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ABSTRACT

Granting loans and credit facilities is considered as the main function of commercial
banks in terms of providing liquidity to their clients on one hand, and achieving a
sufficient profit for themselves on the other. In the credit facilities offered by the banks,
when clients fail to pay their obligations, banks are exposed to non-performing loans.
Similar to any other financial system, Libyan financial the questionnaires' respondents
system 1s also faced with non-performing loans in particular in the Libyan state-owned
commercial banking sector. This study, hence, aims to identify the non-performing loans
in the Libyan stated owned commercial banking but also aims to determine the main
types of loans and the reasons which led to non-performing loans in the Libyan state-
owned commercial banks. In addition, this study aims to locate the appropriate ways
which may be used to treat non-pertorming loans in the Libyan state-owned commercial
banks. These aims are fulfilled through the perceptions and opinions of staff working in
various levels in Libyan state-owned commercial banks.

In order to obtain sufficient data, this study utilised both qualitative and quantitative
methods of collecting primary data from the samples groups who participated in this
study in the form of questionnaire and interview. The questionnaires were distributed to
the staff working in the credit section of the Libyan state-owned commercial banks to
collect the necessary data in order to conduct a quantitative analysis. In addition, the
semi-structure interviews were conducted with managers of the credit departments of the
Libyan state-owned commercial banks to collect data necessary for holding a qualitative

analysis.

This study shows that there are similarities in findings (in t2rms of perceptions and
opinions) obtained from analyzing the questionnaires and the interviewees. In 1dentifying
the types of loans that led to non-performing loans in the Libyan state-owned commercial
banks, the respondents and interviewees agreed that loans and credit facilities granted to
individuals, public institutions and nationalised sectors led to non-performing loans in the
Libyan state-owned commercial banks. However, they ruled out the loans granted to the
foreign companies as a source of non-performing loans. On the other hand, this study
shows that the questionnaire respondents and the interviewees agreed that the reasons
related to the credit facilitation process of banks, collaterals, borrower and the internal
conditions caused non-performing loans in the Libyan state-owned commercial banking
sector. However, they ruled out the international conditions-related reasons. In terms of
determining the appropriate ways of treating non-performing loans in the Libyan state-
owned commercial banks, this study revealed that the respondents and the interviewees
agreed using the methods of additional client support and the establishment of an
institution specialising in purchasing the non-performing loans. However, participants
mostly disagreed to writing-off these types of loans.
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Chapter 1
INTRODUCTION

1.1. INTRODUCTION

The importance of financial institutions in the economic growth and development of
countries is examined in detail within the literature. Ample literature is available on

the 1mpact of financial developments and economic growth, such as Creane er al.

(2007); Berger et al. (2004); LEVINE (1997) and Jung (1986) demonstrate this
positive correlation. However, it is also important that these institutions should be
functioning efficiently in order to produce the approprate financial environment for

economic growth, as efficient functioning institutions including financial institutions

are the backbone of a robust economy and polity.

Among financial institutions, commercial banks in particular play an important role in
pooling the savings from the economy and injecting them back into the economy for
investment purposes. Due to direct engagement of the commercial banks with the

daily running of the economy, it is essential that these financial institutions must be

efficient in the role of being the intermediary institutions between the savers and

investors. In other words, they should function in an efficient manner in order to

serve to the development of the economy.

The recent financial crisis is an important indicator of the failure of the financial
system but also of the commercial banking system, as the main source of the financial
crisis has been the subprime mortgage market in the USA. Thus, the devastating

impact of the current financial crisis is a vindication of the necessity of an efficient

and robust banking and financial sector.

While the current financial crisis can be seen in the failure of commercial banks
mainly due to the institutional and individual non-performing loans, such failures can
emerge from other socio-economuc and political factors. In particular, transparency,
corporate governance, and accountability issues are major concerns regarding the

efficient functioning of the financial institutions. In addition, in particular in
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developing countries, the large role of public sector in the economy and the financial
sector, resulting in the state owned commercial banks failing within the system as
financial decisions are impacted by political priorties. Corruption and nepotism in
the functioning of these organisations can be an important 1ssue within less-developed
or democraticised countries. Indeed, financial liberalisation in recent years in
developing countries has helped reduce the impact of political decision-making on the

functioning of these institutions and also in the reduction of non-performing loans.

This study, hence, is an attempt to discuss various aspects of non-performing loans in
Libyan state owned commercial banking. However, before delving into details of the
research, the following section provides further contextualisation of the study by

providing an introduction to the study in terms of financial institutions and non-

performing loans.

Financial institutions are now considered as the backbone of development of any
nation and community by serving as financial intermediaries between savers and
investors. Financial institutions are those economic establishments which specialise 1n
funds’ management. In addition, financial institutions take the form of banks, saving
funds, insurance companies and stock exchanges (Saunders and Cornett 2008).
Therefore, the financial sector is considered to be the most important sector of the
national economy, serving all the parts of society either directly and/or indirectly
through the tasks and functions carried out by several financial institutions. Thus,

communities and nations have initiated strategies to develop the financial sector 1n

order to obtain a good level of financial services leading to economic growth.

