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Abstract

Following on from the pioneering work of Modigliani and Miller (1958) on capital
structure, three conflicting theories of capital structure have been developed. They
are namely: static trade-off, asymmetric information, and agency cost theories.
Capital structure theories differ in terms of their emphases on taxes (the trade-off
theory), differences in information (the asymmetric information theory) and agency
problems (the agency cost theory).

This study provides evidence of the capital structure theories pertaining to Libyan
companies. Libya differs from the developing countries previously studied, as it has
no secondary capital market which potentially switches the focus of company
financing from a short-ten-n investment to a long-term investment.

This study investigates the determinants of capital structure of Libyan companies
utilising data from three different sources: (1) Data from Libyan financial statements
over the time period from 1995 to 1999, to examine the determinants of capital
structure of Libyan companies, (2) Data collected by questionnaires from 72 Libyan
companies in order to examine the impact of managers' preference, beliefs and
attitudes on companies' financing decisions and (3) Firm-level data from 13
developing countries: Brazil, Chile, Hong Kong, India, Malaysia, Mexico, Pakistan
Singapore, South Africa, South Korea, Taiwan, Thailand and Turkey were also
analysed to examine whether institutional differences of the Libyan business
environment induce Libyan companies to display different financing behaviour from
that of companies in the emerging market countries included in the study.

The results indicate that the static trade-off theory and the agency cost theory are
pertinent theories to the Libyan companies' capital structure whereas there was little
evidence to support the asymmetric information theory. The companies in the
emerging market countries examined in this study seem to follow the agency cost
theory and, to small extent, the pecking order theory of capital structure.

The descriptive statistics indicate that there are differences between Libya and the
other 13 emerging market countries in terms of using short-term and long-term debt,
profitability, assets structure, growth and companies' size. The excessive use of
short-term debt compared to long-term debt by Libyan companies, however, was
attributed to the absence of a secondary stock market in Libya. The non-existence of
a secondary capital market in Libya may also have an impact on agency costs as
shareholders, who are unable to offload their shares, might exert pressure on
management to act in their best interests.

The study also reveals that there was no indication for the impact of managers
personal and business goals and managers' demographic characteristics (level of
education, level of experience and age) on capital structure decisions of Libyan
companies while managers' risk taking propensity seems to have an impact on the
Libyan companies' financing decisions.
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Chapter One: The rationale and aims of the study

1.0 Introduction

The focus of this thesis is to explain and understand the financing behaviour of

Libyan companies. The aims are: firstly, identify the determinants of capital structure

and determine which capital structure theory provides a better explanation of the

financing behaviour of Libyan companies, secondly, explore the impact of managers'

preferences, beliefs and attitudes on the capital structure decisions and finally,

analyse differences in the financing patterns between emerging market companies

and Libyan companies.

This chapter is divided into four sections. The first section provides a background for

the modern capital structure theory while the second section explains the rationale

for the study. The study aims and objectives are discussed in section three and the

structure of the study is illustrated in the last section.

1.1 The modern capital structure theory

The pioneering work of Modigliani and Miller (1958) on capital structure has

established the foundations of capital structure theory and motivated a large number

of capital structure studies that attempt to explain and understand the financing

behaviour of companies.

MM suggest that the market value of any firm and its cost of capital are completely

independent of its capital structure assuming that there are no taxes, transaction

costs, information asymmetry, and bankruptcy costs. Accordingly, there is no

optimal capital structure.
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In their subsequent paper in 1963, MM challenged the assumption of the absence of

taxes and they showed that, as a result of the tax advantages, an increase in the level

of debt would increase the value of the company. According to this proposition, MM

argue that companies could benefit by increasing the amount of debt, even reaching

to a 100% debt ratio, if possible.

Due to the fact that the use of excessive amounts of debt is not without cost, Baxter

(1967) dropped the assumption of the absence of bankruptcy costs in MM's (1958)

propositions. Thus a static trade-off theory was established. The static trade-off

theory of capital structure states that optimal capital structure is obtained where the

net tax advantage of debt financing balances leverage related costs such as

bankruptcy.

In an attempt to identify the effect of the asymmetric information on capital

structure, Ross (1977) challenged the symmetric information assumption in MM's

(1958) propositions. He assumes that the insider of firms can use their financing

decisions to send signals to the outsiders because the outsiders may interpret large

levels of leverage as a signal of higher quality. The intuition for this argument is that

investors are likely to react positively to an announcement of increased leverage

because they perceive that managers will only increase leverage if the company is

likely to be able to meet the interest payments and! or that the firm has investment

opportunities over and above that, that can be financed by internally generated funds.

This is called the signalling approach of asymmetric information theory.

The other approach of the asymmetric information theory began with Myers and

Majluf (1984) and Myers (1984). They emphasises that internal funds and external

funds are used hierarchically by managers who will be reluctant to issue new equity,
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because investors may perceive the issue as a sign that equity is currently

undervalued in the market. Myers (1984) refers to this as a "pecking order theory"

which states that firms prefer to finance new investment, first internally with retained

earnings, then with debt, and finally with an issue of new equity.

The agency cost theory of capital structure began with Jensen and Meckling (1976)

who identified two types of conflicts: conflict between shareholders and managers,

and conflict between shareholders and debtholders. The costs arising from these

conflicts are often referred to as the 'equity agency cost' and 'debt agency cost'

respectively. This theory states that optimal capital structure is determined by

minimizing the costs arising from conflicts between the parties involved. As pointed

out by Drobetz and Fix (2003), risk shifting (asset substitution), the underinvestment

problem and the free cash flow hypothesis are the most important forms of agency

problems in financing decisions.

1.2 The rationale for the study

It is generally acknowledged that in spite of the existence of the capital structure

theories (static trade-off, agency cost, and asymmetric information theory), there is

no precise answer for the two key questions on this subject, normally: (1) how do

firms choose their capital structure? , and (2) what are the major determinants of

capital structure? The debate sulTounding these two questions is often referred to in

the literature as the "Capital structure Puzzle" (see for example, Myers, 1984).

Studying capital structure in the Libyan business environment is motivated in part by

the institutional differences of the Libyan business environment. Libya differs from

other developing countries, as it has no secondary capital market, which might deter

investors from taking up new issues. Furthermore, the number of capital structure
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studies examining developing countries is relatively small compared to those of the

developed countries. Capital structure studies are largely based on data from

developed countries. For example, Rajan and Zingales (1995) use data from the G-7

countries, Bevan and Danbolt (2000 and 2002) utilise data from the UK and

Antoniou et al. (2002) analyse data from the UK, Germany, and France. Studies

examining developing countries include Booth et al. (2001) who analyse data from

ten developing countries (Brazil, Mexico, India, South Korea, Jordan, Malaysia,

Pakistan, Thailand, Turkey and Zimbabwe), Pandey (2001) who uses data from

Malaysia, Chen (2004) who utilises data from China, Omet and Nobanee (2001) who

use data from Jordan and Al-Sakran (2001) who analyses data from Saudi Arabia.

This study also addresses some of the drawbacks of the methodology mainly used in

previous capital structure studies. The mainstream approach in most previous

empirical studies of capital structure has been to estimate regression equations with

proxies for dependent and independent variables. These studies test for relationships

between leverage variables and other factors. This methodology, however, has been

criticised by Hempel (1983) among others, because the explanatory variables are

restricted to those which can be quantified. Barton and Gordon (1987) argue that this

restriction leads to oversimplification of how the firm works. The quantitative

analysis tends to ignore managerial preferences in capital structure decisions, and

Barton and Matthews (1989) state that a new paradigm is needed which includes the

qualitative factors which have an impact on the firm's financing decisions. Some

recent empirical capital structure studies, however, have used questionnaires, such

as, Graham and Harvey (2001), Bancel and Mittoo (2002 and 2004) and Brounen et

al. (2004).
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Consequently, the empirical analysis of this study consists of two parties. Firstly, a

systematic combination of regression analysis models and survey questionnaire

which was conducted in an attempt to analyse financial as well as non- financial and

behavioural factors that affect Libyan firms' capital structure. This combination of

data analysis and collection methods in the Libyan business environment may take

the methodology in the mainstream capital structure studies a step further by

employing survey instruments with regression analysis technique. Furthermore, it

would mitigate the problem of the unavailability of "hard" data (financial statements)

in Libyan companies.

Secondly, a comparison between Libya and the other emerging market countries

included in the sample is conducted and the aim of this comparison are: (1) to

identify and, where possible, explain whether institutional differences of the Libyan

business environment induce Libyan companies to display different financing

behaviour from that of companies in the emerging market companies included in the

study, (2) to put Libyan companies' financing behaviour into prospective and (3) the

comparative nature of this study provides appropriate empirical knowledge to help

identifying the potential impact of Libyan economic reform.

The lack of research on finance in general and capital structure in particular in Libya

has motivated this study. To the best of my knowledge, this study is the first of its

kind in the Libyan context.

This thesis contributes to the existing literature because it focuses on Libyan

companies. Furthermore, this thesis combines two different research methods by

utilising survey questionnaire research technique in addition to regression analysis

technique. As pointed out by Michaelas (1998), this combination of research
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methods can be seen as a 'triangulation method', which involves viewing the same

issue from different angles or viewpoints. This combination of research methods will

provide a significant contribution to the understanding of capital structure decisions

of Libyan companies.

1.3 The study aims and objectives

The principle aim of this study is to empirically investigate the implications of the

three categories of capital structure theory (static trade-off, agency costs, and

asymmetric information theories) and the factors that affect the capital structure in

the Libyan economy.

To achieve the aims of this study, the following three questions were formulated as

objectives of this study. These questions are:

1- Which of the three categories of modem capital structure theory (static trade-off,

agency costs, and asymmetric information theories) provides a better explanation of

the financing behaviour of Libyan companies?

2- How do managers' preferences, beliefs and attitudes influence the capital structure

decisions of Libyan companies?

3- Do the factors that affect cross-sectional variability of capital structure in

emerging market countries have similar effects on Libyan companies' capital

structure?

For the first objective, the basic cross-sectional regressions of three different

measures of the company's debt ratio were regressed against four explanatory

variables. As pointed out by Bevan and Danbolt (2002) the use of total debt in the

analysis of the determinants of leverage may disguise the significant differences
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between long-term and short-term debt. Therefore, the debt ratios are: total debt to

total assets, short-term debt to total assets, and long-term debt to total assets ratios.

The explanatory variables are profitability, tangibility, growth, and firm size. The

cross-sectional regression used in this study is based on models used in Rajan and

Zingales (1995), and Bevan and Danbolt (2002), with some modifications in both the

leverage and explanatory measures.

To achieve the first objective, the relationships between the leverage ratios and the

explanatory variables were explored and discussed in order to identify which capital

structure theory provides better explanation to the financing behaviour of Libyan

companies.

In relation to the second objective, the aim is to explain and understand the impact of

managers' preferences, beliefs and attitudes on the capital structure decisions of

Libyan companies. To achieve this objective, a questionnaire survey was used to test

the impact of managers' risk taking propensity, the influence of business and

personal goals and the effect of managers' demographic characteristics on capital

structure decisions.

Furthermore, questionnaire data was also used to test some assumptions and

conclusions of capital structure, such as, the pecking order theory and the signalling

theory of capital structure, which cannot be tested by the available financial

statements in Libya.

With respect to the third objective, the regression models that were used to achieve

the first objective were also used to conduct a comparison between Libya and the

other emerging market countries examined in the study.
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This study provides evidence about the financial and non-financial factors that

shaped the capital structure of Libyan companies. The results of this study go some

way in favour of the trade-off theory and the agency cost theory of capital structure

in the Libyan business environment. The findings also suggest that although

asymmetric information appears to exist, Libyan companies do not follow Myers'

financing pecking order.

Furthermore, managers' risk taking propensity appears to influence capital structure

decisions while business and personal gaols and managers' demographic

characteristics have no significant effect on Libyan companies' capital structure

decisions. This study also reports that there are differences between Libya and the

other emerging market countries in terms of the maturity of debt, profitability, assets

structure and companies' size.

1.4 The structure of the study

Chapter one, an introductory chapter, provides a brief background of the research

area, illustrates the rationale for this study, discusses its aims and objectives and

gives an overview of the remaining chapters.

Chapter two reviews the relevant literature on the capital structure the ury, the

determinants of capital structure studies in both developed and develc' ping countries

and recent directions in capital structure research.

Chapter three provides a brief description on the financing poli cy, the components of

the finance sector and enterprise developments in the Libya business environment.

This background is important as it provides a framework within which the study'

observations are to be interpreted and understood.
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Thc fourth chapter explains the methodology and the methods of data collection and

analysis of this study. The regression analysis technique and the dependent and

independent variables are discussed in this chapter. The hypotheses are presented and

the statistical techniques for testing the hypotheses are explained and discussed. The

basic issues in questionnaire design are also described in this chapter.

Chapter five deals with the determinants of capital structure in the Libyan business

environment. The regression analysis technique was used to test the financial

hypotheses by regressing three leverage ratios (total debt, short term debt and long

term debt ratio) against four explanatory variables (profitability, tangibility, growth

and company size).

The tabulated results of the responses to the questionnaires are analysed in chapter

six while the non-financial (behaviour) hypotheses are examined in chapter seven.

Chapter eight provides a comparison between the regression analysis results and the

questionnaire results in order to check the consistency of the results of the financing

behaviour of Libyan companies.

Chapter nine analyses capital structure in developing countries, identifying

similarities and differences across companies particularly between Libya and 13

other emerging market countries (Brazil, Chile, Hong Kong, India, Malaysia,

Mexico, Pakistan Singapore, South Africa, South Korea, Taiwan, Thailand and

Turkey).

Chapter ten, the concluding chapter, is devoted to a summary of the main findings,

main limitations of the study, contributions and suggestions for further research in

the area. Figure (1-1) presents an overview of the ten chapters.
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Figure (1-1): An overview to the chapters

Chapter One

Intrluction

Chapter Two

Reveiw of The Litreture

Chapter Three

The Libyan Economy

Chapter Four

The Methodology

Chapter Five	 Chapter Six

The determinants of capital structure 	 Analysis of the questionnaires

Chapter Seven

Testing the hypotheses

Chapter Eight

Comparing the results of Chapter 5,6&7

Chapter Nine

Comparison between Libya and other emerging market countries

Chapter Ten

Conclusion
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Chapter Two: Review of the Literature

2.0 Introduction

Modigliani and Miller suggested in 1958 that the market value of any firm and its

cost of capital are completely independent of its capital structure providing that there

are no taxes, transaction costs, information asymmetry, and bankruptcy costs.

Accordingly, there is no optimal capital structure. Since then, many financial

economists have followed the same direction of the MM (1958) study. However,

MM's (1958) propositions have been criticized due to their unrealistic assumptions.

Since then, many researchers have attempted to expand the MM propositions by

relaxing the 1958 assumptions. Weston (1989) argues that studies such as Baxter

(1967), Ross (1977), Myers and Majluf (1984) and Myers (1984), which have been

guided by the MM propositions, attempt to relax imperfections of the logical

structure in the MM's model. He summarises the imperfections in the absence of

transaction cost, taxes, agency costs, and information asymmetry.

Mustafa (1997) argues that the assumptions arising from MM's (1958) paper have

established the foundations of capital structure theory, and have motivated a large

number of capital structure studies that attempt to explain and understand the

financing behaviour of companies.

Consequently, many viewpoints have been generated by capital structure researchers

trying to explain how firms choose their capital structure, and whether there is an

optimal capital structure. The main categories of these viewpoints are; the existence

of taxes and bankruptcy costs make debt relevant (trade-off theory), the existence of

asymmetric information between the managers and investors may provide a
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signalling opportunity (asymmetric information theory) and the conflict between

parties involved affects the mix of debt and equity (agency cost theory).

This chapter is divided into four sections. The first section explains the modern

theory of capital structure while the second section is devoted to the studies of the

determinants of capital structure in developed and developing countries. Section

three reviews the capital structure studies that are based on survey-based analysis and

interviews.

2.1 The Theory of Capital Structure

Following on from the pioneering work of Modigliani and Miller (1958) on capital

structure, three conflicting theories of capital structure have been developed. They

are namely: static trade-off, asymmetric information, and agency cost theories.

These theories have attempted to explain the differences in debt ratios across

companies. The empirical evidence of the main three current capital structure theory

is sometimes complementary, and sometimes conflicting. For instance, the static

trade off and agency cost theories predict positive relationships between profitability

and leverage, whereas the pecking order theory predicts a negative relationship

between profitability and leverage.

Studies related to the agency cost and asymmetric information theories have been

surveyed in Harris and Raviv (1991), whereas the studies of the static trade-off

theory have been surveyed in Bradley et al. (1984). Urn (2001) argues that according

to these three categories of capital structure theories, the following processes

determine the capital structure of the firms:
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1- Firms balance off the net tax advantage of debt financing against leverage related

costs "e.g., bankruptcy costs" (the static trade off theory).

2- Firms mitigate the conflicts of interests between the parties involved (the agency

cost theory).

3- Firms convey inside information to outsiders or mitigate adverse selection effects

(the asymmetric information theory).

In conclusion, Myers (2001) argues that there is no general capital structure theory

that can explain the financing patterns of all companies but there are several theories

that explain the different financing behaviours. Capital structure theories differ, as

stated by Myers (2001), in terms of their emphases on taxes (the trade-off theory),

differences in information (the pecking order theory) and agency problems (the

agency cost theory).

2.1.1 The Static Trade-off Theory

Some studies have challenged the assumption of the absence of bankruptcy costs in

MM's (1958) propositions which have given rise to the static trade-off theory. The

static trade-off theory of capital structure states that optimal capital structure is

obtained where the net tax advantage of debt financing balances off leverage related

costs such as bankruptcy. In other words, firms should use debt until the marginal

benefit of using more debt equals the marginal cost of using more debt, and the

optimal capital structure point locates where the net benefit of using debt is zero.

Later MM (1963) challenged the assumption of the absence of taxes and showed

that, as a result of the tax shields, an increase in the level of debt would increase the

value of the company. According to this proposition, MM argue that companies

could benefit by increasing the amount of debt, even reaching to a 100% debt ratio, if
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possible 1 , but they also argued that shareholders would require a higher return as

debt increased to compensate for their increased risk.

The unrealistic MM's (1963) conclusion might he due to the effects of over-

leveraging. Over-leveraging occurs when larger fixed interest payments arising due

to the greater amount of debt in the firm's capital structure decrease the firm's

earnings and will, eventually, cause financial distress for the firm. Baxter (1967)

argues that the debt related costs, such as bankruptcy costs, might exceed the debt's

tax advantages. With regard to the cost of capital, he argues that the cost of capital

curve declines at low amounts of debt but rises where leverage becomes substantial.

On the other hand, when leverage is very low, an increase in the debt ratio may not

significantly affect the probability of bankruptcy. But above a particular amount of

debt any increase in debt is likely to increase the probability of bankruptcy.

Therefore, Baxter argues that firms should use debt until the tax advantages of using

debt equals the cost of using more debt including expected bankruptcy costs.

In order to identify the relationship between leverage and the probability of failure,

Castanias (1983) examines whether the probability of failure is negatively related to

leverage. Data were obtained for 36 lines of business to identify the sign of the

relationship between leverage and probability of failure by using linear regression

analysis. The results supported the negative relationship between the probability of

bankruptcy and leverage. This implies that firms that tend to have a high failure rate

also tend to have less amount of debt in their capital structure.

Castanias states that indirect bankruptcy costs cannot be estimated, so the bankruptcy

costs were excluded from the test.

'If the company was financed 100% by debt, the debtholders will, in effect, be the shareholders.
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Altman (1984 and 2002) argued that indirect bankruptcy costs could be divided into

direct and indirect costs and direct costs defined as the costs that can be measured

such as lawyers' courts' accounts' and other administrative costs, whereas, he

defined indirect costs as those costs that can be only expected, for example, a loss of

profits. Altman attempts to estimate the size of indirect bankruptcy costs by

measuring the abnormal or unexpected profits (loss) of bankrupt firms as the failure

date approaches. He argues that indirect bankruptcy costs are not limited to firms

that actually fail, but firms that survive but have high probability of bankruptcy can

also incur these costs. The indirect bankruptcy costs might include customer

wariness andlor suppliers of materials may ask for additional restrictions, such as,

cash on delivery. Altman estimates the expected profits for the period up to three

years prior to bankruptcy and these are compared with actual profits (losses) to

determine the amount of the indirect bankruptcy costs. He uses two samples

consisting of twelve retail and seven industrial firms that were bankrupt over the

period 1970-1978. The present value of expected bankruptcy costs, were then

compared to the present value of expected benefits from interest payments from

leverage. Altman concludes that bankruptcy costs are significant in many cases and

exceeded 20% of firm value measured just prior to bankruptcy. The present value of

expected bankruptcy costs for many failed firms in the sample is found to exceed the

present value of tax benefits from using debt. Therefore, Altman states that

bankruptcy costs are an important factor in determining firms' capital structures.

Kwansa and Ho Cho (1995) estimate the size of indirect bankruptcy costs for 10

restaurant companies that were bankrupt between 1980 and 1992. The main aim was

to show the impact of indirect bankruptcy costs on firm's capital structure by

comparing the trade-off between tax savings from using debt and the cost of financial
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distress. The results indicate that indirect bankruptcy costs are significant in absolute

terms. Precisely speaking, if the size of the indirect bankruptcy costs is more than the

size of the tax savings from debt, the firm will be closer to bankruptcy. They

conclude that the trade-off between tax savings and indirect bankruptcy costs can be

used as an early warning for financial distress.

By using different measures for probability of bankruptcy, Bradley Ct a!. (1984)

develop a model that synthesises the trade-off theory of capital structure. Their

results indicate that the probability of bankruptcy (measured by the volatility of firm

earnings) is negatively related to leverage in their cross-sectional sample of 851

firms in 25 industries over the time period from 1962 to 1981. In addition, the trade-

off theory of capital structure seems to be supported in this study.

Brigham (1992) argues that despite the fact that theoretical and empirical studies

have added to the existing knowledge of capital structure, both have failed to

produce results that can be used to identify a firm's optimal capital structure. In this

regard, Philosophov and Philosophov (1999) develop a probabilistic model in order

to obtain a quantitative assessment of optimal capital structure. The probability of

bankruptcy is calculated before and after studying individual financial

characteristics. In doing so, they use Bayes formula of probability theory and

Altman's 1968 model in calculating posterior probabilities of bankruptcy. The prior

probability of bankruptcy is calculated as the percentage of corporations that were

operating at the beginning of the time interval and became bankrupt during that time

interval. These probabilities are then used in a modified formula of discount share

valuation to calculate the share value of firms that might go bankrupt at some future

time. Philosophov and Philosophov state that optimal capital structure can be
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determined by maximising the share value of firm. They conclude that the

assessment of firm share value is dependent on the leverage ratio, which is affected

by the probability of bankruptcy and firm returns.

2.1.2 The Agency Cost Theory

The agency cost theory states that financing with risky debt creates an agency

problem for firms, and optimal capital structure is determined by minimising the

costs arising from conflicts between the stakeholders of the firm. The pioneering

work of Jensen and Meckling (1976) is considered as the starting point for the

majority of studies based on agency cost theory. Jensen and Meckling (1976, p 308)

start their work by defining the relationship between a principal and an agent, in this

regard they state,

"We define an agency relationship as a contract under which
one or more persons (the principal(s)) engage another person
(the agent) to perform some service on their behalf which
involves delegating some decision-making authority to the
agent"

Due to the fact that the principal cannot completely observe the agent's action and

due to the amount of information that the managers (the agents) have, the principal

will need to limit the aberrant activities of the agent by establishing appropriate

motivations for the agent and by incurring monitoring costs.

Jensen and Meckling identified two types of conflicts: conflict between shareholders

and managers, and conflict between shareholders and debtholders. The costs arising

from these conflicts are often referred to as the 'equity agency cost' and 'debt agency

cost' respectively.

Regarding the effect of agency cost on the firm's capital structure, the optimal capital

structure, as stated by Jensen and Meckling (1976), can be obtained by balancing off

30



the costs and the benefits of debt. In other words, optimal capital structure is

obtained where managers choose a mix of debt and equity, which minimises the

agency costs arising from both conflicts.

Hams and Raviv (1991) argue that a large number of studies based on agency theory

use the conflicts introduced by Jensen and Meckling (1976) as a starting point. The

conflicts are classified in the following two sections:

2.1.2.1 Conflicts between Shareholders and Managers

The conflict of interest between shareholders and managers is a classic example of

the principal-agent problem. The conflict arises due to several reasons. Firstly, it

arises because managers hold less than 100% of the residual claims of a company.

Such a situation does not allow managers to earn the entire benefit from their profit

enhancing activities, at the same time; they have to bear the costs, such as searching

for investment opportunities, of these activities. Secondly, the conflict may arise

because shareholders cannot, to some extent, observe managerial actions and identify

which of these actions will increase their wealth.

Jensen and Meckling (1976) state that expanding the size of their firms is a major

aim for managers, but this will occur at the expense of the shareholders if expansion

is achieved by investing in negative NPV projects. Therefore, shareholders will limit

their manager's access to free cash flow through requiring them to issue debt. The

debt might mitigate the conflict between managers and shareholders by motivating

managers to work harder, consume fewer perquisites, and make better investment

decisions to be in a position to meet the interest payments when they are due.

Accordingly this behaviour can reduce the probability of bankruptcy. In this regard,

Jenson (1986) argues that debt financing can mitigate the conflict between managers
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and shareholders because more debt means high cash outflow, therefore, such a

situation will reduce the level of free cash available to managers to execute possible

firm value decreasing activities such as the misuse cash by consuming perquisites or

making inefficient investment decisions. High debt levels, as stated by Myers (2001),

can be useful for the company because the company is more likely to operate more

efficiently.

According to Harris and Raviv (1990) one reasons conflict may arise between

shareholders and managers might be attributable to their disagreement over operating

decisions. For instance, managers are likely to prefer to continue to operate even if

shareholders would prefer liquidation, as they do not wish to lose their jobs. They

assume that this problem can be mitigated by issuing debt as suppliers of debt

financing can force liquidation if the cash flows are poor and interest payments are

not made when due. If the company defaults on the debt, the debtholders can force

the company into liquidation hence a larger debt level will increase the probability of

liquidation. Harris and Raviv argue that managers have limited desire to provide

detailed information to investors that could lead to liquidation decision, because they

do not wish to lose their jobs. Harris and Raviv added that due to this reason,

investors use debt to obtain information and monitor management, and investors

collect information from the ability of firms to make the interest and principle

payments. They concluded that optimal capital structure is determined by trading off

the value created by using debt as a source of information against the cost of default.

In Stulz (1990), as in Harris and Raviv (1990), managers and shareholders disagree

over operating decisions, but the two studies differ in how they suggest debt

mitigates the disagreement between managers and shareholders. Stulz (1990) argues

32



that debt can mitigate this disagreement due to the fact that managers will always

wish to invest all available funds even if paying out more of the company's surplus

cash is better for shareholders. Therefore, using excessive debt may damage free

cash flow and reduce the funds that are available for managers to execute new

investment opportunities. Under Stulz's argument, thus, optimal leverage ratio can be

identified by trading off the benefit and the cost of debt in preventing investment in

value decreasing and value increasing projects respectively.

In order to determine the relationship between Chief Executive Officers (CEOs)

wealth and shareholders wealth, Jensen and Murphy (1990) argue that shareholders

want CEOs to choose which projects to pursue, and which to reject by comparing the

expected return with the expected cost of the action. Jensen and Murphy argue that

CEOs may be more interested in their private gains from practising particular

activities, and they suggest alternative hypotheses which are consistent with an

observed relationship between pay and performance. Jensen and Murphy analyse

performance pay and top-management incentives for over 2000 CEOs in three

samples across five decades and indicate that there is no significant relationship

between CEO wealth and shareholders wealth.

2.1.2.2 Conflicts between Shareholders and Debtholders

The conflicts between shareholders and debtholders, according to Harris and Raviv

(1991), arise due to the fact that the debt contract gives shareholders an incentive for

choosing projects. The debt contract offers that, according to Urn (2001), if the

project fails, suppliers of debt financing will bear the cost of the failure because of

limited liability, whereas, if it is successful, shareholders will capture most of the

gains that are above the face value of the debt. Therefore, investing in a very risky
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projects, as stated by Parrino and Weisbach (1999), can be in interests of

shareholders even if they are firm value-decreasing. On the other hand, as pointed

out by Myers (1977), shareholders may not provide new capital even to invest in firm

value-increasing projects if the project is low risk, when the firm is likely to go into

bankruptcy in the near future. This is because shareholders may bear most of the

costs of the investments whilst the value may accrue to debtholders. PalTino and

Weisbach (1999), argue that for a company with 20% debt, a low risk project will

have to yield a further 0.14 % above the rate of return which gives a zero NPV

project to be in interests of shareholders, whereas a very risky project can be in the

interests of shareholders even if yields 2.35% lower than the rate of return which

gives a zero NPV project.

Harris and Raviv (1991, p 304) state that, "there are two possible investment

projects: a safe, positive NPV project and a risky, negative NPV project". They

added that returns from the safe projects are enough to repay the firm's outstanding

debt whereas returns from the risky projects are sufficient to repay the debt only if

the projects are successful. Harris and Raviv contend that debt can be used to finance

both projects and the firm will enjoy a lower interest rate on debt, if it can persuade

lenders that it will only be investing in safe projects. Furthermore, Harris and Raviv

argue that lenders only attempt to identify the firm's actions by looking at the firm's

default history. In this regard, harris and Raviv (1991) argue that firms can build a

reputation for only investing in the safe project and not defaulting.

Jensen and Meckling (1976) state that due to limited liability, debtholders will bear

the cost if the risky project fails as they will not be paid in full, and shareholders will,

therefore, be motivated to accept risky projects even if they are value decreasing.
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Graham and Harvey (2001) argue that as shareholders will gain investment return

above those required to make the interest and principle payments, and as they have

limited liability when returns are insufficient to repay the debt, shareholders prefer to

invest in high-risk projects. In this regard, Harris and Raviv (1991, p 301) state,

"The cost of the incentive to invest in value-decreasing
projects created by debt is borne by the equilyholders... This
effect, generally called the 'asset substitution effect', is an
agency cost ofdebtfinancing"

Consequently, debtholders will provide less debt or they will require higher returns

from their money. However, Green (1984) argues that convertible debt can mitigate

the asset substitution problem that arises when companies accept projects that are

riskier than debtholders would prefer, as convertibles have the option to share in the

gains if the risky project is successful.

Myers (1977) reaches the similar conclusions as Jensen and Meckling (1976). He

argues that the conflict between shareholders and debtholders could lead

shareholders to encouraging managers to pass up profitable projects. This is called

the underinvestment problem. He added that the project's potential returns might be

high enough to consider the project profitable, but if these gains are not enough to

repay the debt, shareholders might get nothing due to lenders' rights to get the

positive payoff. Thus, shareholders could encourage managers to reject more value-

increasing projects due to larger debt levels.

Underinvestment problems occur when managers avoid safe positive NPV because

the value may accrue to debtholders at the cost of shareholders and overinvestment

problems occur when managers accept risky projects which have a negative NPV

because equity value is increased by the project at the cost of debtholders. According

to Parrino and Weisbach (1999), underinvestment problems are likely to be more of
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problem when company's cash flows are fluctuating, whereas overinvestment

problems often occur for company with stable cash flows.

In addition, Michaelas (1998) argues that both the asset substitution and

underinvestment problems lead to the rejection of some profitable projects due to the

distribution of payoffs to the suppliers of finance.

2.1.3 The Asymmetric Information Theory

The asymmetric information theory is based on the argument that managers have

information that investors do not have. One approach to this theory began with Ross

(1977) and Leland and Pyle (1977) who states that firm's debt and equity issuing

policies signal information from insiders to outside investors. Another approach to

this theory starts with Myers and Majluf (1984) and Myers (1984). They emphasise

that internal funds and external funds are used hierarchically by managers who will

be reluctant to issue new equity, and, due to information asymmetry, investors

perceive equity issues to only occur if equity is either fairly priced or over priced.

The main theories derived from this argument are the pecking order theory and the

signalling theory.

2.1.3.1 The Peckin2 Order Theory

The information asymmetry theory of capital structure, as stated by Harris and Raviv

(1991), assumes that firm managers have private information about the

characteristics of the firm's return stream, which is not known to common investors.

Um (2001) argues that information asymmetry costs, such as underestimating the

future prospects of the firm, appear when inside managers have better knowledge on

the distribution of the risk and the payoffs of the investment projects.
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In their pioneering work, Myers and Majiuf (1984) suggest that managers will be

reluctant to issue equity if they feel it is undervalued in the market and investors will

be also aware of managers' reluctance to issue new equity when it is underpriced and

will react unfavourably to an issue, as they will assume that equity is currently fairly

or overpriced.

Myers and Majluf (1984) argue that if firms finance new projects by issuing

underpriced equity, wealth will be transferred from existing shareholders to new

investors. Therefore, managers will be inclined to reject the project regardless of its

positive net present value. Myers and Majluf (1984) point out that this

underinvestment can be avoided if financing sources (for example, retained earnings

and debt, which are less susceptible to undervaluation) can finance the new projects.

In such circumstances, internal funds and debt will be preferred to equity. Myers

(1984) refers to this as a pecking order theory of financing, which states that firms

prefer to finance new investment, first internally with retained earnings, then with

debt, and finally with an issue of new equity. On the other hand, in an attempt to

explain some financing behaviour that is not consistent with the prediction of the

static trade-off theory (such as a negative relationship between profitability and

leverage), Myers (1984) emphasises that internal funds and external funds are used

hierarchically. This is consistent with the pecking order theory of capital structure.

The pecking order theory tries to explain why most profitable companies are more

likely to borrow less. The simple explanation is that, profitable firms may have

higher levels of retentions and need to rely less on external debt or new equity. The

other explanation, as stated by Drobetz and Fix (2003), is that less profitable

companies borrow more debt to avoid equity floatation costs.
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The pecking order theory is based on managerial incentives rather than the cost of

funds. Urn (2001) argues that the separation of ownership and management generates

an incentive for managers to depend on internal funding sources because they may be

inclined to avoid external equity finance due to a potential loss of control. Urn added

that managers prefer internal financing to avoid capital market intervention. Nun

(2000) argues that the pecking order theory concentrates on the motivations of

managers, rather than on capital market valuation principles, and it cannot explain

how taxes, bankruptcy costs, and flotation costs affect the companies' debt ratio.

2.1.3.2 The Signalling Theory

Ross (1977) challenged the symmetric information assumption in MM's (1958)

propositions. Ross (1977) assumes that the choice of the firm's capital structure

signals information from insiders, who have access to more information, to outside

investors. Ross added that investors interpret the increase in leverage as a signal of

higher quality, as managers will only increase leverage if the company is likely to be

able to meet the interest payments andl or that the firm has investment opportunities

over and above what can be financed by internally generated funds. If investors

perceive either of these to be the case they are likely to react positively to an

announcement of increased leverage. On the other hand, Myers (2001) argues that

the announcement of issuing new shares might be perceived by investors as good

news if it reveals growth opportunities with positive NPVs but may be perceived as

bad news if they perceive managers are issuing overvalued equity.

2.2 The Determinants of Capital Structure

Despite the fact that these three categories of modern capital structure theory (static

trade-off, agency cost, and asymmetric information theory) have attempted to explain
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the financial structure of firms in general, institutional factors play a major role in the

determination of capital structure in different environments. In this regard, Hams and

Raviv (1991, p 300) state that,

"Finally, with regard to further empirical work, it seems
essential that empirical studies concentrate on testing
particular models or classes of models in an attempt to
discover the most important determinants of capital
structure in given environments."

In addition, Gleason et al. (2000) argue that the legal environment, the tax

environment, the economic system, and technological capabilities influence the

capital structure of retailers in the 14 European countries they examined.

While capital structure studies are largely based on data from developed countries,

there are few studies that provide evidence from developing countries. Some of the

studies conducted in developed and developing countries are discussed in the

following two sections respectively.

2.2.1 Capital Structure Studies in the Developed Countries

The majority of empirical studies of capital structure employ data from developed

countries, mainly from the United States, to identify the factors that affect the capital

structure decisions in those countries.

In order to support or refute the theoretical underpinnings of the observed

correlations found in the studies that have been conducted on US data, Rajan and

Zingales (1995) investigate the determinants of capital structure in other major

industrialised countries (G-7). They used cross-sectional regression analysis on data

from 1987 to 1991. Their results indicate that the leverage ratios are similar across

the G-7 countries. The factors identified by previous cross-sectional studies in the

United States to be related to leverage seem to be similarly related in other countries
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as well. They conclude that tangibility is positively related to leverage and market-to-

book ratio is negatively related to leverage in all G-7 countries. Furthermore,

profitability has a negative relationship with leverage, whereas, firm size is positively

related to leverage. Future research, as suggested by Rajan and Zingales (1995),

should address the relationship between theoretical models and empirical findings by

widely applying the models to different situations. Rajan and Zingales also

emphasises that further research should be conducted by incorporating the

institutional differences between countries when specifying the theoretical models.

In an attempt to expand Rajan and Zingales (1995)'s work, Bevan and Danbolt

(2002) examine for the determinants of short-term and long-term debt separately in

the UK. They used data from 1988 to 1991 to examine the robustness of Rajan and

Zingales' conclusion to variations in the leverage measure by decomposing the

analysis into long and short-term debt. When applying the same leverage definitions

as Rajan and Zingales, Bevan and Danbolt found that the results were very similar to

theirs, but when Bevan and Danbolt decomposed total debt into their sub-

components, they found that short-term debt is negatively correlated with tangibility,

while long-term debt is positively related to tangibility. Furthermore, the relationship

between firm size and short-term bank borrowing is negative, whereas, firm size is

positively related with all long-term debt forms and short-term paper debt.

In their study on determinants of capital structure in the UK, Bennett and Donnelly

(1993) utilised data for 433 firms over the time period from 1981 to 1984.

Regression analysis techniques were used to regress six explanatory variables

(profitability, assets structure, non-debt tax shields, growth, earnings volatility and

size) against three leverage variables (total debt, short-term debt and long-term debt).

40



Their findings indicated that earnings volatility, size and assets structure are

positively related to the total debt ratio while non-debt tax shields and profitability

are negatively related to total debt ratio. Their results also indicated that there are

some differences when debt was segregated into its sub-components.

In order to extend the empirical capital structure studies in the UK, Ozkan (2001)

examine the determinants of capital structure using GMM regression analysis

technique in order to investigate the impact of five explanatory variables (growth,

size, non debt tax shields, liquidity and profitability) on leverage ratios. He utilised

data for 390 firms over the time period from 1984 to 1996. His results indicated that

profitability; growth, liquidity and non-debt tax shields are negatively related to

leverage ratios while there is a little support for a positive relationship between firm

size and leverage ratios. The results also indicated that firms tend to have a long-term

desired leverage ratio and they move towards their target leverage ratios relatively

fast.

Despite the fact that the capital structure studies have mainly used data from large

firms, Michaelas et al. (1997a) investigate the capital structure of small privately

owned firms in the UK. They utilised data gathered from 360 firms from six different

industries for the 10 years 1985 to 1994. Two multiple regression analyses with

dummy variables were used to test the hypotheses. One of the results indicated that

most of the determinants of capital structure presented by capital structure theory are

found to be relevant for UK small privately owned firms. The results, however, show

that the capital structure of small firms is not stable over time and differences in the

industry classification affect the capital structure of small privately owned firms.
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Furthermore, the sources of finance used tend to change with macroeconomic

conditions.

Michaelas et al. (1999) examine the implications of the theory of capital structure in

UK small and medium sized enterprises (SMIEs). Data was gathered from 3500 firms

over the time period from 1986 to 1995. Panel data regression analysis was used to

test 12 hypotheses relating to the static trade-off, agency cost and asymmetric

information theories. The results of OLS regression indicated that agency cost and

asymmetric information theories are pertinent theories in understanding the financing

behaviour of SMEs firms.

Cassar and Holmes (2003) find that that their results supported the static trade-off

theory and the pecking order theory when they utilised data from Australian SMEs.

Data from 1555 firms were used and five dependent variables (total debt, short-term

debt, long-term debt, outside financing and bank financing) were regressed against

five explanatory variables (size, asset structure, profitability, risk and growth). The

results indicated that assets structure; profitability and growth are important

determinants of capital structure in Australian SMEs.

