction
(6.7.2).

6.7.1 Research method to measure the extent of voluntary disclosure

The purpose of this section is to explain the method used to answer the first research
guestion of this study, i.¢o what extent have Libyan listed and unlisted commercial
banks disclosed voluntarily information in their annual reports during the period
between 2006 and 201Measuring the level of voluntary information disclosure in the
amual reports of each individual commercial bank for each year involves-atéwo
process: (i) construction of the voluntary disclosure index, and (ii) scoring the voluntary

information disclosure items. A detailed description of each step is given below.

6.7.1.1Construction of the voluntary disclosure index

The first step is to construct a disclosure index in order to assess the voluntary
di scl osure | evel i n the commerci al banks:
disclosure literature that a selbnstructed disclosure index is a widely used method of
collecting data to assess the extent of information disclosure in corporate annual reports
(e.g.Singhvi and Desai, 197Buzby, 19975; Barrett, 197&ahl and Belkaoui, 1981;
Chow and Wongoren, 198; Cooke, 1989a, 1991; Raffournier, 19%¢hausti, 1997;

197



Tsamenyi et al., 2007Hossain, 2008 Therefore, for the principal purpose of this

research, the index approach is considered appropriate.

A major step in the construction of the voluntakgclosure index is the selection of
information items that could be disclosed voluntarily by listed and unlisted commercial
banks in their annual reports and which are relevant to the Libyan environment. Wallace
(1988, p. 354) claims that there is no gahéheory to guide what should be considered

when deciding upon a list of information items for inclusion in a disclosure index.

As discussed earlier in Chapter Five, the Banking Law No. (1) of 2005 provided a legal
framework for regulation and supervisiof Libyan commercial banking activities until
2012. The only legal requirement for Libyan commercial banks, according to the
provisions of Article 84 of this law, was thavery commercial bank muslisplay,
throughout the year and in a visible placétshead office and at all of its branches, a
copy of its most recent, audited balance sheet and profit and loss accounts. These
financial statements must be alsablished in the Official Gazette and in a domestic

newspaper.

However,the LibyanBanking Lav No. 1 (2005) or its later amendments did not specify

any additional requirements concerning the form and content dbdtence sheet and

profit and loss accountt is obvious that no specific information items are required to

be disclosed in the Libyamo mmer ci al banksé consolidated

was confirmed by intervieweesd responses i

Therefore, it can be concluded that the Libyganking Law No (1) of 2005 failed to
specifythe actual level of informain that commercial banks must disclose in their
consolidatedinancial statementdn other words, this law does not provide details of
the key legislation and guidelines relevant to the preparation of financial statements and

other accounts by the Libyaommercial banking sector.

As discussed in Chapter Five, listed companies on the LSMegtaredto submit a

copy of their annual audited f itheamgal al st
report of theboard of directors within a period not exde® three months from the end

date of the financial year to th&M. According toLSM rules, listed companies must

prepare their financial statements in accordance with the IASs/IFRS, reviewed in

accordance with thieternational Standards on Auditing (ISA).
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In addition to these listing requirementsSM has the right to request additional
information not contrary to the legislation in force. However, the detailed requirements
on the form and content of the companyreincial statements and reports were not
specified. In fact, since the LSM was established in 2006, none of the companies listed
in the LSM, including banks, could confirm that their audited annual financial
statements have been prepared in accordandd WARS requirements. More
importantly, listed commercial banks in fact must follalwe CBL directives,
regulations and legislation when they prepare their annual accounts and consolidated

financial statements.

As the current study focuses on informatidwat is expected to be presented in the
commer ci al banks6é annual reports and thi
disclosed in the annual reports of listed and unlisted Libyan commercial banks, it is
assumed that the informatioapresents free choices the part of commercial bank
management to provide financial and #dorancial information considered relevant to

the decisiormaking needs of users of their annual reports (Meek et al., 1995).

Hence the selection of voluntary information items foclusion in the disclosuriadex

that will be employed in this study to measure the extent of voluntary disclosure in

annual reports is based on the following criteria:

(1) Information items recommended for banking disclosure by the International
AccountingStandards Board (IASB) and other bodies such as the US Financial
Accounting Standards Board (FASB), the Basel Committee, &l
International Monetary Fund (IMF); the items should not be mandatory for

disclosure by any Libyan codes.