Greenbaum and Thakor (2007) state that commercial banks are considered the largest
amongst to the depository institutions. Therefore, the commercial banking sector 1s
considered the most important financial institutions compared with the other
institutions in the financial sector. The main characteristic of the commercial banks 1s
in the form of providing financial services, namely accepting deposits and providing
loans and credit facilities. For this reason, the commercial banking sector is called the
depository institutions, with regards to the function of collecting money from the
depositors (savers) (Saunders and Comnett 2008). On the other hand, the commercial
banks provide their funds and the depositary funds to firms and individuals in the

form of loans and credit facilities (Mishkin 2007).
2
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In addition to the function of accepting deposits, the task of creating money has
become more important in the process of generating funds, as part of the process of

granting credit (Saunders and Cornett 2008). The process of granting loans is
considered the main activity of credit institutions, especially the commercial banks, in
terms of maximising profits, as people and enterprises request loans from the credit

institutions in order to pay for their expenses and services as well as to establish new

businesses and/or develop existing ones.

The effectiveness of bank credit is extremely important since the revenue generated
by loans 1s the main source of profit for the commercial banks, compared to other
sources. On the other hand, despite the importance of lending for both the

commercial banks and the national economy, the function of granting credit is not free

of risks (Casu et al. 2006).

The commercial banking sector attempts to invest as much of the available funds as
possible, in the form of loans and credit facilities. However, depository institutions,
especially the commercial banking sector, are exposed to numerous ditficulties
regarding the protection and recovery of funds granted in the form of loans and credit
facilities. According to Casu et al. (2006), the main difficulty lies in the fact that the

commercial banks are exposed to the failure of borrowers to repay their obligations

(loans’ principal and interest) on time.

Heffernan (2005) mentions that the failure of the commercial banks’ clients to repay
their obligations caused the emergence of non-performing loans, and 1s considered the
most serious financial problems facing commercial banks. Therefore, commercial
banks seek to avoid the exposure to this problem of non-performing loans or/and

selecting the appropriate ways to deal with those loans, when they do appear.

In general, regarding the problem of non-performing loans, the majority of studies
argue that the factors which cause non-performing loans are similar and are 1n the
form of: (1) reasons related to the lender (creditor), which are basically linked to the
creditor's weaknesses that affect the task of making the lending decision; (2) reasons
related to the collateral provided by the clients in order to securitise the funds granted
by the lender in the form of loans and credit facilities e.g. collateral may tail to

recover the amounts of money that have been granted to the clients; (3) reasons



Chapter 1/ Introduction

related to the borrower (client) in terms of the client's inability to repay his/her
obligations to the lender on time; and (4) reasons related to the general environment,
as 1nternal and/or external factors. The internal factors are linked to the economic,
political, national policies and the natural environment. The external factors
(international factors) are those reasons linked with the circumstances in other

countries.

Conversely, due to the bad effects of non-performing loans on the national economy
in general and the lending institutions in particular, the need to find appropriate ways
to deal with non-performing loans has come to fore. Accordingly, the regulative

bodies 1n a country and financial institutions seek to find appropriate ways to address '

non-performing loans either by avoiding or dealing with them.

As to the socio-economics of Libya, the priorities of the Libyan state are to pay
attention in terms of 1mproving the economic and social aspects of the community.
Those priorities are in the form of improving the level of services provided by various
institutions which are operating in the country. Amongst the institutions that have
been improved by the Libyan state are the financial institutions, especially the lending
institutions. Consequently, the Libyan financial institutions assumed the
responsibility of promoting the national economy through financing the various sizes
and types of production and service projects by loans and credit facilities. In addition,
the Libyan lending institutions, especially the commercial banks have granted huge
amounts of money to individuals in the form of agricultural loans, productivity loans
and real estate loans in response to socio-economic development initiated by the

Libyan state. The majority of these loans are typically awarded on the basis of the

resolutions, which are issued by the supreme bodies of the state.

According to a number of economic bulletins issued by the Central Bank of Libya
(CBL), the Libyan commercial banks have granted huge amounts of money to
individuals and firms (private and public) in the form of loans and credit facilities.
However, data presented in these bulletins demonstrate that the Libyan state-owned
commercial banks have become exposed to the emergence of non-performing loans,

which is the subject of this research.
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1.2. AIM AND OBJECTIVES

This study aims to explore the problem of non-performing loans which have emerged
In the Libyan state-owned commercial banks and also the reasons behind the
emergence of such non-performing loans, by analysing the perceptions of the Libyan
state-owned commercial bankers. In addition, the appropriate methods of dealing
with the non-performing loans are also considered through the perspective of the
participants. Accordingly, this study aims to analyse the primary data, which were
collected through a questionnaire schedule and an interview survey. Consequently,
the empirical analyses retlect the participants’ opinions, views and perceptions related
to the reasons leading to the problem of non-performing loans and the appropnate
ways which may be used to treat this problem. In other words, this study is
constructed as a perception analysis of the participants to the survey aimed at

collecting primary data according to the identitied research question.