In order to determine the industry effect on capital structure, Nun (2000) examined

the determinants of capital structure and attempted to identify which theory of capital

structure provides a better explanation for financing behaviour in the UK hotel and

retail industries. He classifies the capital structure theories into two categories;

pecking order theory and target adjustment theory. Panel data for 134 retail firms and

22 hotel finns for the time period from 1985 to 1997 were utilised in regression

analysis using the Generalised Least Squares (GLS) technique. The explanatory

variables that seem to have an impact on capital structure are: profitability, size,

42



earning volatility, assets structure, non-tax shields, leasing and management

contracts. The results indicate that the target adjustment model (trade-off and agency

theory) has more support than the pecking order theory. While profitability was the

most important explanatory factor for the retail firms followed by non-debt tax

shields, the most important explanatory factors for hotel firms are non-debt tax

shields, management contracts and profitability.

To examine which factors have an impact on the capital structure of Swiss

companies, Gaud et al. (2003) use two different models, a static model and a

dynamic model for analysing data for 106 Swiss companies. The dynamic model

examined the adjustment speed toward a target debt ratio, and they found that Swiss

companies adjust toward a desired debt ratio, but at a slower speed than other

countries. The static model was also used to investigate the relationship between

leverage ratios and five explanatory variables, namely, profitability, tangibility,

growth, size and operating risk. The results indicate that the size, tangibility and

business risk are positively related to leverage ratios, whereas, a negative relationship

is observed between leverage ratios and both profitability and growth. They conclude

that although the results support both the pecking order theory and the static trade-off

theory of capital structure, the static trade-off theory has the more support.

Drobetz and Fix (2003) also investigate the determinants of capital structure in

Switzerland using a static and a dynamic model, to analysing data for 124 Swiss

firms. Ordinary Least Square and censored Tobit regressions are used in order to

regress six explanatory variables (profitability, tangibility, growth, size, volatility and

non-debt tax shield) against leverage variables. The results of the static regression

indicated that tangibility and size are positively related to leverage while growth,
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volatility and profitability are negatively related to leverage. On the other hand, the

results of a pooled regression analysis, for 90 Swiss firms, illustrated that Swiss firms

do adjust to long-term target leverage ratios.

In three different European countries that are characterised by different financial

systems and traditions, that is France, Germany and the UK, Antoniou Ct al. (2002)

find that the capital structure decisions of firms are not only affected by its own

characteristics, but also by its surrounding environment. They investigate the

determinants of the leverage ratios of French, German and British firms using panel

data for the time period from 1969 to 2000 for the UK, from 1983 to 2000 for France

and from 1987 to 2000 for Germany. The results show that despite the differences in

the significance and directions, profitability, size, book-to-market ratio, tangibility,

term structure of interest rates and prior changes in share price seem to have a

significant effect on the firm's capital structure in all countries. One of the results

indicates that the financial environment and tradition of the country play an

important role on the strength and the nature of the effect of the above-mentioned

determinants of capital structure. They conclude that the firms in all three countries

adjust their debt ratios towards their desired capital structure, but of those firms, the

quickest to adjust is the French firms.

In order to investigate whether the differences in capital structure are due to country-

specific factors or to firm specific factors, Hall Ct al. (2004) utilise data from 4000

SMEs firms in eight European countries (Belgium, Germany, Spain, Ireland, Italy,

Netherlands, Portugal and the UK). They formulated ten hypotheses relating to

profitability, growth, tangibility, size and age. The results indicated that there is a

difference between the countries surveyed in terms of both capital structure and the
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determinants of capital structure. They added that the variations might be attributable

to the differences in financial statements reporting style, attitudes to borrowing,

relationships with lenders, tax code, and other national economic and social and

cultural aspects.

2.2.2 Capital Structure Studies in the Developing Countries

Despite the fact that capital structure choice plays an important role in identifying the

inherent benefits and costs with each financing decision, there are few studies on

capital structure in developing countries. Of the capital structure studies of

developing countries, some have examined South East Asian countries due to the

financial crises that South East Asian countries have faced since 1997 whilst others

have examined countries which have changed from a command economy to a market

economy.

Malaysia was affected by the financial crisis in South East Asia in 1997. Pandey

(2001) examines the determinants of capital structure for 106 Malaysian companies

utilising data from 1984 to 1999. The time period is divided into four sub-periods of

four years each: 1984-1987, 1988-1991, 1992-1995 and 1996-1999. The reason for

dividing the time period is to reflect the general economic conditions in Malaysia

during these sub-periods. He decomposed total debt into two elements: short-term

and long-term debt. The results indicate that the financial crisis in 1997-caused a

subsequent increase in debt ratios. Pandey concludes that the explanatory power of

the variables is higher for short-term debt ratios than long-term ratios.

Huang and Song (2002) argue that the transition from a command economy to a

market economy might have affected Chinese firms' capital structures. In this regard,

they investigate the determinants of capital structure in China. They used data from
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Chinese listed companies over the time period from 1994 to 2000. Chinese

companies have unique features such as; the state is the controlling shareholders of

most listed companies, the tax rate does not have any impact on capital structure and

Chinese companies have quite low leverage. The results indicate that leverage

decreases with profitability and growth opportunities whereas it is related positively

to company size. Tangibility is related positively only to the long-term debt ratios.

They conclude that the state ownership of some Chinese companies does not prevent

these firms from following the same behaviour of private companies.

In her investigation on the determinants of capital structure for 77 Chinese listed

firms over the time period from 1995-2000, Chen (2004) states that although some

aspects of capital structure theory are portable to China, Chinese firms seem to

follow, which it is called, a "new pecking order"; retained earnings, equity, and long-

term debt. She added that this new pecking order might be attributable to the

institutional differences, firm specific factors and financial constrains in the banking

sector.

In order to identify the effect of liberalisation on capital structure, Rao and Lukose

(2003) examine the determinants of capital structure of Indian companies in pre-and-

post liberalisation periods. The study periods are from 1990 to 1992 and from 1997

to 1999 for pre-and-post-liberalisation periods respectively. Non-debt tax shields,

tangibility, profitability, business risk and growth opportunities were regressed

against book and market value of leverage. The results indicated that size and risk

measures became significant factors in capital structure decisions during the post-

reform period.
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In order to study the determinants of capital structure in unique economy features,

Al-Sakran (2001) investigates the determinants of capital structure in the absence of

a corporate tax system in Saudi Arabia. The tax code in Saudi Arabia is based on the

total value of shares as a tax base instead of net profit. This code is called Zakat and

it equals 2.5% of the total value of shares. Data from 35 companies from different

industries were used over the time period from 1993 to 1997. Al-Sakran (2001)

argues that the Zakat will make no difference whether a company is financed by

equity or debt since both are included in the Zakat base. The results however indicate

that leverage ratios have a negative relationship with profitability and growth,

whereas, size and government share have a positive relationship with leverage.

In Jordan, Omet and Nobanee (2001) examine data from 32 listed industrial

companies over the time period from 1994 to 1998. Two leverage variables (total

debt to total assets and total debt to equity) were regressed against five explanatory

variables (fixed assets to total assets ratio, cash flow to fixed assets ratio, total assets

to equity ratio, current ratio, and the logarithm of fixed assets). The results show that

all the explanatory variables are positively related to leverage ratios except for cash

flow to fixed assets ratio. Due to the relatively low R 2 in their regressions, they argue

that this might be attributable to omitting other explanatory variables, such as, non-

financial factors. They conclude that future work should consider the manager's

preference, beliefs, and attitudes toward debt and equity.

One of the few studies that report international comparisons of the determinants of

capital structure in developing countries is the work of Booth et al. (2001). They

examine whether capital structure theory is portable across countries. The study uses

panel data from 10 developing countries (Brazil, Mexico, India, South Korea, Jordan,
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Malaysia, Pakistan, Thailand, Turkey and Zimbabwe) from 1980 to 1990. They

argued that the variables that are relevant for explaining capital structure in

developed countries are also relevant in developing countries, but some institutional

factors might affect the firm's capital structure in different environments. In this

regard, Booth et al. (2001, p118) state,

"In general, debt ratios in developing countries seem to be
affected in the same way and by the same types of variables that
are significant in developed countries. However, there are
systematic differences in the way these ratios are affected by
country factors, such as GDP growth rates, inflation rates, and
development of capital markets."

In addition, Booth et al's results show that profitability is the most successful

explanatory variable among other explanatory variables, and is negatively related to

leverage and highly significant. Booth et al. (2001) conclude that although some of

the explanatory variables have the expected sign, their overall impact is low and the

signs sometimes vary across countries.

2.3 New Directions in Capital Structure Research

The usual methodology of capital structure studies has been to investigate the

relationships between leverage variables and the factors that are supposed to have an

impact on capital structure. This methodology, however, has been criticised by

Hempel (1983) among others, because the explanatory variables are restricted to

those, which can be quantified, and, as stated by Barton and Gordon (1987), this

restriction leads to oversimplification of how the firm works.

In order to include the qualitative factors, which have an impact on the firm's capital

structure decisions, Barton and Matthews (1989) stated that a new paradigm was

needed for studying the determinants of capital structure. Barton and Gordon (1987)

argue that if the aim is to get a better understanding of capital structure policy,
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capital structure models should also include the role of management preferences,

beliefs and expectations.

2.3.1 The Use of Questionnaire and Interview Techniques in Capital Structure

Studies

Myers (1984) argues that many financial economists argue that both theoretical and

empirical work on capital structure has not yielded a consensus about which factors

impact on capital structure decisions or how it affects firm performance. In this

regard, Barton and Gordon (1987) state that the lack of agreement about which

factors have an impact on capital structure decisions might be due to the use of a

perspective that is much better suited for explaining economy level phenomena than

for explaining firm-level behaviour. The usual approach of capital structure studies,

as pointed out by Norton (1990), tends to ignore managerial preferences in capital

structure decisions. This implies, as stated by Myers (1984), that capital structure

studies may not adequately explain actual financing decisions.

Norton (1990) argues that the survey technique in capital structure studies could be

used to test some assumptions and conclusions in the capital structure literature and

determine the motivation and limitations that managers could face when considering

capital structure decisions. Norton (1990) also argues that as financial economists do

not know how firms precisely identify their capital structure, a reasonable research

methodology is to investigate how they reach these decisions.

Graham and Harvey (2001) asked 392 CFOs about their firm's cost of capital, capital

budgeting and capital structure. Regarding capital structure they found that financial

flexibility and credit ratings are the most important factors affecting debt financing.

In addition, EPS dilution, recent stock price appreciation and the degree of equity

49



undervaluation are the most important equity issuance factors. Although the

importance of equity undervaluation and financial flexibility support the pecking

order theory, the trade-off theory has also some support. They conclude that there is

little evidence that signalling, underinvestment costs and assets substitution affect

capital structure choice.

Unlike the work of Graham and Harvey (2001) who investigate cost of capital,

capital budgeting and capital structure, Bancel and Mittoo (2004) concentrate only

on capital structure. For comparison purposes, they keep the format and design of

their survey similar to that of Graham and Harvey (2001) but with some additional

questions that are likely to be relevant in the European context. Their sample

consisted of 720 firms from sixteen European countries but they received only 87

responses (12% response rate). One of the results indicates that financial flexibility;

credit ratings and the tax advantage of debt are the most important factors

influencing debt policy. Furthermore, EPS dilution is the most important factor in

equity issuance decisions in European countries followed by maintaining a target

debt-to-equity ratio. On the other hand, the level of interest rates and share prices

affect the timing of debt and equity issuance in the European countries examined in

the study. In comparison, Bancel and Mittoo argue that although there are some

differences between European and US managers, they seem to use similar factors for

their financing decisions.

Brounen et al. (2004) complement the study of Bancel and Mittoo (2004), as they

extended Bancel and Mittoo's survey to include also capital budgeting and cost of

capital of companies in the UK, the Netherlands, Germany and France. Their sample

consisted of 6500 public and private firms but only 313 questionnaires were returned.
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Regarding capital structure, Brounen et al. argue that the results cast doubt on the

validity of the pecking order theory while the static trade-off theory is moderately

supported in each country included in the sample.

In order to test the pecking order theory of capital structure, Ang and Jung (1993)

test the hypothesis that for firms that experience high incidences of asymmetric

information, the preference order of finance, as predicted by Myers, should be

observed. They utilised data gathered from 86 Korean firms. The sample was divided

into two groups: either the high asymmetric information group or the low

asymmetric information group according to the following criteria. (1) Whether or not

the lenders tend to underestimate the future prospects of the firm; (2) whether this

problem remains after providing confidential financial information about the firm to

the lenders; (3) whether the firm will provide extra information to solve this problem

and (4) whether the reason for using retained earnings is because of the difficulties of

convincing lenders of the profitability of the new investment. High asymmetric

information firms are expected to answer 'yes', and low asymmetric information

firms are expected to answer 'no' to each of the above-mentioned criteria. The

second, third, and fourth criteria are related to whether the asymmetric information

problem could be solved through disclosure, the willingness of a firm to solve this

problem, and whether the asymmetric information problem is serious enough for the

firm to actually use retained earnings respectively. The results indicate that no

differences were observed between the two asymmetric information groups of firms.

For instance, long-term debt from banks is the preferred source of financing for all

groups and equity issuance is preferred when leverage is high.
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In comparison between small and large firm's beliefs about capital structure policy,

Norton (1990) surveyed financial managers of small firms in order for comparison to

be made with the previously published large firms' surveys. His survey was

constructed by using questions that had previously appeared in published capital

structure studies based on surveys in an attempt to mitigate the problems relating to

survey design and to facilitate the comparison between small and large companies.

Norton argues that the overlapping areas of agreement between the small and large

firms are: both prefer internal to external financing, and have little belief in the

importance of bankruptcy costs, agency costs and information asymmetries. On the

other hand, the differences are that small firms place less dependence on debt.

Regarding the use of interview survey on capital structure studies, Michaelas et al.

(1997b) has been the only study to use interviews pointing out that interviews can be

used to study the preference, perceptions, beliefs and attitudes of decision makers

when considering capital structure decisions. They conducted seven in-depth

interviews with owner-managers of privately held firms of different industries in the

UK. Their results indicate that the capital structure of a small firm at any time will

be affected by the characteristics of the firm, its manager and of the marketplace.

Michaelas et al. (1997b) concluded that future research should combine qualitative

and quantitative analyses that will explore both the financial and non-financial

determinants of capital structure.

2.3.2 The Combination of Different Methods of Data Collection and Analysis in

Capital Structure Studies

The use of survey-based analysis, according to Norton (1990), provides 'soft data'

but cannot provide 'hard' conclusions. With regard to the determinants of capital

structure, questionnaires and interviews, as stated by Norton (1990), can provide
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evidence about factors that affect capital structure choice, which the mathematical

models cannot.

Despite the fact that the mathematical models in the finance paradigm provide

evidence about the significance and direction of the relationship between different

variables, they seem to ignore or at the very least can only proxy managerial

preferences of capital structure choice. In addition, the mathematical models often

have weaknesses related to model specification, such as, excluding important

variables from the model and/or including irrelevant variables in the model.

Consequently, Michaelas (1998) argues that although the use of mathematical

models and survey techniques together is unusual in the field of finance research, it

can overcome some of the disadvantages inherent with each technique.

In his PhD research, Michaelas (1998) examines how capital structure is affected by

different financial and non-financial variables. These variables are firm

characteristics (for example, age, size, assets structure and profitability), external

characteristics (including broader economic conditions and the tax code) and

personal characteristics (such as, management preferences, perceptions, beliefs and

attitudes towards external finance). The data utilised was gathered by different data

collection methods. Firstly, data was gathered from the financial statements for 3500

privately owned firms in the UK for 10 years from 1986 to 1995. Secondly, thirty

face-to-face interviews have been conducted with the owner/directors of small

privately owned firms in the UK during March-May 1997. Thirdly, data was

collected by sending questionnaires to the owner/directors of the firms included in

the sample. The respondents of the questionnaire were asked to fill in their details in

order to relate the completed questionnaires with the financial data of the firms
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collected by their financial statements. Some hypotheses were tested quantitatively

by using regression techniques and other hypotheses were tested qualitatively by

utilising data gathered from the interviews and questionnaires.

2.4 Conclusion

The theory of capital structure has been reviewed in this chapter as it has developed

since 1958 when Modigliani and Miller (1958) first argued that financial policy is

irrelevant to the value of firm. Since then, several attempts have been made to

expand the MM propositions by relaxing the MM's (1958) assumptions.

Theories of capital structure (trade-off, agency costs and asymmetric information

theory) have been used to explain the variation in debt ratios across firms, industries

and countries. These theories suggest that firms select their leverage dependent on

balancing off the benefits and the costs that are associated with using debt and

equity. In addition, behavioural theory states that managerial experiences, beliefs and

attitudes towards using debt and equity have an impact on selecting the firm's capital

structure.

In recent years, new directions in capital structure research, such as using survey

questionnaire and interviews, have emerged to complement the more usual approach

in capital structure studies of using data from financial statements. Combining survey

techniques and mathematical models can provide a new research methodology in

capital structure research and it may take the methodology, as stated by Michaelas

(1998), a step further by employing survey instruments in an attempt to double-check

the results of the financial statements data. Furthermore, it may shed more light on

financial as well as non- financial and behavioural issues that affect firms' capital

structure.
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Despite the fact that capital structure theory (static trade-off, agency cost, and

asymmetric information theory) has attempted to explain a great deal of the financial

structure of firms, in general, there is no consensus about which factors have an

impact on capital structure decisions, and the optimal level of debt a firm should

have. It might be attributable to the role of institutional factors in the determination

of capital structure in different environments such as, the legal environment, the tax

environment, the economic system, and technological capabilities. However, an

excessive number of the determinants of capital structure studies have focused on

developed countries, whereas there are only a limited number of empirical studies

focusing on the developing countries.

The review of the different capital structure theories, the determinants of capital

structure and the impact of institutional factors on firm's capital structure in different

countries, undertaken in this chapter, prepares the way to the next chapter where the

Libyan economy's unique features are discussed. The hypotheses that will guide the

empirical investigation sections are then presented in chapter four.
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Chapter Three: An Overview of Enterprise Financing in Libya

3.0 Introduction

The previous chapter surveyed capital structure studies that have mostly been derived

from data from developed countries. Some of studies have been conducted on

developing countries, but the countries examined have institutional similarities with

the developed economies such as, the existence of a secondary capital market. Libya

differs from the developing countries previously examined, as it has no secondary

capital market which potentially switches the focus of company financing from a

short-term investment to a long-term investment.

In this chapter, some aspects related to capital structure in the Libyan environment

have been reviewed in order to provide a framework within which the study'

observations are to be interpreted and understood and, on the other hand, to identify

the effect of some institutional aspects on capital structure choices, such as the

absence of a secondary capital market. Booth et al. (2001) point out that although the

debt ratios in developing countries seem to be affected in the same way and by the

same variables that are significant in developed countries, country specific-factors,

such as, GDP growth rate, inflation rate, and development of capital market are

likely to play a vital role in the capital structure decisions in developing countries.

This chapter provides a summary of the characteristics of the Libyan economy. This

summary is essential, as capital structure cannot be studied in isolation of the

surrounding environment. The surrounding environment consists, inter alia, of the

legal environment, the characteristics of the capital market, the GDP growth rate, the

tax code and the accounting and auditing profession.
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This chapter is divided into seven sections. The first section explains the

characteristics of the Libyan economy while the second section deals with the

reformation of the Libyan economy. The components of the finance sector are

illustrated in the third section. Section four explains the commercial and tax codes

while the accounting and auditing profession law is illustrated in the fifth sections.

The policy of giving credit is explained in the sixth section and section seven

concludes the chapter.

3.1 Characteristics of the Libyan Economy

Libya occupies a strategic location in North Africa as it links Eastern with Western

Africa and Southern Europe with the rest of Africa. The area of Libya is about

1,776,000 square kilometres, and the Libyan population is estimated at about 5.5

million persons (see, for example, Mahmud, 1997).

Although the Libyan economy is described as a socialist-oriented economy, several

attempts have been taken by the state recently to allow individuals to take part in the

national economy and to privatise the state owned (public) business organisations in

an attempt to gradually move the Libyan economy towards a market economy.

Before discussing the restructuring programs of the Libyan economy, the

characteristics of the Libyan economy will be described. According to Alqadhafi

(2002), the characteristics of the Libyan economy can be summarised as follows:

1. The Libyan economy depends on oil as a major source of income and almost

all foreign currency. The oil and natural gas sector represents about 27 % of

the GDP.
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2. The public services sector is ranked as the second most important sector in

terms of its contribution of the GDP, as it contributes about 22 % of the GDP.

3. The public services sector attracts the largest proportions of manpower, as it

employed (excluding health and education) about 229,551 employees!

workers in 1995 (18.5% of the total manpower).

4. Despite the fact that the large part of the budget was allocated to the

industrial and the agricultural sector, the contribution of these two sectors to

the GDP, as stated by Aiqadhafi (2002), is less than desired (the contribution

of the Agriculture sector to the GDP did not exceed 5.5 %).

5. The Balance of Payments suffers from fluctuated deficit, as the deficit

reached about LD 268.6 million in 19972.

6. The Secretary of Finance has adopted the method of financing by deficit.

Therefore, the General local debt (the commitments of the Secretary of

Finance towards the Central Bank of Libya and commercial banks) reached

about LD 7644 million in 1999 (60.87 % of GDP)

Mahmud and Russell (1999), however, argue that Libya does not have an adequately

diversified economy due to the low growth rates in the non-oil sectors. Furthermore,

the Libyan economy is dominated by the public sector over the economic activity.

The latter might be attributable to the socialism ideology that has been adopted since

the revolution of 1969.

2 LD denotes to the Libyan currency, Libyan Dinner, and USD denotes to the USA Dollar.
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Some strategic objectives such as, diversification of production and exports, self-

sufficiency in food, helping to create job opportunities and reducing disparity

between incomes were the aims of all the development plans that were adopted in

Libya in the last three decades (see, for example, Bait-Elmal, 1999 and Agnaia,

1996).

On the other hand, since 1992 the private sector has been allowed to take part in

certain economic activities. The next section provides a brief discussion of the

transition of the Libyan economy.

3.2 The Libyan Transition Economy

Since the last decade, several actions have been taken by the General People's

Committee (the Libyan government) in order to reform the Libyan economy. The

restructuring of the Libyan economy are likely to be induced, inter alia, by shortages

of funds which were caused by a decline in oil prices (Saleh, 2001). The other

possible reason, as stated by Alqadhafi (2002), is the misuse of economic resources

by the public sector.

The economic reform, which occurred in most socialist oriented countries, as stated

by Garrod and McLeay (1996), leads to the redesign of financial systems and

enhances the autonomy of financial institutions and, as a result, facilitates the

allocation of credit.

Keister (2000) argues that during an economic transition, the capital structure of

companies might be affected due to the shortage of financing from the state. In this

context, Libyan companies may have to begin gradually to borrow from non-state

capital sources in order to cover the shortage of financing from the state. The
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following sections discuss the nature of the problems from which the economy

suffers in an attempt to shed more lights on the reformation of the Libyan economy.

3.2.1 Period from 1969-1992

After the revolution of 1969, the Libyan economy became an economy based on the

ideology of socialism as well as state involvement in the organisation and

management of the economy. Fayad (2000) argues that the Libyan government

mainly adopted the philosophy of socialism in 1975. The philosophy of socialism

was adopted in order to control and evaluate economic activities. In this regard,

Saleh (2001) argues that, as a result of this socialism ideology, the public sector

dominated over economic activity, and, the banks, insurance companies, foreign

trade and most of the domestic trade were transferred to the state. Furthermore,

Derwish (1997) argues that by 1978, the majority of private companies were taken

over by workers' committees, but in 1981 all private business activities came under

the control of the state.

Abbas (1987) argues that oil prices increased from USD 2.3 per barrel in 1969 to

USD 25 per barrel in 1979, and after this increase in oil price, as stated by Giurnaz

(1985), Libyan' oil revenues increased from LD 2.4 billion to about LD 6.5 billion

by 1980. The ODP growth rate was 38.8 % in 1980. This situation gave the

government the ability to increase spending on development in all sectors. Appendix

(3-2) shows the growth rate of the GDP by kind of economy activities.

As mentioned above, Libya depends on oil as a major source of income and almost

all of the country's foreign exchange earnings and Libya is relatively poor in other

resources (oil and natural gas exports represent 97.6% of total exports, and 31.36%

of GDP over the period of time from 1986 to 2000). Dependence on these two
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factors is particularly a problem when there is an economic downturn as world oil

prices slump.

In this regard, Fisher (1990) argues that during the 1980s, the Libyan economy was

deeply affected by the low price of oil. Furthermore, Mahmud and Russell (1999)

argue that the trade ban and economic sanctions introduced by the USA government

against Libya in 1981 and 1986 respectively have resulted in an end to American

imports of Libyan oil and a withdrawal of US companies, which were working in

Libya. Mahmud and Russell (1999) state that the US embargo and sanctions resulted

in a decline in the production capacity of crude oil due to the fact that most Libyan

oil fields consist of ageing American-made equipment and the operating companies

were unable to get spare parts.

Due to the decline in oil prices and quantity, Libyan's oil revenues declined from

USD 23.3 billion in 1980 to just USD 5 billion in 1988. The GDP recorded a

negative growth rate in 1987 (13.6%). Appendix (3-2) shows the ODP by kind of

economy activities. The decline in the GDP, as stated by Fayad (2000), was

attributed to several political factors, such as, OPEC operations to control prices; oil

production and oil exports quantities. According to Abuarroush (1996), this situation

caused series cash-flow problems and increased debt repayment problems.

As can be seen in Figure (3-1), GDP increased dramatically from LD 1223 million in

1969 to LD 10553.8 million in 1980, but GDP decreased sharply as it reached LD
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6011.6 million in 1987. Figure (3-1) also shows that the decline in GDP during this

period of time (1980-1987) is due to the severe decrease in GDP from the oil sector,

and slight decline in GDP from the non-oil sector.

As mentioned-above, the economic activities during the period of time from 1969 to

1992 were dominated by socialism ideology; therefore, with few exceptions in the

agriculture sector, the whole private sector was replaced by public agencies (see, for

example, Baii.-Elmal 1999).

Table (3-1) shows that the public sector dominated the economic activity during the

period of time from 1980 to 1998. It can be seen from Table (3-1) that the role of the

private sector in the economy increased over the time period from 1993 to 1998

compared to the other two previous periods. In this regard, Alqadhafi (2002) states

that the public sector received about 86.6% of the total investment, while the private

sector received about 13.4% over the time period from 1976 to 1990.

Table (3-1): The Distribution of Investment between Public and Private sector
from 1980-1990 (LD million)

Time Period	 Public sector	 Private sector
Amount	 Percentage	 Amount	 Percentage

	

1980-1987	 13923.3	 92%	 1211.7	 8%

	

1988-1992	 4856.4	 90.2%	 527.6	 9.8%

	

1993-1998	 7893.7	 85%	 1386.2	 15%

Source: Alsharif (2003) p 22.

Alqadhafi (2002) states that the annual reports of People's Board for follow-up

during 1989- 1990 stated that there was a misuse of economic resources by the

public sector. The report indicated that in the manufacturing sector, which employs

more than 47000 eniployees, only 17 out of 250 factories achieved production

exceeding 60% of their maximum capacity and in the agriculture sector, 98 out of

175 projects had stopped production. In this regard, Fayad (2000) states that the
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Libyan economy was affected by the world recession in the 1980s and, therefore, the

Libyan government was unable to fund its development plans and, as a consequence,

many projects were cancelled.

On the other hand, Alqadhafi (2002) argues that the lower return on capital is the

most serious problem in the Libyan economy. He states that the reasons for this

problem might be the justification of the economic projects which were on the basis

of social or political factors. The social and political factors, as stated by Alqadhafi

(2002), are: (1) some projects are located in remote areas from the market and (2)

some productive unities are also established away from raw material resources.

In an attempt to remedy these problems, several actions were taken by the General

People's Committee (the government). These actions included liquidation and

transfer of subordination. As a result, some productive unities and projects were sold

to the private sector and some of the agricultural projects and productive unities were

transferred to the Secretary of Livestock and the Secretary of Industry respectively,

but decreasing productivity is still continuing in these factories and with projects

according to Alqadhafi (2002).

3.2.2 After 1992

In 1992, the state reforms began to implement general economic and industrial

reforms, including reform of the banking sector. Since 1992, Libya has started the

policy of privatisation for its state owned (public) companies as well as encouraging

the establishment of private companies. The overall aim of this policy, as stated by

Saleh (2001), was to reduce public spending and gradually withdraw government

subsidies, and to encourage private initiatives in different sectors. The public

companies are defined as the companies that the state owns more than 50% from
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their shares, whereas, the private companies are known as companies owned by

individuals, families and/or institutions.

In 1992, the government passed Act number 9 of 1992 to enhance and regulate the

private sector activities in the nation. The act permits the establishment of private

business activities owned and managed by families and individual entrepreneurs. The

act also allows the selling of publicly held companies to private investors, which has

resulted in the emergence of some private companies. According to this Act, the

state wants to transfer its role from sole owner to that of a shareholder with limited

liability and limited responsibility or fully privatise the state owned companies. In

this regard, in the industrial sector, the ownership of 147 productive units were

transferred to employees as part of the quasi-privatisation process (see for example,

Saleh, 2001).

In addition, there was a move to encourage foreign investments in the Libyan market

as evidenced by Act number 5 of 1997. According to law No, S of 1997, 63 projects

have been given permission to start, but only 19% of these projects were successful,

while 32 % of the projects are still under construction. The remaining projects (49%)

have not been started yet as shown by Table (3-2).

Table (3-2): Foreign and Domestic investments were introduced by the Libyan
Enterprise for encouraging investment (LD Thousand)

Number of	 Investment Costs

Projects__________________ ________________
Number	 %	 Foreign Investment	 Domestic

Investment
Amount	 %	 Amount	 %

______	 (USD)	 (LD)
Achieved Projects 	 12	 19	 180426	 21	 28355

	
7

Under construction	 20	 32	 100481	 12	 23141
	

5
Projectshavenotstartedyet	 31	 49	 569203	 67	 381011	 - 88

Total	 63	 100	 850110	 100	 432507
	

100

Source: the Libyan enterprise for encouraging investment- Report on 14/4/2003.
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On the other hand, the corrective efforts of restructuring the Libyan economy were

hampered; inter alia, by the UN sanctions against Libya. The UN sanctions had been

imposed on Libya in 1992 and suspended later in 1999 after two suspects wanted for

the 1988 bombing of a USA airline were handed over for trial. In accordance with

Security Council resolution 1506 (2003), the UN sanctions against Libya were lifted.

Although Mahmud and Russel (2002) argue that Libya has successfully exploited its

own petroleum resources and the UN sanctions against Libya were futile in the oil

and natural gas sector, the Libyan mission to the UN reported in a letter to the

Security Council in March 2000 that the implication of Security Council resolutions

748 (1992) and 883 (1993) has affected all infrastructure development programmes

and plans and, therefore, the Libyan economy has been negatively affected by these

sanctions3.

According to this letter, Libya quantified the cost of the sanctions at USD 33.602

billion from 151h of April 1992 to 5th of April 1999. This includes USD 1.430 billion

in the health sector, USD 1.495 billion in agriculture, USD 6.610 billion in the

Livestock sector, USD 3.713 billion in transport and communications, USD 5.850

billion in mining and industry, USD 8.627 billion in trade sector, and 5.877 billion in

the energy sector.

Figure (3-1) shows that GDP increased gradually during the sanction period,

although the GDP from the oil sector was fluctuating. Furthermore, after 1998, GDP

increased sharply, due to the sharp increase in the GDP from oil sector. It might be

also attributable to the suspension of the UN sanctions against Libya on 	 of April

1999.

Libyan Mission to the UN- Report dated on 8th of March 2000.
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The finance sector usually plays a vital role in financing business operations in the

state. The next section describes the components of the finance sector and their

developments.

3.3 The Components of the Finance Sector

The finance sector is usually divided into a currency market and a capital market.

The currency market in Libya consists of six commercial banks and the capital

market consists of four specialised banks and some other financial institutions. The

commercial banks (the currency market) are: the Commercial Bank, Jamhoriya

Bank, Ummah Bank, Wanda Bank and Commerce and Development Bank. The

capital market consists of four specialised banks (the Agriculture Bank, Development

Bank, Savings and Real Estate Investment Bank and Libyan Arab Foreign bank) and

the National Banking Institution, the Insurance Company of Libya, the United

Company for Insurance and the Libyan Arab Company for Foreign Investments.

3.3.1 The Banking Sector

Following the government nationalising all banks in 1970, the banking system is

highly centralised and has been under state control, but the banking sector has

witnessed some important developments during the last decade. As a part of the

reformation of the economy, Law No 1 of 1993 was issued in order to allow the

establishment of private banks, therefore, the first private commercial bank was

opened for business in Benghazi in June 1996 (the Bank of Commerce and

Development). Furthermore, Law No 1 of 1993 allows foreign banks to open

branches, agencies or have representatives in Libya.

Alqadhafi (2002) states that three of the six commercial banks are owned entirely by

the state; they are the National Commercial Bank, the Jamhoriya Bank, and the

67



Ummah Bank. He added that the Central Bank of Libya owns 70.5% and 87% of

Wanda Bank and Sahara Bank respectively, while individuals own the rest of capital.

The Bank of Commerce and Development is privately owned. Table (3-3) shows the

distribution of 269 branches and agencies of the commercial banks.

Table (3-3): Number of branches and agencies of Libyan commercial banks

Municipalities! Commercial Jamhoriya Urnmah Wehda Sahara Commerce	 Total

banks	 and
Development*

Tripoli	 13	 20	 16	 16	 11	 2	 78

Benghazi	 5	 6	 2	 14	 8	 2	 37

Sirte	 6	 10	 7	 12	 4	 2	 41

Zawia	 4	 6	 7	 7	 5	 1	 29

Jabel	 5	 7	 7	 8	 1	 -	 28

Sebha	 8	 3	 5	 1	 4	 -	 34

Jabel Akhdar	 13	 6	 1	 9	 5	 1	 35

Total	 54	 58	 45	 68	 38	 8	 269

Source: Alqadhafi (2002), p 108.
*The number of branches and agencies of the Commerce and Development Bank was updated from
its web site.

The four specialised banks are owned fully by the state. They are; the Libyan Arab

Foreign Bank, the Agriculture Bank, the Development Bank, and the Savings and

Real Estate Investment Bank.

The Libyan Arab Foreign Bank deals with all international banking operations while

the Agriculture Bank aims to provide financial facilities to people engaged in

agriculture and animal activities particularly in the drought seasons. The

Development Bank aims to provide loans to productive projects in the industrial,

agriculture, and tourist sectors, whereas, the Savings and Real Estate Investment

Bank aims to provide loans for building and buying houses for the citizens (see, for

example, Alqadhafi, 2002).
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3.3.2 The National Banking Institution

The National Banking Institution was established according to law No, 1 of 1997.

The main aim of the National Banking Institution is to supervise and control the

national banks according to Alqadhafi (2002).

A series of private banks called national (native) banks were opened in different

areas in order to promote regional economic development. The first national bank

was opened in Misurata city in December 1996. Until 2000, 44 national banks were

opened in different regional areas. Alqadhafi (2002, p 107) summarised the aims of

the National Banking Institution as follows:

"Borrowing from public quarters and financial institution to
finance projects through the national banks,
Management of the borrowed financial resources,
Carrying out studies that serve the activities of the national
banks,
Provision of assistance and counselling to the national banks,
Ensuring that the national banks observe the articles and rules of
the Banking Law and legal precautions."

Fayad (2003) argues that the Libyan banks suffer from surplus in liquidity. In this

regard, he states that the liquid surplus reached about LD 1323.9 million in 2000, and

the cash, which is available in the banks, exceeds what is required as the cash legal

reverse by 144%. Fayad (2003) also argues that the reason for that may be the

absence of a secondary capital market, as the Libyan banks do not have enough

investment opportunities in the local market.

The Jamhoriya bank, as shown in Table (3-4), is the biggest bank in terms of total

assets, total deposits and total credit in 2000, while the Wehda bank is the most

profitable bank in 1999 and 2000. Furthermore, the Commerce and Development

bank, which is a private bank, has grown rapidly as its assets had increased by more

than 100% in 2000 compared to the previous year.
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Fan et a!. (2003) argue that in a country that has a large banking sector; companies

are more likely to use more short-term debt than long-term debt due to the

monitoring capabilities of banks. Therefore, the previous discussion on the banking

sector may help in understanding and explaining some aspects of the debt policy in

Libya.

3.3.3 The Insurance Companies

Fayad (2003) argues that before 1969, there were 24 foreign insurance agencies and

four domestic insurance companies working in Libya, and after the revelation of

1969, all 24 foreign insurance agencies were stopped and the four domestic insurance

companies were merged into two companies. Furthermore, the General People's

Committee issued a decision on 23/12/1980 for merging the two insurance

companies under the name of the Insurance Company of Libya, and until 1996 it was

the only insurance company that performed the insurance activity in Libya.

In accordance with the reformation of the Libyan economy, and to encourage the

private sector to take part in the restructuring process, the United Company for

Insurance was established in 1996. The state owns 65% of its capital, while private

investors own 35% of its capital.
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The insurance companies can use the money that is gathered from their insurance

activities for financing new investment. Fan et al. (2003) state that in countries that

have a larger insurance industry, the companies are more likely to use less short-term

debt. Fan et al. (2003) argue that due to the long-term obligations of the insurance

companies, they can hold longer-term securities and lend long-term debt. In view of

that and the small insurance industry, Libyan companies are more likely to use more

short-term debt due to the small size of the insurance sector.

3.3.4 The Libyan Arab Company for Foreign Investment (LAFICO)

LAFICO was established in 1981. It is fully owned by the state and its capital is

about LD 500 million. LAFICO now has investment in more than 45 countries in the

industrial, agricultural, transportation, fishing, and mining sectors. Furthermore, it

owns companies' shares in other countries. Fayad (2003) argues that although

LAFICO concentrates on investing in projects out of Libya, it has lent hard currency

to some Libyan companies.

3.3.5 The Stock Exchange Market

Most finance textbooks define the stock exchange market as the place where

companies and other institutions that require funds to finance their activities come

together with individuals and institutions that have money to invest. The existence of

an efficient capital market, as stated by Borda and McLeay (1996), will help in

improving the allocation of financing sources, comparing the investment

opportunities, diversifying portfolios and more importantly, converting shares to cash

when required.

Generally speaking, there are two types of stock exchange markets namely, a

primary market, and a secondary market. The primary market is a market where
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shares are issued. Banks usually play a major role in primary markets. A secondary

market is a place where shares already in circulation are traded. In Libya, there is

only a primary market available. This may present a major barrier for Libyan

companies to raise capital needed for investment.

Financial economists (Keister, 2000, Demirgucs-Kunt and Levine, 1996 and Ratcliff,

1980 among others), emphasise the importance of a secondary capital market. They

pointed out that benefits resulting from the existence of a secondary capital market

are: (1) encouraging innovation and private enterprises, (2) economically allocating

the resources and (3) smoothing the progress of the privatisation. Furthermore,

Alqadhafi (2002) stresses the importance of the creation of a secondary capital

market as it will encourage and facilitate privatisation programmes and attract

foreign investors for trading shares in Libya.

Firms in Libya can obtain funds by issuing new shares through banks as well as

raising credits mainly from banks. The non-existence of a secondary stock exchange

in Libya, however, deters the extent of raising funds when needed for various

purposes. Libyan companies will therefore, tend to finance their investment

opportunities externally from banks and internally from their retained earnings (for

more details see annual report of People's Board for follow-up, 2000).

3.4 The Commercial and Tax Laws

La Porta et al. (1998) argue that the legal system is divided into a few legal families

or traditions. In this regard, they argue that commercial laws come from two

traditions: common law, which is English in source and civil law, which comes from

Roman law. The civil tradition has three major families: French, German, and
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Scandinavian and La Porta et al argue that the civil legal tradition is the oldest, the

most influential and the most dominant tradition around the world.

According to La Porta et a!. (1998), most Arab countries, particularly the Northern

African countries adopted the French law principles in their commercial law and

Kilani (1988) argues that Libyan commercial law has also been based on the

principles of the French law.

La Porta et al. (1997 and 1998) argue that the legal system based on common law

offers investors better protection than those based on civil law, and that the French

civil-law countries generally have the weakest legal protection of investors in terms

of shareholders rights, debtholders rights, and the enforcement of law.

In Libya, the commercial law was issued in 1953 in order to regulate business

activities. The Libyan Commercial Law divided the businesses into four types:

general partnership, simple limited partnership, limited partnership with shares and

joint stock companies.