(i) Information items inalded in earlier relevant voluntary disclosure studies
Kahl and Belkaoui, 1981Abdul Hamid, 2004; Hossain and Taylor, 2007,
Hossain and Reaz, 2007; Hooi, 2007; Hossain, 2B&&ko and Brown, 2008,
Maingot and Zeghal, 2008).

A review of recentlypublished annual reports and discussion with interviewees was
used to refine the items included in the voluntary disclosure indl@xever, Marston
and Shrives (1991, p. 198) have acknowledbedact that:
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The validity of disclosure indices as a measoirénformation disclosure
cannot be accepted without question. However, no other method for
measuring disclosure has been developed
index has gained favour with researchers illustrates another facet of the
validity problem.Most researchers adapt and tailor existing indices to meet
their own perceived needs. This is an attempt to create an index that is valid
in the particular research environment being investigated
A total of 63 items of information were finally identifieds relevant to Libyan
commercial banking disclosure and are applicable to all sampled banks. These 63
voluntary information items were then classified into five key categories according to
their nature:
(A) Background about the commercial bank/ generarmétion;
(B) Social responsibility information
(C) Financial ratios and other statistics information;
(D) Accounting policies, and
(E) Corporategovernance information.
Table 6.6 shows the number of voluntary disclosure itemagr each category. The list

of the 63 voluntary disclosure items is comprised in Appendix No. 1.

Table 6.6: Voluntary information categories

Category Number of %
Information
Items

(A) Background about the Commercial Bank/ Genera 11 17.46

Information
(B) Social Responsibility Information 4 6.35
(C) Financial Ratios and Other Statistics Information 21 33.33
(D) Accounting policies 8 12.70
(E) Corporate Governance Information 19 30.16

Total 63 100

6.7.1.2 Scoring theoluntary information disclosure items
The second step in measuring the extent of voluntary disclosure in annual feports
every commercial bank in the sample for each year involves scoring the voluntary

disclosure index itemsA scoring sheet was desigd including the 63 voluntary
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disclosure items index (see Appendix No. 2), to score each of the sample commercial
banks on their voluntary disclosure levels.

Two main approaches were found to be widely usecakdnjier disclosure studigs
develop a sconig scheme to determine the level of a corporate annual disclosure, these
being the weighted scoring approach, and the unweighted scoring approach
(dichotomous scoring approach).

The weighted approach is constructed based on surveys of the perceptioasélif

report users. Users are asked to scale their perceived importance of disclosure index
items from one to five, one if an item is not important to their decisiaking and five

if it is very important to their decisions. This approach has beentedlop several
previous empirical studies (e.g§inghvi and Desai, 197Buzby, 1974; Barrett, 1976;

Kahl and Belkaoui, 1981¢alone et al., 1993). However, Cooke and Wallace (1989)
consider that any scoring approach employed to assign weights to eaclofitem
information may be misleading, since the level of importance difeording to

entities, transaction, the user, industry, country and the time of the study.

The unweighted approach, in contrast with the weighted method, uses a dichotomous
score, inwhich one point given if an item is disclosed in the annual report and zero if

not disclosed. This approach is based on the assumption that each information item in
the disclosure index is considered equally important to all users of corporate annual
repats. Therefore, the unweighted approach is less subjective than the weighted

approach.

Researchers such as Cooke (1989a and 1989b), Cooke (1992), Wallace et al. (1994),
Hossain et al. (1995), Akhtaruddin (2005), Ahmed (2006), and Hossain (2008) prefer to

use the unweighted approach to avoid the subjectivity inherent in any individual scoring

of disclosure index items. As confirmed Bylams and Hossain (1998, . 264) Aar
unweighted disclosure index was employed because criticisms of the use of weighted

discbosure indices are widespread in the acad

Additionally, previous empirical research which has employed both a weighted and an
unweighted scoring technique has indicated that there are no substantial differences to

the statistichfindings which emerge between the two approaches (e.g. Choi, 1973;
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Chow and Wong3oren, 1987; Robbins and Austin, 1986; Wallace and Naser, 1995).
For the purpose of this study it therefore, an unweighted approach (dichotomous scale)
was adopted for usé which if a commercial bank discloses an item of information

included in the disclosure indexistassigne@ score of 1, and 0 if it is not disclosed.

The main reason for adopting this approach in the current study is to avoid the
subjectivity inherent in using any weighted scoring approach. Another reason is that the
unweighted scoring approach has been most commonly employed in prior disclosure
studies (see e.g.Cooke, 1989b;Hossain et al., 1995; Hossain and Reaz, 2007).