According to Articles 445 to 451 of the commercial law, general partnership

companies are defined as those companies which are owned by partners who are

jointly legally responsible for their business debt, while simple partnership

companies are to be operated by one or more active partners who have unlimited

liability for their company's debt and by one or more inactive partners whose their

liability do not exceed their contributions to the capital. Whereas, limited partnership

companies are defined as those companies where liability is limited to the full

payment of their shares (see, for example, Saleh, 2001).
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According to the commercial law, Libyan companies are required to have three

bodies: an Administration Board, a General Assembly and a Watching Committee.

The Administration Board runs the company in the light of the general policy that

should be adopted by the General Assembly, while the Watching Committee are

required to make sure that the company's management enforces its activities in

accordance with the rules. The General Assembly consists of a company's

shareholders, and it is usually considered as the place where the shareholders can

exercise their rights, such as, voting for directors and on major company issues.

Brealey and Myers (2003) argue that companies usually have one type of shares and

each share has one vote, but sometimes a company has different types of shares,

which differ in their rights to vote. In other words, the basic principle for voting is

one-share-one-vote, but there are many ways to avoid this principle. In this regard,

La Porta et al. (1998) state that companies can issue shares with non-vote, low- and

high vote, founders' share with high voting rights, and shares whose power of vote

increases when they are held longer. In Libya, there is anotheT 'way out of the one-

share-one-vote principle; it can be argued that it is one-person-one-vote, as

companies restrict one vote that any given shareholders can exercise at the General

Assembly meeting, regardless of how many shares he or she has4.

The most basic right of debtholders is to repossess collateral. This right is hampered

in some countries. In this regard, La Porta et al. (1998) state that the repossession of

collateral might lead to the liquidation of a firm, which might be viewed as socially

undesirable. This would be especially true when economies have adopted the

The researcher is a member of the board of directors of the Gameriuis national bank, and the voting
process was carried out according to one-person-one-vote principle.
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socialism ideology that aims, inter alia, to provide job opportunities and these job

opportunities would be lost if the company was liquidated.

A legal reserve is considered to be the most common debtholders' right in all civil-

law countries (Libya among them). Accordingly, companies are required to maintain

a certain level of capital to avoid automatic liquidation. Libyan companies are

required to maintain a certain level of capital as a legal reserve, which is 5 % of

annual net profit before tax until it reaches one fifth of paid-in capital (see, for

example, Mahmud, 1997).

La Porta et al. (1997) argue that the legal environment influences the size of the

capital market, which, in turn, affects capital structure decisions. In this regard, La

Porta et a!. (1998) state that the legal protection to investors, which includes the

content of the law and the quality of its enforcement, is one of the most important

treatments to mitigate agency problems.

Libya, a French-civil-law country, may have inadequate protection for investors

compared to other civil-law traditions and, as a result, Libyan companies may suffer

more from agency problems. This may imply that these companies are more likely

to use short-term debt as the shorter maturity limits the potential expropriation of

debtholders' right and are less likely to use equity in accordance with suggestion of

Fan et al. (2003).

La Porta et al. (1998) argue that the concentration of ownership of shares in a

company indicates the investor's protection, as more concentrated ownership of

shares leads to poor investor's protection.
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In Libya, for example, Article 5 of Act No 9 of 1992 indicated that the maximum

individual share ownership, in companies with less than LD 0.5 million, less than LD

1.0 million, less than LD 20 million, and more than LD 20 million, should not exceed

12, 10, 8, 5 percent of the total shares respectively. This can be viewed as more

protection to the small investors but at the same time, it can be also viewed as

unfriendliness of the law to investors.

Tax systems differ, inter alia, in terms of whether the interest payments and

dividends payments are tax-deductible and whether the interest payments and

dividends payments are taxed at both the corporate and personal level (see, for

example, Fan et al., 2003). According to the Libyan Tax Law No, 64 interest

payments on debt are tax-deductible, but dividends on equity are not tax-deductible

at the company level. This tax treatment of interest payments on debt might affect

capital structure choice of Libyan companies, and, renders, debt financing more

attractive than equity financing in accordance with the suggestion of Fan et al.

(2003).

3.5 The Accounting and Auditing Profession Law

Kilani (1988) argues that Libyan companies follow accounting practices consistent

with North American Generally Accepted Accounting Principles (GAAP). This is

partly because foreign firms in Libya were mainly from the UK and the USA and

partly because American accounting textbooks and methods are used in the

accounting education system in the Faculties of Economics and Commerce at the

Libyan Universities (see, for example, Mahmud, 1997).

Accounting and Auditing Profession Law No 116 was issued in 1973, resulting in the

establishment of the Libyan Charter Accountants and Auditors Union. Law No 116
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of 1973, aims, as stated by Saleh (2001), to regulate the accounting profession and to

follow up the international developments in accounting and auditing professional

through organising and participating national and international seminars and

conferences.

The Libyan Charter Accountants and Auditors Union is criticised, because it has

done little work for issuing or adopting accounting standards in Libya. In this regard,

Bait Elmal et al. (1988), surveyed the accounting standards and principles applied by

Libyan companies and they found that the accounting standards and principles

applied by Libyan companies differed from company to company. They attributed

the differences to differences in the accountants' professional and educational

backgrounds. Perhaps, this is not surprising as the aim of accounting systems in most

socialist orientated economies, as stated by Garrod and McLeay (1996), is to provide

financial statistics for use in higher-level budgets rather than providing information

to outsiders at the level of finn.

Another drawback is that Libyan accountants are not required to pass an exam to be

authorised as chartered accountants and auditors. The law No 116 of 1973 requires

accountants to have at least a BSc in accounting to be allowed to practise accounting

and auditing services.

Charter accountants and auditors play a vital role in certifying the company's

accounts in order to enhance their reliability, which in turn mitigate the asymmetric

information problems between the parties involved (see, for example, Fan et al.

2003). On the other hand, Fan and Wong (2002) state that auditors play a vital

monitoring role to mitigate agency conflicts between controlling owners and

minority shareholders. With regard to capital structure choices, Fan et al. (2003)
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state that in countries that have a strong audit function, companies are more likely to

have lower leverage and longer maturity debt than companies with weaker audit

function.

In the light of the above-mentioned drawbacks of Accounting and Auditing

Profession Law and the weaknesses of accounting practises in Libya, one may expect

Libyan companies are more likely to have higher leverage and shorter maturity debt

in accordance with suggestion of Fan eta!. (2003).

3.6 The policy of giving credit

As discussed above, the banking sector is considered, compared to other components

of the finance sector, as a larger sector while the insurance sector and other financial

institutions are relatively small. On the other hand, the commercial law, as it is

adopted the French civil law principles, does not provide adequate legal protection of

investors.

The combination of the above-mentioned factors with the absence of a secondary

capital market in Libya, may lead Libyan companies to adopt a particular financing

policy. Therefore, it can be argued that Libyan companies are more likely to be

financed by debt over equity and especially by short-term debt financing.

The Libyan government adopted a policy of giving credits to various sectors in order

to enhance and improve the social and economical situation of the country. Table (3-

5) presents the level of credit provided by the Libyan commercial banks for different

investment purposes.
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GMR Loans* II Social Loans II Total

81
81
112
170
230
373
373
373
373
373
373
373

373

3053.3
3152.3
3392.3
3710.2
3986.1
4281.5
3915
4165.9
4530.2
5203.6
5584
6057.6

6109.9

62.5
85.2
104.2
127.3
149.9
102.3
274.4
394.9
506
723
939.2
1091.7

1167.1

As can be seen in Table (3-5), the total amount of credit has almost doubled from LD

3053.3 million in 1990 to LD 6057.6 million in 2001. It is apparent from Table (3-5)

that loans to economic activities also raised dramatically in the first quarter of 2002.

Table (3-5): Commercial Banks Credit to various Sectors (LD Million)

End of Loans to Economic Housing Loans
__________ Activities	 ________________

1990	 1784.3	 1125.5
1991	 1784.1	 1202
1992	 1917	 1259.1
1993	 2133.4	 1279.5
1994	 2296.1	 1310.1
1995	 2462.7	 1343.5
1996	 1877.9	 1389.7
1997	 2072	 1326
1998	 2290.8	 1360.4
1999	 2647.9	 1459.7
2000	 2802.9	 1468.9
2001	 3156	 1436.9
2002
Qi	 3090.9	 1478.9

*GMR: Means the Great Man-made River Project
Source: Central Bank of Libya.

This increase in the level of credit may be attributable to the policy that has been

adopted by the government for giving credit to the different economic activities. The

main aim of this policy, as stated by Saleh (2001) was to reduce public spending and

government subsidies. Libyan public companies have been changed by this policy

from the form of not-for- profit companies to profit-maximising companies. In this

regard, Alqadhafi (2002) argues that the shortage of cash flow in most Libyan public

companies has led those companies to borrow from commercial banks to cover their

expenses, and, as a result, many companies are exposed to high level of debt.

In summary, the Libyan economy is in a transition period, and during this economic

transition, the capital structure of Libyan companies might be affected due to the

shortage of financing from the state. Therefore, the Libyan economy has gradually

moved towards the direction of a market economy.
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Subsequently, there is a need to study the capital structure of Libyan companies in

the light of the reformation of the economy and the absence of a secondary capital

market.

3.7 Conclusion

The characteristics and the developments of the Libyan economy have been reviewed

in this chapter since the revolution of 1969 in order to provide a framework within

which the study' observations are to be interpreted and understood. As pointed by

Fan et at. (2003), the characteristics of the companies and the institutiona)

environment are considered to be the most important factors for explaining and

understanding the capital structure decisions in different contexts.

The severe decline in world oil prices in 1980s and the effect of the UN sanctions

against Libya during the 1990s have been explained in order to clarify the crises that

Libya faced in the 1980s and 1990s. The discussion then moved on to describe the

restructuring programs of the Libyan economy as they marked the beginning of a

period that changed Libyan public companies from the form of not-for-profit

companies to profit-maximi sing companies.

The review of the legal system, the tax system and the accounting and auditing

profession law highlighted the legal determinants of capital structure in Libya. The

next chapter will discuss the methodology of this study.
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Chapter Four: Research Methodology

4.0 Introduction

In the previous two chapters the theory of capital structure, the determinants of

capital structure and the features of the Libyan economy were reviewed and

discussed. In this chapter, the research hypotheses are formulated in the light of

capital structure theories, characteristics of the Libyan economy and some non-

financial and behaviour factors. This research project utilises balance sheets, income

statements and survey questionnaire to collect data; thus, the hypotheses are

examined using different research methods in collecting and analysing data. This

chapter illustrates the methodology of this research project.

This chapter is divided into four sections. The first section explains the purpose of

the study while the second section illustrates the stages of the research. Section three

provides justification for the research methodology and section four concludes the

chapter.

4.1 The purpose of the study

Gaud et al. (2003) argues that the debate as to which theory of capital structure

provides a better explanation of the capital structure choices of firms is still

unresolved. Despite the fact that capital structure theories have attempted to explain

firms' capital structure decisions, firm-specific factors and macoeconomic

conditions influence firms' capital structure in different environments. In this regard,

Gleason et al. (2000) argue that the legal environment, the tax environment, the

economic system, and technological capabilities influence the capital structure in the

fourteen European community member countries examined in their study.

Furthermore, Korajczyk and Levy (2003) argue that both macroeconomic conditions
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and firm-specific factors have an effect on firms' financing choices. As stated by

Antoniou et al. (2002), the capital structure decisions of firms are not only affected

by its own characteristics, but also by its surrounding environment. The surrounding

environment may affect the firms' capital structure for different reasons, such as, the

deterioration or the improvement in the state of the economy, the existence of a

secondary capital market and/or the size of the banking sector.

Other empirical studies at the international level, however, have reported conflicting

results, for example, Booth et al. (2001) state that although debt ratios in developing

countries seem to be affected by the same factors that are significant in developed

countries, the macroeconomic conditions such as GDP growth rates, inflation rates

and the development of capital markets play an important role in determining firms'

capital structure. Rajan and Zingales (1995), however, suggest that future research

should proceed in two ways. Firstly, by continuing to develop the relationship

between theoretical models and empirical findings by widely applying the models to

different situations, and secondly, by incorporating the institutional differences

between countries when specifying the theoretical models.

Booth et al. (2001) conducted their study on developing countries, which have some

similarities to developed countries such as the existence of a secondary capital

market. The importance of studying capital structure in the Libyan environment

however is attributable to two reasons. Firstly, Libya's macroeconomic conditions

may differ significantly from other countries in terms of GDP growth rates and

inflation rates. The most unique feature of the Libyan economy is the absence of a

secondary capital market which might deter investors from making long-term

investment in equity or debt. Secondly, the UN sanctions and the decline in oil prices
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in the 1990s may have a vital impact on the Libyan economy and its financing

policy. As discussed in chapter three, the UN sanctions have, inter alia, hampered

foreign capital and investments from entering the Libyan market. Such a situation

may decrease the mount of funds that are available for Libyan companies' financing.

Subsequently, there is a need to study the capital structure of Libyan companies, and

to investigate how Libyan companies can overcome the problem of a lack of a

secondary capital market in their business environment and the impact of the UN

sanctions on Libyan firm's capital structure. Effectively, there is a need to explain

and understand the financing behaviour of Libyan companies.

Therefore, the main aim of this research project is to answer these three questions:

1- Which of the three categories of modern capital structure theory (static trade-off,

agency costs, and asymmetric information theories) provides a better explanation of

the financing behaviour of Libyan companies?

2- How do managers' preferences, beliefs and attitudes influence the capital structure

decisions of Libyan companies?

3- Do the factors that affect cross-sectional variability of capital structure in

emerging market countries have similar effects on Libyan companies' capital

structure?

4.2 Outline of the research project

This study applies quantitative models to examine the hypotheses by utilising data

extracted from the financial statements of Libyan companies. In order to test some

behaviour (non-financial) factors, data were gathered by survey questionnaires that

were forwarded to Libyan companies. Finally, data from 13 developing countries:
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Brazil, Chile, Hong Kong, India, Malaysia, Mexico, Pakistan, Singapore, South

Africa, South Korea, Taiwan, Thailand and Turkey were obtained from Datastream

and were utilised in an attempt to analyse and, where possible, explain differences in

the financing patterns between emerging market companies and Libyan companies.

The quantitative approach was adopted in order to understand and explain the

financing behaviour of Libyan companies and to analyse the differences, if any, of

financing patterns between Libya and the other 13 emerging market countries. The

quantitative approach can utilise data from relatively large number of companies

rather than just examining a small number of cases. The results of testing a large

number of companies allow generalising the findings. The quantitative approach is

described as an extensive approach, which employs less detail and more generality.

Accordingly, it is believed that the quantitative approach is an appropriate

methodology for this research project.

This research project tests the hypotheses that are derived according to the theory of

capital structure, characteristics of the Libyan economy, and the impact of managers'

preferences, beliefs and attitudes towards debt and equity. The research project

involves four main stages, each of which are summarised below.

4.2.1 Stage 1: Review of the Literature Related to Capital Structure and the

Libyan Economy

The studies of determinants of capital structure in both developed and developing

countries were reviewed in order to determine the factors that have been used to

explain the financing behaviour and which of these factors has an effect on firm's

capital structure.
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New directions in capital structure research, which focus on the use of questionnaire

and interviews, were also reviewed. Furthermore, as pointed out by Michaelas

(1998), the combination of different methods of data collection and analysis in

capital structure studies provides a "triangulation" approach.

Chapter three discusses the unique features of the Libyan economy including (1) its

dependency on oil as a major source of income and foreign exchange earnings, (2)

the absence of a secondary capital market and (3) the impact of the UN sanctions.

The Acts related to the reformation of the Libyan economy were also reviewed in

chapter three in order to a get comprehensive picture of enterprise development in

Libya.

4.2.2 Stage 2: Regression Analysis of the Libyan data

Despite the differences in the reporting style for accounting information in financial

statements in Libyan companies, this accounting information allows for the

calculation of variables, which have previously been identified, as relevant to capital

structure decisions.

4.2.2.1 Choice of explanatory variables for analysis

Both theoretical and empirical capital structure studies have generated results that

attempt to explain the determinants of capital structure. As a result of these studies

some broad categories of capital structure determinants have emerged. In this

regard, Titman and Wessels (1988), and Harris and Raviv (1991) point out that the

choice of suitable explanatory variables is potentially debatable. This is due to the

possibility for model misspecification, such as, excluding important variables from

the model andlor including irrelevant variables in the model.

86



In this research project, I concentrate on four key variables identified in studies by

Rajan and Zingales (1995), and Bevan and Danbolt (2000 and 2002). The selected

explanatory variables are: tangibility, size, profitability, and the level of growth

opportunities. Generally speaking, the selection of explanatory variables is primarily

guided by the results of previous capital structure studies. In particular, these four

explanatory variables are identified as important factors in the 0-7 countries (Rajan

and Zingales, 1995), as well as in ten developing countries (Booth et al., 2001).

The following describes these explanatory variables and sets out the hypotheses. The

hypotheses are developed in the light of the trade-off, agency cost, and asymmetric

information theories.

Profitability

It is widely accepted th,at the past profitability of a firm, and consequently the

amount of earnings available to be retained, should be an important determinant of

capital structure. Profitability is measured by the ratio of profit before tax to total

assets. As high profits increase the debt capacity of a firm, companies will choose to

increase their debt to take advantages of tax deductibility. Urn (2001) states that high

profit levels also lower the probability of bankruptcy giving rise to higher incentives

to use tax shields, thus leading to a higher level of debt. The static trade off theory,

thus, states that there is a positive relationship between profitability and financial

leverage.

On the other hand, Bevan and Danbolt (2002) state that the more profitable firms

should hold less debt, because high levels of profits provide a high level of internal

funds. Consistent with this argument, the pecking order theory states that firms use

internal funds before external funds to finance their investments opportunities. In

87



other words, firms prefer raising capital, first from retained earnings, second from

debt, and finally from issuing new equity. Consistent v ith the pecking order theory,

work of Titman and \Vessels (1988), Rajan and Zingales (1995), Antoniou cit al.

(2002) and Bevan and Danbolt (2002) in developed countries, Booth et al. (2001).

Pandey (2001). Urn (2001), Huang and Song (2002), Wiwattanakantang (1999). and

A1-Sakran (2001) in developing countries all find a negatie relationship beteen

leverage ratios and profitability. Consequently, the null hypothesis is as folIos:

Hi.	 There is no significant relationship bent'een the leverage ratios and

Profitability.

A positie relationship betveen debt and profitability is consistent with the statk

trade-off theory, hereas a negati\e relationship between debt and profitability is

consistent with the pecking order theory.

Growth

Urn (2001) argues that the moti\ation for an association betveen growth and

financial leverage is to the extent that growth results in funding pressure for

investment opportunities. Firms vi11 finance their inestment opportunities by

internal funds or/and by external funds. Preious studies (Rajan and Zingales. 1995:

Be an and Danbolt, 2002, among others) have used market-to-hook ratio as a

measure of growth 5 . It is not possible, howeer. to compute this ratio in this study

due to the absence of a secondary capital market in Libya: hence the market alue of

equity cannot be ascertained. In this study. I measure the groth of the f rm by the

The ratio fthe bo k aIue ott tal assets (TA B V less the book aue ofeqrnt' E B p us the mrlet
aIue ot equit EM ,to the bo k a ue it total assets TA	 .

TA -	--
TA
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percentage change in total assets, in accordance with Urn (2001), Fattouh et al.

(2003) and Al-Sakran (2001).

Myers (1977) argues that shareholders in growing companies may take action

contrary to the interests of debtholders. In addition, lenders may require some

limitations on lending to such companies. Titman and Wessels (1988) point out that

the cost associated with the agency relationship between shareholders and

debtholders is likely to be higher for firms in growing industries. Firms in such

industries have more flexibility in their choice of future investments. Therefore,

companies with valuable growth opportunities are more likely to have low debt ratios

as pointed out by Myers (2001).

Consistent with these predictions, Titman and Wessels (1988), Chung (1993), Rajan

and Zingales (1995), Barclay et al. (1995) and Barclay and Smith (1996) find a

negative relationship between growth and the level of leverage on data from

developed countries. In developing countries, the studies show conflicting results, for

instance, Al-Sakran (2001) finds a negative relationship between growth and the

level of leverage in Saudi Arabia, whereas, Booth et al. (2001) argue that this relation

is generally positive in all countries in their sample, except for South Korea and

Pakistan. Furthermore, Pandey (2001) finds a positive relationship between growth

and both long-term and short-term debt ratios in Malaysia. The use of short-term

sources of debt, however, may mitigate the agency problems, as any attempt by

shareholders to extract wealth from debtholders is likely to restrict the firms' access

to short-term debt in the immediate future. Therefore, the null hypotheses should be

formulated as following:
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H2: There is no significant relationship between the leverage ratios and growth

opportunities.

A positive relationship between debt and growth is consistent with the pecking order

theory, whereas a negative relationship between debt and growth is consistent with

the agency cost theory.

Tangibility

Debt agency costs arise due to a conflict of interest between debt providers on one

side and shareholders and managers on the other side (Jensen and Meckling, 1976).

Managers have the motivation to invest funds in risky business for shareholders'

interest, because if the investment fails, limited liability of shareholders may mean

that lenders are likely to bear the cost. Jensen and Meckling (1976) argue that the use

of secured debt might reduce the agency cost of debt. It is well known that debt can

be secured by collateral. The agency cost approach of Jensen and Meckling (1976) is

consistent with the asymmetric information approach of Myers (1984) that issuing

debt secured by collateral reduces the asymmetric information related costs in

financing. The difference in information sets between the parties involved may lead

to the moral hazard problem (hidden action) and/or diverse selection (hidden

information), so debt secured by collateral may mitigate asymmetric information

related cost in financing 6 . In addition, the static trade-off theory suggests a positive

relationship between tangibility and leverage, as the company is less likely to be

forced into liquidation if debtholders can seize assets if the company defaults on its

6 Scapens (1991) contends that lack of direct observation or imperfect understanding of outsiders,
regarding manager's effect, causes moral hazard problem. In addition, Scapens (1984) argues that the
adverse selection problem appears when the outsiders can observe the manager' s action but do not know
the basis of manager's decisions.
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debt. Thus, firms with satisfactory collateral can obtain more secured debt, as the

lenders will feel safe by taking assets as collaterals. In line with Rajan and Zingales

(1995) tangibility is measured by the ratio of fixed assets to total assets. It is widely

accepted that the collateral value of assets can be a major determinant of the level of

debt finance available to companies.

For instance, whilst the work of Wiwattanakantang (1999) in Thailand, and work of

Urn (2001) in South Korea report a positive relationship between tangibility and

leverage, other studies such as Booth et al. (2001) in ten developing countries, and

Huang and Song (2002) in China, find that tangibility is negatively related to

leverage. It is argued, however, that this relation depends on the type of debt.

Nun (2000) argues that companies with a high fixed asset ratio tend to use more

long-term debt. Bevan and Danbolt (2000 and 2002) also find a positive relationship

between tangibility and long-term debt, whereas a negative relationship is observed

for short-term debt and tangibility in the UK. Pandey (2001) finds that both short-

term and long-term debt is negatively related to tangibility in Malaysia. However, the

null hypothesis is as following:

H3: There is no significant relationship between the leverage ratios and tangibility.

A positive relationship between debt and tangibility is consistent with the debt

agency cost explanation and the asymmetric information theory. This is because

issuing secured debt could reduce the presence of asymmetric information between

managers and investors. Urn (2001), however, suggests that if a firm's level of

tangible assets is low the management, for monitoring cost reasons, may choose a

high level of debt to mitigate equity agency costs. Therefore, a negative relationship

between debt and tangibility is consistent with an equity agency cost explanation.
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Size

Antoniou et al. (2002) argue that several studies find that the size of a firm is a good

explanatory variable for its leverage ratio. It is believed that larger firms have a lower

probability of bankruptcy than smaller firms. In addition, the larger firms may have

easier access to capital markets than smaller firms. Furthermore, Urn (2001) argues

that firm size may proxy for the debt agency costs (monitoring cost) arising from

conflicts between managers and investors. Um (2001) emphasises that the

monitoring cost is lower for the large firms than for small firms, therefore, larger

firms will be induced to use more debt than small ones. Rajan and Zingales (1995, p

1451) state that,

"The effect of size on equilibrium leverage is more ambiguous.
Larger firms tend to be more diversified and fail less often, so
size... may be an inverse proxy for the probability of
bankruptcy."

Bevan and Danbolt (2002) also argue that large firms tend to hold more debt,

because they are regarded as being "too big to fail" and therefore receive better

access to the capital market. Hamaifer et al. (1994) argue that large firms are able to

hold more debt than small firms, because large firms have a higher debt capacity.

Michaelas (1998) argues that smaller companies tend to have less long-term debt, but

probably more short-term debt than larger companies.

Interestingly, empirical studies find mixed evidence. Wiwattanakantang (1999),

Booth et al. (2001), Pandey (2001), Al-Sakran (2001), and Huang and Song (2002)

find a significant positive relationship between leverage ratios and size in developing

countries. While Rajan and Zingales (1995) find a positive relationship between size

and leverage in G-7 countries, Titman and Wessels (1988) state that the size factor

affects mainly the small companies and they have concluded that there is positive
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correlation between the size of the firm and the total debt ratio and the long-term

debt ratio. On the other hand, Bevan and Danbolt (2002) report that size is found to

be negatively related to short-term debt and positively related to long-term debt.

Remmers et a!. (1974) find no size effect.

Several measures of firm size have been used in previous researches. Fern and Jones

(1979) report that four different measures of firm size are used to represent the size

of the firm; total sales, total assets at book value, the average level of sales over a

particular time interval, and the average level of assets over a particular time interval.

Rajan and Zingales (1995) use the natural logarithm of sales to proxy for size but as

there were more observations for total assets than sales in my dataset, following Al-

Sakran (2001), Pandey (2002), Gonenc (2003) and Cassar and Holmes (2003), size is

measured by the natural logarithm of assets.

Despite some inconsistencies in the empirical evidence, the majority of empirical

studies suggest a positive relationship between size and leverage ratio. On the other

hand, some studies cast doubt about the positive relationship between short-term debt

and size. Bevan and Danbolt (2000 and 2002) report a negative relationship between

size and short-term debt.

Consequently, the null hypotheses would be as following:

114.	 There is no significant relationship between the leverage ratios and company

size.

A positive relationship between debt and company size is consistent with the trade-

off and the debt agency cost theories. This is because larger companies may have a

lower probability of bankruptcy and lower monitoring costs than smaller firms.
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4.2.2.2 Empirical analysis

The basic empirical model is a cross-sectional regression of the three different

measures of the company's debt ratio against four explanatory variables. Bevan and

Danbolt (2002) argue that capital structure studies have emphasised that the analysis

of the determinants of leverage based on total debt may disguise the significant

differences between long-term and short-term debt. Therefore, the debt ratios are:

total debt to total assets, short-term debt to total assets, and long-term debt to total

assets ratios. The explanatory variables are: profitability, tangibility, growth, and

firm size.

The cross-sectional regression used in this study is based on models used in Rajan

and Zingales (1995), and Bevan and Danbolt (2002), with some modifications in

both the leverage and explanatory measures.

4.2.2.3 Model Development

Rajan and Zingales (1995) use the following model:

Leverage (Firm ) = a + /3 i Tangible Assets + /3 2	 to Book Ratio

+73 3 Log Sales + /3 4 Return on Assets
Where:

Leverage is the ratio of debt to capitalization, when equity is measured at book

value and measured at market value;

a is the intercept;

Tangible Assets is measured by the ratio of fixed assets to total assets;

Market to Book ratio is the ratio of the book value of total assets less the book

value of equity plus the market value of equity, to the book value of total

assets;
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Log Sales is a proxy for the size of a company as measured by the natural

logarithm of sales;

Return on assets is the ratio of profit before interest, tax and depreciation to the

book value of total assets;

is the random error term.

Bevan and Danbolt (2002) use the debt components, short-term and long-term debt

in applying the Rajan and Zingales' model and Michaelas (1998) uses total debt,

short-term debt and long-term debt ratios in his study of UK privately held

companies.

Due to the absence of a secondary capital market in Libya, the market value of equity

is unavailable. Furthermore, due to the limitation of some items in our data, some

additional adjustments need to be made to the Rajan and Zingales, and Bevan and

Danbolt' models in order to employ them in the Libyan context. These adjustments

on the models are described as follows:

Zt =	 + / 111 X,1 + /, 1 D + /5 3 , Z X,Z D +

Where:

z, (Leverage) is computed as the ratio of total debt to total assets, long-term

debt to total assets, and short-term debt to total assets, in alternative

estimations;

X denotes the explanatory variables as following (n=1, 2, 3 and 4):

Profitability is the ratio of profit before tax to the book value of total assets;

Growth is measured by the percentage change in the value of assets;

Tangibility is measured by the ratio of fixed assets to total assets, and
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Size is measured by the natural logarithm of total assets

D denotes the dummy variable which equals 1 if the firm is a private firm, and

0 if the firm is a public firm;

a is the intercept, and

is the random enor term.

4.2.3 Stage 3: Survey Questionnaire

This stage involved the administration of a survey questionnaire. The questionnaire

is a commonly used tool for collecting data because it is flexible and can be used to

collect data cheaply from different research areas. However, writing a good

questionnaire to serve the study objectives is not an easy task, because it has been

found that badly written and designed questionnaires are usually associated with low

response rates (Al-Qudah, 1991). Also it may not achieve the objectives of the

research if it is badly written.

The decision to use a survey questionnaire is for three reasons. Firstly, the

questionnaire is a cheaper way of putting questions to many people. Secondly, the

questionnaire allows for asking very specific questions and collecting data that may

be difficult to obtain otherwise. Thirdly, the combination of a survey questionnaire

and mathematical models can, as stated by Michaelas (1998), provide a new research

methodology in capital structure research, and it can overcome some of the

disadvantages inherent with each individual technique for collecting and analysing

data.

The questionnaire was developed after reviewing the capital structure literature and

after studying the questionnaires that were conducted by previous studies in capital

structure including Graham and Harvey (2001) Michaelas (1998) and Ang and Jung
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(1993). The benefit from taking questions from other works, as pointed out by

Norton (1990), is to mitigate much of the difficulties inherent in survey design and

any potential criticisms of the questionnaire and the ability to compare results.

Furthermore, for facilitating comparability, an effort was made to keep the format

and design of our questionnaire similar to that of Graham and Harvey (2001),

Michaelas (1998) and Ang and Jung (1993) but with modifications as relevant to the

Libyan context.

The first draft of the questionnaire was circulated to group of PhD students in the

University of Liverpool Management School for feedback, and the sensitivity of the

questions was also tested by Libyan accounting and finance PhD students in UK

universities, including Sheffield Hallam University, the University of Salford and the

University of Liverpool. The questionnaire was revised following their suggestions.

The aims of the questionnaire are as follow:

1- To identify different aspects of Libyan companies' financial policies such as

sources of finance, availability of the overdraft facilities, firms' dividend policy and

financing issues and problems.

2- To identify the factors that might affect the amount of debt and firm's decisions to

issue shares.

3- To determine whether asymmetric information exists in the Libyan business

environment.

4- To gain an understanding of Libyan Managers' preferences, perceptions and

beliefs towards capital structure.
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In summary, the questionnaire focuses on three aspects: current practices on capital

structure (actions), manager's preferences and attitudes toward using debt and equity

(beliefs) and demographic information about the respondents.

4.2.3.1 The Basic Issues in Questionnaire Design

In order to achieve the aims of the questionnaire, several basic issues should be

considered. Sudman and Bradburn (1983) argue that a well-designed questionnaire

can make the tasks of both participants and researchers easier and reduces errors. In

this regard, Nachmias and Nachmias (1981) argue that some aspects such as, a cover

letter, high-quality paper and adequate spacing between questions and sections are

factors to be considered in designing the questionnaire. The front cover letter should

contain a study title and the name of the study sponsor. The issues of questionnaire'

size, amount of background information and types of questions were also considered

important aspects affecting the likelihood of achieving a high response rate are

discussed below.

Overall size

Although Scott (1961) states that there is no effect of the size of questionnaire on the

response rate, many researchers such as, Bancel and Mittoo (2002) and Bryman

(2001) report that short questionnaires receive higher response rates. Therefore, the

questionnaire of this study consists of 17 questions and the length of the

questionnaire was limited to four pages. PhD students in the University of Liverpool

Management School took, on average, about 20 minutes to complete the

questionnaire.
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Amount of background information

Background information helps respondents to understand questions and encourage

them to give meaningful responses. The questionnaire of this study includes general

instructions to the respondents in order to help them select the appropriate answer.

Pallant (2001) argues that the instructions of the questions are very important for the

respondents to properly answer the questionnaire.

Type of questions

Closed and closed choice questions were used, as they are quick to answer and their

answers could be written in quantitative form for data analyses purposes. Pallant

(2001) states that the combination of both closed and closed choice questions works

best, because they may clarify the meaning of questions for respondents. Closed and

closed choice questions were used in order to get quantitative data that cannot be

collected from financial statements. Three types of questions have been used in the

questionnaire. The first type employed a point ordinal scale (Four point Likert scale),

asking respondents to rate their agreement/disagreement with, or importance/

unimportance of, different statements.

The use of a four-point scale instead of a five-point scale is to avoid neutral answers

such as "do not know" or "cannot decide". The second and third types of questions

involved asking the respondents to rank the importance of a given list of alternative

answers and to fill-in the blanks respectively.

In other questions the respondents were asked to tick the answer that best describes

them and their companies at the end of the questionnaire. The variation in
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respondents and companies' characteristics potentially allows for a better

understanding the respondents' capital structure practices.

The questionnaires were distributed in person to the respondents for two reasons.

Firstly, the postal services are not good enough to send postal questionnaires to all

sectors of the economy in all Libyan cities and secondly, to improve the response

rate.

To improve the response rate to the questionnaire, it was accompanied by a covering

letter which emphasised the importance of the survey, assured anonymity and stated

the sponsorship of the study. According to Scott (1961) official sponsorship may

increase the response rate.

I mainly targeted those companies (55 companies) for distributing questionnaires for

which financial statements (financial data) were utilised in the regression analysis

stage. But questionnaires were also distributed to a further 95 companies.

4.2.3.2 Testing Some Assumptions and Conclusions of Capital Structure

As Norton (1990) suggests, some assumptions and conclusions in capital structure

cannot be tested using data extracted from financial statements, such as the signalling

and the agency theory of capital structure. In addition, testing the pecking order

theory of capital structure requires other kinds of financial statements that are not

available in Libya, such as, funds flow statements and dividends statements.

Therefore, the survey questionnaire was used to test the following hypotheses of

capital structure in the Libyan business environment.
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Testing the Pecking Order Theory

Myers and Majiuf (1984) argue that the information asymmetry between managers

and investors induces managers to prefer to finance new investment opportunities

first by retained earnings, second by debt and finally by equity.

To empirically test the pecking order theory of capital structure by using

mathematical models, data should be gathered from balance sheets, income

statements, funds flow statements and dividends statements (Frank and Goyal, 2003

and Shyam-S under and Myers, 1999). It is not possible; however, to test the pecking

order theory of capital structure by using mathematical models in Libya due to the

lack of funds flow and dividends statements. On the other hand, Chirinko and Singha

(2000) argue that testing the pecking order theory using methodology introduced by

Shyam-Sunder and Myers (1999) generates misleading deductions when evaluating

the patterns of external financing and argue that alternative tests are needed to

identify the determinants of capital structure.

The starting point for testing the pecking order theory is the existence of asymmetnc

information between the managers and the investors. In this regard, Chirinko and

Singha (2000) state that the central friction in the pecking order theory is the

existence of the asymmetric information between managers and less informed

outsiders. Ang and Jung (1993) state that the existence of asymmetric information is

not often identifiable from financial statements. Therefore, due to this reason and the

unavailability of funds flow statements and dividends statements of Libyan

companies, the survey questionnaire was used to test the pecking order theory of

capital structure in Libyan companies.
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The responding companies were divided according to their answers into two groups.

The companies that answered 'Agree' to question 12a (we feel that lenders tend to

underestimate the future prospects of our firm) were classified into high asymmetric

information group and vice-versa for the low asymmetric information group. The

high asymmetric information group companies are more likely to follow Myers'

pecking order than the low asymmetric information group, in accordance with Ang

and Jung (1993).

Consequently, the fifth null hypothesis is:

H5: There is no significant difference between the high asymmetric information

group companies and the low asymmetric info rmation group in following

Myers' pecking order.

Following Ang and Jung's (1993) methodology, the hypothesis should be accepted

when high asymmetric information group does not follow Myers' pecking order or

when both high and low asymmetric information groups follow the same financing

behaviour.

Testing the Signalling Information Theory

Ross (1977) argues that inside managers can use the financing decisions to send

signals to the market because the managers of firms have access to more information

than investors. In other words, firms attempt to signal inside information to investors

by announcing financing decisions in order to reduce information asymmetries. Ross

(1977) added that investors might perceive the announcement of increasing leverage

as a signal of high quality.
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The intuition for this argument is that managers will only increase leverage if the

company is likely to be able to meet the interest payments and! or that the firm has

investment opportunities over and above what can be financed by internally

generated funds. If investors perceive either of these to be the case, they are likely to

react positively to an announcement of increased leverage.

The survey questionnaire of this study was used to test the signalling theory of

capital structure in Libyan companies. Therefore, the null hypothesis (H6) and

associated secondary hypotheses are:

116: Libyan companies do not announce their debt policy to send signals to their

employees, costumers, suppliers, competitors and investors about

companies' stability and prospects.

In order to test this hypothesis, four secondary hypotheses were formulated as

follow:

H6.1: Libyan companies do not limit their debt to send signals about their

companies' stability.

H6.2: Libyan companies do not increase their debt to get concessions from their

employees.

H6.3: Libyan companies do not increase their debt to inform their competitors about

the impossibilit for reducing the output.

H6.4: The use of debt does not give investors a better impression of companies'

prospects than issuing shares.
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Asking such questions would be useful for testing the signalling information theory

in the Libyan context. This is because Libyan companies might use their debt

policies to send signals to their stakeholders, employees and competitors about their

companies' stability and prospects.

Testing the impact of manager's preferences, perceptions and beliefs on capital

structure decisions

This stage utilised data from two types of companies, private and public companies.

Previous capital structure studies (Michaelas, 1998 and Norton, 1990) state that the

capital structure decisions in privately owned companies are strongly determined by

behavioural issues. The separation of ownership and management is not clear in

Libyan private companies, as most of Libyan private companies are family owned

and operated. Therefore, manager's behavioural issues such as, manager's

preferences, perceptions and beliefs may have a vital impact on the capital structure

decisions of these private companies.

Huang and Song (2002) state that state ownership does not prevent public companies

from following the same behaviour of private companies in terms of external

financing. Consequently, the survey questionnaire was used to test the impact of

manager's preferences, perceptions, and beliefs on capital structure decisions in

Libyan companies. The issues arising from the behaviour consideration in relation to

the capital structure decisions are:

Manager's Risk Taking Propensi

It is well known that risky projects should yield, on average, higher expected returns,

so, as pointed out by Michaelas (1998), the characteristics of return are directly

related to financial risk. Furthermore, Weston and Brigham (1979) argue that the
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firm's capital structure represents the financial risk that firms could face. Therefore,

Barton and Gordon (1987) propose that the top management's risk taking propensity

will affect the firm's capital structure. They added that since the majority of financial

risk might come from financing policies, firm's capital structure would be related to

management's attitude towards risk. A high level of leverage suggests that either

managers are confident that interest payments can be met or they have a relatively

high risk-taking propensity hence it is likely that managers with a preference for high

risk will choose a relatively high level of leverage. As stated by Barton and Gordon

(1987), the large amount of risk that the managers can bear might lead to the large

amount of debt in firm's capital structure. Thus the next null hypothesis is:

H7:	 There is no significant relationship between the leverage ratios and

manager's risk taking propensity.

Mangers' risk taking propensity is measured in this study by utilising the Jackson

Personality Inventory. Four questions were used to measure manager's risk taking

propensity. These questions are: (1) Does your company encourage you to take

business risks when there is another option? (2) Does your company encourage you

to take risks so long as the potential gains are high? (3) Does you company usually

hesitate in putting itself in uncertain situations even if the expected returns are high?

and (4) Does your company encourage you to bonowing money for a business deal

so long as it should be profitable?

The respondents were asked to specify their agreement/disagreement on four items

related to risk-taking propensity on a four-point Likert scale. Risk-taking propensity

was measured by adding the total score from the four items for each respondent.

Each respondent can score a maximum of 16 (4 x 4) and a minimum of 4 (4 x 1).
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Business and Personal Goals

Private and public companies have differing goals. Michaelas (1998) argues that

owners/directors of private companies would like to have a control on strategic

decisions of their companies, whereas, public companies have different goals from

private ones, these goals are; providing job opportunities, and goods and services to

domestic markets.

Furthermore, due to the willingness for maintaining control and autonomy, capital

structure might be affected by their managers' goals. In this regard, Barton and

Gordon (1987) state that the capital structure decision is considered a strategic

decision and therefore, the company's debt position should attempt to assist top

management's goals. Jensen and Meckling (1976) argue that managerial control is

affected more by restrictive debt contracts than with issuing equity in the large

companies. It might be attributable to the fact that managers of the large companies

do not mainly have ownership control.

Barton and Gordon (1987) argue that while the finance paradigm suggests that the

goal of shareholders wealth maximization is the only goal for top management,

studies of Grabowski and Mueller (1972) and Pfeffer and Salancik (1978) found that

managers may have other goals than profitability such as, growth and the desire to

reduce levels of uncertainty.

Given that the owners/directors of Libyan private companies have both managerial

and ownership control, they may be concerned with a loss of managerial control due

to dilution of shares and restrictive debt contracts.
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Consequently, the capital structure decisions may be influenced by business and

personal goals. Thus, the use of the survey questionnaire allowed for formulating and

testing the following hypothesis:

[18: There is no significant relationship between the leverage ratios and business

and personal goals.

To test this hypothesis, the respondents were asked to specify their agreement or

disagreement with the importance of the following strategic goals for the future of

their companies including increase profitability, expand the firm, repay bonowing,

providing job opportunities, providing domestic market with goods and services and

maintain control.

Manager's demographic characteristics

Cassar (2004) argues that manager' demographic characteristics, such as, age,

gender, experience and education level might provide additional predictive power in

explaining financing behaviour. Age, experience level and education level are found

to be of importance in many decisions within the firm in general and financing

decisions in particular (Fredrickson, 1985; Cassar, 2004 and Donaldson and Lorsch,

1983). Cassar (2004) states that experience and education level obtained may provide

signals of better human capital and, therefore, might lead to easier access to debt

capital. Scherr et a!. (1993) found leverage is negatively related to manager's age and

experience. Michaelas (1998) also found that leverage is negatively related to

manager's age and positively related to the manager's level of education.

In this research project, three managers' demographic characteristic variables were

analysed in order to provide some additional predictive power in explaining the

financing behaviour of Libyan companies. They are age, experience and education
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level. Experience is measured by the number of years experience in the current job as

a manager. The null hypothesis (H9) is:

119: There is no significant relationship between the leverage ratios and manager's

demographic characteristics.

In order to test this hypothesis, three secondary hypotheses were formulated

regarding age, experience and education level as follows:

119.1:	 There is no significant relationship between the leverage ratios and

manager's age.

H9.2: There is no significant relationship between the leverage ratios and manager's

level of education.

119.3: There is no significant relationship between the leverage ratios and

manager's work experience in a similar position.

4.2.3.3 The Statistical Techniques used to Test the Hypotheses

This section describes the statistical methods used to test the hypotheses of the

survey analysis stage (H5, H6, H7, H8 and H9). The hypotheses examine the pecking

order behaviour, the signalling theory, the impact of manager's risk taking

propensity, the impact of manager's goals and the influence of manager's

demographic characteristics on the capital structure decisions of Libyan companies.

Generally speaking, the statistical techniques are classified into two main groups:

parametric and non parametric. Pallant (2001) argues that parametric techniques

assume that the sample is normally distributed, and each of the different parametric

techniques (such as t-test, ANOVA, and Pearson correlation) also have other
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additional assumptions. Normality of distribution is not assumed, however, for non-

parametric techniques such as, Kruskal-waflis, Mann-Whitney U, Binomial and Chi-

square and, therefore, the assumptions of non-parametric techniques are less likely to

be violated (see, for example, Freund and Wilson, 1993 and Tabachnick and Fidell,

1989).

Due to the nature of the above-mentioned hypotheses, two types of statistical

techniques are needed. The techniques are: techniques that can be used to explore the

differences between groups and techniques that can be used to explore the

relationship between variables.

Many of the variables use in this study's data set are not normally distributed. Some

are positively skewed whilst others are negatively skewed. Non-parametric

techniques are more suitable where normality of the distribution cannot be assumed

as stated by Pallant (2001).

Consequently, the statistical tests used to investigate the hypotheses and analysis the

results are mostly non-parametric tests. The tests that were used to examine the

hypotheses are discussed below.

C/u-square test for independence

This test can be used to explore the relationship between two categorical variables,

and each of these variables can have two or more categories. Therefore, the Chi-

square test for independence was used to investigate whether there is a significant

relationship between companies' types (ownership, industries and size). This test

might be useful in interpreting the results of the analysis based on sector, industry

and size.
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Mann-Whitney U Test

The two-sample Mann-Whitney U test was used to test the fifth hypothesis. It is used

to investigate whether there is a difference between the "high asymmetric

information" group companies and the "low asymmetric information" group

companies in terms of following Myers' pecking order variables: such as: retained

earnings, levels of debt, and equity. This test was used to check whether the medians

of the two groups were equal.

Binomial Test

A one sample Binomial test measures whether the proportion of successes on two-

level categorical dependent variables significantly differs from their hypothesised

proportion. In order to test whether Libyan companies use their financing decisions

to send signals to their suppliers and customers, investors, employees and

competitors (H6), Binomial test was used to identify whether the proportion of the

respondents who believe that the debt policy is used to send signals to the parties

involved are significantly different from the hypothesised proportion (50%).

The Binomial test was also performed to re-test the four hypotheses that were tested

by the regression analysis technique by using Libyan data. In this regard, Binomial

tests were used to examine whether the proportion of the respondents, who believe

that the high fixed assets, size, growth and profitability will increase the level of

leverage, is significantly different from the hypothesised proportion (50%).
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Regression Analysis

Statistical textbooks (for example, see, Burton et al. 1999 and Mann, 1995) define

regression analysis as a statistical tool that is usually used to learn more about the

relationship between independent or explanatory variable(s) and dependent variables.

Following Michaelas' (1998) methodology, a simple regression model was used to

examine hypothesis 7, which investigates the significance of the relationship between

average debt ratios and manager's risk taking propensity, which was measured by

Jackson personality inventory (JPI) scores.

Jackson Personality Inventory ('JPI)

Jackson Personality Inventory (JPI), as stated by Jackson (1976), is usually used to

measure variables of personality such as, complexity, cooperativeness, sociability,

social confidence, responsibility, and risk taking propensity. In this context, JPI has

been used to measure risk-taking propensity. Due to the nature of the Libyan

environment, four out of the eight items that were used by Michaelas (1998) were

selected to measure the risk-taking propensity of Libyan managers. Items relating to

investing in the stock market were excluded due to the absence of a secondary capital

market in Libya.

Principal Components Analysis (PCA)

PCA is a method of identifying patterns in data and expressing the data in order to

identify their similarities and differences. Furthermore, as stated by Stevens (1992),

PCA is used to reduce the number of dimensions and to group the data based on

theoretical and/or substantive grounds without much loss of information. In other

words, Sharma (1996) argues that PCA is used for developing new variables that are

111



linear combinations of the original data. Everitt and Dunn (1991) state that PCA can

be used to summarise the data with little loss of information and, therefore, providing

new variables, which might be useful in simplifying later analysis. As stated by

Everitt (1981), PCA can be used to determine how many clusters there are in the

data. PCA was thus used to investigate hypothesis 8 (There is no significant

relationship between the leverage ratios and business and personal goals) by

producing new combinations of business and personal goals. The number of

components generated by PCA can then shape the basis for the use of cluster

analysis.

Cluster Analysis

Cluster analysis is an explanatory data analysis tool, which produces classifications

from initially unclassified data. Researchers, as stated by Everitt and Dunn (1991),

are usually interested in getting a classification for variables of their interest to be

placed into a small number of homogenous groups or clusters. Furthermore, Everitt

(1981) argues that cluster analysis can be used in order to simplify the presentation

of a large set of data and to generate hypotheses. In this regard, cluster analysis was

used to classify the respondents into relatively homogeneous groups or clusters based

on their business and personal goals in order to investigate whether different

manager's types establish different financing strategies.

Kruskal- Wallis Test (KW)

The Kruskal-Wallis test is used to compare the scores on some variables for three or

more groups. As pointed by Pallant (2001), the KW test uses the ranks of the data

rather than their numeric values to calculate the statistic. The scores are converted to

ranks and the mean rank of each group is compared.
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The KW test was used to examine hypothesis 8 which investigates whether different

manager's types, which are identified by using principal components analysis and

cluster analysis, establish significantly different financing strategies.

The KW test was also performed in order to investigate the impact of manager's

demographic characteristics (age, level of education and level of experience) on

capital structure decisions, hypothesis 9.

4.2.4 Stage 4: Cross-Country Comparisons

This stage investigates whether institutional features of the Libyan business

environment induce Libyan companies to display different financing behaviour from

that of the other emerging market companies included in the sample. The

investigation also aims to analyse and, where possible, explain differences in the

financing patterns between emerging market companies and Libyan companies.

Firm-level data from 14 developing countries: Brazil, Chile, Hong Kong, India,

Malaysia, Mexico, Pakistan Singapore, South Africa, South Korea, Taiwan,

Thailand, Turkey and Libya, were utilised in order to examine the financing patterns

in these developing countries. Libya differs from other developing countries included

in the sample, as it has no secondary capital market. Libya also differs in terms of

companies' ownership, regulations and the enforcement of law and corporate

governance.

Glen and Singh (2003) argue that the comparison of the financing patterns between

countries is extremely valuable. They added that as the economic reform in

developing countries is on the national and international agenda, the comparison of

the financing patterns between countries might provide empirical guidelines to

execute such economic reformation. In this regard, due to the fact that the economic
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reform in Libya requires a body of empirical knowledge, this stage attempts to

further that knowledge by providing a comparison with emerging market countries in

order to put Libyan companies financing patterns into prospective.

Cross-sectional regression models were used to investigate the differences in

determinants of financing patterns between Libya and emerging market countries.

The cross-sectional regression used in this study is based on models used in Rajan

and Zingales (1995) with some modifications in both the leverage and explanatory

measures. The data was collected from the Datastream database for all the years from

1995- 1999.

The Libyan data used in this stage is based on the entire sample of the fifty-five

companies. In other words, the sample in this stage is not segregated into different

sub-samples.

To measure the dependent (leverage) variables and explanatory variables used in this

stage, I use the same measures that were used in the regression analysis of the Libyan

data (stage 2).

The hypothesis tested in this section is based on the premise that the institutional

features of the Libyan business environment may induce Libyan companies to

display different financing behaviour. Therefore, the null hypothesis was formulated

as follows:

H.1O: There is no significant difference in the financing behaviour between Libyan

companies and other emerging market companies.
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4.3 Justification for the research methodology

The mainstream approach in most previous empirical studies of capital structure has

been to estimate regression equations with proxies for dependent and independent

variables. These studies test for relationships between leverage variables and other

factors. Hempel (1983) criticises this methodology due to the fact that the

explanatory variables are restricted to those, which can be quantified, and, as stated

by Barton and Gordon (1987), this restriction leads to oversimplification of how the

firm works and to ignore managerial preferences of financing choices. Thus, as

stated by Barton and Matthews (1989), a new paradigm is needed which includes the

qualitative factors which have an impact on the firm's financing decisions.

Barton and Gordon (1987) argue that if the aim is to get a better understanding of

capital structure policy, capital structure models should include the role of

management preferences, beliefs and expectations. Furthermore, Matthews et a!.

(1994) argue that analysis of capital structure decisions should incorporate strategic

management, decision sciences, and social psychology to build a conceptual model

for understanding capital structure decisions. Furthermore, a new paradigm is needed

due to the fact that some of the conclusions of the agency, pecking order and

signalling theories, as pointed out by Norton (1990), are difficult to test without

using a survey-based analysis.

Graham and Harvey (2001) argue that survey based analysis, similar to analysis

based on mathematical models, can utilise a large sample and broad cross-section of

firms. In addition, a survey can allow for asking very specific and qualitative

questions.
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The survey approach provides further information about how firms operate. For

example, Bancel and Mittoo (2002) state that the survey approach allows the

collection of data that may be difficult to obtain otherwise. Furthermore, Norton

(1990) states that questionnaires can provide evidence about factors that affect

capital structure choice that mathematical models cannot. Norton added that the

survey technique in capital structure studies could be used to test some assumptions

and conclusions of capital structure theory and determine the motivation and

limitations that managers could face when considering capital structure decisions.

Norton (1990) argues that as long as financial researchers do not know how firms

choose their capital structure, a possible and reasonable research approach is to

enquire how they take their decisions. In addition, Norton (1990) emphasise that

some of the conclusions of the agency and signalling theories are difficult to test

without using a survey instrument. He added that the ability to obtain information

about manager's attitudes and beliefs on one side and the problem of unavailability

of "hard" data on the other side provide the most justification for the use of survey

instruments in financial research.

According to Norton (1990) the survey provides 'soft data' but cannot provide the

hard conclusions. Despite the fact that, the use of mathematical models and survey

questionnaire together is unusual in the field of finance research, Michaelas (1998)

argues that the use of the survey based analysis with the mathematical models may

introduce a new research methodology in the capital structure research and this can

overcome some of the disadvantages inherent with each individual technique. This

combination is sometimes called a 'triangulation method', which involves viewing
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the evidence from different angles or viewpoints (see, for example, Fielding and

Fielding, 1986).

Consequently, the combination of survey questionnaire and mathematical models can

provide a significant contribution to the understanding of capital structure

differences. The empirical analysis in this study uses a systematic combination of

regression analysis models and survey questionnaire.

4.4 Conclusion

This chapter describes the research methodology and methods that have been used to

test the hypotheses of this study. These hypotheses examined the effect of

profitability, growth, tangibility and size on the capital structure of fifty-five Libyan

companies by utilising data extracted from their balance sheets and income

statements. The results provided evidence of the significance, direction and

magnitude of the effect of the explanatory variables and empirically examined

whether the static trade-off theory, the agency cost theory and the asymmetric

information theory are the relevant capital structure theories to the Libyan business

environment.

In the survey questionnaire stage, data from seventy-two Libyan companies were

gathered by survey questionnaire. The results of the regression analysis stage were,

then, merged with the results of the survey questionnaire stage in order to shed more

light on financial as well as non- financial and behavioural issues that affect Libyan

Denzin (1978) identifies four types of triangulation. First, data triangulation: the use of different data
sources; second, investigator triangulation: the use of different researchers or evaluators; third, theory
triangulation: the use of multiple perspectives to interpret a single set of data; finally, methodological
triangulation: the use of multiple methods to study a single problem.
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firms' capital structure. The combination of different research methods in collecting

and analysing data is one of the contributions of this study.

The Cross-country comparison stage utilised data from 14 developing countries

including Libya. The results of this stage analysed and explained the differences in

the financing patterns between Libya and the other developing countries included in

the sample. The results also provided a body of empirical knowledge, which might

be used in the current economic reform in Libya.

The next chapter presents the results from the regression analysis models developed

to empirically examine the first four hypotheses about the determinants of capital

structure in Libyan private and public companies and Libyan manufacturing and non-

manufacturing companies. The following two chapters then present the results from

the analysis of the data collected by the questionnaires that serve to examine the

other five non-financial hypotheses and re-examine the hypotheses that were tested

by the regression analysis models for Libyan companies. The last hypothesis

regarding the cross-country comparison will be examined in chapter nine.
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Chapter Five: Determinants of Capital Structure

5.0 Introduction

In the methodology chapter, the first four hypotheses have been formulated in the

light of capital structure theories and the characteristics of the Libyan economy.

Those hypotheses are examined in this chapter by utilising data extracted from the

balance sheets and income statements of fifty-five Libyan companies. The cross-

sectional regression analysis is based on models used in Rajan and Zingales (1995)

and Bevan and Danbolt (2002).

In Libya, the determinants of capital structure have not been investigated to date.

This is the main purpose of this chapter. By carrying out this investigation, I hope to

shed further light on the capital structure issues. The findings of this chapter indicate

that profitability; tangibility, growth opportunities and company size play a

determinant role in the capital structure decisions of Libyan companies.

This chapter is organized as follows: section one presents the multiple regression

models that have been used to analyse the data and examine the hypotheses, and

some statistical procedures were taken as a remedy for ensuing econometric

problems. An overview of the data and sample is presented in section two. Section

three describes the empirical estimation on the sub-samples (private and public

companies, and manufacturing and non-manufacturing companies). Section four

concludes the chapter.

5.1 The Multiple Regression Model

In chapter four, the regression analysis model used below is described; a brief recap

of the model is now provided. The model of this study is based on the models of
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Rajan and Zingales (1995), and Bevan and Danbolt (2002). Due to the limitation of

data, some modifications were made to both the leverage and explanatory variables.

In addition, dummy variables are used in the regression analyses to identify

differences due to the types of companies (for example, private and public

companies, and manufacturing and non-manufacturing companies).

Michaelas (1998) argues that the vast majority of capital structure studies are cross-

sectional and use the ordinary least square (OLS) technique. Therefore, I used the

OLS technique to analyse the data in this research.

Three multiple regression models with dummy variables were used to test the

hypotheses. In the first regression total debt to total assets was used as the dependent

variable, in the second regression the dependent variable was the ratio of short-term

debt to total assets. The ratio of long-term debt to total assets was used as the

dependent variable in the third regression. The three dependent variables were, in

turn, regressed against four explanatory variables, which are proxies for profitability,

growth, tangibility and size. Two dummy variables were used. The first dummy had

a value of 1 if the company was a private company; otherwise it had a value of zero.

The second dummy variables had a value of 1 if the company was involved in non-

manufacturing operations otherwise it had a value of zero.

Some statistical procedures, which can mitigate the problems related to econometrics

issues, were used. For example heteroscedasticity might be attributable to cross-

sectional scale differences as a result of having large as well as small companies in

the same sample. The problem of heteroscedasticity is likely to be common in cross-

sectional data because cross-sectional data usually deals with members of population
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at a given point of time, such as companies, industries, and these members may be of

a different size.

Heteroscedasticity problems include ways of addressing, dividing the total sample

into different sub-samples, and running separate regressions or by using a deflator.

Total assets have been used as a deflator in the regression analysis model which is in

accordance with the suggestions of Bevan and Danbolt (2000 and 2002). This study

also uses White (1980) heteroscedasticity-consistent standard errors and covariance

for mitigating heteroscedasticity in calculating the statistics. These procedures are

adopted to improve the reliability of the results of this study.

5.2 Data and Sample

Due to the lack of an appropriate database, the data used in this chapter are gathered

from the Tax Offices in the capital city of Tripoli and Benghazi city. In a few cases,

in order to have as complete as possible data sample, data was collected from the

companies themselves in order to provide some of the missing financial statements

data. In all cases hard copies of companies' financial statements were collected to

complete the data.

Table (5-1): Industry Classifications of the Sample

Industry	 Number of compaj	 Total
_______________________________________ Private	 Public

Manufacturing	 2	 11	 13
Agriculture	 1	 3	 4

Construction	 8	 4	 12
Wholesale	 2	 4	 6

hotels	 5	 0	 5
Transportation	 2	 2	 4

Services	 3	 4	 7
Petroleum	 0	 4	 4

Total	 23	 32	 55
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The data sample, as shown in Table (5-1), consists of fifty-five companies from

eight-industry classifications. The data set contains information on companies that

submitted their balance sheets and income statements to the above-mentioned Tax

Offices. The criteria used for choosing the companies were the availability and

quality of data for a time period of 5 years (1995-1999). This provides a panel

database of 257 cases8.

In an attempt to make the database of Libyan companies as complete as possible,

companies from both the public and the private sectors were selected. The sample

consists of thirty-two public companies, and twenty-three private companies. The

sample includes both sound companies and companies in financial distress. This

combination is necessary as the probability of bankruptcy may feature heavily in a

firm's financing decisions.

Cross-s ectional Data

Three types of data are available for empirical analysis; time series, cross-sectional,

and panel data. In time series data, the data is collected for the same entity over a

period of time, whereas, cross-sectional data is collected for several numbers of

entities at a given point of time. In panel data there are elements of both time senes

and cross-sectional data.

The cross-sectional data, as stated by Bryman (2001), requires collecting data on

more than one case at one point in time in order to get a set of quantitatl\e data.

Bryman argues that cross-sectional data is usually connected ith to or more than

8 The researcher gathered the data in person from the Tax Offices in Libya
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two variables that are then tested to determine the significance and directions of the

association.

Table (5-2) provides a correlation matrix of the cross-sectional sample of the 257

observations. The data was averaged over the five years to smooth the leverage and

explanatory variables.

The results show that growth and size are related to profitability, while tangibility

has a negative relationship with profitability. This implies that larger companies and

growing companies tend to have higher profitability, whereas, profitable companies

tend to have less tangible assets.

Table (5-2): Correlation Matrix

Variables

Tangibility

Growth

Size

Short-term
debt ratio

Long-term
debt ratio

Short-term	 Long-term
Profitability	 Tangibility	 Growth	 Size	 debt ratio	 debt ratio

-0.227

	

0.039	 -0.051

	

0.102	 -0.039	 -0.180

	

-0.082	 0.025
	

0.118	 -0.417

	

0.002	 -0.242	 -0.066	 0.026	 -0.304

Total debt	 -0.085	 -0.073	 0.096	 -0.424	 0.919	 0.093
ratio

Note: Profitability is defined as the ratio of earnings before tax to total assets. Growth is measured by the
percentage change in total assets. Tangibility is defined as the ratio of fixed assets to total assets. Size is
measured by the natural logarithm of assets. Short-term debt ratio refers to the ratio of short-term debt to total
assets. Long-term debt ratio refers to long-term debt to total assets. Total debt ratio refers to the ratio of total
debt to total assets.

Despite the fact that this correlation matrix ignores joint effects of more than one

variable on leverage, the tangibility and growth variables have a positive correlation

with short-term debt, and a negative correlation with long-term debt. Profitability and

size have a negative correlation with short-term debt and total debt ratios. This

implies that (1) Growing companies and companies with high levels of tangible
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assets tend to use short-term debt rather than long-term debt. (2) Large and profitable

companies are less likely to use short-term debt and tend to use less debt overall.

5.3 Empirical Estimation on Sub-Samples

The results of some empirical studies in capital structure are consistent with two or

more theories. This might be attributed, as stated by Myers (2001), to the fact that

each of these theories works for a sub-sample. He added that testing a hypothesis by

segregating the sample into sub-samples might be useful.

Despite the fact that investigations of accounting and finance phenomenon in

different sectors/groups, as stated by Akbar (2001), is a longstanding practice in the

accounting and finance literature, there are few studies that examine the determinants

of capital structure in different sectors/groups. Nun (2000) and Al-Sakran (2001)

however have examined the determinants of capital structure in different industrial

sectors. Nun (2000) examines the determinants of capital structure in the UK hotel

and retail industries, whereas, Al-Sakran (2001) analyses the relationship between

leverage ratios and their determinants in five different sectors (Industrial, Cement,

Service, Electricity, and Agriculture sector) in Saudi Arabia. Following these two

studies, the total sample of this study is reorganised and split into different sub-

samples due to the differences of features between sectors and groups. These sub-

samples are as following:

5.3.1 Analysis on the Basis of Private and Public Companies

Libya has two types of companies in terms of ownership structure, namely public

companies and private companies. The public companies are defined as companies

where the state owns more than 50% of their shares, whereas, the private companies
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are where the companies majority is owned by individuals, families andlor

institutions.

There are some differences between private and public companies in terms of goals,

employment of staff, and receipt of the government subsidies. In this regard, Sun et

al. (2002) argue that public companies differ in terms of choice of social and political

goals over profit maximization; they added that the private companies are more

concerned about the ability to perform in the employing of staff than public

companies. On the other hands, Sun et al. (2002) and Dewenter and Malatesta

(2001), among others, provide empirical support for the proposition that public

ownership is less efficient than private ownership.

Dewenter and Malatesta (2001) report that the leverage of public companies tends to

exceed that of private companies. They added that this is because public companies

may borrow at favourable rates due to loan guarantees that are provided through

government ownership.

Consequently, investigating the determinants of capital structure in both Libyan

private and public companies may provide a usefulness comparison for the factors

that affect the capital structure of these two types of companies.

Table (5-3) summarizes statistics for the various explanatory variables and leverage

measures for the entire sample of Libyan companies, and two sub-samples (private

companies and public companies). From these results, it can be seen that Libyan

companies have a low rate of profitability (1.7%). The growth rate on average is

13.48%, and private companies tend to have a higher average growth rate than the

public ones. The public companies have, on average, higher tangible assets than
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private companies. As expected, the public companies are bigger than the private

companies.

Table (5-3): Summary of Descriptive Statistics for private and public
Companies

Profitability	 Growth	 Tangibility	 Size	 Short-term Long-	 Total
debt ratio	 term	 debt

	

debt	 ratio
ratio

Entire Sample
Mean	 0.017	 13.485	 0.187	 15.563	 0.466	 0.073 0.539

Median	 0.000	 8.830	 0.141	 15.515	 0.410	 0.010 0.508

Maximum	 0.372	 114.220	 0.723	 19.640	 1.491	 0.589 1.546

Minimum	 -0.181	 -33.770	 0.003	 11.683	 0.005	 0.000 0.034

Std. Dev.	 0.084	 30.279	 0.149	 2.208	 0.344	 0.135 0.329

Private Firms

0.170
0.133
0.674
0.003
0.151

Mean	 0.005
Median	 0.000
Maximum	 0.108
Minimum	 -0.181
Std. Dev.	 0.072

24.073
19.760
114.220
-33.770
38.627

13.520
13.539
15.978
11.683
1.201

	

0.587	 0.074 0.662

	

0.676	 0.005 0.680

	

0.941	 0.589	 1.019

	

0.044	 0.000 0.231

	

0.244	 0.141 0.204

Public Firms

Mean	 0.026	 5.875	 0.199	 17.032	 0.379	 0.072 0.451

Median	 0.002	 7.160	 0.150	 17.101	 0.266	 0.017 0.334

Maximum	 0.372	 71.610	 0.723	 19.640	 1.491	 0.560 1.546

Minimum	 -0.130	 -29.100	 0.012	 13.470	 0.005	 0.000 0.034
Std. Dcv. 0.092 19.881 0.149 1.467 0.381 0.133 0.374
Note: Profitability is defined as the ratio of earnings before tax to total assets. Growth is
measured by the percentage change in total assets. Tangibility is defined as the ratio of fixed
assets to total assets. Size is measured by the natural logarithm of assets. Short-term debt ratio
refers to the ratio of short-term debt to total assets. Long-term debt ratio refers to long-term
debt to total assets. Total debt ratio refers to the ratio of total debt to total assets.

The ratio of total debt on average is 53.9% of total book value of assets. The vast

majority of the debt is, however, of a short-term nature (46.7% on average) but

private companies have higher levels of short-term debt than public companies which

result in private companies having higher average debt ratios than the public ones.

The level of long-term debt is very similar for both private and public companies.

Discussion of Resti its

This section provides the results of the regression analysis. As can be seen from

Table (5-4), the independent variables provide high explanatory power as indicated
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by adjusted R 2 values of 0.95, 0.88 and 0.51 for the three models respectively. This

means that the first model explains 95% of the variation in leverage, whereas the

chosen explanatory variables explain 88% of leverage in the second model and the

third model explains 51% of the variation in leverage.

The approach to interpreting the results is as follows. First, a coefficient which is

significantly greater (less) than zero implies a positive (negative) relationship.

Second, a dummy interaction coefficient, which is significantly different from zero,

indicates whether there is a significant difference in the relationship between the

variable and leverage for the public and private firms. The implied coefficients for

the explanatory variables for private companies given the regression output in Table

(5-4) are shown in Table (5-5). Finally, Wald tests are used to determine whether the

combined coefficients in Table (5-5) are significantly different from zero.
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Table (5-4): Results of OLS Analysis over Different Measures of Leverage for
Private and Public Companies

The Variables
	

Total debt ratio	 Short-term	 Long-term debt
_____________	 debt ratio	 ratio

Intercept

Profitability

Growth

Tangibility

Size

D

D*Profitability

D*Growth

D*Tangibilily

D*Size

AdJR2
F
Obs

0.002***
(-3.93)
3.70***
(8.01)

(-4.58)
0.02

(0.07)
0.07***
(12.91)
-0.0001
(-1.53)
0.061

(0.158)
0.002***
(4.00)
-0.08

(-0.55)
-0.01 **

(-2.26)
0.95

1 3333***

55

-0.001 ***

(-4.11)
3.81
(7.32)

(-4.29)
0.01

(0.04)
0.07***
(11.45)
0.0002*
(1.83)
0.606
(1.01)

0.004***
(3.301)
0.62***
(2.89)

(-4.26)
0.88

46.77***

55

0.005***
(2.70)
-0.10

(-1.29)
0.001
(1.12)
0.009
(0.15)
0.0003
(0.28)

0.0004**
(-2.07)
-0.551
(-0.90)
-0.002
(-1.19)

-0.71 ***

(-2.99)
0.03**
(2.33)
0.51

749***

55

Notes:
All dependent and independent variables are scaled by total assets.
*, **, and ***, significant at the 10, 5, and 1% level, respectively.
Profitability is defined as the ratio of earnings before tax to total assets. Growth is measured by
the percentage change in total assets. Tangibility is defined as the ratio of fixed assets to total
assets. Size is measured by the natural logarithm of assets. Short-term debt ratio refers to th ratio
of short-term debt to total assets. Long-term debt ratio refers to long-term debt to total assets.
Total debt ratio refers to the ratio of total debt to total assets.
D denotes a dummy variable, which takes a value of 1 if the company is a private company and a
value of 0 if the company is a public company.
t-statistics are in parentheses.
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Intercept

Profitability

Growth

Tangibility

Size

0.0003***
(3.33)

3.76***
(38.83)

(16.71)
-0.05
(0.02)

0.05***
(84.931

0.0001
(2.63)

4.42***
(30.69)
0.02**

(11.92)
0.64

(1.90)
0.01

0.0009**
(4.26)
-0.65
(1.14)
-0.001
(0.22)

(8.10)
0.04**
(5.59)

Table (5-5): Coefficients for the Explanatory Variables for Private Companies

The Variables Total debt ratio	 Short-term debt ratio Long-term debt ratio

Notes:
All dependent and independent variables are scaled by total assets. *, **, and 	 *, significant at the
10, 5, and 1% level, respectively.
Profitability is defined as the ratio of earnings before tax to total assets. Growth is measured by
the percentage change in total assets. Tangibility is defined as the ratio of fixed assets to total
assets. Size is measured by the natural logarithm of assets. Short-term debt ratio refers to the ratio
of short-term debt to total assets. Long-term debt ratio refers to long-term debt to total assets.
Total debt ratio refers to the ratio of total debt to total assets.
F-statistics are in parentheses.
Wald tests were used to compute F-statistics.

Profitability:

As can be seen in Tables (5-4) and (5-5) profitability is a significant explanatory

variable for the total and short-term debt ratios. Profitability is not a significant

explanatory variable for long-term debt ratios indicating that profitability influences

the maturity structure of debt as well as the overall level of debt. The positive

relationship between short-term debt and profitability provides support for the static

trade-off theory. Given that the vast majority of debt in Libyan companies is from

short-term sources (see Table (5-3)), there is fairly strong support for the static

trade-off theory. As a company's profitability increases, they are able to increase

their short-term debt. That is companies with higher profits will have a higher debt

capacity and will, therefore, be able to borrow more, and take advantage of any tax

deductibility. The relationship between leverage and profitability is similar for both

private and public firms.
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Growth:

The negative signs for the regression coefficients for the growth variables in both the

public and the private companies indicate that growing companies do not rely on

debt to finance their new investment opportunities. This may imply that growing

companies have enough internal funds for their financing needed but, more likely, it

may imply that as growing companies tend to be more risky, they prefer to use less

debt. The coefficient for growth is significantly less negative for private companies

than for public companies as shown by the significant positive interaction coefficient

for growth in Table (5-4), the relationship, however, between growth and short-term

debt is still significantly negative for private companies as shown in Table (5-5).

The results are consistent with findings reported by (Antoniou et al., 2002; Rajan and

Zingales, 1995 and A1-Sakran, 2001) and inconsistent with findings reported by

(Bevan and Danbolt, 2002 and 2000; Pandey, 2001 and Booth et al., 2001).

Accordingly, the negative signs for growth variables support agency cost theory. The

cost associated with agency relationship and financial distress are relatively high in

growing companies, thus, lenders tend to demand higher rates of interest and

managers may thus be unwilling to increase debt. The results are also consistent with

agency cost theory; that debtholders prefer "safe" assets when they provide their

funds to firms.

Taiic'ibilil:

There is no significant relationship between tangibility and short or long-term debt

for public companies which suggests that public companies do not use their fixed

assets as collateral for obtaining more debt. This may imply that as the state has the

majority of ownership in these companies, the debtholders take government
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involvement as collateral instead of the firms' fixed assets. The other possible

explanation could be that if financial institutions (banks) treat public companies more

favourably, the public companies may not be required, to some extent, to offer their

assets as collateral in order to get more debt.

Although the coefficient for the relationship between tangibility and short-term debt

is more positive and significant for private companies than for public companies as

shown by the significant positive interaction coefficient for tangibility in Table (5-4),

the implied coefficients shown in Table (5-5) are not significantly different from

zero. With regard to long-term debt, private companies differ significantly from

public companies. Long-term debt is negatively related to tangibility for private

companies, but no relationship between long-term debt and tangibility is detected for

public companies. It is a surprising result, because fixed assets are usually used as

collaterals in order to obtain long-term debt finance. The possible explanation is that

long-term finance is, more likely, used by the public companies for purposes other

than investment in new projects and the purchase of fixed assets.

Despite the fact that the public companies have a high proportion of fixed assets

compared to private companies, the tangibility coefficients of the public companies

are not significant. This may imply that information asymmetries and agency

problems are less significant in the public companies than private ones.

The regression coefficients show that tangibility has a bigger effect on leverage

ratios for private companies than public ones. It might be attributable to the absence

of a secondary capital market when companies might borrow funds from banks;

therefore, tangibility of assets seems to he more impol-tant for Libyan private
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companies than public ones, as tangible assets increase the security to lenders and, at

the same time, decrease information asymmetries and moral hazard problems.

Size:

The relationship between size and the short-term debt ratio is positive for the public

companies, whereas no significant relationship between size and long-term debt ratio

is detectable. The dummy interaction coefficients are significantly different for the

private companies. In particular, the relationship between short-term debt and size is

significantly less positive for private companies as shown in Table (5-4). The

possible explanation is that as the public companies are larger than private ones

lenders may prefer to finance the public companies.

The coefficient for long-term debt is significant and more positive for private

companies than for public companies as shown by the interaction coefficient for size

in Table (5-4), and the coefficient is significantly different from zero as shown in

Table (5-5).

The results in Table (5-4) and (5-5) suggest that the trade-off theory seems to have a

greater explanatory power in explaining the effect of company size on the leverage

ratios in Libyan companies as indicated by the significant positive coefficients in

Table (5-4) and Table (5-5). The results seem to be consistent with the argument of

Rajan and Zingales (1995), when they consider the company size as an inverse proxy

for the probability of bankruptcy. This argument implies that larger companies are

regarded as "too big to fail", and will, therefore, have more debt capacity than

smaller ones.
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In summary, profitability is positively related to short-term debt ratios, and it

influences the maturity structure of debt. The results also indicate that profitable

Libyan companies are externally financed and prefer short-term debt sources. In the

main, public companies use both short-term and long-term debt, whereas growing

companies tend to rely on their internal funds. In general, larger companies tend to

have higher leverage. Tangibility has a bigger effect on leverage ratios in private

companies than public ones. This result may reflect the effect of the absence of a

secondary capital market on the capital structure of Libyan private companies. The

trade-off theory and the agency cost theory seem to be supported in the Libyan

business environment while there is little support for the asymmetric information

theory.

5.3.2 Analysis on the Basis of Manufacturing and Non-Manufacturing

Companies

Manufacturing and non-manufacturing companies differ from each other due to firm-

specific characteristics. Antoniou et al. (2002) argue that manufacturing and non-

manufacturing companies have some differences with respect to their assets structure

and the degree of weakness to the changes in capital markets. Due to this reason, the

factors that may affect capital structure decisions may be different in these two

sectors. In order to investigate this issue, the sample was split into manufacturing and

non-manufacturing companies9.

As can be seen from Table (5-6), the manufacturing companies have a higher rate of

profitability (0.042) than non-manufacturing companies (0.009). Furthermore, the

manufacturing companies have more tangible assets than the non-manufacturing

Akbar (2001) defines manufacturing companies as those companies, which produce goods through
different ways and the non-manufacturing companies otherwise. Therefore, I follow the same
definition for manufacturing and non-manufacturing companies.
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companies and they are bigger than non-manufacturing companies. On the other

hand, non-manufacturing companies have a higher average growth rate than the

manufacturing companies.

Table (5-6): Summary of Descriptive Statistics for Manufacturing and Non-
manufacturing Companies

l'rotitability	 Growth	 Tangibility	 Size	 Short-term Long-term Total debt
debt ratio	 debt ratio	 ratio

Entire Sample
Mean	 0.017	 13.485	 0.187	 15.563	 0.466	 0.073	 0.539
Median	 0.000	 8.830	 0.141	 15.515	 0.410	 0.010	 0.508
Maximum	 0.372	 114.220	 0.723	 19.640	 1.491	 0.589	 1.546
Minimum	 -0.181	 -33.770	 0.003	 11.683	 0.005	 0.000	 0.034
Std. Dcv.	 0.084	 30.279	 0.149	 2.208	 0.344	 0.135	 0.329

Manufacturing Firms

Mean	 0.042	 2.509
Median	 0.008	 7.680
Maximum	 0.372	 23.490
Minimum	 -0.149	 -33.770
Std. Dcv.	 0.120	 16.493

Non-manufacturing Firms

	

0.249
	

17.478
	

0.335
	

0.026
	

0.361

	

0.282
	

18.047
	

0.291
	

0.003
	

0.326

	

0.351
	

19.069
	

0.636
	

0.165
	

0.696

	

0.069
	

13.036
	

0.116
	

0.000
	

0.116

	

0.096
	

1.832
	

0.179
	

0.047
	

0.203

Mean	 0.009	 16.883	 0.168	 14.971	 0.506	 0.087	 0.594
Median	 0.000	 8.905	 0.114	 14.952	 0.468	 0.025	 0.627
Maximum	 0.188	 114.220	 0.723	 19.640	 1.491	 0.589	 1.546
Minimum	 -0.181	 -32.170	 0.003	 11.683	 0.005	 0.000	 0.034
Std. Dcv.	 0.070	 32.831	 0.158	 1.979	 0.373	 0.150	 0.342
Note: Profitability is defined as the ratio of earnings before tax to total assets. Growth is measured by
the percentage change in total assets. Tangibility is defined as the ratio of fixed assets to total assets.
Size is measured by the natural logarithm of assets. Short-term debt ratio refers to the ratio of short-
term debt to total assets. Long-term debt ratio refers to long-term debt to total assets. Total debt ratio
refers to the ratio of total debt to total assets.

The growth rate across the total sample, on average, is 13.48%, and non-

manufacturing companies have a higher average growth rate than the manufacturing

ones. Regai-ding the debt ratios, non-manufacturing companies have, on average,

higher debt ratios than manufacturing companies. This may be due to the higher level

of short-term debt that non-manufacturing companies use.
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Discussion of Results

Table (5-7) shows that the adjusted R 2 values are relatively high and thus the

independent variables provide high explanatory power. The adjusted R 2 are equal to

0.96, 0.90 and 0.80 for the three models respectively.