Moreover, one of the main research objectives of the current study is concerned with
developments in the levels of voluntary disclosure over the period 2006 to 2011 rather

than with tle importance of information items to any specific user group.

Therefore, the use of a weighted scoring technique is inappropriate in the precise
circumstances of this study, since the items of information are to be assigned according
t o user s din @ garticularpyear. blense, it may be the case that some or all

information items are considered to be very important in one year, but much less

important in another.

After the all voluntary disclosure items have been scored, the Total Voluntary
Disclosue Index ScoréTVDIS) for each of the 54 annual reports from the commercial
banks in the sample (this score as dependent variable), is calculated as the ratio of the
Actual Voluntary Disclosure Scor@VDS), which is awarded to a commercial bank,
divided by the Maximum Voluntary Disclosure Scof@VDS), which that particular
commercial bank is expected to earn.

The Total Voluntary Disclosure Index Score for each commercial bank for each year
(TVDIS) is calculated as follows:

U The Actual Voluntary Discloser ScoreAVDS) for per commercial bank in

the sample of the study in each year is additive as:

n

AVDS=X ¢
ji=1
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Where, AVDS = Actual Voluntary Disclosure Score fpercommercial bank
dj = 1if the j informationitem is disclosed in the annual reports.
dj = 0 if the j information item is not disclosed in the annual reports.
n = the total ofinformation items whicta commercial bank is expected to
disclose.

0 The Maximum Voluntary Disclosure Scoré@MVDS) that an individual

commercial bank is expectedédarnis calculatedas follows:

n

MVD S= X d

i=1

Where,MVDS = Maximum Voluntary Disclosure Score.
n = the number of information items in the voluntary disclosure index
expected to be disclosed, where 63

U Therefore, he Total Voluntary Disclosure Index Scof@VDIS) for the

individual commercial bank for each yesrcalculated as follows:

TVDIS = AVDS =+ MVD S (100%)

TVDIS for the individual commercial bank for per year (its value range from zero
to one) = Actual Voluntary Disclosure Score (AVDS) Maximum Voluntary
Disclosure Score (MVDS)he fraction is then multiplied by 100 to convert to per
cent and rounded up to the nearest whole numbeommercial bank with higher
value of disclosure score demamases the greater extent of voluntary information

disclosure in its published annual reports.

6.7.2 Senitructured interview process

Interviews are one of the most commonly used research methods employed for
collecting primary data; they can be conducteth individuals or groups, using face
to-face, telephone, email or video (Collis and Hussey, 2009). The interviews allow the
researcher to gain an insight into an i
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subject (Wilson, 2010). Interviewse be structured, unstructured or seniictured.

A structured interview is based on an inflexible set of interview questions. One of the
major drawbacks dahe structured interview is that the researcher has fithability to

react to the particularoncerns of the interviewee; there is also no guarantee that the
guestions asked focus on the issues that are most relevant to the topic studied (Kriksson
and Kovalainen, 2008). Unstructured interviews are also knowndepih interviews;

the interview legins with broad questions, the interviewers then debate these in a
general, open manner, and the subsequent interview questions are very much dependent

on the answers given by the interviewees (Wilson, 2010).

A semistructured interview is a mixture die structured and unstructured approach; it

is based on a set of structured questions, but at the same time provides room for the
interviewees to elaborate on certain points and raise specific questions or subjects
(Wilson, 2010).An additional advantag®f conductingsemistructured interviews is

that the views and opinions expressgaring the interview stem from a single source

(the intervieweejDenscombe, 2007\ common feature of the three interview methods

is that they have more flexibility thanipred questionnaires and give the interviewees

the chance to express their personal views and perceptions in their own words (Coll and
Chapman, 2000).

For the purpose of this study, a sestructured, facéo-face interview was adopted as

the most effectie technique to be used in the current study to obtain accurate and more
detailed information from those Thermaipari ng
advantage of a serstructurednterview method is to conduct discussions to not only

reveal and nder st and the Owhatdé and the O6howod
emphasi s on expl or.{Saupderethak, 20D3).I5igcé thejpuesesntt i o n s
studydepends upon the data extracted mainly from annual reports published by Libyan
commercial banksby usinginterview techniques the researcher can gain valuable
supplementary information and explanations t@tnot be foundh the annual reports.

As Kriksson and Kovalainen (2008, p. 80) pointed éatcommon reason for the use of
interviews in busiess research is that they are an efficient and practical way of

coll ecting information that the researcher
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