Table (5-7): Results of OLS Analysis over Different Measures of Leverage for
Manufacturing and Non-Manufacturing Companies

The Variables	 Total debt ratio	 Short-term debt ratio Long-term debt
ratio

Intercept

Profitability

Growth

Tangibility

Size

D

D*Profitability

D *GrowtJz

D*Tangibilily

D*Size

AdjR2
F
Obs

0.00001 *

(1.78)
12.93
(0.86)
-0.02

(-0.64)
63.18*
(1.76)
1.38*

(-1.79)
1 99***

(3.68)
-13.27
(-0.88)
2.52

(0.69)
63.30*
(-1.76)
1.26*
(1.64)
0.96

1 48.62***

55

-0.00001 **

(-2.22)
-15.42
(-0.93)
0.003
(0.21)
-64.14
(-1.17)
1.44

(1.23)
-301
(-3.03)
16.40
(0.99)
0.22

(0.16)
64.81
(1.18)
-1.17

(-1.01)
0.90

61 .50***

55

0.00002***
(3.42)
28.36
(1.42)
-0.02

(-1.53)
127.33*
(1.84)
2.83*

(-1.89)
5.
(4.89)
-29.68
(-1.48)
2.30

(1.36)
128.12*
(-1.85)
2.44*
(1.66)
0.80

26.30***

55

Notes:
All dependent and independent variables are scaled by total assets.
*, *, and 'K, significant at the 10, 5, and 1% level, respectively.
Profitability is defined as the ratio of earnings before tax to total assets. Growth is measured by
the percentage change in total assets. Tangibility is defined as the ratio of fixed assets to total
assets. Size is measured by the natural logarithm of assets. Short-term debt ratio refers to the ratio
of short-term debt to total assets. Long-term debt ratio refers to long-term debt to total assets.
Total debt ratio refers to the ratio of total debt to total assets.
D denotes a dummy variable, which takes a value of 1 if the company is a manufacturing company
and a value of 0 if the company is a non-manufacturing company.
t-statistics are in parentheses.

The significance of the dummy interaction coefficients indicates whether there is a

significant difference between manufacturing and non-manufacturing companies.

The implied coefficients for the explanatory variables for non-manufacturing
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Intercept

Profitability

Growth

Tangibility

Size

5.00***
(23.94)

(10.13)
2.28

(1.85)
Q79***

(36.89)

(21.66)

(9.18)
0.98*
(3.11)
0.233
(0.02)

0.67***
(10.18)
0.27***
(10.60)

1.99***
(5.97)
0.34**
(0.73)
2.50*
(3.53)
-0.12
(0.78)
0.12*

(2.74)

companies given the regression output above are shown in Table (5-8). The Wald

test examines whether the combined coefficients in Table (5-8) are significantly

different from zero.

Table (5-8): Coefficients for the Explanatory Variables for Non-manufacturing
Companies

The Variables flfotal debt ratio 	 Short-term debt ratio 	 Long-term debt
ratio

Notes:
All dependent and independent variables are scaled by total assets. , 'u', and 	 significant at the
10, 5, and 1% level, respectively.
Profitability is defined as the ratio of earnings before tax to total assets. Growth is measured by
the percentage change in total assets. Tangibility is defined as the ratio of fixed assets to total
assets. Size is measured by the natural logarithm of assets. Short-term debt ratio refers to the ratio
of short-term debt to total assets. Long-term debt ratio refers to long-term debt to total assets.
Total debt ratio refers to the ratio of total debt to total assets.
F-statistics are in parentheses.
Wald tests were used to compute F-statistics.

Pro fitabilitv:

Table (5-7) and Table (5-8) show that when the type of industry dummies are used

profitability is not a significant explanatory variable for the debt ratios for

manufacturing companies. Profitability is however, positively related to short-term

debt and negatively related to long-term debt for non-manufacturing companies as

shown in Table (5-8). The negative relationship between long-term debt ratios and

profitability provides some support for the pecking order theory and the positive

relationship between short-term debt and profitability provides support for the static

trade-off theory. This suggests that as a company's profitability increase; they are

able to increase their short-term debt.
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Growth:

The coefficient for growth is not significantly related to either the short-term or the

long-term debt ratios, for either the manufacturing or the non-manufacturing

companies. Growing non-manufacturing companies, however, tend to have higher

total debt.

Tan gibilitv:

There is a significant positive relationship between tangibility and long-term debt for

manufacturing companies. It indicates that the manufacturing companies rely on

fixed assets for obtaining more long-term debt, whereas, no significant relationship is

observed between tangibility and short-term debt.

The coefficient for the relationship between tangibility and long-term debt is

significantly negative for non-manufacturing companies as shown by Table (5-8) and

there is a significant difference between manufacturing and non-manufacturing

companies as shown by the negative interaction coefficient for tangibility in Table

(5-7). On the other hand, there is no significant difference between manufacturing

and non-manufacturing companies in terms of the relationship between short-term

debt and tangibility although significant positive relationship between short-term

debt and tangibility is detected. This may imply that non-manufacturing companies

prefer short-term debt to long-term debt when offering their fixed assets as collateral.

The possible explanation is as long as non-manufacturing companies have less long-

term investments (such as, plants, manufacturing unites) than manufacturing

companies, they might match the maturity of their debt with the life of their assets.
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The results provide support for the existence of significant agency costs in non-

manufacturing companies. According to Myers (1977) investment decisions can be

affected by the use of long-term debt when shareholders might perceive that the

gains from new investment will be used to pay off existing debtholders. This

situation might lead shareholders to encouraging managers to pass up profitable

projects. He added that short-term debt could be used to mitigate the conflict

between shareholders and debtholders.

The relationship between size and the long-term debt ratio is negative for the

manufacturing companies, whereas no significant relationship between size and

short-term debt ratio is detected for non-manufacturing companies. This may imply

that larger manufacturing companies tend to resist long-term debt. With regards to

the dummy interaction coefficients, the non-manufacturing companies significantly

differ from manufacturing companies in terms of the relationship between long-term

debt and company size. The relationship between long-term debt and company size is

still, however, significantly negative for non-manufacturing companies but the

relationship between short-term debt and company size is significantly positive as

shown in Table (5-8). Given that the vast majority of debt in Libyan companies is

from short-term sources (see Table (5-6)), there is fairly strong support for the static

trade-off theory. As a company size increases, they are able to increase their short-

term debt. That is larger companies will have a lower probability of bankruptcy and

will, therefore, be able to borrow more, and take advantage of tax deductibility.
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5.4 Conclusion

The findings of this chapter contribute towards a better understanding of financing

behaviour in Libyan companies. In addition, a combination of different capital

structure theories and models that used in previous studies examining other countries

were tested to see if they fit the Libyan data. In particular, the chapter examines

whether the trade-off theory, agency cost theory, and asymmetric information theory

influence the financing behaviour of Libyan companies.

The analysis when dummies were used to identify private and public companies

suggests that both the static trade-off theory and the agency cost theory are pertinent

theories whereas there was little evidence to support the information asymmetry

theory.

The analysis where dummies were used to identify manufacturing and non-

manufacturing companies indicates no significant relationship between debt ratios

and profitability for manufacturing companies, but a significantly positive

relationship for the short-term debt ratio and a significantly negative relationship for

the long-term ratio with profitability in non-manufacturing companies. This may

imply that non-manufacturing companies support the static trade-off theory as the

vast majority of debt in Libyan companies is from short-term resources. The

relationship between company size and the short- term debt for non-manufacturing

companies may provide further support for the static trade-off theory.

The lack of high-quality databases might constitute the major barrier on conducting

capital structure research in Libya. Consequently, there is a need to develop validated

databases as more data becomes available in future, and use such databases in
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examining and identifying additional variables that could have an influence on

financing behaviour of Libyan companies.

Consequently, the combination of survey-based analysis and analysis based on

statistical models in studying capital structure is needed to mitigate the problem of

unavailability of data and, on the other hand, to investigate some assumptions and

conclusions of capital structure that can not be tested by the available financial

statements in Libya.

The difficulties of investigating some conclusions of capital structure (such as, the

pecking order theory, signalling theory, and manager's preferences, beliefs and

attitudes toward using debt and equity) by financial statements data that are available

in Libya prepare the way to the next two chapters where the hypotheses of the

pecking order behaviour, signalling theory of capital structure, and manager's

preference, beliefs and attitudes toward using debt and equity will be tested and

discussed.
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Chapter Six: Analysis of Questionnaires

6.0 Introduction

In chapter five, some hypotheses have been examined by regression analysis

techniques in order to determine the relationships between leverage ratios and a

number of characteristics of companies include profitability, tangibility, growth and

size. In this chapter, I discuss a survey conducted to describe the current practice

regarding capital structure in Libyan companies and, at the same time, provide a

background in order to investigate the remaining non-financial hypotheses. These

hypotheses are formally tested in chapter 7.

Several factors were hypothesised to impact on capital structure from a review of the

relevant literature and previous published capital structure studies, which adopted

questionnaires. Those factors deal with the implications of the different capital

structure theories including the trade-off, agency cost, and asymmetric information

theories, and the effects of managers' preferences and beliefs towards using debt and

equity. To test for the relevance of these theories, respondents were asked about their

opinions on the capital structure decisions of their companies.

This chapter is divided into five sections. The first section describes the data and

sample characteristics while the second section deals with the current capital

structure practices and the problems that Libyan companies face with their lenders.

Financing policies are discussed in the third section. Section four illustrates the

asymmetric information problems between Libyan companies and their investors,

while section five concludes the chapter.
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6.1 Data and Sample Characteristics

The data used in this chapter were gathered by questionnaires. In an attempt to make

the sample as representative of the Libyan companies as possible, companies from

different sectors of the economy were selected. Out of 150 copies of questionnaires

that were sent out, 72 were completed and returned, giving a response rate of 48%.

Figure (6-1) presents the summary information about the companies in the sample.

The sample consists of 39 public (state-owned) companies and 33 private companies

from different industries. Manufacturing and mining constitutes 31.9 % of the sample

while non-manufacturing companies constitutes 68.1%. The companies range from

small (25% of the responding companies have assets of less than 1 million Libyan

Dinner LD) to very large (18.1% have assets of at least 40 millions LD). In

subsequent analysis, I refer to companies with assets less than 1 million LD as

"small". Nearly half of the responding companies are over 20 years old. Another

27.8% are between 11 and 20 years old. 22.2% are between of 10 and 5 years old.

The rest are less than 5 years old.

The descriptive statistics also show approximately 21% of the respondents would

prefer to have leverage ratios (the ratio of total debt to total assets) below 25%, while

38.9% of the respondents target leverage ratios are between 25% and 50%. The rest

(40.3%) do not have desired leverage ratios.

The letters and questionnaires were addressed to Chief Finance Officers (CFOs) and

Chief Executive Officers (CEOs) but, in some cases, other officers completed the

questionnaires. Approximately 61% of the respondents are CFOs, while 15% are

CEOs. The remaining respondents represent other management positions (24%).
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According to the age classification, 12.5% of the respondents are less than 35. A

further 38.9% are between the ages of 35 and 45. Approximately 36% are between

the ages of 46 and 55. The remaining respondents are over 55 years old.

The responses to the questionnaire suggest that the respondents do not change

careers frequently. Approximately 78% of the respondents have been in their careers

or similar posts more than 10 years; another 20.8% have been in their careers or

similar posts between 5 and 10 years. The remaining respondents have been in their

careers or similar posts less than 5 years. Nearly 57% of the respondents have an

undergraduate degree as their highest qualification. Another 11.1% have master

degrees and 2.8% have PhD degrees. The remaining 29.2% have school level

qualifications.
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Chi-Square test for
independence

P-Value
0.00*

0.00*

Manufacturing

Non-manufacturing

Total

Large

Small

Total

Private

2
(6.1%)

31
(93.9%)

33
(100%)

17
(5 1.5%)

16
(48.5%)

33

Public

21
(53.8%)

18
(46.2%)

39
(100%)

37
(94.9%)

2
(5.1%)

39

In order to gain a rich description of the capital structure practices, the responses

were analysed based on sector (public and private companies), industry

(manufacturing and non-manufacturing) and size (smaller and larger). In doing that,

Chi-square tests for independence were conducted in order to identify whether there

is a significant difference between the company's sector, industry and size. The Chi-

Square test indicates that there are significant differences between companies'

ownership, industry, and size. On the other hand, there is no significant difference

between companies' size and industry. Table (6-1) shows the classification of the

sample in terms of industry and size. Of responding Libyan public companies 53.8%

is manufacturing companies and 94.9% is also considered as larger companies while

the vast majority of responding private companies (93.3%) is non-manufacturing

companies from different sizes.

Table (6-1): Industry and Size Classifications of the Sample

(100%)	 (100%)
Manufacturing companies as those companies, which produce goods through different ways and the
non-manufacturing companies otherwise. Small companies are defined as those companies, which
have less than one million Libyan Dinners of assets. P-values marked with * indicate the significance
difference.

The results of some empirical studies in capital structure are consistent with two or

more theories. The reason for that, as stated by Myers (2001), is that each of these

theories works for sub-sample. Therefore, the responses are analysed based on sector
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(public and private), industry (manufacturing and non-manufacturing) and size

(small and large).

6.2 Capital Structure Practices

6.2.1 Sources of Finance

Michaelas (1998) argues that companies will be more dependent on bank credit as

they develop. The respondents of the questionnaires were, therefore, asked to explain

how they financed their investments. The responses are summarised in Table (6-2).

Table (6-2): Sources of Finance

Rank	 % Used or	 Mean	 Sector	 Industry	 Size
used to a	 score	 Public	 Private	 Manu	 Others	 Small	 Large

very large
extent________ __________________________________________________________

c) Bank overdraft	 73.6	 3.15	 3.20	 3.09	 2.95	 3.24	 3.16	 3.25

f) Retained earnings	 63.9	 2.94	 2.92	 2.96	 3.08	 2.87	 3.05	 2.90

a) Trade credit	 59	 2.75	 2.35	 3.21	 2.17	 3.02	 3.27	 2.57

b) Bank loans	 50	 2.51	 2.79	 2.18	 2.21	 2.65	 1.94	 2.70

d) External equity	 37.5	 2.13	 1.17	 3.27	 1.30	 2.53	 3.16	 1.79

e) Government	 8.3	 1.23	 1.43	 1.00	 1.39	 1.16	 1.00	 1.31

subsidies

g) Foreign sources	 8.3	 1.20	 1.20	 1.21	 1.13	 1.24	 1.27	 1.18

h) Affiliated	 4.2	 1.15	 1.12	 1.18	 1.04	 1.20	 1.05	 1.18

companies_______________ __________
Respondents are asked to rate on a scale of 1 (not used) to 4 (used to a very large extent). Manu denotes
manufacturing companies, and others denote non-manufacturing companies. Small companies are defined
as those companies, which have less than one million Libyan Dinners of assets. The letters represent the
rank of the statements in the questionnaire.

Table (6-2) provides evidence of the percentage of companies employing particular

sources of finance and the mean of the rankings reported by the respondents as to the

usage of the particular source of finance. Bank overdraft is the most widely used

source of finance in percentage terms and has the higher overall ranking.
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There are some differences in the average rankings for the sub-samples, but bank

overdrafts are used more than the other sources of finance by public companies,

companies in the non-manufacturing sector and large companies.

Private companies rely more heavily on trade credit and, not surprisingly external

equity. Non-manufacturing companies use trade credit as their main source of

finance. This might be attributable to their dependence on purchasing.

These results support the findings of Aiqadhafi (2002) in that as most Libyan public

companies suffer from shortages of cash flow, they use bank overdraft in an attempt

to cover their expenses. The other possible explanation might be that Libyan banks

treat public companies more favourably because the banks take government

involvement in companies' ownership as more reliable collateral and, thus, they are

more willing to extend overdraft facilities to public companies.

The policy adopted by the Libyan government might be responsible for reducing the

use of government subsidies. The Libyan government issued Act No 9 of 1992 to

introduce some liberalisation measures including the pnvatisation of business

operations. The overall aim of these measures, as suggested by Saleh (2001), was to

reduce public spending and gradually withdraw government subsidies.

6.2.2 Short-term and Long-term Debt

Short-term debt finance is often used to minimise the agency problems between

shareholders and debtholders because if shareholders attempted to expropriate funds

from debtholders, borrowers would insist on short-term to minimise these wealth

expropriation attempts by restricting company's access to short-term debt in the

immediate future.
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The respondents were, therefore, asked to specify whether they have a preference

between short-term and long-term debt finance and to identify why they would raise

short-term and long-term debt finance. As illustrated in Tables (6-3), almost 50% of

the respondents indicated that they prefer to use short-term debt, while only 11% of

respondents prefer to use long-term debt. About 26% of the respondents prefer to use

mix of short and long-term debt. The remaining respondents do not reveal any

preference.

Table (6-3): The preference between short-term and long-term debt

All	 Sector	 Industry	 Size

%Public	 I %Private %Manu	 %Others	 %Small I %Large

Prefer short-term	 50	 41	 60.6	 34.8	 57.1	 66.7	 44.4

finance
Prefer long-term	 11	 12.8	 9.1	 17.4	 8.2	 11.1	 11.1

finance
Prefer to have a	 26.5	 23.1	 30.3	 17.4	 30.6	 22.2	 27.8

mix of short and
long-term
finance
No Preference	 12.5	 23.1	 0	 30.4	 4.1	 0	 16.7

Manu denotes manufacturing companies, and others denote non-manufacturing companies. Small
companies are defined as those companies, which have total assets less than one million Libyan
Dinners.

As can be seen in Table (6-3), 41% of the respondents in public companies prefer

short-term debt finance, while 60.6% of the respondents in private companies have

the same preference. The inability to offload shares in a secondary capital market

may have more impact on agency costs for private companies than on agency cost

for their counterparts. Managers of such companies might be encouraged by

shareholders, due to inability to offload their shares, to expropriate funds from

debtholders to themselves. Therefore, their preference for using short-term debt

might be due to borrowers insisting on short- term debt to minimise attempts by

shareholders to expropriate wealth from debtholders.
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In order to specify the preference between short-term and long-term debt finance,

respondents were asked to indicate the factors driving their choice. As shown in

Table (6-4), respondents indicated that debt is used for strategic or tactical reasons as

48.6% of the sample were raising short-term dcbt to capture the returns from new

projects for shareholders. This indicates that agency problems may be an issue

between shareholders and debtholders.

Table (6-4): Factors that affect the maturity of debt

Rank	 % Important Mean	 Sector	 Industry
orvery	 score _________________________________
important	 Public	 Private	 Manu	 Others

b) We borrow short-	 48.6	 2.44	 1.51	 3.54	 1.69	 2.79
term debt so that
returns from new
projects can be
captured more fully
by shareholders

Size

Small 
I 

Laige

3.55	 2.07

a) Matching the
	

36.1
	

2.06	 2.20	 1.90	 2.13	 2.04	 2.16	 2.03
maturity of our debt
with the life of our
assets

c) We borrow long- 	 36.1
	

2.11	 2.23	 1.96	 2.17	 2.08	 1.77	 2.22
term debt to minimise
the risk of having to
refinance in "bad
time"

Respondents are asked to rate on a scale of 1 (Not important) to 4 (very important). Manu denotes
manufacturing companies, and others denote non-manufacturing companies. Small companies are
defined as those companies, which have less than one million Libyan Dinners of assets. The letters
represent the rank of the statements in the questionnaire.

On the other hand, 36.1% of companies choose to match the maturity of their debt

with the maturity of their assets, which may explain the preferences between short

and long-term debt. The same percentage of respondents indicated that issuing long-

term debt to minimise the risk of having to refinance in bad times is also considered

as a reason for preference between short-term and long-term debt.

There are some differences in preference and reasons for preference between long

and short-term debt based on the sub-sample. For example, compared to public
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companies, private companies are more concerned about the use of short-term debt

for strategic or tactical reasons than the public companies as they tend to issue short-

term debt to capture returns from new projects for shareholders, which is perhaps not

surprising given their higher dependence on equity than public companies. Private

companies were less concerned about matching principles and about issuing long-

term debt to minimise the risk of having to finance in bad times than the public

companies.

As private companies tend to be non-manufacturing (see, Table (6-1)), consequently

they tend to have less fixed assets such as, plants and heavy equipments. This might

explain why these companies were less concerned about matching principles.

Regarding their less concern about issuing long-term debt to minimise the risk of

having to finance in bad times, private companies seem to be more affected by the

absence of a secondary capital market than their counterparts as the non-existence of

a secondary capital market might prevent investors from raising long-term finance.

Non-manufacturing companies consider moderately issuing short-term debt to

capture returns from new projects for shareholders as indicated by a score of 2.79,

but there is little evidence that they consider either the matching principle or issuing

long-term debt to avoid refinancing in bad times. There is also little evidence to

explain the preference between short-term and long-term debt for manufacturing

companies. For smaller companies, the most important reason for raising short-term

debt is that the use of short-term borrowing might allow returns from new projects to

be captured by shareholders. On the other hand, there is little support for the

matching principles for the smaller companies sub sample, and no support for issuing

long-term debt to minimise the risk of refinance in bad times.
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According to the participants, private companies appear to be more influenced by

agency problems as they place a higher value to the use of short-term debt in order to

capture the returns from new projects for shareholders interest, but perhaps it is not

surprising as they have a greater dependency on equity.

6.2.3 Paying Dividends

Sharpe and Nguyen (1995) argue that paying dividends may reduce the asymmetric

information between investors and managers, and, as stated by La Porta et al. (1998),

without paying dividends, it might be difficult to companies to raise external equity.

Respondents, therefore, were asked to specify whether they pay dividends and what

form of payment they pay. Table (6-5) illustrates that 52.8% of the responding

companies indicated that they pay cash dividends while 44.4% of the respondents do

not pay any dividend. The remaining respondents pay shares as dividends.

Table (6-5): Paying dividends

Rank	 All	 Sector	 Industry	 Size

%Public	 %Private	 %Manu	 %Others	 %Small	 %Large

Paying cash as	 52.8	 35.9	 72.7	 47.8	 55.1	 61.1	 50
dividends
Paying no	 44.4	 64.1	 21.2	 52.2	 40.8	 38.9	 4b.3
dividends
Paying shares as	 2.8	 0	 6.1	 0	 4.1	 0	 3.7
dividends_______ ________________________________________________________________

Manu denotes manufacturing companies, and others denote non-manufacturing companies. Small
companies are defined as those companies, which have total assets less than one million Libyan
Dinners.

Private companies pay more dividends than public ones as 72.7% of the responding

private companies indicated that they pay cash dividends against 35.9% of the

responding public companies. This is, in part, because the private companies have a

greater dependency on equity. Of the responding public companies, 64.1% indicated

that they do not pay dividends. This will, in part, be due to the fact that some of the

public companies are fully owned by the state, for example, The Secretary of

151



Industry currently has thirty-one companies, and 23 out of them are fully owned by

the state (Saleh, 2001).

On the other hand, 21.1% of respondents in private companies do not pay dividends.

The possible explanation is that those companies do not have sufficient profits for

distribution. Compared to manufacturing companies, non-manufacturing companies

pay more dividends than manufacturing ones. In addition, smaller companies pay

more dividends than larger companies.

The absence of a secondary capital market might explain why only 2.8% of the

respondents pay shares as dividends. Additional shares may well be less attractive

than cash as the shareholders will not have opportunity to convert the shares to cash.

The later findings are inconsistent with the literature, where larger companies usually

pay more dividends than smaller companies. It might be attributable to ownership

structure of the responding companies as, 68% of the responding larger companies

are public companies, while approximately 89% of the responding smaller

companies are private companies giving that the private companies are more likely to

pay more dividends than the public companies.

6.2.4 Problems in Obtaining External Finance

Respondents were asked to specify whether they have experienced any problems in

obtaining an adequate level of external finance. The vast majority (84.7%) of the

respondents indicated that they do face problems in raising external finance. As can

be seen in Table (6-6), there are little differences in responses between public and

private companies and between smaller and larger companies while non-

manufacturing companies face more problems in obtaining external finance than

manufacturing companies.
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77.8	 I 3.72	 3.69	 3.75	 3.47	 3.81	 3.60	 3.76

62.5	 I 3.16	 3.09	 3.25	 3.11	 3.18	 3.00	 3.21

56.9	 I 2.98	 3.57	 2.28	 3.52	 2.77	 2.60	 3.10

51.4	 I 2.75	 2.60	 2.92	 2.47	 2.86	 3.26	 2.58

50	 2.78	 3.03	 2.50	 3.35	 2.56	 2.60	 2.84

29.2	 2.04	 1.72	 2.42	 1.94	 2.09	 2.73	 1.82

Table (6 -6): Survey Responses to the Question: Do you currently face any
problem in obtaining an adequate level of external finance?

All	 Sector	 Industry	 Size

	%Public	 %Private	 %Manu	 %Others	 %Small	 %Large

Yes	 84.7	 84.6	 84.8	 73.9	 89.8	 83.3	 85.2

No	 15.3	 15.4	 15.2	 26.1	 10.2	 16.7	 14.8

Manu denotes manufacturing companies, and others denote non-manufacturing companies. Small
companies are defined as those companies, which have total assets less than one million Libyan
Dinners.

Respondents were asked to indicate the importance of a list of problems that could be

linked to obtaining external finance. The responses are summarised in Table (6-7).

Table (6-7): Problems associated with obtaining external finance

Rank	 % Agree	 Mean	 Sector	 Industry	 Size
or	

score Public	 Private	 Manu	 Others Small	 Large
Strongly
agree

b) Deterioration in the	 81.9	 3.83	 3.81	 3.85	 3.76	 3.86	 3.86	 3.82

state of the economy

c) Absence of stock
market

h) Inability in getting
enough debt

d) The suppliers of
finance are in small
and/or undeveloped
sector

g) Inability in convincing
lenders of the
profitability of the
investments

a) Lack of collateral
(security)

e) Poor relationships
with banks

f) Lack of good trading 16.7 1.57 1.24 1.96 1.41 1.63 2.00 1.43
record______________________________________________________________
Respondents are asked to rate on a scale of 1 (strongly disagree) to 4 (strongly agree). Manu denotes
manufacturing companies, and others denote non-manufacturing companies. Small companies are
defined as those companies, which have less than one million Libyan Dinners of assets. The letters
represent the rank of the statements in the questionnaire.
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The most important overall problem associated with obtaining external finance is the

deterioration in the state of the economy as indicated by 81.9% of the respondents

with an average rating of 3.83. As the profitability of a firm may be influenced by the

state of the economy, the deterioration in the state of the economy may affect the

amount of earnings available to be retained and consequently the firms' capital

structure.

The absence of a secondary capital market is ranked as the second most important

problem in obtaining external finance followed by an inability to issue sufficient

debt. Poor relationships with lenders and the lack of a good trading record are ranked

as the least important problems in obtaining external finance.

There are some differences based on sector as shown in Table (6-7). For example,

although it surprising that public companies are influenced more than the private

companies by an undeveloped finance sector, they are less influenced by poor

relationships with lenders. The public companies may have good relationships with

lenders due to government intervention guarantees. The responses to the problems

listed in Table (6-7) indicate that the public companies and the private companies

face nearly the same problems in obtaining external finance. This is consistent with

Huang and Song' (2002) results which indicate that state ownership does not prevent

public companies from displaying the same behaviour as private companies in terms

of external financing.

According to the responses analysed, non-manufacturing companies are more

affected by the deterioration in the state of the economy and the absence of a

secondary capital market than manufacturing companies, while manufacturing

companies appear to suffer more from an undeveloped finance sector than non-
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manufacturing companies. It might be attributable to the size of manufacturing

companies, as 39.1% of the responding manufacturing companies have assets of

more than 40 million LD, while only 8.2% of the responding non-manufacturing

companies have assets more than 40 millions LD.

Furthermore, compared to smaller companies, larger companies are more influenced

by an undeveloped finance sector than their smaller counterparts, but less affected by

poor relationships with lenders.

It is apparent from Table (6-7) that responding companies are more influenced by

problems that reflect the supply-side of finance (the deterioration in the state of the

economy and the absence of a secondary capital market) than by problems that

reflect the demand-side (lack of collateral, poor relationships with lenders, and the

lack of a good trading record). Atkin and Glen (1992) argue that in a country without

a secondary capital market, the range of financing options available to companies is

very limited.

6.2.5 Problems with Lenders Regarding Loans or Overdraft Facilities.

Michaelas (1998) and Churchill and Lewis (1983) argue that businesses will have

different financial needs as they develop and they will increasingly rely more on

funds from bank. Respondents were, therefore, asked to specify whether they have

any problems with their lenders regarding loans or overdraft facilities. Of the

responding companies, 54.2% indicated that they do have problems with their

lenders regarding loans or overdraft facilities, while the rest (45.8%) did not.
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43.1	 3.23	 2.78	 3.65	 2.70	 3.41	 4.00	 3.00

40.3	 3.23	 3.52	 2.95	 3.40	 3.17	 2.00	 3.60

36.1	 2.97	 2.52	 3.40	 2.80	 3.03	 3.66	 2.76

16.7	 1.94	 2.31	 1.60	 2.40	 1.79	 1.33	 2.13

9.7	 1.58	 1.26	 1.90	 1.40	 1.65	 1 66	 1.56

Table (6-8): Survey Responses to the Question: I )o you have &iny problem with
IeLl(lerS rcgal'(ling loans Or oveni ral't facilities?

Sei.'tor	 J	 Intitistry	 Sue

	

j
itiiic	 [c l)iivaij fh Maim 

1L 
Otie	 nall

Yes	 48.7	 6ft6	 41,5	 50,2	 51)	 6

No	 45Jj.	 W.4	 56 5	 40.8	 50	 44.4
Manu denotes to manulactut i ng companies, and ol hei s denotes to non nianu Itct wing companies.
Small companies are deFined as those compa nies, which have Ies than one mu lion Liby an Dinneu s as
assets.

There are some differences bascd (in sector, industry and sue, Private companies

seem to have more problems with lenders regarding loans or overdraft facilities than

public companies. Manufacturing companies have fewer problems with lenders thin

non-manufacturing ones, while thcre is little difference hctwcen smaller and lat-ger

companies about-facing problems with lenders regarding loans or overdraft facilities.

In order to identify the problems with lenders that Libyan companies could face

regarding loans or overdraft facilities, respondents were, therefore, asked to indicate

the importance of a list of problems. The responses are summarised in Table (6-9).

Table (6-9): Problem with Lenders regarding Loans or Overdraft Facilities

Rank	 Mean	 Sector	 Industry	 Size

	

Reason	 score	 .

	

Public	 Private	 Manu	 Others	 Small	 Laieor major
reason

e) Red tape (Bureaucracy) 	 48.6	 3.71	 3.73	 3.70	 3.70	 3.72	 4.00	 ?\

c) Charges too high

fi Interest rate too high

a) Loan application
rejected

d Relationship
difficulties

b .\ppioached h\ another
coder

Bank mistake's 	 97	 I 1.51	 1.42	 1.60	 1.60	 1.48	 1.66	 1.46
IR..-.pondents ate asked to rate on a scale of 1 (not reason) to 4 (major reason). Manu denotes
ranuaetui i ng companies. and others denote non-manufacturing companies. Small companies are defi ned

those companies. hich have less than one million Libyan Dinners of assets. The letters represent the
r,.irL of the staiemenis in the questionnaire.
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Table (6-9) reports that the most important problem with lenders regarding loans or

overdraft facilities is bureaucracy as 48.6% of the responding companies indicated

that red tape is the most important problem they face. The second most important

problem is the charges on loans or overdraft facilities as 43.1% of the respondents

consider the charges that on their loans or overdraft facilities as reason or major

reason.

Compared to private companies, public companies are less influenced by charges and

the rejection of loan application problems than private companies, but the public

companies are more affected by the interest rate than the private companies. It may

reflect the effect of economic transition in Libya, as during the economic transition,

as stated by Keister (2000), companies have to begin gradually to borrow from non-

state capital sources in order to cover the shortage of financing from the state.

According to the responses analysed by industry, non-manufacturing companies are

more influenced by banking charges and the rejection of loan application problems

than the manufacturing companies while manufacturing companies are more affected

by the interest rate problem than the non-manufacturing companies.

Smaller companies are more influenced by red tape, banking charges and the

rejection of loan application than the larger companies while the larger companies

are more affected by the interest rate more than the smaller companies.

6.3 Financing Policy

In the following sections, I asked the respondents about their opinions on various

factors that are likely to influence the capital structure policies of companies.
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6.3.1 Debt Policy

I asked the respondents some questions related to the debt policy. Table (6-10)

presents the summary of the responses. The static trade-off theory, as stated by

Brouncn Ct al. (200 z1), suggests companies are concerned with balancing the costs of

financial distress against the tax advantages of debt. These two influences were

reported to be important by 66.7% and 45.8% of the respondents respectively. These

choices of debt policy indicate to strong support for the static-trade-off theory.

Factors that relate debt to strategic or tactical reasons such as bargaining for

concessions from employees, sending signals to competitors about the impossibility

of reducing companies' outputs, and giving investors a better impression about

companies' future prospects are rated as less important factors that affect debt policy

in Libyan companies. This can be interpreted as being inconsistent with Ross' (1977)

signalling theory which indicates that investors interpret the increase in leverage as a

signal of higher quality.

Limiting total debt or using short-term debt can mitigate agency problems between

parties involved. Of the respondents, 45.8% limit their amount of debt to capture

profits from new projects for shareholders. Furthermore, growth opportunities are

also ranked as an important factor for issuing debt by 72.2% of the responding

companies particularly for public companies. This may provide further support for

the agency cost theory of capital structure.

6.3.2 Issuing Shares Policy

Libyan companies issue shares for various reasons but to fulfil the legal requirements

regarding capital is ranked as the most important reason. Private companies place

higher values on this reason probably due to their higher dependency on equity.
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About 82% of the responding companies ranked the need to issue shares when their

profits are not sufficient to support their activities as the second most important

reason for issuing shares. It can be also argued that there is more supply-side effects

influencing financing policy than demand-side effects in the Libyan business

environment as the respondents place a high value on the factor relating to the

inability to obtain funds using other sources of finance.
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6.4 Asymmetric Information Problem

6.4.1 Measures of asymmetric information

Ang and Jung (1993) use four measures in order to identify the asymmetric

information problem. In doing so, they asked the respondents these four questions:

(1) Do you feel that banks tend to underestimate your firm's future prospects?

(2) Does this problem remain after providing confidential information to the bank?

(3) Are you willing to provide extra information in order to enhance your

relationship with the banks and mitigate the underestimation problems? and

(4) Are retained earnings used to finance new investments because it is hard to

convince the bank of the profitability of the new investments?

Following Ang and Jung's (1993) methodology, I asked several questions in order to

determine whether the asymmetric information problem exists between companies

and their lenders. I asked respondents to specify whether they feel that lenders tend

to underestimate the future prospects of their companies and if it affects the amount

of finance made available to them. Of the responding companies, 68.1% indicated

that lenders (usually banks) have a limited understanding of the future prospects of

their companies. This suggests that the asymmetric information problem may exist

between those companies and their lenders.

Public and larger companies seem to be less concerned about asymmetric

information as shown in Table (6-12). Therefore, it can be argued that the

asymmetric information problems may become more series problems in the Libyan

environment as the portion of smaller and private companies will increase due to the

policy of privatisation for public companies as well as the establishment of private

companies. The public and larger companies appear to have better-established
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banking relationships and probably, as a result, face lower asymmetric information

than private and smaller ones.

One possible explanation is that as the state owns the majority of public companies'

shares and these companies tend to be large, the lenders take government

involvement as reliable collateral. The other possible explanation might be that

banks, which are usually state owned, treat public companies favourably from private

companies. Also banks will usually have more information about the public

companies activities than the private companies' activities.

Approximately 60% of the respondents indicated that the underestimation problem

could not be solved through disclosure. Again, it can indicate the asymmetric

information problem. Row b in Table (6-12) illustrates that the responding private

companies tend to be more influenced by the underestimation problem than their

public counterparts and that their problems may not be solved by providing

confidential information. It may imply that the personal relationship between private

companies' managers and bank managers is more important for reducing the

asymmetric information than providing more information disclosure. It also may

imply that the large part of asymmetric information problems may not be attnbutable

to the lenders' lack of information.

Rowe in Table (6-12) shows that 26.4% of the respondents are not willing to provide

extra information in an attempt to reduce this information asymmetry. It means that

the vast majority of the responding companies are willing to provide extra

information and enhance their relationship with lenders. This result, however,

indicates that the asymmetric information between companies and lenders is a

significant problem in the Libyan environment.
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Supporting the previous argument that the asymmetric information problem is

significant in the Libyan business environment, 65.3% of the responding companies

indicated that retained earnings were used to finance new investments because they

found it hard to finance these new investments from banks.

In summary, the discussion above indicates that the asymmetric information problem

exists in Libyan companies. In the next chapter, I will investigate whether Libyan

companies follow Myers' pecking order under the effects of the asymmetric

information problems. According to Myers and Majiuf (1984), the asymmetric

information problems occur when investors are less informed than managers about

the value of the companies' assets and, therefore, the market might under price the

equity.
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6.4.2 The Choice of Sources of Funds

As can be seen in Table (6-13), the respondents indicated that retained earnings were

their first choice of sources of funds, while funds from banks and suppliers arc

ranked as their second and third choice, respectively. Funds from affiliated

companies, government and foreign sources are ranked as the least preferred choice

of funds.

Table (6-13): Sources of Funds- The Choices

Sources of funds	 All	 Sector	 Indus
	

Size
Rank	 Public	 Private	 Manu

	 Others
	

Small

Retained earnings	 1	 1	 1	 1
	

1
Banks	 2	 2	 2	 2

	
2
	

4
	

2
Suppliers	 3	 3	 3	 3

	
3
	

3
	

3
Affiliated firms	 4	 4	 5	 4

	
4
	

5
	

4
Private sources	 5	 5	 4	 5

	
5
	

2
	

5
Government	 6	 6	 6	 6

	
6
	

6
	

6
Foreign sources	 7	 7	 7	 7

	
7
	

7
	

7
The numbers in the table denote to the choices of sources of funds.

There are some differences based on sector, industry and size. For example,

compared to larger companies, smaller companies ranked funds from private sources

and banks as their second and fourth choices respectively while the public companies

ranked funds from banks and private sources as their second and fifth choice

respectively. It might imply that banks have more preference to lend public

companies than private companies. This is because banks may take the government's

involvement in the public companies ownership as collateral. On the other hand,

smaller companies appear to be more interested in funds from private sources than

the larger companies. This is not surprising, as the smaller companies tend to be in

pnvate sector.
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6.4.3 The Choice of Types of Funds

Table (6-14) shows that the responding companies indicated that they prefer retained

earnings as the first choice followed by bank overdrafts and trade credit from

suppliers. Short-term bank loans, long-term bank loans and new shares are ranked as

their last choices respectively. This may imply that Libyan companies prefer to be

financed in the order of inside funds, out side trade credit from suppliers, out side

debt, and out side equity. It also can be seen, to some extent, as an indication of the

existence of the asymmetric information problem.

Table (6-14) Types of Funds- The Choices

Types of funds	 All	 Sector	 Industry	 Size

	

Rank	 Public	 Private	 Manu	 Others	 Small	 Lar

Retained earnings	 1	 1	 1	 1	 1	 1	 1
Bank overdraft	 2	 2	 2	 2	 2	 2	 2
Trade credit from	 3	 5	 3	 5	 3	 3	 3
suppliers
Short-term bank	 4	 3	 5	 3	 4	 5	 4
loans
Long-term bank	 5	 4	 6	 4	 5	 6	 5
loans
New Shares	 6	 6	 4	 6	 6	 4	 6
The numbers in the table denote to the choices of sources of funds.

There are some differences based on sector, industry and size. For example,

compared to the public companies, the private companies appear to be more

interested in the funds from trade credit and new equity than the public companies

while short and long-term bank are more preferred by the public companies.

Manufacturing companies prefer to be financed in the order of inside ftmds, out side

debt, out side trade credit from suppliers, and out side equity while the order of

inside funds, out side trade credit from suppliers, out side debt, and out side equity is

more favoured by non-manufacturing companies.
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Smaller companies and larger companies differ in the preference of external equity.

While the smaller companies ranked the new shares as their fourth choice, the larger

companies ranked it as their last choice.

In the main, smaller and private companies on one hand, and larger and

manufacturing companies on the other hand, are, to a very large extent, following the

same order of financing. Therefore, smaller companies are more likely to be in the

private sector, and manufacturing companies tend to be in the public sector.

6.5 Conclusion

This chapter examined the factors influencing capital structure in Libyan companies

using evidence provided by questionnaires. The analysis of the responses to the

questionnaires has several implications for capital structure theory.

The responses indicated that the most important source of finance is bank overdraft,

followed by retained earnings and trade credit. Government subsidies are considered

an unimportant source of finance even for the public companies. It may reflect the

policy that has been adopted by the Libyan government for producing some

liberalisation measures including privatisation of businesses, reducing public

spending and gradually withdrawing government subsidies.

The responses also point out that short-term debt is preferred over long-term debt

possibly due to the existence of agency problems, as the respondents indicated that

they borrow short-term debt so that returns from new projects can be captured more

fully by shareholders, rather than debtholders.

The deterioration in the state of the economy and the absence of a secondary capital

market are considered as the most important problems associated with obtaining
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external finance. It may imply that Libyan companies are more influenced by

problems that reflect such supply-side effects rather than by problems that reflect

demand-side effects such as poor relationships with banks and the lack of a good

trading record.

The respondents indicated that they do not use debt policy and share issues for

strategic or tactical reasons, as there is little evidence that Libyan companies use debt

policy to send signals to their investors about their future prospects, or use shares

issues in order to dilute the holding of certain shareholders.

In the main, there appears to be information asymmetries between Libyan companies

and banks, which affect the amount of funds that are made available to them.

Furthermore, the responses indicated that the large part of the asymmetric

information problem might not be attributable to the lenders' lack of information, as

they argued that providing more information disclosure could not solve the

asymmetric information problem.

The next chapter presents the results from the analysis of the data collected by the

questionnaires that serve to examine the hypotheses that cannot be tested by utilising

financial statements data. The hypotheses examine the pecking order and signalling

theories, managers' risk taking propensity, business and personal goals and

managers' demographic characteristics. Furthermore, the hypotheses thai were tested

in chapter five using regression analysis techniques will be re-examined in order to

compare the relationships between profitability, tangibility, growth and company size

as experienced by managers.
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Chapter Seven: Testing the Non-financial Hypotheses

7.0 Introduction

A number of hypotheses were examined in chapter five by investigating the

relationship between leverage ratios and a number of characteristics of companies.

Some factors that affect capital structure choices are not easy to quantify and thus

cannot be identified using financial figures, such as, management preferences, beliefs

and attitudes towards using debt and equity. Potentially relevant qualitative factors

are selected based on a review of the capital structure literature.

In the previous chapter, the responses, question by question were analysed, but in

this chapter some qualitative factors will be investigated and discussed based on the

responses analysed in chapter six. In order to test some hypotheses, debt ratios from

Libyan companies' financial statements will be also utilised. Furthermore, the

hypotheses that were tested by regression analysis technique in chapter five will be

re-examined using the questionnaires data.

This chapter is divided into six sections. The first section deals with the pecking

order hypothesis. The second section investigates the signalling hypothesis. The

impact of managers' preferences, perceptions and beliefs towards using debt are

tested in section three. The hypotheses relating to the impact of manager's

demographic characteristics on using debt are discussed in the fourth section. Section

five re-examines the hypotheses that were tested by the regression analysis in chapter

five, while the last section concludes the chapter.
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7.1 Pecking order Hypothesis

The pecking order theory assumes that firms do not target a specific debt to equity

ratio. Myers and Majiuf (1984) argue that firms prefer to use external funds only

when internal funds are insufficient. They added that the preference of internal funds

over external funds might be attributable to the asymmetric information problems

between managers and investors, which may cause under valuation for external

equity. Therefore, according to this theory, firms might be financed first by retained

earnings, then by debt and finally by issuing shares. Myers (1984) referred to this

preference as pecking order financing behaviour.

Due to the fact that the starting point for testing the pecking order theory is the

existence of asymmetric information between managers and investors as pointed out

by Ang and Jung (1993), Chirinko and Singha (2000) and Graham and Harvey

(2001), the respondents were asked to specify whether they believed asymmetric

information existed between their companies and their lenders.

As explained in chapter six, four measures of asymmetric information were

identified and the responding companies were divided, according to these measures,

into two sub-samples, "high asymmetric information group companies" and "low

asymmetric information group companies". Due to the fact that the results of using

each of these four measures are nearly similar (see appendix (7-1)), only the results

of the analysis of using the first measure of asymmetric information are presented

and discussed.
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Table (7-1): High and Low Asymmetric Information Groups

Rank	 All	 Sector	 Industry	 Size

	

%Public	 %Private	 %Manu	 %Others	 %Small	 %Large

High asymmetric	 68.1	 64.1	 72.7	 78.3	 63.3	 77.8	 64.8

information group

Low asymmetric	 31.9	 35.9	 27.3	 21.7	 36.7	 22.2	 35.2

information group
Manu denotes manufacturing companies, and others denotes to non-manufacturing companies. Small
companies are defined as those companies, which have less than one million Libyan Dinners of assets.

Respondents were asked to specify to what extent they feel that lenders (usually

banks) have limited understanding of the future prospects of their companies and if

they believed this leads to an underestimation of the future prospects of their

companies and restrict the amount of finance made available to them.

Of the responding companies, approximately 68% indicated that lenders tend to

underestimate the future prospects of their companies; therefore, they are classified

as high asymmetric information group of companies, while the rest (nearly 32%)

indicated the opposite; therefore they were classified as the low asymmetric

information group of companies.

In order to test the pecking order hypothesis, the financing pecking order for each

asymmetric information group was examined. The pecking order theory, as indicated

by Michaelas (1998), suggests that companies should use internally available funds

first, followed by short-term debt, then long-term debt, and finally external equity.

As stated in the methodology chapter, the high asymmetric information group

companies are more likely to follow Myers' pecking order than low asymmetric

information group companies.

172



Table (7-2): The Choice between Types of Funds in Asymmetric Information
Groups

Types of funds	 All	 Sector	 Industry	 Size
rank

Public	 Private	 Manu	 Others	 Small	 Large

_______ HL HL HL HLJHL HL HL
Retained earnings	 1	 1	 1	 1	 1	 1	 1	 1	 1	 1	 1	 1	 1	 1
Bank overdraft	 2	 2	 2	 2	 2	 2	 2	 2	 2	 2	 2	 2	 3	 2
Trade credit from
suppliers	 3	 3	 5	 5	 3	 3	 5	 3	 3	 3	 3	 3	 2	 3
Short-term bank
loans	 4	 4	 3	 3	 4	 5	 3	 4	 4	 4	 5	 5	 4	 5
Long-term bank
loans	 5	 5	 4	 4	 5	 6	 4	 5	 5	 5	 4	 4	 6	 6
NewShares	 6	 6	 6	 6	 6	 4	 6	 6	 6	 6	 6	 6	 5	 4

H denotes to high asymmetric information group and L denotes to low asymmetric information group.
The numbers in the table denote to the choices of sources of funds.

Table (7-2) shows that the first choice for the high asymmetric information group

companies is retained earnings followed by bank overdraft and trade credit from

suppliers. Short-term debt, long-term debt and new shares are ranked as the least

important types of finance respectively. Table (7-2), however, shows that the high

asymmetric information group companies displays the same financing choices of the

low asymmetric information group. In other words, the two asymmetric information

groups prefer to be financed in the order of retained earnings, bank overdraft, credit

from suppliers, short-tern debt, long-term debt, and issuing shares.

There is little evidence that sector, industry and size affect the financing pecking

order in both high and low asymmetric information group companies as they appear

to display nearly the same financing pecking order as shown by Table (7-2).

It is apparent from Table (7-2) that the responding companies prefer to be financed in

the order of inside funds, outside debt, and outside equity. It can be viewed as an

indication for supporting the pecking order theory of capital structure, but, as the low

asymmetric information group companies displays the same financing pecking order

behaviour of high asymmetric information group companies, it can be argued that
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whilst the pecking order assumptions are supported, the choices does not appear to

be due to the existence of asymmetric information.

Table (7-3): Mann-Whitney U Test for the Choices of Financing in two
Asymmetric Information Groups

choice	 2nd choice	 3id choice	 4 choice	 5 choice	 6th choice

Mann-Whitney U	 540.500	 547.500	 536.500	 575.500	 548.000	 477.500

Z	 I	 -.0495	 I	 -0.369	 -0.497	 I -0.006 I	 -0.344	 -1.232

Si g	I	 0.621	 0.712	 I	 0.619	 I	 0.995	 I	 0.731	 0.218

The Mann-Whitney U test was performed to identify whether the previous tabulated

results were statistically significant. The results (as shown in Table (7-3)) show that

the probability value (Sig) is not less than or equal to 0.05, therefore the results are

not significant. In other words, there is no statistically significant difference in the

ranking between the two asymmetric information groups; thus, the usual explanation

of asymmetric information influences the pecking order theory is not supported. An

alternative interpretation may be that the low asymmetric information group

companies ranked issuing shares as the last choice due to the absence of secondary

capital market in Libya and not because of concerns over underpriced equity.

Therefore, the fifth null hypothesis is rejected.

Hypothesis 5: Accepted
H5:	 There is no significant difference between the high asymmetric information

group companies and the low asymmetric information group in following
Myers' pecking order.

7.2 Signalling Hypothesis

Ross (1977) and Leland and Pyle (1977) argue that companies use debt and equity to

send financial signals to investors about their future prospects. Inside managers can

use financial decisions (such as the financing decision) to send signals to the market

in order to reduce information asymmetry. It is expected that managers will only
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increase leverage if the company is likely to be able to meet the interest payments

andl or that the firm has investment opportunities over and above what can be

financed by internally generated funds. If investors perceive either of these to be the

case they are likely to react positively to an announcement of increased leverage.

Half of the respondents indicated that they use debt policy for tactical reasons in

order to send signals about the stability of their companies to their customers and

suppliers. Private and smaller companies appear to particularly favour this strategy.

The use of debt to help bargain concessions from employees is ranked as a relatively

unimportant factor for using debt as only 33.3% of the respondents consider this

factor as a reason or major reason for using debt.

There is little evidence that the responding companies use their debt policy in order

to send signals to their competitors to inform them that it is very unlikely that they

will be reducing their output.

Of the responding companies, 11.1% indicated that issuing debt give their investors

better impression of their companies' prospects than issuing shares.

The previous tabulated results as shown in Table (6-10), however, needed to be

supported in order to make it clear whether the secondary hypotheses H6.1, H6.2,

H6.3 and H6.4 should be rejected or accepted. The Binomial test was performed for

each secondary hypothesis. The four point Likert scale were recoded in two scales,

1= not reason and 2= reason, in order to perform the Binomial test.

As can be seen in Table (7-4), the asymptotic significant value for the first statement

is 1.00, which is above the conventional cut-off for statistical significance (0.05).

This implies that the proportion of respondents who believe that the debt policy can
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be used to send signals to their customers and suppliers about their companies'

stability does not significantly differ from the hypothesised value of 50%. By that

standard, the hypothesis H6. 1 cannot be rejected. It implies that the responding

companies do not use their debt policy to send signals to their customers and

suppliers about their companies' stability and prospects.

Table (7-4): Binomial Test for Signalling Hypothesis

Observed	 Test
	

Sig
p roportion. Proportion.

0.50	 0.50
	

1.000
0.50

Response

We limit debt so our customersl 	 No
suppliers are not worried about our firm 	 Yes
going out of business.

A high debt ratio helps us bargain for	 No	 0.83	 0.50	 .000
concessions from our employees. 	 Yes	 0.17

If we use debt our competitors know	 Yes	 0.33	 0.50	 .007
that we are very unlikely to reduce our	 No	 0.67
output.

Using debt gives investors a better	 No	 0.89	 0.50	 .000
impression of our firm's prospects than 	 Yes	 0.11
issuing shares.

With regard to the secondary hypotheses H6.2, H6.3 and H6.4, the proportions of the

respondents who believe that the debt policy can be used to send signals to

employees, competitors and investors are 0.17, 0.33 and 0.11 respectively. These

proportions are significantly lower than the test proportion; therefore, hypotheses

H6.2, H6.3 and F16.4 also cannot be rejected. Due to the acceptance of the secondary

hypotheses H6.1, H6.2, H6.3 and H6.4, the primary hypothesis H6 is accepted. It can

be argued that the responding companies do not announce their debt policy in order

to send signals to their employees, costumers, suppliers, competitors and investors

about their companies' stability and prospects.

Hypothesis 6: Accepted
Libyan companies do not announce their debt policy to send signals to their
employees, costumers, suppliers, competitors and investors about companies' stability
and prospects
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7.3 Manager's preferences, perceptions and beliefs towards using debt

Michaelas (1998) argues that capital structure decisions will be governed by

manager's preferences, perceptions and beliefs towards external finance as

businesses develop and more funds are needed. Some qualitative factors are involved

in the capital structure choice, such as managers' risk taking propensity and business

and personal goals. These factors have been investigated in the following two

sections.

7.3.1 Manager's Risk Taking Propensity

Weston and Brigham (1979) argue that firm's capital structure represents the

financial risk that firm could face. In other words, as stated by Barton and Gordon

(1987), the amount of funds that could be borrowed by the companies depends, to

some extent, on the amount of risk these companies can bear, and, therefore, the top

management's risk taking propensity will affect the firm's capital structure.

Subsequently, as pointed out by Michaelas (1998), companies that are run by more

risk-taking managers might have more debt than companies that are run by risk

averse managers. Palmer (1971, p 32) defines risk-taking as "the willingness to

commit to a course of action which may result in rewards or penalties associated

wit/i success orfailiire".

The Jackson Personality Inventory (JPI) has been used to measure risk-taking

propensity. Jackson (1976) used the JPI in order to measure sixteen variables of

personality such as, complexity, cooperativeness, sociability, social confidence,

responsibility, and risk taking propensity. Due to the nature of the Libyan

environment, four out of the eight items that were used by Michaelas (1998) were

selected to measure the risk-taking propensity of Libyan managers. Items relating to
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investing in the capital market were excluded due to the absence of a secondary

capital market in Libya. The JPI items used in this study are presented in Table (7-5).

Table (7-5): Jackson Personality Inventory Items used to measure risk-taking
propensity

Question: To what extent do you agree or disagree with the following statements?
Please rate on a scale from 1 to 4, where 1= Strongly Disagree & 4= Strongly Agree

1 Does your company encourage you to take business risks when there is another option?
2 Does your company encourage you to take risks so long as the potential gains are high?
3 Does your company usually hesitate in putting itself in uncertain situations even if the expected

returns are high?
4 Does your company encourage you to borrowing money for a business deal so long as it should be

orofitable?

The respondents were asked to specify their agreement/disagreement on four items

related to risk-taking propensity on a four-point Likert scale. Risk-taking propensity

was measured by adding the total score from the four items for each respondent.

Each respondent can score a maximum of 16 (4 x 4) and a minimum of 4 (4 x 1).

Items 1, 2 and 4 in Table (7-5) are positive statements (the higher the score the

higher the risk taking), while item 3 is negative statement (the higher the score the

lower the risk taking). Therefore, the responses to item 3 are reversed in order to

make all the responses positive. So a response of 1 is treated as 4, a response of 2 is

treated as 3, response of 3 is treated as 2 and a response of 4 is treated as 1.

Jackson (1976) argues that lower JPI scorers are unlikely to bet, even in less

uncertain situations whereas, higher JPI scorers take economic chances and enjoy

adventures that have an element of risk .The respondents were classified into three

risk classes. Risk class 1, is the lowest scorers (score of 4-8), Risk class 2 those

scoring 9-12, and Risk class 3 is the highest scorers (score of 13-16) in accordance

with the suggestions of Michaelas (1998).

Table (7-6) shows that 34.7% of the respondents fall within Risk class 1, while 3 1.9%

in Risk class 2, and the remaining 33.3% in Risk class 3. The respondents in the
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Size

	

%Srnall	 %Large

	

27.8	 37

private companies seem to be more risk taking than the respondents in the public

companies as 42.4% of the respondents in the private companies fall within Risk class

3 against 25.6% of the respondents in the public companies. Compared to

manufacturing companies, the respondents in non-manufacturing companies indicated

that they tend to take more risk than the respondents of manufacturing companies as

38.8% of the respondents in non-manufacturing companies fall within Risk class 3

while 2 1.7% of the respondents in the manufacturing companies fall within Risk class

3. The respondents in smaller companies have the biggest risk-taking propensity

among the other types of companies as 50% of the respondents in the smaller

companies fall within the Risk class 3. However, the results of Chi-Square tests

indicate that these differences are not statistically significant as the Chi-Square values,

shown in Table (7-6), are larger than the alpha value of 0.05.

Table (7-6): Risk class based on JPI score

Risk class	 All	 Sector	 Industry

%Public %Private	 %Manu	 %Others

Risk class 1	 34.7	 38.5	 30.3	 30.4	 36.7

Risk class 2	 I 31.9 I	 35.9	 27.3	 47.8	 24.5	 22.2	 35.2

Risk class 3	 I 33.3	 25.6	 42.4	 21.7	 38.8	 50	 27.8

Manu denotes to manufacturing companies, and others denotes to non-manufacturing companies.
Small companies are defined as those companies, which have less than one million Libyan Dinners of
assets. The Chi-Square values are 0.323, 0.122 and 0.218 for the difference between risk classes and
company' ownership, risk classes and industries and risk classes and company size respectively.

It is apparent from Figure (7-1) below that there is a positive relationship between debt

ratios and risk taking propensity. Risk class 1, which is described as low risk takers,

has also lower average debt ratio (0.4), and Risk class 2 has bigger average debt ratio

than Risk class 1, while Risk class 3, the high risk takers, has the highest average debt

ratio among other Risk classes (0.7).
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ssion Coefficient	 Standard Error

	

0.156
	

0.14 1

	

3.502
	

0.012

0.133
0.116

8.117

Figure (7-1): Debt Ratios in Different Risk Taking Groups

Table (7-7) investigates the significance of the relationship between average debt

ratios and the JPI score. The dependent variable (total debt to total assets ratio) is

regressed against the JPI scores as a proxy for risk taking propensity. As can be seen

from Table (7-7) that there is a positive significant relationship between JPI scores

and debt ratios at a 1% level of significance.

Table (7-7): OLS Regression of Debt ratios against Risk Taking Propensity

Dc

Independent Variables	 Re

Constant
JPI Score
R
Adjusted R2

F-Statistic
Number of observations=55

nt Variables= Total Debt to Total Assets
t-statistics	 Significance

	

1.100	 0.276

	

2.849	 0.006

0.006

According to the responses analysed, the companies that are run by more risk-taking

managers are more likely to have more debt than those companies that are run by less

risk-taking managers. These results are consistent with the findings of Michaelas

(1998). Subsequently, null hypothesis (H7) is rejected due to the existence of a

positive relationship between manager' risk-taking propensity and leverage in the

responding companies.

Hypothesis 7: Rejected
1'here is evidence to suggest that there is a significant relationship between leverage
atios and manager's risk takingpopensity.
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7.3.2 Business and Personal Goals

Barton and Gordon (1987) argue that most textbooks presume that the goal of

shareholders wealth maximization is the only goal for top management, but studies

of Grabowski and Mueller (1972) and Pfeffer and Salancik (1978) stated that

managers might have other goals than profitability such as, growth and maintaining

control.

If growth is the main goal of a company, a company might borrow more debt in

order to finance its new projects or, due to the agency problem, this company might

reduce the debt finance. On the other hand, if the company was more concerned with

increasing profitability, it might use less debt to avoid interest payments or use more

debt to take any advantages of tax deductibility.

The next hypothesis examines the impact of business and personal goals on capital

structure decisions. Respondents were asked to specify their business and personal

goals concerning the future of their companies.

As can be seen in Table (7-8) the most important goal is to repay borrowing as 64%

of the participants considered this goal as important or very important. The second

most important goal is profitability followed by providing the domestic markets with

goods and services. Expanding the firm, maintaining control and providing job

opportunities are ranked as the least important goals.

There are some differences based on sector, industry and size. For example,

compared to the private companies, public companies are most concerned about

providing domestic markets with goods and services than private ones. The goals of

maintaining control are more concerned with private and smaller companies than
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public and larger companies, which may reflect the ownership structure of private

and smaller companies, as most of these companies are family- business.

Table (7-8): Business and Personal Goals

%	 Mean	 Sector	 Industry	 SiLe

Important	 score
Public	 Private	 Manu	 Others	 Small	 Large

or very
important________________________________________________________

c) Repay borrowing	 64	 3.63	 3.51	 3.78	 3.56	 3.67	 3.66	 3.62

a) Increase	 59	 3.48	 3.43	 3.54	 3.39	 3.53	 3.05	 3.62
profitability

e) Providing	 49	 3.04	 3.46	 2.54	 3.56	 2.79	 3.05	 3.03

domestic market with
goods and services

h) Expand the firm	 43	 2.75	 2.58	 2.93	 2.69	 2.77	 2.66	 2.77

f) Maintain control 	 33	 2.36	 2.54	 3.12	 2.13	 2.46	 3.11	 2.11

d) Providing job	 25	 2.02	 2.10	 1.93	 2.39	 1.85	 1.72	 2.12

jpportunities
Respondents are asked to rate on a scale of 1 (not important) to 4 (very important). Manu denotes to
manufacturing companies, and others denotes to non-manufacturing companies. Small companies are
defined as those companies, which have less than one million Libyan Dinners of assets.

The previous tabulated results in Table (7-8) did not readily allow for statistic

examination of hypothesis 8 (There is no significant relationship between the

leverage ratios and business and personal goals). Therefore, principal components

analysis (PCA) and cluster analysis are employed to reduce the number of business

and personal goals in order to use them for examining the impact of business and

personal goals on capital structure decisions.

PCA in this context takes a large number of responses and reduces them into a small

number of business types, based on business and personal goals. Westhead (1990)

and Birley and Westhead (1990) state that PCA analysis is useful in terms of

reducing the number of variables under investigation thus providing a new set of

data. In this regard, Michaelas (1998, p 262) states that PCA aims to achieve the

following objectives:

Rank
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to produce new combinations of the original data..., which
may then be used as a new independent and orthogonal
reference axis (or variables) in a typology of owner /director
goals using cluster analysis;
to reduce the number of variables under investigation;
for the explanatory purpose of detecting and identifying
groups of interrelated variables ".

The six items of the business and personal goals were subjected to principal

components analysis (PCA). The PCA assumptions for the suitability of data for

factor analysis are: (1) the Bartlett's test should be significant (p <0.05), (2) the

Kaiser-Meyer-Olkin (KMO) value is at least 0.60 and (3) in the correlation matrix

should be some coefficients of 0.3 and above. According to the results, the PCA

assumptions are not violated as the correlation matrix shows that three coefficients

have 0.3 or above (see appendix (7-2)), the KMO measure of Sampling Adequacy is

0.601, and the Barlett's test of Sphericity is statistically significant, which supports

the factorability of the correlation matrix.

Table (7-9): Factor Analysis of Business and Personal Goals

Varimax Rotated Components Loading

Business and Personal Goals

Maintain control

Expand the firm

Increase profitability

Providing domestic market with
goods and services

Repay borrowing

Providing job opportunities
Eigenvalues
% of variance
Cumulative % variance

Factor 1	 Factor 2	 Factor 3
'Control Oriented'	 'Social Oriented'	 'Life-Style

Ventures'
0.846

	

0.607
	

0.473

	

0.308
	

0.706

0.732

0.849

0.49 1
	

0.645

	

1.749
	

1.206
	

1.107
26
	

21.1
	

20.5
26
	

47.1
	

67.6
Extraction method: Principal Components Analysis
Number of observations= 72

The Principal components analysis identified three components with eigenvalues

exceeding 1, explaining 67.6% of the total variance. The first components accounting
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for 26%, the second, 21.1% and the third, 20.5% of the variance in the rotated

solution by using Varimax method as shown in Table (7-9).

The first component, which accounted for 26% of the total variance, is dominated by

the goal of maintaining control. The goals of expanding the firm and increasing

profitability also are loaded most heavily on this component, but not as strongly as

the first one. Thus, I have named this component "Control Oriented". Component 2

is termed as "Social Oriented", with high positive loadings on the goal of providing

domestic markets with goods and services. Other goals, such as, increasing

profitability, providing job opportunities and expanding the firm were also loaded

most heavily on this component, though not as strongly as the first one. The last

component is dominated by the repay-borrowing goal, as it is loaded most heavily on

this component. This component, therefore, is termed as "Life-Style Venture".

Michaelas (1998) argues that principal components analysis is useful in that it

describes the pattern of each single basic factor, but PCA cannot classify the

respondents into groups based on their goals. In order to identify relatively

homogeneous groups of companies based on managers' goals, cluster analysis was

performed. Clusters memberships were identified based on three components of

respondents' goals that have similar goals.

The clusters were labelled by comparing the cluster mean for each business and

personal goal with the global mean of that goal. In doing so, cases where the cluster

means for a variable (goal) differ by more than half of a standard deviation from the

respective global mean are highlighted as suggested by Openshaw (1983), Westhead

(1990), Birley and Westhead (1990), and Michaelas (1998). These processes are
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important in the task of naming the clusters. The results are summarised in Table (7-

10).

Table (7-10): Cluster Analysis of Managers Goals

Business/Personal Goals 	 Cluster	 Global Standa[1

L	 1	 2	 3	 Mean	 Deviation

Increase profitability	 4.00	 3.86	 2.67	 3.48	 1.11

Expand the firm	 1.58	 3.56	 2.13	 2.75	 1.42

Repay borrowing	 2.42	 3.89	 3.88	 3.63	 0.86

Providing job opportunities 	 1.00	 2.81	 1.38	 2.02	 1.36

Providing goods and services 	 3.75	 3.54	 1.58	 3.04	 1.01

Maintaining control	 1.83	 2.36	 2.81	 2.36	 0.85

L mber of cases	 12	 36	 24	 72
Note: Cluster means that devlat* by more than one halt standard deviation from respective global

mean is highlighted. Where: to the left of each cluster mean indicates that the respective mean
is above the global mean, and ,,indicates that the respective mean is below the global mean.

Clusteiij: Providing domestic markets with goods and services dominated the first

cluster and comprises 12 managers. This cluster describes respondents

who are more interested in providing domestic markets with goods and

services, but are less interested in repaying borrowing, expanding the firm

and providing job opportunities. Therefore, I named this cluster Social

Oriented Managers.

Cluster 2: Expanding the firm, providing domestic markets with goods and services

and providing job opportunities dominated the second cluster, which

comprises 36 managers. The managers in this cluster are more interested

in expanding their firms. Providing goods and services to the domestic

markets and providing job opportunities may positively affect the

achievement of the goal of expanding companies as managers in this

cluster are more interested in those goals as well. Therefore, this cluster is

termed as Growth Oriented Managers.
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Cluster 3: Control Oriented Managers, describes those managers whose prime

business goals are to maintain control and those managers who are less

interested in providing goods and services to domestic markets.

Table (7-11) shows that half of the responding companies are 'Growth oriented',

while only 16.7% of those companies are more concerned with social objectives. The

other one third of those companies is more concerned with maintaining control.

There are some differences based on sector, industry and size. For example,

compared to managers of private companies, managers of public companies are more

concerned about social goals while managers of private companies are more

concerned about maintaining control than managers of the public companies.

All
%

Social
	

16.7
Oriented

Growth
	

50
Oriented

Table (7-11): The Three Types of Managers

Sector	 Industry

%Public %Private	 %Manu	 %Others

25.6	 6.1	 21.7	 14.3

51.3	 48.5	 47.8	 51

Size

%Small	 %Large

11.1	 18.5

55.6	 48.2

Control	 33.3	 23.1	 45.5	 30.4	 34.7	 33.3	 33.3
Oriented

Manu denotes manufacturing companies, and others denote non-manufacturing companies. Small
companies are defined as those companies, which have less than one million Libyan Dinners of
assets. The Chi-Square values are 0.033, 0.727 and 0.744 for the difference between managers'
types and company' ownership, managers' types and industries and managers' types and company
size respectively.

The possible explanation is that although most Libyan public companies have

changed from the form of not-for- profit companies to profit-maximising companies,

the social objectives, such as, providing goods and services to the domestic markets,

are still among the most important goals of these companies. The Chi-Square value,

for the relationship between managers' types and companies' ownership (0.033), is

smaller than the alpha value of 0.05 as shown in Table (7-11). This means that the
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proportions of social oriented managers, growth oriented managers and control

oriented managers in the public companies are significantly different to that of the

private companies.

According to the responses analysed, the managers of manufacturing companies are

more concerned about social goals than the managers of non-manufacturing

companies while the managers of manufacturing and non-manufacturing companies

appear to have similar concerns about growth and maintaining control goals. On the

other hand, the managers of larger companies are more interested in social goals but

less concerned about growth goals than the managers of smaller companies.

The Chi-Square values that are shown in Table (7-11), however, indicated that there

are no significant differences between managers' types in manufacturing and non-

manufacturing sector and between managers' types in smaller and larger companies

as the Chi-Square values are larger than the alpha value of 0.05.

In order to investigate whether different managers' types establish significantly

different financing strategies, average leverage ratios between businesses, which are

run by the above three groups of managers, are compared.

Figure (7-2) shows that businesses that are run by 'Social Oriented Managers' reveal

higher leverage ratios (63%) than the other groups. 'Control Oriented Managers'

businesses rank second with an average leverage ratio of 53%. Businesses are run by

'Growth Oriented' Managers' reveal lower leverage ratios (51%) than the other

groups.
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In an attempt to examine whether these differences are statistically significant,

Kruskal-WalIis (KW) was used. KW test allows for the comparison of scores of

more than two groups of variables. Scores are converted to ranks and then the mean

rank for each group is compared.

Table (7-12): Kruskal Wallis Test of Debt Ratios and Business Categories

The Three Types of Managers	 N	 Mean Rank
Debt ratios	 Social Oriented	 11	 31.32

Growth Oriented	 25	 26.04
Control Oriented	 19	 28.66

Chi-Square	 0.879
df	 2

Sirnificant	 0.644
Number of observations=55

As can be seen in Table (7-12), there is no a statistically significant difference for the

use of debt across the three groups of companies. These results are inconsistent with

the findings of Michaelas (1998).

It can be argued that business and personal goals do not influence the capital

structure decisions, and, therefore, the hypothesis (H.8) cannot be rejected.

Hypothesis 8: Accepted
There is no significant relationship between the leverage ratios and business and

personal goals.
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7.4 Manager's demographic characteristics

Managers' demographic characteristics, such as, age, level of experience and level of

education might provide additional predictive power in explaining the financing

behaviour. Cassar (2004) argues that experience and education level obtained may

provide signals of better human capital and, therefore, might lead to easier access to

debt markets. In addition, Michaelas (1998) argues that the more informed manager

might use more debt than less informed ones. Therefore, debt ratios should be

positively related to manager's level of education and manager's level of experience.

Level of education was used as a proxy of manager's knowledge and the number of

years that manager has spent in current company or similar posts is used as proxy for

level of experience. Michaelas (1998) reports that the debt ratio is negatively related

to the manager's age, because younger managers would be more energetic and more

willing to use debt than older managers.

Three secondary hypotheses were formulated and examined in order to investigate

whether there are significant relationships between debt ratios and managers'

demographic characteristics (age, level of education, and level of experience). The

Kruskal-Wallis (KW) test was used in order to compare debt ratios with managers'

demographic characteristics.

7.4.1 Manager's Age

In an attempt to examine the relationship between debt ratios and managers' age,

respondents were asked to specify in which age group they belonged, and their age

groups were compared to their debt ratios. Figure (7-3) plots average debt ratio of 55

companies, which their financial statements data were utilised in chapter five, against

the age groups of the respondents of the same companies.
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As illustrated in Figure (7-3), the use of debt is high when managers are less than 35

years old, then debt ratios decrease sharply when managers' age are between of 35

and 45, the debt ratios increase gradually as managers become older that 46 years.

Figure (7-3): Debt Ratios in Age Groups

70

40
less than 35	 46-5

35-45	 more than 55

Age of Respondants

As can be seen in Table (7-13), although the mean rank for the four groups of age

suggest that the older group (+55) has the highest debt ratios, there is no statistically

significant difference for the use of debt across the groups.

Table (7-13): Kruskal Wallis Test of Debt Ratios and Managers' Age

Age of respondents	 N	 Mean Rank

	

Debt ratios	 Less than 35	 7	 29.43

	

35-45	 20	 25.50

	

46-55	 21	 28.90
More than 55	 7	 31.00

	

Chi-Square	 .856
df	 3

	

Significant	 .836
Number of observations=55

This result is inconsistent with Michaelas' (1998) results, where he found that

leverage ratios are negatively related to the manager's age in the UK privately held

companies. Therefore, the first secondary hypothesis (H9.1) cannot be rejected;

there is no significant i-el ationship between the leverage ratios and manager's age
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7.4.2 Manager's Knowledge

The next hypothesis deals with the effect of manager's level of education on the

leverage ratio. In order to investigate the relationship between debt ratios and

managers' level of education, respondents were asked to specify their level of

education and, then, the level of education are related to their debt ratios.

As can be seen in Figure (7-4), companies that are run by a manager with a

university degree or higher qualifications (undergraduate, master and PhD) show

evidence of lower leverage ratios than companies which are run by less formally

educated managers (school level).

ire (7-4): Average Debt Ratios and Ma	 s' Level of Education

.6

5

LW ii;i_
urdergraduate
	

Ph D

Highest qualification of the resporidants

Table (7-14) investigates the significance of the relationship between average debt

ratios and managers' qualifications. As can be seen in Table (7-14), the companies

that are run by low formally educated managers (school level) use more debt than

companies that are run by high formally educated managers (undergraduate, master

and PhD) as shown by mean rank for the levels of education, but this relationship is

not significant. Therefore, managers' levels of education do not significantly

influence the level of debt in the responding companies.
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Table (7-14): Kruskal Wallis Test of Debt Ratios and Managers' level of
Education

Debt ratios
Education Qualification of

School level
Undergraduate

Master
PhD

N	 Mean Rank
16	 32.28
29 26.28

24.75
31.75

Chi-Square	 1.918
df	 3

Significant	 0.590
Number of observations=55

These results, however, contradict the results of Michaelas (1998) when he found the

manager's level of education is positively related to leverage in the UK privately

held companies.

Subsequently, the secondary hypothesis (H9.2) cannot be rejected due to the lack of a

significant relationship between managers' level of education and leverage of the

responding companies.

7.4.3 Manager's Experience

The last secondary hypothesis (H 9.3) deals with the effect of managers' experience

on the leverage ratios. Michaelas (1998) argues that negative experience with the use

of debt will create negative attitudes towards the use of debt, and the positive

experience with the use of debt will create positive attitudes towards the use of debt

and increase the likelihood of debt financing. In an attempt to examine the

relationship between debt ratios and managers' experience, respondents were asked

to specify in which experience group they belonged, and their experience were

compared to their debt ratios.

As shown in Figure (7-5), the use of debt is low when managers have experience less

than 5 years, then debt ratios increase gradually as managers' experience increase. It

can be argued that the managers who do not change careers frequently are more

likely to use more debt.
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A Kruskal Wallis test was performed in order to examine the significance of this

relationship. As can be seen in Table (7-15), there is no significant relationship

between average debt ratios and managers' experience, although the mean rank for

the three groups of experience suggest that the companies that are run by more

experienced managers have the highest debt ratios.

Table (7-15): Kruskal Wallis Test of Debt Ratios Managers' Experience

Experience of respondents 	 N	 Mean Rank

	

Debt ratios	 Less than 5 years	 1	 9.00

Between 5-10 years	 12	 27.54
More than 10 years	 42	 28.58

	

Chi-Square	 1.473
df	 2

	

Significant	 0.479
Number of observations=55

It could be concluded that managers' experiences have no effect on the use of debt in

the responding companies, and, therefore, the secondary hypothesis (H9.3) cannot be

rejected.

Due to the acceptance of the three secondary hypotheses H9.1, H9.2 and H9.3, the

primary hypothesis H9 cannot be rejected.

hypothesis 9: Accepted
There is no significant relationship between the leverage ratios and manager's

demographic characteristics.
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73.6	 I 3.19	 3.30	 3.06	 3.34	 3.12	 2.88	 3.29

68.1	 3.00	 2.97	 3.03	 3.17	 2.91	 2.88	 3.03

7.5 The Impact of Company Characteristics on Capital Structure

As explained in chapter five, some proxy variables reflecting profitability, growth,

tangibility and size were used to determine whether a relationship exists between

those variables and leverage ratios by conducting regression analysis. It was shown

in the analysis on the basis of private and public companies that profitability and firm

size are positively related to leverage ratios while growth is negatively related to

leverage ratios. Tangibility appears to be positively related to leverage ratios in

public companies and negatively related to leverage ratios in private companies, but

these two relationships are not statistically significant.

In an attempt to re-examine the relationship between the above-mentioned

determinants of capital structure and leverage ratios, respondents were asked to

specify whether they agree or disagree with some statements about those company

characteristics. The purpose was to compare the regression analysis results (as shown

in chapter five) with the beliefs of business managers.

Table (7-16): Relationship between Company Characteristics and Leverage

Rank	 %	 Sector	 Industry	 Size
Increase

or	 Mean	 Public	 Private	 Manu	 Others	 Small	 Large

strongly	 score

increase
d)Increaseinthe	 80.6	 3.31	 3.33	 3.30	 3.13	 3.40	 3.11	 3.38
value of fixed assets

c) Increase in the
Size of firm

b) Increase in Growth
rate

a) Increase in	 66.7	 2.94	 2.92	 2.96	 2.91	 2.95	 2.94	 2.94
Profitability

Respondents are asked to rate on a scale of 1 (Strongly decrease) to 4 (Strongly increase). Manu denotes
to manufacturing companies, and others denotes to non-manufacturing companies. Small companies are
defined as those companies, which have less than one million Libyan Dinners of assets.
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Table (7-16) shows the survey response to the question: to what extent do you think

each of the following increase /decrease your leverage ratio? (Increase in the value of

fixed assets, increases in the size of firm, increases in growth rate and increase in

profitability).	 In other words, Table (7-16) shows the respondents'

agreement/disagreement to the effect of increasing these variables (profitability,

growth, tangibility and size) on leverage ratios. Fixed assets is ranked as the most

important determinant of using debt as nearly 80% of the responding companies

indicated that an increase in fixed assets will increase the debt ratios. Company size,

growth rate and profitability are also considered as important determinants of

increasing debt. It can be argued that the higher the fixed assets, size, growth rate and

profitability, the higher leverage ratios. Therefore, there are positive relationships

between firm characteristics (profitability, growth, tangibility and size) and leverage

ratios of the responding companies.

In order to support the previous tabulated results, A Binomial test was performed for

each hypothesis (Hi, H2, H3 and H4). The four point Likert scale were recoded in

two scales, 1= decrease and 2= increase in order to perform the Binomial test. The

results of the Binomial test indicated that the higher fixed assets, size, growth rate,

and profitability the higher debt ratio at a significant level of 1%.

Table (7-17) shows that the asymptotic significance for each statement is below the

conventional cut-off for statistical significance (0.05). It means that the proportion of

the respondents, who believe that the high fixed assets, size, growth rate, and

profitability will lead to the higher debt ratio significantly differ from the

hypothesised value of 50%. By that standard, hypotheses Hi, H2, H3 and H4 are

rejected.
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Table (7-17): Binomial Test for financial determinants of debt ratios

Test	 Sig
portion.
0.50	 .007

0.50	 .003

0.50	 .000

0.50	 .000

Increase in Profitability

Increase in Growth rate

Increase in the Size of firm

Increase in the value of
fixed assets

Group 1
Group 2
Group 1
Group 2
Group 1
Group 2
Group 1
Group 2

Category

Decrease
Increase
Decrease
Increase
Increase
Decrease
Decrease
Increase

Observed
roportion

0.33
0.67
0.32
0.68
0.74
0.26
0.19
0.81

It is apparent from Table (7-17) that profitability, growth, size and tangibility,

according to the responses analysed, are positively related to debt ratios. It can be

concluded that the primary hypotheses Hi, H2, H3 and H4 are rejected due to the

existence of positive relationships between profitability, growth, tangibility and

company size and leverage.

Hypotheses Hi, H2, H3 and H4: Rejected

Hi: There is no significant relationship between the leverage ratios and profitability.

112: There is no significant relationship between the leverage ratios and growth
opportunities.

1-13: There is no significant relationship between the leverage ratios and tangibility.

H4:There is no significant relationship between the leverage ratios and company size.

Table (7-18) compares the relationship between different companies' characteristics

as described by the respondents with the relationships predicted by the regression

analysis. In agreement with the regression analysis results, the results of the

Binomial tests indicated that profitability; tangibility and company size are positively

related to leverage ratios. On the other hand, the regression analysis results indicated

that there is a negative relationship between growth rate and leverage ratios, while

the Binomial test reveals a positive relationship between growth opportunities and

leverage ratios.
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Table (7-18): Comparison of Results of Regression Analysis and Questionnaires

Company	 Public Companies	 Private Companies

Characteristics	 Relationship	 Relationship	 Relationship with	 Relationship with

with leverage	 with leverage	 leverage ratio	 leverage ratio

ratio predicted	 ratio accot ding	 predicted by	 according to

by regression	 to respondents	 regression analysis	 respondents

________________ 	 analysis	 ___________________

Profitability	 Positive	 Positive	 Positive	 Positive

Growth rate
	

Negative
	

Positive
	

Negative
	

Positive

Tangibility
	

Positive
	

Positive
	

Positive
	

Positive

Size of firm
	

Positive
	

Positive
	

Positive
	

Positive

As can be seen in Table (7-18), the relationships predicted by the regression analysis

are in agreement with the beliefs of respondents for 3 out of the 4 variables examined

in the table. This may provide some support for the regression analysis results

presented in chapter five.

7.6 Conclusion

This chapter examined the hypotheses using evidence provided by the

questionnaires, but in order to test some hypotheses, debt ratios from companies'

financial statements were also utilised.

The investigation shows that although there are significant information asymmetry

problems between the responding companies and their banks, the usual interpretation

of the pecking order hypothesis is not supported. On the other hand, the responding

companies do not use their debt policy for sending signals to the market about

company' prospects and stability.

The investigation also illustrates that capital structure decisions appear to be affected

by manager's risk-taking propensity, as the average debt ratios are significantly

related to managers' risk taking propensity. The responding companies that are run
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by high-risk takers are more likely to have more debt than those companies that are

run by low-risk takers. On the other hand, business and personal goals, and

managers' demographic characteristics do not appear to have a significant impact on

the capital structure decisions of the responding companies.

With the exception of growth, the relationships predicted in the regression analysis

are very similar to the relationships suggested by the respondents. In agreement with

the regression results, the respondents indicated that profitability, tangibility, and

company size are positively related to leverage ratios.

The next chapter presents the results from the regression analysis models developed

to empirically examine the first four hypotheses about the determinants of capital

structure and the results from the analysis of the data collected by the questionnaires

in the Libyan context. In other words, the aim of the next chapter is to present the

most important findings in an attempt to present the results grouped by theoretical

assumptions and concepts such as the trade-off theory, the agency cost theory and the

asymmetric information theory of capital structure.
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Chapter Eight: A Comparison of the Quantitative and Qualitative
Results

8.0 Introduction

This chapter provides further evidence of the capital structure theories pertaining to

the Libyan environment by bringing together the results of the regression analyses

and the results of the questionnaires.

In the previous three chapters, the results of the regression analysis technique and the

results of the questionnaire survey were discussed in more detail, but in this chapter

the most important findings will be discussed in an attempt to present the results

grouped by the theoretical assumptions and concepts of the trade-off theory, the

agency cost theory and the asymmetric information theory of capital structure.

This chapter is divided into four sections. The first section deals with the static trade-

off theory. Section two illustrates the results relating to the agency cost theory while

the third section explains the results that are related to the asymmetric information

theory. The last section concludes the chapter.

To identify which of the capital structure theories is relevant in the Libyan context,

the significance and the direction of the coefficients of four variables (tangibility,

size, profitability, and the level of growth opportunities) identified in chapter five are

discussed. Furthermore, the results of the questionnaires in chapter six and chapter

seven are also used to support the regression analyses results.

To aid identification of the pertaining capital structure theories Table (8-1) sets out

the expected signs of the coefficients for the four explanatory variables identified as

potential determinants of capital structure of Libyan companies.
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Table (8-1): The Expected Signs of the Coefficients for the Three Capital
Structure Theories

Proxy	 Static trade-	 Asymmetric	 Agency
off Theory	 information	 cost

Profitability	 +	 -	 ?

Tangibility	 +	 +

Growth	 II	 ?	 +	 -

Size	 +	 ?	 +

A positive sign "+" indicates that the theory suggests a positive relationship between the variable
and the measure of leverage, whereas a negative sign "-"indicates that the theory suggests a negative
relationship between the variable and the measure of leverage. "?" means that there is no clear
prediction.

8.1 Static Trade-Off Assumptions

The intuition for a positive relationship between profitability and debt is that as high

profits increase the debt capacity of a company, companies will choose to increase

their debt to take advantages of tax deductibility. On the other hand, high profit

levels also lower the probability of bankruptcy giving rise to higher incentives to use

tax shields, thus leading to a higher level of debt. The static trade off theory, thus,

states that there is a positive relationship between profitability and leverage.

It is believed that larger firms have a lower probability of bankruptcy than smaller

firms and the larger firms may have easier access to capital markets than smaller

firms. Furthermore, larger firms have higher debt capacity than smaller companies;

therefore, a positive relationship between company size and leverage can be

interpreted as being consistent with the static trade-off theory.

Firms with high levels of tangible assets will be in a position to provide collateral for

debts. If the company then defaults on the debt the assets will be seized but the

company may be in a position to avoid bankruptcy. It is expected, therefore, that
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companies with high levels of tangible assets are less likely to default and will take

on relatively more debt resulting in a positive relationship between tangibility and

financial leverage.

In the main, if the static trade-off theory holds, significant positive slope coefficients

are expected for the profitability, tangibility and size explanatory variables. The

results of the regression analysis when dummies were used to identify private and

public companies indicate that there is strong evidence for the static trade-off theory

for total and short-term debt as evidenced by the coefficients for profitability and size

coefficients. The conflicting results to the static trade-off theory are that although

the slopes for the tangibility variable are positive they are not significantly different

from zero.

The analysis where dummies were used to identify manufacturing and non-

manufacturing companies indicate that there is no support for the static trade-off

theory for total and short-term debt as evidenced by the coefficients for profitability,

tangibility and size coefficients while there is a little support for the static trade-off

theory for long-term debt as evidenced by the coefficient for tangibility in

manufacturing companies.

For non-manufacturing companies there is some evidence for the static trade-off

theory for short-term debt as evidenced by the coefficients for profitability,

tangibility and size coefficients. The conflicting results to the static trade-off theory

are that negative slopes for long-term debt as evidenced by the coefficients for

profitability, tangibility and size. The positive relationship between short-term debt

ratios and profitability, tangibility and size may provide support for the static trade-
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off theory of capital structure in non-manufacturing companies as the vast majority

of debt in Libyan companies is from short-term resources.

On the other hand, the static trade-off theory of capital structure states that the

optimal debt-equity ratio is determined by balancing off the benefit of debt with the

costs. Furthermore, tax and bankruptcy issues are considered as the most important

factors that affect capital structure decisions. In this regard, Graham and Harvey

(2001) state that the tax savings of interest deductibility and the risk of potential

bankruptcy are the benefit and cost of debt financing.

With respect to bankruptcy costs, the respondents were asked to specify whether

bankruptcy costs affect the amount of debt in their companies as shown in Row a of

Table (6-10) in chapter six. Of the responding companies, 66.7% indicated that the

potential costs of bankruptcy have an impact on the amount of debt for the company.

Due the fact that adding debt to a company capital structure decreases its tax liability

and increases the after tax profits, the responding companies were asked to specify

whether they consider the tax advantage of interest deductibility when raising debt.

Libyan companies appear to place a reasonable value on the tax advantage of interest

deductibility as 45.8% of responding companies indicated that they do consider the

tax advantage of interest deductibility in debt financing.

There are some differences in the responses based on sector, industry, and size. For

example, compared to the private companies, the public companies are more

concerned about potential bankruptcy costs and the tax advantage of interest

deductibility. Non-manufacturing companies also place a higher value on the

potential costs of bankruptcy and the tax advantage of interest deductibility than the

manufacturing companies. Larger companies are more concerned about the potential
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costs of bankruptcy and the tax advantage of interest deductibility than smaller

companies.

This may imply that the responding public, non-manufacturing and larger companies

are more concerned than their counterparts to the risk of bankruptcy and the tax

advantage of interest deductibility when raising debt finance, which can be viewed as

an indication for supporting the trade-off theory of capital structure.

The relationship between leverage ratios and a number of characteristics of

companies reflecting profitability, tangibility, growth and size as described by the

respondents indicated that profitability, tangibility and company size are positively

related to leverage ratios (see Table (7-18)) which can be interpreted as being

consistent with the trade-off theory of capital structure.

According to the trade-off theory, the company sets a target capital structure and

gradually moving towards it in order to achieve a particular leverage ratio. In this

regard, Drobetz and Fix (2003) state that the existence of target debt ratio can be

interpreted as being consistent with the trade-off theory. Of the respondents

approximately 60% have desired leverage ratios (see Figure (6-1E). This may

provide additional support for the static trade-off theory of capital structure.

The static trade-off theory does not predict a relationship between growth and

leverage whereas a negative coefficient is observed when dummies were used to

identify private and public companies suggesting that the static trade-off theory is not

the only relevant capital structure theory for Libyan companies.
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8.2 Agency Cost Assumptions

Titman and Wessels (1988) argue that the cost associated with the agency

relationship between shareholders and debtholders is likely to be higher for firms in

growing industries. The growing companies tend to invest in risky projects and,

therefore, lenders may require some limitations on lending to such companies. It is

due to the fact that if the investment fails, the lenders are likely to bear the cost

because of limited liability of shareholders. In other words, a negative relationship

between debt and growth can be interpreted as an indication for the existence of

agency problems.

Using secured debt can mitigate debt agency problems. The debt can be secured by

collateral. Firms with satisfactory collateral can obtain more secured debt, as the

lenders will feel safe by taking assets as collaterals. Um (2001), however, suggests

that if a firm's level of tangible assets is low the management, for monitoring cost

reasons, may choose a high level of debt to mitigate equity agency costs. Therefore, a

negative relationship between debt and tangibility is consistent with an equity agency

cost explanation (Um, 2001).

Um also argues that firm size may proxy for the debt agency costs (monitoring cost)

arising from conflicts between managers and investors. Urn (2001) emphasises that

the monitoring cost is lower for the large firms than for small firms, therefore, larger

firms will be induced to use more debt than small ones.

The agency cost theory predicts a positive significant and a negative significant slope

for size and growth variables, respectively and either a significant positive or

negative slope (depending on the nature of the agency cost) for the tangibility

variable.
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The results of regression analysis when dummies were used to identify private and

public companies show a negative relationship is evident between financial leverage

and growth for total and short-term debt. The positive relationship between

profitability and leverage, which gives support for the static trade-off theory, also

supports the agency cost theory. However, a significant relationship does not exist

between tangibility and leverage for short-term or total debt. A significant negative

relationship between long-term debt and tangibility is observed for private

companies, which provides further support for the agency cost theory. Whilst there

is little evidence of which theory drives companies to issue long-term debt for public

companies, private companies, as discussed above, appear to be influenced by the

agency cost theory.

The analysis when dummies were used to identify manufacturing and non-

manufacturing companies shows that there is some support for the agency cost

theory for long-term debt and total debt as evidenced by the coefficients for

tangibility coefficients in manufacturing companies.

The results also show that there is strong support for both equity agency problems

and debt agency problems in non-manufacturing companies as evidenced by the

positive significant and a negative significant slope for short-term debt and long-term

debt respectively for tangibility coefficients while growth coefficients are mainly

insignificant. Furthermore, there is also an additional support for the existence of a

debt agency problem as evidenced by the positive significant coefficient for short-

term debt for size in non-manufacturing companies.

Myers (1977) argues that investment decisions can be affected by the use of long-

term debt because the conflict between shareholders and debtholders might lead
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managers to pass up profitable projects. This is because shareholders might perceive

that the gains from new investment will be used to pay off existing debtholders rather

than increase their own wealth. Myers argues that the conflict between shareholders

and debtholders could be minimised by limiting total debt, or using short-term debt.

Respondents were asked to specify whether their choice between short term and

long-term debt, and their total debt policy, is related to their desire to capture profits

from new projects for shareholders, not debtholders. Table (6-4) in chapter six,

showed that debt is used for strategic or tactical reasons as nearly half of the

responding companies indicated that issuing short-term debt was in order to capture

returns from new projects for shareholders. Furthermore, respondents again were

asked to specify whether they limit their borrowing to allow profits from new

projects to be captured more fully by shareholders and approximately 46% supported

this argument. The results suggested that agency problems were an important factor

in companies' capital structure choices, particularly for small firms.

The cluster analysis results indicate that companies that are run by growth oriented

managers tend to have lower leverage ratios compared to other businesses that are

run by social oriented managers and control oriented managers. Given that growth-

oriented managers run 50% of the responding companies, there is fairly strong

support for Ihe existence of significant agency cost problems in Libyan companies

(see Table (7-11) and Figure (7-2)), thus providing support for the agency cost theory

of capital structure.

Although the respondents however indicated that an increase in the growth

opportunities will increase the leverage ratios as shown in Table (7-18), which

disagrees with the other results, it can be said that the results are mainly consistent
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with the findings of regression analysis technique, when agency problems were

found to be significant factors in capital structure choice for both private and public

companies.

The high proportion of short term to long term debt used by Libyan companies also

gives support for the agency cost theory as the conflict between shareholders and

debtholders is less of a problem when short term debt is used. This, coupled with the

regression results, suggests that agency costs may be a real problem for Libyan firms.

The inability to offload shares in a secondary market may encourage shareholders to

exert pressure on management to expropriate funds from debtholders to themselves.

8.3 Asymmetric Information Assumptions

Myers and Majluf (1984) and Myers (1984) state that the choice of a firm's capital

structure is aimed to mitigate inefficiencies in the firm's investment decisions that

are caused by information asymmetry. Myers (1984) argues that issuing debt secured

by collateral reduces asymmetric information related costs in financing. This may

imply that the firm's debt capacity should increase with the proportion of tangible

assets. Therefore, a positive relationship between tangibility and debt can be

interpreted as an indication for the existence of asymmetric information problems

between managers and investors.

Urn (2001) argues that growing companies funding pressure for investment

opportunities is likely to exceed their retained earnings and, according to the pecking

order, are likely to choose debt rather than equity. Therefore, a positive relationship

between growth and debt can also be viewed as an indication for the existence of

asymmetric information problems.
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In the main, the asymmetric information theory predicts a positive significant slope

for tangibility and growth variables and a negative significant slope for profitability

variables. The results of regression analysis when dummies were used to identify

private and public companies show that there is little support for the asymmetric

information theory which predicts a positive significant slope for the growth and

tangibility variables and a negative significant slope for the profitability variables.

The results suggest that none of these relationships exist for either the public or the

private companies, but when dummies were used to identify manufacturing and non-

manufacturing companies, tangibility is positively related to long-term debt in

manufacturing companies and positively related to short-term debt in non-

manufacturing companies. This may imply that non-manufacturing companies are

more influenced by asymmetric information problems than manufacturing companies

due to the existence of significantly positive relationship between the tangibility and

short-term debt giving that the vast majority of the debt is of a short-term nature.

One approach to the asymmetric information theory began with Myers and Majluf

(1984) who state that if investors are less informed than managers about the value of

the firm's assets, the market might under price the equity. This situation might lead

managers to finance their new investment by using financing sources which are less

susceptible to undervaluation (for example, retained earnings and debt). Therefore, a

negative relationship between debt and profitability is expected.

The results of the regression analysis when dummies were used to identify private

and public companies show that a negative relationship between the leverage and

profitability is not detected. This can be viewed as being inconsistent with the

pecking order approach of asymmetric information theory. On the other hand, when
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dummies were used to identify manufacturing and non-manufacturing companies,

there is a little evidence for supporting the pecking order theory in non-

manufacturing companies due to the existence of negative relationship between

profitability and long-term debt.

Several questions were asked relating to the pecking order theory. Respondents were

asked to specify whether they use debt when their recent profits (internal funds) are

not sufficient to fund their companies' activities and 93.1% of the respondents

indicated that they do use debt when their retained earnings are insufficient (see

Table (6-10)). Furthermore, the responses analysed indicated that any increase in the

proportion of fixed assets would result in an increase in leverage ratios as described

by the respondents as shown in Table (7-18). It can be seen as an indication for the

existence of asymmetric information problems in Libyan companies.

The signalling approach of asymmetric information theory, which starts with Ross

(1977), indicates that investors interpret an increase in leverage as a signal of higher

quality. The respondents were asked to indicate whether they use debt policy in order

to send signals to the market about company' prospects and stability. The responses

indicated only that a small proportion of the respondents supported this argument,

which can be viewed as being inconsistent with the signalling approach of

asymmetric information theory of capital structure (see Table (7-4)).

The investigation shows that although there are significant information asymmetry

problems between the responding companies and their lenders, the usual explanation

of the pecking order hypothesis is not supported because there is no difference in

ranking the types of finance between the respondents who believed that their lenders
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tend to underestimate their companies' future prospects and the respondents who did

not as shown in Table (7-3).

It can be argued that the lack of support for the pecking order theory (also referred to

as the asymmetric information theory) might be due to the following two reasons.

Firstly, the absence of a secondary capital market and consequently the possibility

for converting the shares to cash may constitute a major barrier for investors to buy

shares regardless whether these shares are fairly priced, under priced or over priced.

Secondly, the absence of a secondary capital market, which potentially switches the

focus of company financing from a short-term investment to a long-term investment,

might also explain why short-term financing is more used by Libyan companies than

long-term financing.

8.4 Conclusion

In this chapter the implications of the theories of capital structure to Libyan

companies were examined and compared using evidence provided by questionnaires

and regression analyses in order to double-check the results.

The results of both the regression analyses and the questionnaire survey provide

some support for the trade-off and the agency cost theories of capital structure,

whereas little support is found for the asymmetric information theory.

This chapter combines the results of the regression analyses and the questionnaire

survey, which in part suggest the lack of a secondary capital market influences the

capital structure of Libyan companies. To test this proposition further the next

chapter provides a comparison between the financing patterns of the Libyan

companies and 13 other emerging market companies which do have a secondary

capital market.
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Chapter Nine: An Empirical Investigation of Capital Structure in
Developing Countries

9.0 Introduction

This chapter analyses capital structure in developing countries identifying similarities

and differences across companies particularly between Libya, which has no

secondary capital market and other emerging market countries which do'°. The main

focus of this chapter is to analyse and, where possible, explain differences in the

financing patterns between emerging market companies and Libyan companies.

This chapter uses firm-level data to examine the capital structure of companies in 14

developing countries: Brazil, Chile, Hong Kong, India, Malaysia, Mexico, Pakistan

Singapore, South Africa, South Korea, Taiwan, Thailand, Turkey and Libya. Libya's

business environment differs from other developing countries included in the sample,

as it has no secondary capital market. The non-existence of a secondary capital

market might restrict Libyan companies from taking up long-term investment. Libya

and the other countries included in this sample also differ in terms of companies'

ownership, regulations and the enforcement of law and in corporate governance. The

company's business environment, such as, tax law and the range of choices available

by domestic financial system, as stated by Atkin and Glen (1992), play a major role

in companies' capital structure decisions. These issues will be discussed in the

following sections.

Some studies in capital structure have used cross-country comparisons based on data

from developed countries. For example, Rajan and Zingales (1995) used data from

'° A developing country, as defined by the World Bank, is a country with GDP per capita less than
USD 9361 in 1998 and the emerging stock market, as defined by the International Finance
Corporation (IFC), is a stock market located in a developing country.
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the G-7 countries, Antoniou et al. (2002) analysed data from the UK, Germany, and

France and Hall et al. (2004) used data from European SMEs while Booth et al.

(2001) analyse the finance patterns for ten developing countries (Brazil, Mexico,

India, South Korea, Jordan, Malaysia, Pakistan, Thailand, Turkey and Zimbabwe),

from 1980 to 1990. They argued that although institutional factors might affect the

firm's capital structure in different environments the variables that are relevant for

explaining capital structure in developed countries are also relevant in developing

countries.

Using a similar sample as Booth Ct al. (2001), Singh et al. (1992) and Atkin and Glen

(1992) also examine the financing behaviour of eight developing countries (Mexico,

India, Jordan, Malaysia, Pakistan, Thailand, Turkey and Zimbabwe) and they found

similar results. They find that companies in their samples tend to rely more on

external finance particularly external equity but these companies will issue more debt

as the capital markets develop.

This chapter provides further evidence of whether institutional differences in the

Libyan business environment induce Libyan companies to display different financing

behaviour from that of companies in the other emerging market countries included in

the sample. The comparative nature of this chapter provides relevant empirical

knowledge to help identifying the potential impact of Libyan economic reform.

This chapter is divided into five sections. The first section explains the

environmental differences between Libya and the emerging market countries

included in the sample. Section two describes the data and methods of analysis

adopted in the chapter. Section three presents and discusses the empirical findings
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while the results of the regression analysis are reported in the fourth section. Section

five concludes the chapter.

9.1 Environmental Differences and Financing Patterns

Glen and Singh (2003) argue that some specific economic characteristics such as,

poor protection for investors, inadequate competition and high levels of debt may

lead to expropriation of minority shareholders, ignoring profits and over-investment.

Atkin and Glen (1992) contend that companies' capital structure differs from one

country to another due to the objectives of the company andlor the differences in

their business environment, such as, different tax laws, and differential inflation and

level of economic growth.

There are some differences between Libya and the other emerging markets countries

that are pertinent to the analysis. First, Libya has no secondary stock market. Atkin

and Glen (1992) argue that in a country without a secondary stock market, the range

of financing options available to companies are more limited than a country with a

well-established secondary stock market. Second, most Libyan companies are state-

owned companies while, as pointed out by Glen and Singh (2003), most emerging

market companies tend to be family owned. Xie (2000) also argues that the majority

of companies in East Asian countries (Hong Kong, South Korea, Malaysia,

Singapore, Taiwan and Thailand) are family-owned and operated. Managers of

family-owned companies, according to Glen and Singh (2003), may be inclined to

avoid external equity finance due to a potential loss of control while the state-owned

companies, as pointed out by Dewenter and Malatesta (2001), may focus more on

external financing because the lenders may take government involvement in

companies' ownership as more reliable collateral.
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Third, there are differences between Libya and the other emerging market countries

in terms of the enforcement of law and corporate governance. La Porta et al. (1997)

argue that environmental differences, such as, the legal environment, the size of the

capital market and ownership structure have an important impact on capital structure

decisions. La Porta et al. (1998) argue that commercial laws come from two

traditions: common law; which is English in source; and, civil law, which comes

from Roman law. The civil tradition has three major families: French, German, and

Scandinavian and La Porta et al. argues that the civil legal tradition is the oldest, the

most influential and the most dominant tradition around the world. According to

Reynolds and Flores' (1989) classification, the legal system in Hong Kong, India,

Malaysia, Pakistan, Singapore, South Africa and Thailand are based on English

common law whereas the legal system in countries such as Brazil, Chile, Indonesia,

Mexico and Turkey are based on French civil law. The legal system in South Korea

and Taiwan are based on German civil law. La Porta et al. (1998) argue that most

Arab countries, particularly the Northern African countries adopted the French law

principles in their commercial laws and Kilani (1988) argues that Libyan commercial

law has also been based on the principles of the French law. La Porta et al. (1998)

argue that French-civil-law countries provide the weakest legal protection to

investors in terms of shareholders rights, debtholders rights and the enforcement of

law and also have less developed capital markets than the Anglo-Saxon common law

countnes.

The most basic right for shareholders is voting for directors and on major company

issues. The main right for the debtholders is to repossess collateral. Only in six

countries included in the sample (Malaysia, Pakistan, Singapore, Brazil, Chile and

South Korea) can shareholders exercise their right to vote according to the one-share-
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one-vote principle. In Libya, a shareholder is restricted to only one vote at the

General Assembly, regardless of how many shares he or she has. Having one vote

regardless of the number of shares might be seen as unfriendliness of law to major

investors as this may result in expropriation of the majority of shareholders' voting

rights to directors.

Legal reserve is considered to be the most common debtholders' right in all civil-law

countries (Libya among them). Accordingly, Libyan companies are required to

maintain a certain level of capital as a legal reserve, which is 5 % of annual net profit

before tax until it reaches one fifth of paid-in capital (see, for example, Mahmud,

1997). The Libyan commercial law seems to be more focused on a legal reserve as a

debtholders' right rather than giving them the right to repossess collateral. Instead of

providing a certain level of capital as a legal reserve, companies in Hong Kong,

India, Malaysia, Pakistan, Singapore, Indonesia and South Africa are required to

provide other kinds of protection for debtholders, such as; automatic claim on assets;

secured debtholders being paid first; and management removal on reorganisation.

Companies in the other countries in the sample; Thailand, Brazil, Chile, Mexico,

Turkey, South Korea and Taiwan are also required to maintain a certain level of

capital as a legal reserve.

La Porta et al. (1998), argue that the efficiency and integrity of the 1 egal system and

its independence are considered as major remedies to agency problems. In other

words, it is expected, as stated by Fan et al. (2003), that debt will be used relatively

more than equity and short-term debt will also be used relatively more than long-

term debt when the legal system has less integrity and is less independent. Using

short-term debt might mitigate the agency problems, as stated by Kim and Lee
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(2003), because short-term debt can reduce free cash flow problems. The agency

problems can be also mitigated by using short-term debt, as companies' access to

short-term sources might be restricted in the immediate future if shareholders

attempted to influence managers to expropriate wealth from debtholders to

themselves.

Economic downturn and weaker corporate governance, as stated by Kim and Lee

(2003), may cause serious agency problems. The Libyan economy had experienced a

serious crisis during 1990s due to some reasons such as the UN sanctions and the

sever decline in the oil prices. Furthermore, French civil law countries (Libya among

them) are known, as stated by La Porta et al. (1998) to have weaker corporate

governance. Accordingly, Libyan companies may suffer more from agency problems

and, as a result, these companies are more likely to use short-term debt (the shorter

maturity limits the potential to expropriate debtholders' rights) and are less likely to

use outside equity.

In order to examine whether environmental differences between Libya and the other

emerging market countries induce Libyan companies to display different financing

patterns from that of companies in the other emerging market countries included in

the sample, the following section presents data and methods of analysis adopted in

the chapter.

9.2 Data Collection and Regression Models

The data used in the analysis is constructed by merging information from two

sources. These two sources are: the Datastream database (emerging market data) and

Libyan Tax Offices (Libyan data). The criteria used for choosing the Libyan

companies were the availability and quality of data for a time period of 5 years
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(1995-1999) and consequently, the data of the other emerging market companies

included in the sample were restricted to the same time period. The criteria used for

choosing the emerging market countries were the availability of a reasonably large

sample of companies over the time period from 1995 to 1999. Developing countries

from every continent were included in the sample. In order to mitigate survivorship

bias, dead companies are also included in the sample. All data are measured in

nominal local currency and averaged over the five years to smooth the leverage and

explanatory variables.

Since some extreme values for variables in the dataset might cause some problems in

least square regression, as pointed out by Akbar and Stark (2003), extreme values

(outliers) were deleted. In line with Akbar (2001) and Easton and HalTis (1991), the

criteria for identifying extreme values is the top and bottom 0.5% of values for total

debt ratio, short-term debt ratio, long-term debt ratio, total assets, profitability,

tangibility, growth and size and these were deleted from the sample (see, for

example, Rees, 1997). Table 1 shows the final number of companies that originally

fulfilled the data criteria and the number of companies remaining after deleting the

extreme values (outliers).

In order to reduce potential econometric problems, such as heteroscedasticity

problems, total assets were used as a deflator in accordance with the suggestions of

Bevan and Danbolt (2000 and 2002). This chapter also uses White's (1980)

heteroscedasticity-consistent standard errors and covariance for mitigating

heteroscedasticity in calculating the statistics.
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Country

Brazil

Chile

Hong Kong

India

Malaysia

Mexico

Pakistan

Singapore

South Africa

South Korea

Taiwan

Thailand

Turkey

Total

Table (9-1): Summary of Deletions from the Sample

Datastream Total firms Firms fulfilling Outliers 	 Final Sample
Group	 the criteria

	

MIS
	

550
	

52
	

5
	

47

	

M3
	

229
	

56
	

3
	

53

	

M19
	

987
	

127
	

5
	

122

	

MS
	

1228
	

116
	

2
	

114

	

M20
	

944
	

175
	

12
	

163

	

M18
	

148
	

40
	

5
	

35

	

M7
	

270
	

40
	

39

	

M8
	

572
	

75
	

4
	

71

	

M9
	

414
	

68
	

9
	

59

	

M17
	

1782
	

136
	

10
	

126

	

M13
	

1166
	

41
	

4
	

37

	

M 12
	

459
	

158
	

5
	

153

	

M 10
	

298
	

35
	

2
	

33

9047	 1119	 67	 1052

In line with chapter five, three regression models with dummy variables were used.

The dependent (leverage) variables used for alternative estimations are: total debt to

total assets, short-term debt to total assets and long-term debt to total assets. These

three dependent variables were regressed against the four explanatory variables,

which are proxies for profitability, growth, tangibility and size. Dummy intercept

and dummy interaction variables were used to identify significant differences in the

relationships between leverage and the explanatory variables for Libyan and the

other emerging companies.

9.3 Interpretation of the Empirical Results

McLaney (1997) argues that industrial and commercial development in developing

countries is often hampered by the absence of a secondary capital market and
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subsequently by the lack of long-term finance. The absence of a secondary capital

market might prevent potential long-term investors from taking up shares or loan

stocks, as they will not have the opportunity to convert their investments to cash

whenever they wish to do so.

Although the difference in accounting and disclosure practices between countries, as

stated by Bancel and Mittoo (2004), is a major problem in the cross-country research,

this section attempts to identify and, where possible, explain: (1) whether there is any

difference between Libya and other developing countries in terms of using short term

debt and long-term debt, (2) whether returns on assets in Libyan companies are

higher or lower than emerging market counterparts, (3) whether growth rates in

Libyan companies are higher or lower than the growth rates of other emerging

market, (4) whether the assets structure in Libyan companies is fundamentally

different from the asset structure of other emerging market companies, and (5)

whether companies in Libya are larger or smaller than other emerging market

companies. In other words, this section investigates whether statistics generated from

financial statements about leverage levels, profitability, asset structure, growth and

company size differ between emerging market companies and Libyan companies and

whether these differences can be explained and related to specific factors. These

factors may be firm-specific factors, and! or factors relating to the macro-economic

environment, such as, the tax system, legal system and system of corporate

governance. Table (9-2) provides summary information of leverage ratios,

profitability, growth, tangibility and size.

219



Table (9-2): Mean of Leverage Ratios, Profitability, Growth, Tangibility and
Size

	

No. of	 Total	 Short-term	 Long-term	 Profitability	 Growth	 Tangibility	 Size

Country
	 Firms	 debt ratio debt ratio	 debt ratio

Libya	 55	 0.53	 0.46	 0.07	 0.01	 0.13	 0.18	 15.56

Brazil	 47	 0.31	 0.14	 0.17	 -0.001	 0.10	 0.52	 14.30

Chile	 53	 0.24	 0.08	 0.16	 0.07	 0.12	 0.52	 18.91

Hong Kong	 122	 0.23	 0.11	 0.12	 0.02	 -0.01	 0.48	 15.46

India	 114	 0.32	 0.12	 0.20	 0.08	 0.13	 0.41	 15.60

Malaysia	 163	 0.25	 0.15	 0.10	 0.03	 0.09	 0.43	 13.60

Mexico	 35	 0.28	 0.07	 0.21	 0.08	 0.19	 0.56	 16.75

pakistan	 39	 0.28	 0.17	 0.11	 0.08	 0.08	 0.40	 14.55

singapore	 71	 0.26	 0.11	 0.15	 0.02	 0.02	 0.47	 13.18

South Africa	 59	 0.13	 0.05	 0.08	 0.10	 0.09	 0.39	 14.40

South Korea	 126	 0.50	 0.28	 0.22	 -0.006	 0.08	 0.42	 20.60

Taiwan	 37	 0.27	 0.13	 0.14	 0.03	 0.09	 0.39	 16.83

Thailand	 153	 0.46	 0.30	 0.16	 0.02	 0.02	 0.43	 15.07

Turkey	 33	 0.23	 0.14	 0.09	 0.12	 0.45	 0.30	 24.68

Mean	 0.32	 0.17	 0.15	 0.04	 0.08	 0.42	 15.96

Note: Profitability is defined as the ratio of earnings before tax to total assets. Growth is measured by the
percentage change in total assets. Tangibility is defined as the ratio of fixed assets to total assets. Size is
measured by the natural logarithm of assets. Short-term debt ratio refers to the ratio of short-term debt to total
assets. Long-term debt ratio refers to long-term debt to total assets. Total debt ratio refers to the ratio of total
debt to total assets.

9.3.1 Leverage

Table (9 2) shows summary data for three debt ratios (total debt to total assets, short-

term debt to total assets and long-term debt to total assets) for the 14 developing

countnes.

Based on total debt ratio, Libya seems to have the highest total debt to total assets

ratio (53%). Chile, Hong Kong, Malaysia, South Africa and Turkey seem to fall into

a low-debt group; a middle group consisting of Brazil, India, Mexico, Pakistan,
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Singapore and Taiwan; and a high-debt group consisting of South Korea and

Thailand.

According to the components of total debt, Libya has the highest short-term debt

ratio (46%) and the lowest long-term debt ratio (7%). McLaney (1997) states that

the non-existence of a secondary market might make the raising of long-term finance

impossible or at least make potential long-term finance very expensive. In this

context, the high proportion of short terni to long-term debt used by Libyan

companies may be partly attributed to the absence of a secondary exchange market in

Libya.

9.3.2 Returns on Assets

The profitability of companies is of mainly central importance in economies based

on a capitalist ideology as stated by Glen and Singh (2003). The past profitability of

a firm, and consequently the amount of earnings available to be retained, is one of

the important determinants of capital structure.

The differences in accounting standards adopted in each country and their impact on

income calculation make comparisons of companies' profitability difficult in

addition to difference due to real profitability. Due to these accounting differences,

"real" differences in profitability and the diversity of economic systems between

countries included in the sample, there is a wide range in reported profitability. For

example, Turkey has a profitability ratio of 12% compared to -0.006% of South

Korea.

Libyan companies' average profitability (0.01%) is below the profitability ratios of

the other emerging market companies except for Brazil (-0.00 1%) and South Korean

companies (-0.006%). Alqadhafi (2002) reports that the lower returns of Libyan
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companies might be related to a misuse of economic resources due to state control

resulting in lower productivity, higher production costs and lower quality of

productions.

9.3.3 Asset Structure

Jensen and Meckling (1976) argue that the use of secured debt might reduce the

agency cost of debt. The agency cost approach of Jensen and Meckling (1976) is

consistent with the asymmetric information approach of Myers (1984) in that issuing

debt secured by collateral reduces the asymmetric information related costs in

financing. Tangibility of assets, the ratio of fixed assets to total assets, can also

provide information on a company's operational decisions. For example, a low level

of fixed assets may indicate over-investment in inventory.

As can be seen in Table (9-2), companies in Mexico, Brazil and Chile hold the

highest levels of fixed assets to total assets followed by East Asian companies (Hong

Kong, Malaysia, Thailand and South Korea).

Table (9-2) also shows that there is a noticeable difference in the level of fixed to

total assets between Libyan companies and other emerging markets companies.

Libyan companies hold a much lower level of fixed assets to total assets (18%). This

may imply that Libyan companies hold high levels of cash, inventory andlor trade

receivables. Alqadhafi (2002) reports that despite the fact that the total assets of 170

state-owned companies in Libya exceed Libyan Dinner 21 billion (roughly USD 65

billion), these companies are still unable to cover their operational expenses. This

might reflect an overinvestment problem in these companies according to Alqadhafi

(2002), which argues that the lower return on capital is the most serious problem in

the Libyan economy. This may also indicate that Libyan companies suffer from
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overinvestment problems 11 . The later, as stated by Kim and Lee (2003), is more

likely to occur during economic crisis due to the rare of good investment

opportunities.

9.3.4 Growth

Table (9-2) indicates that companies in all countries are growing, as evidenced by

positive growth rates in their total assets, except for Hong Kong. Turkey has highest

growth rate of 45%. The countries seem to fall into a low growth group, consisting of

Singapore and Thailand (0.02); a middle group consisting of Brazil (0.10), Malaysia

(0.09), Pakistan (0.08), South Africa (0.09), South Korea (0.08) and Taiwan (0.09)

while the higher growth group consists of Libya (0.13), Chile (0.12), India (0.13) and

Mexico (0.19).

Libyan companies' assets grow at an average rate of 13%, a relatively high growth

rate compared to the other emerging market countries. The reason for this high

growth rate might be attributed to the economic reform that the Libyan government

began to implement in 1992. The establishment of privately held companies, which

tend to grow rapidly in their early years, and the opening of the national economy for

foreign investment might explain why Libyan companies have a higher growth rate

of assets.

9.3.5 Size

Researchers in capital structure such as Antoniou et al. (2002) argue that the size of a

firm is a good explanatory variable for its leverage ratio. Due to the fact that larger

firms are more likely to have a lower probability of bankruptcy than smaller firms,

Jensen and Meckling (1976) state that due to limited liability, debtholders will bear the cost of
failure, if the risky project fails as they will not be paid in full, and shareholders will, therefore, be
motivated to accept risky projects even if they are value decreasing.
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according to Bancel and Mittoo (2004), larger firms may have easier access to capital

markets than smaller firms, and, have a higher debt capacity (see for example, Rajan

and Zingales, 1995 and Bcvan and Danbolt, 2002). As stated by Rajan and Zingales

(1995), larger firms are likely to be more diversified. Therefore, larger firms will be

induced to use more debt than smaller ones.

As measured by the natural logarithm of total assets, the countries seem to fall into a

low size group, consisting of Singapore, Brazil, Pakistan, Malaysia and South Africa;

a middle group consisting of Libya, Hong Kong, India, Mexico, Taiwan and

Thailand while the large size group consists of Turkish, Korean, and Chilean

companies.

9.4 Determinants of Financing Patterns

The cross-sectional regression models with dummies were used to investigate

differences in the determinants of financing patterns between Libya and the other

emerging market countries included in the sample.

Due to the difficulties in segregating the emerging market companies into public

(state-owned) and private companies, the analysis has been conducted on the basis of

the entire sample. Therefore, the analysis of the Libyan data has been also conducted

on the basis of the entire sample. Table (9-3) presents the results of the estimated

relationships between alternative leverage measures and predetermined explanatory

variables. The implied coefficients for the explanatory variables for Libyan

companies output in Table (9-3) are shown in Table (9-4). The Wald tests examine

whether the combined coefficients in Table (9-4) are significantly different from

zero.
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Table (9-3): Results of OLS Analysis of Libyan and Emerging Market
Companies

The Variables	 II Total debt ratio
	

Short-term debt Long-term debt
ratio	 ratio

Intercept

Profitability

Growth

Tangibility

Size

D

D*Profitability

D *Growth

D*Tangibility

D*Size

AdjR2
F
Obs

0.00002
(1.34)
0.62**
(-2.37)
0.22**
(-3.62)
-0.04

(-0.53)
0.02***

(5.66)
-0.00001***

(-2.82)
4.09***

(5.49)
-0.96

(-1.12)
1.45***
(4.45)

0.03***
(5.31)
0.88

975***

1107

-0.00001
(-1.46)
0.44**
(-2.27)

(-6.28)
0.18**
(-2.26)

0.02***
(6.79)

0.00003
(0.41)

4.88***
(4.50)
2.59*

(-1.77)
1.30***
(3.02)
0.01

(1.37)
0.87

850***

1107

0.00003***
(4.44)
-0.18

(-1.51)
ØØ9**
(2.54)

0.13***
(3.18)
0.0001
(0.08)

0.0001*
(-1.82)
-0.78

(-0.78)
1.63

(1.18)
0.15

(0.39)
0.01

(1.58)
0.40

81***

1107

Notes:
All dependent and independent variables are scaled by total assets.
*, **, and **, significant at the 10, 5, and 1% level, respectively.
Profitability is defined as the ratio of earnings before tax to total assets. Growth is measured by
the percentage change in total assets. Tangibility is defined as the ratio of fixed assets to total
assets. Size is measured by the natural logarithm of assets. Short-term debt ratio refers to the ratio
of short-term debt to total assets. Long-term debt ratio refers to long-term debt to total assets.
Total debt ratio refers to the ratio of total debt to total assets.
D denotes a dummy variable, which takes a value of 1 if the company is a Libyan company and a
value of 0 if the company is an emerging market company.
t-statistics are in parentheses.
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Intercept

Profitability

Growth

Tangibility

Size

0.00001**
(6.25)

347***

(24.79)
-1.18
(1.94)

1.40***
(20.12)
0.05***
(119.74)

0.00002
(1.88)
-0.97
(0.94)
1.72

(1.57)
0.28

(0.54)
0.01

(2.58)

0.00002
(0.05)

444***
(17.31)
2.91**
(3.95)

1.12***
(7.00)

0.03***
(10.42)

Table (9-4): Coefficients for the Explanatory Variables for Libyan Companies

The Variables	 Total debt ratio	 Short-term debt 	 Long-term debt
ratio	 ratio

Notes:
All dependent and independent variables are scaled by total assets. , 	 , and ***, significant at the
10, 5, and 1% level, respectively.
Profitability is defined as the ratio of earnings before tax to total assets. Growth is measured by
the percentage change in total assets. Tangibility is defined as the ratio of fixed assets to total
assets. Size is measured by the natural logarithm of assets. Short-term debt ratio refers to the ratio
of short-term debt to total assets. Long-term debt ratio refers to long-term debt to total assets.
Total debt ratio refers to the ratio of total debt to total assets.
F-statistics are in parentheses.
Wald tests were used to compute F-statistics.

Discussion of Results

The static trade-off theory predicts a significant positive slope coefficient for the

profitability, tangibility and size explanatory variables. For Libyan companies there

is strong evidence (as can be seen in Table (9-4)) for the static trade-off theory for

total and short-term debt as evidenced by the coefficients for profitability, tangibility

and size.

Although a significant positive relationship between leverage and size is observed,

the relationships between profitability and leverage and tangibility and leverage arc

significantly negative for total debt' 2 and short-term debt for the other emerging

market companies in the sample. This suggests that the static trade-off theory is not

the relevant capital structure theory for these emerging market companies.

12 The relationship between tangibility and leverage is negative, but not significantly different from
zero for total debt.
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The asymmetric information theory predicts significantly negative relationships

between profitability and leverage and significantly positive relationships between

leverage and tangibility and leverage and growth. The negative relationship between

profitability and leverage, however, is the only relationship consistent with the

asymmetric information theory for the emerging market companies for short-term

debt; hence there is little support for this theory. These results support the findings of

Xie (2000) who argues that the financing patterns of companies in developing

countries are not consistent with the pecking order theory of capital structure. The

only significant relationship relevant to the asymmetric information theory for the

Libyan company sample is a positive relationship between leverage and tangibility

suggesting that this theory is also not relevant to the capital structure decisions of

Libyan companies.

If the agency cost theory holds, a positive significant and a negative significant slope

for size and growth variables are expected respectively, and either a significant

positive or significant negative slope (depending on the nature of the agency costs)

for the tangibility variable is also expected. For both Libyan companies and

emerging market companies there is strong evidence for the existence of agency cost

problems as evidenced by the significantly positive coefficient and the significantly

negative coefficient for growth and tangibility.

Libyan companies seem to be affected by debt agency problems, as evidenced by the

significant positive slope coefficients for tangibility for total debt and short-term

debt. The lack of a secondary capital market and the ability to offload shares may

encourage shareholders to exert pressure on management. Such pressure may

include expropriating funds from debtholders; hence the presence of debt agency
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problems is expected. The other emerging market companies seem to be affected by

equity agency problems when issuing short-term debt and by debt agency problems

when issuing long-term debt as evidenced by significant negative and significant

positive slope coefficients for short-term and long-term debt respectively for

tangibility. Debt agency problems may be less severe with short-term debt as it

reduces the potential for expropriation from debtholders to shareholders.

Debtholders can withhold further financing if expropriation is expected.

Whilst there is no evidence of which theory drives Libyan companies to issue long-

term debt as evidenced by the lack of significant coefficients for long-term debt in

Table (9-4), emerging market companies' choice of long-term debt appears to be, in

part, influenced by the asymmetric information theory.

9.5 Conclusion

The findings of this chapter contribute towards a better understanding of differences

in financing behaviour between Libyan companies and other developing countries by

comparing the theories appearing to influence the capital structures of the companies

in these countries.

The descriptive statistics indicate that there are differences between Libya and the

other emerging market countries in terms of using short-term and long-term debt,

profitability, assets structure, growth and companies' size. Some of these differences

could be attributed to the absence of a secondary capital market in Libya such as, the

excessive use of short-term debt compared to long-term debt by Libyan companies

while the other differences could be attributed to the agency problems

(overinvestment problems) such as the lower return on assets and lower level of fixed

assets to total assets of Libyan companies.
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The chapter reveals that the financing patterns of Libyan companies can be

interpreted as being consistent with the static trade-off and the agency cost theories

of capital structure. The emerging market companies' financing behaviour can be

interpreted as being consistent with the pecking order and the agency cost theories of

capital structure. The results and conclusions obtained in this chapter and the

previous chapters will be summarised in the next concluding chapter.
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Chapter Ten: Summary, Main Findings, Contributions and Further
Research

10.0 Introduction

This chapter provides a summary of the previous chapters of this thesis and links

their main conclusions. It is divided into five sections. The first section provides a

summary of the research objectives, theoretical concepts, and different research

stages and methods conducted to achieve the research objectives. The second section

presents the main findings that emerge from the theoretical and empirical analysis

undertaken while the third section explains the contributions of the study to the

existence knowledge. Section four discusses the limitations of the study while

section five illustrates the need for more longitudinal studies.

10.1 Summary

Most determinants of capital structure studies have focused on developed countries

(for example, Rajan and Zingales, 1995; Bevan and Danbolt, 2000 and 2002; Hall et

al., 2004, and Antoniou et al., 2002) while there are only a limited number of

empirical studies focusing on developing countries (for example Booth et al., 2001,

Pandey 2001, Chen, 2004, Omet and Nobanee, 2001 and Al-Sakran, 2001). This

study reduces the gap by analysing a capital structure question from the Libyan

setting. Libya differs, inter alia, from the developing countries previously studied, as

it has no secondary capital market which potentially switches the focus of company

financing from a short-term investment to a long-term investment and it also differs

in terms of investors' protection and corporate governance.

The main objectives of this research were: (1) to identify the determinants of capital

structure of Libyan companies, (2) to explore the impact of managers' preferences,

beliefs and attitudes on the capital structure decisions in the Libyan business
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environment, and (3) to examine whether institutional differences of the Libyan

environment induce Libyan companies to display different financing behaviour from

that of other emerging market companies.

Theoretical and empirical investigation was undertaken in order to achieve the

research objectives. Chapters 2, 3 and 4 represent the theoretical part of the study

while chapters 5, 6, 7, 8 and 9 represent the empirical part. The following two

sections summarise the theoretical and the empirical parts of the study.

10.1.1 The theoretical part of the study

The aim of the theoretical part of the study was to provide a theoretical framework

within which the study' observations are to be interpreted and understood. The

theoretical part consisted of three chapters: chapter 2 presented a review of the

relevant literature on capital structure. Chapter 3 was devoted to describing the

financing policy, the components of the finance sector and enterprise developments

in the Libyan business environment. Chapter 4 explained the research methodology

and methods.

The theory of capital structure has been reviewed as it has developed since

Modigliani and Miller's (1958) paper. The main three current categories of capital

structure theory (the trade-off, the agency costs and the asymmetric information

theories) have been used to explain the variation in debt ratios across firms,

industries and across countries. The determinants of capital structure studies in both

developed and developing countries have been also reviewed in order to identify the

most common determinants of capital structure and to review the different techniques

that were used to examine the determinants of capital structure in other countries.
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The review of the relevant literature on capital structure indicated that there is no

capital structure study to the author's knowledge conducted in the context where

there is no secondary capital market. The studies of capital structure, which adopted

questionnaires and interviews, were also reviewed. The review of the different

capital structure theories, the detei-minants of capital structure and the impact of

institutional factors on firm's capital structure in different countries, undertaken in

chapter two, prepared the way to chapter three where the Libyan economy's unique

features were discussed.

In chapter three, the characteristics and the developments of the Libyan economy

were reviewed since the Libyan revolution of 1969. As stated by Fan et al. (2003),

Korajczyk and Levy (2003), Antoniou et al. (2002) and Rajan and Zingales (1995),

the characteristics of the companies and the institutional environment are considered

important factors in explaining and understanding the capital structure decisions in

different contexts. The focus was on the economic reform programs of the Libyan

economy as they marked the beginning of a period that changed Libyan public

companies from the form of not-for- profit companies to profit-maximising

companies.

The Libyan business environment is characterised by the absence of a secondary

stock market, a relatively large banking sector (compared to other components of the

finance sector) and lower quality of law enforcement in terms of investor's

protection. The Libyan commercial law, as stated by Kilani (1988), is based on the

principles of the French civil law, which is considered the weak in terms of providing

a legal protection to investors than common civil law, German civil law and

Scandinavian civil law (see, for example, La Porta et al., 1997 and 1998).
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Furthermore, Libyan auditors, as stated by Saleh (2001) and Bait Elmal et a!. (1988)

do not play their role in certifying the company's accounts, and therefore, Libyan

auditors might not mitigate the asymmetric information problems and the conflict

between controlling owners and minority shareholders.

The research methodology and methods were described in chapter four. The

methodology of the study consisted of four stages. Stage 1 was devoted to reviewing

the literature of capital structure. Stage 2 presented the cross-sectional regression

used to analyse Libyan financial data (chapter 5) while stage three involved the

administration and analysis of a survey questionnaire (chapter 6 and chapter 7). Stage

4 focuses on comparing the financing patterns between Libyan companies and other

emerging market companies (chapter 9). The aim of the last stage was to put Libyan

companies' financing patterns into prospective.

The regression analysis of the Libyan financial data (stage 2) involved applying

Rajan and Zingales' (1995) and Bevan and Danbolt' (2002) models, with some

modifications to both the leverage and explanatory measures. The aim of this stage

was to empirically examine the effect of profitability, growth, tangibility and size on

the capital structure of fifty-five Libyan companies by utilising data extracted from

their balance sheets and income statements.

Due to the fact that some assumptions and conclusions of capital structure cannot be

tested by utilising the available financial statements in Libya (Libyan companies do

not introduce cash flow statements and dividends statements), stage 3 (the survey

questionnaire stage) involved testing the pecking order theory and the signalling

theory by using data gathered by questionnaires. Furthermore, the investigations of

the impact of managers' risk taking propensity on the use of debt, the effect of
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business and personal goals on the capital structure decisions and the impact of

managers' demographic characteristics on financing decisions were also illustrated in

this stage. Data from seventy-two Libyan companies were gathered by survey

questionnaire.

In order to put Libyan companies financing patterns into prospective, a comparison

between Libya and other emerging market countries was conducted. To perform this

comparison, Rajan and Zingales' (1995) and Bevan and Danbolt' (2002) models

were applied. Firm-level data from 14 developing countries (Brazil, Chile, Hong

Kong, India, Malaysia, Mexico, Pakistan Singapore, South Africa, South Korea,

Taiwan, Thailand, Turkey and Libya) were utilised to examine the capital structure

of companies in these countries.

10.1.2 The empirical part of the study

The regression analyses examines different capital structure theories and models (the

trade-off theory, agency cost theory, and asymmetric information theory) in order to

see whether they are relevant for explaining the financing behaviour in the Libyan

context where there is no a secondary stock exchange market.

The results of the regression analysis for Libyan companies, when dummies were

used to identify private and public companies indicated that there is strong evidence

for the static trade-off theory for total and short-term debt as evidenced by the

coefficients for profitability and size coefficients. The agency cost theory is also

supported; however, the results indicated that there is no support for the asymmetric

information theory.

The results of the regression analysis for the Libyan data where dummies were used

to identify manufacturing and non-manufacturing companies indicated that there is
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no support for the static trade-off theory for manufacturing companies but some

evidence for the static trade-off theory for non-manufacturing companies is detected

as evidenced by the coefficients for short-term debt for profitability, tangibility and

size coefficients. There is also some support for the agency cost theory and the

asymmetric information theory.

The lack of high quality financial statements might constitute a major barrier on

conducting capital structure research in Libya. Consequently, there is a need to

conduct capital structure research by using different type of data sources. Due to the

fact that the regression analysis of the Libyan financial data only partly answers

some of the aims of this study and the problem of unavailability of financial

statements in Libya, survey-based analysis was used to mitigate the problem of

unavailability of "hard" data and, on the other hand, to investigate some assumptions

and conclusions of capital structure that cannot be tested by the available financial

statements in Libya.

Chapter six describes the results of the responses while the investigation of the

hypotheses of the pecking order theory, the signalling theory, and manager's

preferences, beliefs and attitudes toward using debt and equity were conducted in

chapter seven.

The responses analysed indicated that the most important source of finance is a bank

overdraft, followed by retained earnings and trade credit. The responses also pointed

out that short-term debt is preferred over long-term debt. The deterioration in the

state of the economy and the absence of a secondary stock market are considered as

the most important problems associated with obtaining external finance.
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Although the participants indicated that the asymmetric information problems exists

between Libyan companies and banks, they indicated that the large part of the

asymmetric information problems might not be attributed to the lenders' lack of

information, as they argued that providing more information disclosure could not

solve the asymmetric information problems.

In chapter seven, an investigation of the non-financial and behaviour hypotheses was

conducted by utilising data collected by the questionnaires and debt ratios from

companies' financial statements. The hypotheses included the pecking order

hypothesis, signalling hypothesis, managers' risk taking propensity hypothesis,

business and personal goals hypothesis and managers' demographic characteristics

hypothesis.

The investigation revealed that the usual interpretation of the pecking order

hypothesis is not supported. The use of debt policy and share issues for sending

signals to the market is not supported, as there is little evidence that Libyan

companies use debt policy to send signals to their investors about their future

prospects, or to use share issues in order to dilute the holding of certain shareholders.

The investigation illustrated that the responding companies that are run by high- risk

takers are more likely to have more debt than those companies that are run by low-

risk takers. Otherwise business and personal goals, and managers' demographic

characteristics do not appear to have a significant impact on the capital structure

decisions of the responding companies.

The aim of chapter eight is to present the most important findings of the regression

analysis of the Libyan financial data and the analysis of the responses in an attempt

to present the results grouped by theoretical concepts such as the trade-off theory, the
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agency cost theory and the asymmetric information theory of capital structure. The

results of the regression analysis of the Libyan financial data and the analysed

questionnaires provide support for the trade-off and the agency cost theory of capital

structure.

Chapter nine attempted to provide a better understanding of the differences of the

financing behaviour between Libyan companies and other developing countries

included in the sample by comparing the theories appearing to influence the capital

structures of the companies in these countries. Some differences are related to: the

use of short-term and long-term debt, profitability, assets structure, growth and

companies' size. The findings supported the results of chapter five as the static

trade-off and the agency cost theories of capital structure are relevant capital

structure theories for Libyan companies while the companies in other emerging

market countries seem to follow the agency cost theory and, to small extent, the

pecking order theory of capital structure.

10.2 The main findings

Based on the literature review and theoretical and empirical analysis, several main

findings emerged. These findings are summarised under two main titles associated to

the Libyan companies' financing behaviour. The following two sections were

devoted to financial and non-financial (behaviour) factors that affect capital choices.

10.2.1 Financial factors affecting capital structure decisions

Some financial figures have been found to be important factors affecting capital

structure decisions of Libyan companies. The important findings are summarised as

follows:
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1- The investigation revealed that the characteristics of the financing sector, the

absence of a secondary capital market, the legal system, and auditing system

affect a firm's financing decisions in Libya, as the vast majority of debt financing

is a short-term nature. The ratio of total debt on average is 53.9% of total book

value of assets. The vast majority of the debt is of a short-term nature (46.7% on

average). Contrary to the suggestions of Dewenter and Malatesta (2001), who

suggest public companies will have higher levels of debt than private companies

due to government guarantees, private companies have higher levels of short-

term debt than public companies, which results in private companies having

higher average debt ratios than the public ones.

2 - The most successful variable among all the explanatory variables for private and

public companies is profitability. Profitable Libyan companies tend to be

externally financed and prefer short-term debt sources.

3 - Tangibility is the most successful variable among all explanatory variables for

manufacturing and non-manufacturing companies while its relationship with

leverage ratios is stronger for private companies than public ones.

4 - Growing companies tend to rely on their internal funds particularly growing

public and private companies. The growth variable has no effect on leverage

ratios for manufacturing and non-manufacturing companies.

5- Libyan companies have the highest short-term debt and the lowest long-term debt

compared to the other emerging market companies examined in the study. This

may be attributed to the non-existence of a secondary capital market in Libya.
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6- The profitability of Libyan companies (0.0 1%) is below the profitability ratios of

the other emerging market companies included in the sample except for Brazil

and South Korea. Libyan companies hold a much lower level of fixed assets to

total assets (18%) compared to the other emerging market companies examined

in the study. It may imply that Libyan companies hold high levels of cash,

inventory and br trade receivables.

7- Libyan companies' assets have grown at an average rate of 13%, a relatively high

growth rate compared to the other emerging market countries while Libyan

companies seem to be in the middle group in terms of the companies' size

compared to the other emerging market countries.

8 - The static trade-off theory and the agency cost theory are pertinent theories to a

Libyan business environment while there is little evidence to support the

asymmetric information theory while the companies in the emerging market

countries examined in the study seem to follow the agency cost theory and, to

small extent, the pecking order theory of capital structure.

9 - Agency costs may be a real problem for Libyan companies. It might be due to the

inability to offload shares in a secondary capital market, as shareholders might be

encouraged to exert pressure on management to expropriate funds from

debtholders to themselves.

10- The lack of high-quality databases (financial statements) might constitute the

major barrier on conducting capital structure research in Libya. Consequently,

there is a need to develop validated databases as more data becomes available in

future, and use such databases in examining and identifying additional variables

that could have influence on financing behaviour of Libyan companies.
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10.2.2 Non-financial (behaviour) factors affecting capital structure decisions

Although the vast majority of capital structure studies have focused on examining the

effect of financial factors (for example, profitability, growth, tangibility and size) on

capital structure decisions, new direction of capital structure studies have emerged in

order to investigate the impact of non-financial and behaviour factors on capital

structure choices (see, for example, Barton and Gordon, 1987; Norton, 1990;

Matthews et al., 1994; Michaelas, 1997b and 1998; Graham and Harvey, 2001

Bancel and Mittoo, 2002 and 2004 and Brourien et al., 2004).

As illustrated earlier, the reasons for using survey-based analysis in this study were

to test some assumptions of capital structure that cannot be tested by using financial

data and to mitigate the problems of unavailability of financial statements data in the

Libyan environment.

In line with the responses analysed and the test of the non-financial hypotheses, some

findings were extracted:

1- Libyan companies preferred to use short-term debt to long-term debt. It might be

attributed to the desire for mitigating the agency cost problems, as any attempt by

shareholders to extract wealth from debtholders is likely to restrict the firms'

access to short-term debt in the immediate future.

2- The problems reflect supply-side effects such as the deterioration in the state of

the Libyan economy and the absence of a secondary capital market are

considered as the most important problems associated with obtaining external

finance rather than the problems reflect demand-side effects (poor relationships

with banks and the lack of a good trading record).
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3- The pecking order hypothesis was rejected, as there is no statistically significant

difference in ranking the types of funds due to the existence of asymmetric

information problems. It might be due to the inability to offload shares rather

than under valuation of equity.

4- The signalling theory of capital structure has not been supported as the

respondents indicated that they do not use debt policy and shares issues for

strategic or tactical reasons.

5- Companies in Libya that are run by more risk-taking managers are more likely to

have more debt than those companies that are run by less risk-taking managers.

6- Although business and personal goals of Libyan managers do not significantly

affect their capital structure decisions, companies that are run by growth oriented

managers use less debt than companies that are run by social oriented managers

or control oriented managers.

7- Libyan managers' demographic characteristics (age, level of education and level

of experience) have no significant impact on capital structure decisions.

10.3 Contribution to knowledge

The findings of the study hopefully contribute towards a better understanding of

companies' financing behaviour of Libyan companies. The study added to the

existing literature of capital structure in the following aspects:

1- Theoretically, a combination of different capital structure theories and models that

were used in studies examining other countries were tested to see if they fit

Libyan data. In particular, the research examines whether the trade-off theory,

agency cost theory, and asymmetric information theory are relevant to the
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financing behaviour of Libyan companies. Furthermore, the behaviour theory

was also used to explain and understand the financing behaviour of Libyan

companies.

2- Methodologically and methodically, a combination of different methods of data

collection and analysis provided a rich investigation of the financing behaviour of

Libyan companies.

3- Empirically, this study is the first study that used financial statements data in

accounting and finance research within the Libyan context.

4- The study contributed to the limited studies on capital structure in developing

countries in general. In addition, this study is the first of its kind in Libya where

there is no a secondary capital market.

10.4 Limitations of the study

The limitations of this study are categorised into theoretical, empirical and

methodological. Theoretically, the research focuses more on the main three current

categories of capital structure theory (the static trade-off, asymmetric information

and agency cost theories) than on the behaviour theory of capital structure.

Empirically, the lack of high-quality databases is a major barrier to conducting

capital structure research in Libya. The shortage of high-quality data prevents the

examination and identification of additional variables that could influence the

financing behaviour of Libyan companies.

Regarding the perception of questionnaires, this study also has the following

limitations. Firstly, due to the fact that the questionnaires were collected through the

assistance of many author's friends, as the questionnaires were distributed and
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collected in person, the test for non-response bias was not performed due to the

difficulties in separating the early and late responses. Secondly, due to the lack of

official statistics about the precise number of companies and the number of

companies in each industry which work in Libya, it is difficult to ascertain whether

the sample are fairly representative of the entire population of Libyan companies.

Methodologically and methodically, the adoption of a static model for analysing the

leverage ratios may capture a part of the capital structure picture of Libyan

companies because some factors are time sensitive. However, this study partially

accounts for leverage adjustments by taking the year average of the leverage and

explanatory variables in line with Rajan and Zingales (1995) and Titman and

Wessels (1988). However, despite its limitations, the findings and the adopted

methodology of the study might shape the basis for further research in the area.

10.5 Further research

The limitations of this study provide some guidance for future research that could be

perceived as possible extensions to the present research. Firstly, the adoption of the

static cross sectional approach might capture a part of picture of the determinants of

capital structure due to the possibility for masking the potential effect of time on

some determinants of capital structure (see, for example, Michaelas, 1998).

However, as pointed out by Antoniou et al. (2002), there is a need for conducting a

dynamic analysis of leverage ratios in order In understand the dynamism of its

determinants in line with Fischer et al. (1989), Jalilvand and Harris (1984), Bevan

and Danbolt (2000) and Ozkan (2001). In this regard, Ameer (2003) argues that due

to economic reform in developing countries, it is essential to conduct dynamic

analysis of capital structure in order to identify the influence of such economic

reform on capital structure. Hence a dynamic analysis of leverage ratios is needed in
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order to identify whether Libyan companies react to random events in the business

environment and the nature of adjustment process.

Secondly, as more data becomes available in future, such data can be used for

examining and identifying additional variables that could have influence on

financing behaviour and, therefore, more longitudinal studies are needed in order to

investigate the determinants of capital structure over a longer period of time.

Finally, there is a need for further studies that examine the determinants of capital

structure over different economic cycles. For example, due to the suspension of the

UN sanctions against Libya in 1999, a longitudinal study may be conducted to

describe how the UN sanctions affect the capital structure behaviour of Libyan

companies by comparing the findings before and after the suspension of the UN

sanctions in 1999 as more data becomes available in future.
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Appendices

Appendix (3-1): Gross Domestic Product by kind of Economy Activity, 1969-
2000.

_______	 (Figures in Million Dinners)	 ___________________

Total Non-oil and Natural Gas
Oil and Natural Gas Activity

Year	 Activities	 Gross Domestic Product

Amount	 %	 Amount	 %

1969	 754.7	 61.7	 468.3	 38.3	 1223

1970	 812.6	 63.1	 475.7	 36.9	 1288.3

1971	 922.7	 58.2	 663.8	 41.8	 1586.5

1972	 920.6	 52.5	 832.4	 47.5	 1753

1973	 1131	 51.9	 1050.5	 48.1	 2182.5

1974	 2385.3	 62.9	 1410.4	 37.1	 3795.7

1975	 1961.1	 53.4	 1713.2	 46.6	 3674.3

1976	 2750	 57.7	 2018.1	 42.3	 4768.1

1977	 3275.9	 58.4	 2336.8	 41.6	 5612.7

1978	 2808.7	 51.1	 2687.4	 48.9	 5496.1

1979	 4545.3	 59.8	 3057.7	 40.2	 7603

1980	 6525.7	 61.8	 4028.1	 38.2	 10553.8

1981	 4403.3	 50	 4395.5	 50	 8798.8

1982	 4235.8	 47.4	 4696.6	 52.6	 8932.4

1983	 3823.6	 44.9	 4688.1	 55.1	 8511.7

1984	 3209.8	 41.1	 4594.9	 58.9	 7807.7

1985	 3500.4	 44.6	 4351.7	 55.4	 7852.1

1986	 2595.8	 37.3	 4364.9	 62.7	 6960.7

1987	 1875.4	 31.2	 4136.2	 68.8	 6011.6

1988	 1570	 25.4	 4616	 74.6	 6186

1989	 2055.5	 28.6	 5135.5	 71.4	 7191

1990	 3243.8	 39.3	 5003.1	 60.7	 8246.9

1991	 3104.3	 35.4	 5653	 64.6	 8757.3

1992	 2925.7	 31.7	 6306.2	 68.3	 9231.9

1993	 2460.1	 26.9	 6677.6	 73.1	 9137.7

1994	 2892.9	 29.9	 6777.9	 70.1	 9670.8

1995	 3380	 31.7	 7292.3	 68.3	 10672.3

1996	 3960.3	 32.1	 8367	 67.9	 12372.3

1997	 4505.8	 32.6	 9294.7	 67.4	 13800.5

1998	 2786	 22.1	 9824.6	 77.9	 12610.6

1999	 3995.9	 28.4	 10079.3	 71.6	 14075.2

2000	 6661	 37.8	 10959.2	 62.2	 17620.2
Source: General Planning Board, Economics and Social Indicators, 1962-2000.
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Appendix (3-2): Growth Rate of Gross Domestic Product by kind of Economy
Activity, 1969-2000.

	

_____	 (Fiaures in Million Dinners)	 ____________________
Year Growth rate of GDP from Oil Growth rate of GDP from total Non- Growth rate of Gross

	

______	 and Natural Gas Activity %	 oil and Natural Gas Activities %	 Domestic Product %

	

1969	 16.4	 ____________ 10.4	 14.00

	

1970	 N/A	 N/A	 N/A
1971	 13.5	 39.5	 23.1

	

1972	 -0.2	 25.4	 10.5

	

1973	 22.9	 26.2	 24.5

	

1974	 110.8	 34.3	 73.9

	

1975	 -17.8	 21.5	 -3.2

	

1976	 40.2	 17.8	 29.8

	

1977	 19.1	 15.8	 17.7

	

1978	 -14.3	 15	 -2.1

	

1979	 61.8	 13.8	 38.3

	

1980	 43.6	 31.7	 38.8

	

1981	 -32.5	 9.1	 -16.6

	

1982	 -3.8	 6.9	 1.5

	

1983	 -9.7	 -0.2	 -4.7

	

1984	 -16.1	 -2.00	 -8.3

	

1985	 -9.1	 -5.3	 0.6

	

1986	 -25.8	 0.3	 -11.4

	

1987	 -27.8	 -5.2	 -13.6

	

1988	 -16.3	 11.6	 2.9

	

1989	 30.9	 11.3	 16.2

	

1990	 57.8	 -2.6	 14.7

	

1991	 -4.3	 13.00	 6.2

	

1992	 -5.8	 11.6	 5.4

	

1993	 -15.9	 5.9	 -1.00

	

1994	 17.6	 1.5	 5.8

	

1995	 16.8	 7.6	 10.4

	

1996	 17.2	 14.7	 15.5

	

1997	 13.8	 11.1	 12.00

	

1998	 -38.2	 5.7	 -8.6

	

1999	 43.4	 2.6	 11.6

	

2000	 66.7	 8.7	 25.2
source: Ueneral Flanning Board, hconomics and Social Indicators, 1962-2000.
N/A: Not Available
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Appendix (6-1): The English version of the questionnaire

Dear Participant

The researcher is a lecturer in the Accounting Department at the University of

Garyounis-Libya, and is currently undertaking an investigation into Libyan

companies' financing behaviour. He would be very grateful to you if you could spare

a few minutes to complete the attached questionnaire. In return he will be happy to

provide you with a summary of the survey findings.

This questionnaire survey is an important part of the research that the researcher is

undertaking for the degree of Doctor of Philosophy under the supervision of Dr

Kenbata Bangassa and Dr Lynn Hodgkinson, at the University of Liverpool, UK.

The information you disclose will be treated with strict confidentiality.

Thanking you in anticipation.

Yours sincerely,

Fakher Buferna

Notice:
If you would like a summary of the results of this study, please complete the slip below.
However, if you prefer to remain anonymous please return the slip under separate cover. This
study is being conducted in strict confidence.

Name: _______________
Compa fly:
Address: _______________
Telephone Number:
Please return the slip to:
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II

THE UNIVERSITY
of LIVERPOOL

Survey on capital Structure
By: Fakher Buferna

"If you do not have enough space, please feel free to write anywhere in the questionnaire"

1. What source(s) of finance does your firm use?
Please rate on a scale from 1 to 4 where: 1=Not Used & 4= Used to a very large extent

Not used	 Used to a very large extent	 Not used	 Used to a very large extent

1	 234	 1	 2	 3	 4

ü	 a) Trade credit (suppliers) 	 u	 b) Bank loans

Li	 L ü L c) Bank overdraft 	 LI	 d) External equity

e) Government subsidies	 f) Retained earning

g) Foreign sources	 ru	 ü	 h) Affiliated
companies

ü L 	 i) Other: --------------------------------------------------------------------------------------

2. Does the firm have any preference between short term and long-term debt?

iii	 Prefer short-term finance	 (i.e. less than 1 year, e.g., bank overdraft)

LI	 Prefer long-term finance 	 (i.e. more than 1 year, e.g., bank loans)

Prefer to have a mix of short and long-term finance

No Preference

3. If there is preference between short and long-term debt, what factors affect your
firm's preference?

Please rate on a scale from 1 to 4 where: 1=Not Important & 4= Very Important
Not Important Very Important

1234
a) Matching the maturity of our debt with the life of our assets

n

	

	 b) We borrow short-term debt so that returns from new projects can be captured
more fully by shareholders
c) We borrow long-term debt to minimise the risk of having to refinance in "bad
time"
d) Other: --------------------------------------------------------------------------------------

4. Does the firm have an overdraft facility? 	 L Yes	 U No
. If yes, what percentage of this facility do you use on average?

LI	 Less than 25%	 iii 25-50%	 u	51-75%	 ü	 More than 75%

5. Does the firm have a preferred leverage ratio (debt to total assets) that you attempt to
achieve?

€Yes
If yes, what is your preferred leverage ratio?
ü Less than 25%	 25-50%

	
U	 51-75%	 LI

	
More than 75%

6. Does your company pay dividends?
ü Yes, it pays cash as dividends

Li Yes, it pays shares as dividends

No, it does not pay any dividends
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7. Do you currently face any problem in obtaining an adequate level of external

finance?	 LI Yes	 LI No
•	 If yes, what are the pro blent(s)?
Please rate on a scale from 1 to 4 where: 1=Strongly Disagree & 4= Strongly Agree

Strongly Disagree	 Strongly Agree	 Strongly Disagree	 Strongly Agree

1	 234	 1234
U	 U U U a) Lack of collateral (security) 	 U U U U b) Deterioration in the state of the

economy
d) The suppliers of finance are in
small andlor undeveloped sector
f) Lack of good trading record

h) Inability in getting enough debt

U U U U c) Absence of stock market	 U U U n

U	 U U U e) Poor relationships with banks 	 U U U U

U	 U U U g) Inability in convincing lenders 	 U U U U
of the profitability of the
investments

UU	 U	 U	 i) Other: -----------------------------------------------------

8. Do you have any problem with your lenders regarding loans or overdraft facilities?
U Yes	 UNo

• If yes, what are the problems (s)?
Please rate on a scale from 1 to 4, where 1= Not a reason & 4= Major reason

Not a reason	 Major reason	 Not a reason	 Major reason
1	 234	 1234

U	 U U U a) Loan application rejected 	 U U U U b) Approached by another lender

U	 U U U c) Charges too high	 U U U U d) Relationship difficulties

U	 U U U e) Red tape (Bureaucracy)	 U U U U t) Interest rate too high

U	 U U U g) Bank mistakes

UU	 U	 U	 i) Other: -------------------------------------------------------------------------------------------

9. To what extent does each of the following affect the amount of debt for your firm?
Please rate on a scale from 1 to 4, where 1= Not a reason & 4= Major reason

Not a reason	 Major reason

1	 234

U	 U U U a) The potential costs of bankruptcy, or financial distress

U	 U U U b) Growth opportunities

U	 U U U c) We limit debt so our customers! suppliers are not worried about our firm going out of
business

U	 U U U d) We limit our borrowing so that profits from new /future projects can be captured fully
by shareholders and do not have to be paid out as interest to debtholders

U	 U U U e) The tax advantage of interest deductibility

U	 U U U t) If we use debt our competitors know that we are very unlikely to reduce our output

U	 U U U g) Using debt gives investors a better impression of our firm's prospects than issuing
shares

H	 U U U h) We use debt when our recent profits (internal funds) are not sufficient to fund our
activities

U	 U U U i) A high debt ratio helps us bargain for concessions from our employees

U	 U U U j) Interest rate

UU	 U	 U	 k) Other: -----------------------------------------------------------------------------------------------

10. To what extent do you think each of the following increase /decrease your leverage
ratio?
Please rate on a scale from 1 to 4, where 1= Strongly Decreases & 5= Strongly Increase
Strongly Decrease	 Strongly Increase	 Strongly Decrease	 Strongly Increase

1	 234	 1234

U	 U U U a) Increase in Profitability 	 U U U U b) Increase in Growth rate

U	 U U U c) Increase in the Size of firm 	 U U U U d) Increase in the value of fixed assets
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11- What factors affect your firm' decisions about issuing shares?
Please rate on a scale from 1 to 4, where 1= strongly Disagree& 4= Strongly Agree

Strongly Disagree	 Strongly Agree
1	 234

LI	 ii	 a) Whether our recent profits have been sufficient to fund our activities

Li	 111	 fl b) Providing shares as dividends

III	 LI LI LI c) Shares are our cheapest source of funds

d) Maintaining a target debt-to-equity ratio

Li	 LI	 LI e) Diluting the holding of certain shareholders

LI	 LI 1) Fulfil some legal requirements regarding the capital

LI	 LI	 LI g) Shares are our "least risky "source of funds

LI	 LI h) Issuing shares give investors a better impression of our firm's prospects than
using debt

LI	 i) Inability to obtain funds using other sources of finance

j) Earning per share dilution

k) Other: ---------------------------------------------------------------------------------------

12. To what extent do you agree or disagree with the following statements?
Please rate on a scale from 1 to 4, where 1= Strongly Disagree & 4= Strongly Agree

Strongly Disagree	 Strongly Agree

1	 234
a) We feel that lenders tend to underestimate the future prospects of our firm

b) This problem (underestimating the future prospects of the firm) remains after
our firm provided confidential information to the lenders
c) We will not provide extra information at all in an attempt to alleviate the
lender's underestimation of the future prospect of our firm
d) If retained earnings are used to finance new investments, this is because we find
it hard to convince lenders of the profitability of the new investment

13. Rank the following sources of funds in order of preference for financing new
investments?
Please rate on a scale from ito 8, where 1= the first choice, 8 =the last choice.

LI Banks	 LI Retained	 LI Suppliers	 LI Foreign sources
earnings

LI Government	 LI Private sources	 LI Affiliated firms	 Li Other: --------------

14. Rank the following types of funds in order of preference for financing new
investments?
Please rate on a scale from 1 to 7, where 1= the first choice, 7=the last choice.

Li Short-term bank loans	 LI Long-term bank loans

LI Trade credit from suppliers 	 LI New Shares

LI Retained earnings	 LI Bank overdraft

LI Other-----------------------------------------------------------------------------------------------------

15. To what extent do you agree or disagree with the following statements?
Please rate on a scale from 1 to 4, where 1= Strongly Disagree & 4= Strongly Agree

Strongly Disagree	 Strongly Agree
1	 234

Ii LI LI a) Does your company encourage you to take business risks when there is another
option?
b) Does your company encourage you to take risks so long as the potential gains are
high?

LI	 LI LI LI c) Does your company usually hesitate in putting itself in uncertain situations even if the
expected returns are high?

LI	 LI LI LI d) Does your company encourage you to borrowing money for a business deal so long as
it should be profitable?
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16. How important are the following strategic goals for the future of the firm?
Please rate on a scale from 1 to 4, where 1= Strongly Disagree & 4= Strongly Agree
Not Important Very Important

1	 234

11	 fl	 a) Increase profitability

lii ü b) Expand the firm

E LI [ c) Repay borrowing

LI ü d) Providing job opportunities

II LI Li e) Providing domestic market with goods and services

u	 LI	 f) Maintain control

LIg) Other: --------------------------------------------------------------------------------

17. Please fill in one square from each category that provides the best description.

a) Age of respondent (in years)
Less than 35	 35-45	 46-55	 LI Over than 55

b) Highest qualification of respondent
School level	 Undergraduate LI Master	 LI PhD	 Others:

c) Experience of respondent in this company or similar post (in years)
Less than 5	 5-10	 LI Over than 10

d) Position in the company
Li Chief Executive Officer 	 Li Chief Finance Officer 	 Other management position

e) Industry
Trade	 LI Communication &Transport 	 Energy& Oil and Gas

LI Manufacturing &Mining 	 Financial	 LI Construction

LI Agriculture	 LI Service	 LI Media

LI Others (please specify) ----------------------------------------------------------------------------------------

f) Age of Company (in years)

LI (s	 LI 5-10

g) Total assets (Millions LD)
LI (1	 1-10

h) Ownership
LI	 Public	 Li	 Private

LI 11-20	 LI )20

11-20	 Li 21-30	 LI 31-40	 LI ) 40

Thank you very much for your participation

262



Appendix (7-1): High and Low Asymmetric Information Groups

Panel A. High and low asymmetric information groups according to survey response
to the question: This problem (underestimating the future prospects of the firm)
remains after our firm provided confidential information to the lenders.

Rank	 All	 Sector	 Industry	 Size

	

%Public %Private	 %Manu	 %Others	 %SmaIl	 %Large

High asymmetric	 59.7	 56.4	 63.6	 60.9	 59.2	 72.2	 55.6
information group

Low asymmetric
	

40.3 I	 43.6	 36.4	 39.1	 40.8	 27.8	 44.4

information group

Panel B. High and low asymmetric information groups according to survey response
to the question: We will not provide extra information at all in an attempt to alleviate
the lender's underestimation of the future prospect of our firm.

Rank	 All	 Sector	 Industry	 Size

	

%Public	 %Private	 %Manu	 %Others	 %Small	 %Large

High asymmetric	 73.6	 76.9	 69.7	 73.9	 73.5	 66.7	 75.9
information group

Low asymmetric
	

26.4	 23.1	 30.3	 I	 26.1	 26.5	 33.3	 24.1
information group

Panel C. High and low asymmetric information groups according to survey response
to the question: If retained earnings are used to finance new investments, this is
because we find it hard to convince lenders of the profitability of the new investment.

Rank	 All	 Sector	 Industry	 Size

%Public	 %Private	 %Manu	 %Others	 %Small	 %Large

High asymmetric	 65.3	 64.1	 66.7	 65.2	 65.3	 72.2	 63

information group

Low asymmetric	 34.7	 35.9	 33.3	 34.8	 34.7	 27.8	 37
information_group _______ ___________________ _______________________ ___________________
Manu denotes manufacturing companies, and others denotes to non-manufacturing companies. Small
companies are defined as those companies, which have less than one million Libyan Dinners of assets.

263



Appendix (7-2): Correlation Matrix

Increase	 Expand	 Repay	 Providing job	 Providing	 Maintaining
profitability	 the firm	 borrowing	 opportunities	 domestic market 	 control

with goods and
_________________________________________	 services

Increase
profitability

Expand the firm

Repay borrowing

Providing job
opportunities

Providing
domestic market
with goods and
services

Maintaining
control

1.000

	

.056	 1.000

	

-.141	 .182
	

1.000

	

.343	 -.044	 .194	 1.000

	

-.002	 -.059	 .138

	

-.063	 .461	 -.218

	

-.046	 1.000

	

-.232	 .355	 1.000
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