In fulfilling its aims, this study develops the following objectives:
(i) Determine the lending activity, which is aimed to present the different types of
loans and policies used to control the lending process related to the banking sector,

especially the commercial banks;

(i1) Explore the different definitions and concepts relating to loans and non-

performing loans.

(iii) Investigate the experiments of the other countries in dealing with the problem of
non-performing loans.

(iv) Determine the methods used in treating non-performing loans;

(v) Explore the Libyan commercial banking sector by looking at the historical
framework of the Libyan banking envifonment and the appearance of the Libyan

state-owned commercial banks;

(vi) Examine the various aspects of non-performing loans that emerged in the Libyan

state-owned commercial banks through the perceptions of the participants;

(vii)Provide recommendations related to the methods, which may be used in order to

deal with non-performing loans (avoiding or addressing them).
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1.3. RESEARCH QUESTIONS

This study attempts to answer a number of questions relating to the problem of non-
pertorming loans that emerged in the Libyan state-owned commercial banking sector.
These questions are as follows:

1. What are the types of loans that led to the emergence of non-performing loans in
the Libyan state-owned commercial banks?

2. What are the reasons for the appearance of non-performing loans in the Libyan

state-owned commercial banks?

3. What are the appropriate ways to deal with non-performing loans in the Libyan

state-owned commercial banks?

1.4. MOTIVATION AND RATIONALE

As mentioned in the preceding introductory remarks, non-performing loans have been
an important financial issue in Libyan commercial banks. For example, a number of
economic bulletins issued by the Central Bank of Libya show that the Libyan state-

owned commercial banks have granted a large amounts of money in the various forms

of loans and credit facilities to individuals and firms. However, data oftered in these

bulletins demonstrate that, consequently, the Libyan state-owned commercial banks

have become exposed to the problem of non-performing loans.

Due to the continuation of the Libyan state-owned commercial banking sector’s
granting of loans on the basis of decisions issued by the state, namely through
political and social decisions, non-performing loans problem continued to remain a
significant problem, which has impact on the real economy and the financial sector.
Consequently, the continuation of non-performing loans in the Libyan state-owned
commercial banking sector has prompted the need to examine the causes behind the

emergence of the non-performing loans, and the methods can be developed to prevent

and remedy them.

It is also important to state that banking and financial institutions are essential for the
development of the country and the growth of the economy in Libya. It can be
observed that Libyan state-owned commercial banks run into difficulty due to non-

performing loans, meaning that these institutions are not functioning efficiently to
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contribute to the economic growth of the country. Being key players in the economy;,
commercial banks should be able to conduct their intermediary role between savers
and 1nvestors in the Libyan economy, according to financial priorities. However,
being owned by the state makes them vulnerable to political decision making process
which negates financial priorities. Considering also that the size of the state in Libya
will remain large and extending into the financial system in the coming years as well
and since significant economic and financial liberalization will not be undertaken, it is
important to study non-performing loans in the Libyan state owned commercial
banking to have an understanding of their costs in the larger economy. This study,
thus, 1s aimed at analysing the various aspects of non-performing loans in the state
owned commercial banking with the objective that this will put the issue in a larger

context.

1.5. RESEARCH METHODOLOGY AND METHOD

Collis and Hussey (2003) argue that research methodology 1s related to the methods
which can be used in order to collect and analyse data and to how the research 1s
designed. The basic approaches of the research methodology are in the form of
qualitative research and quantitative research (Asutay 2006). Since this study seeks to
explore the perceptions and behaviour of participants through survey schedules, it 1s

constructed through qualitative research methodology.

As regards to research methods, in collecting primary data for this research and in

analysing the assembled data, two research methods were utilised, being qualitative

and quantitative.

1.5.1. Qualitative Research Method

The approach of qualitative research is relevant to the research methods which are
used to collect and analyse non-numerical data. The interview method is considered
the main technique relevant to qualitative research, which is utilised for this research
as well. Therefore, data for this research was collected in the form of the
interviewees' points of view, perceptions and suggestions regarding the non-
performing loans in the Libyan state-owned commercial banks. A semi-structured

interview was used in order to collect data from the interviewees (the managers of the
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administration loans of the five Libyan state-owned commercial banks). In addition,
due to the large size of Libya, face to face and telephone interviews were used to
conduct the survey. The data collected by using such interview techniques are

analysed through the qualitative method, namely thematic coding.
1.5.2. Quantitative Research Method

The other approach of the research method is quantitative research, which was used to
collect and analyse the numerical data. The questionnaire technique was used in order
to gather data from the participants (sample of the employees in the credit
departments of the Libyan state-owned commercial banks). Due to the sensitivity of
the research problem (non-performing loans), personally administered questionnaires
was used in the process of collecting data. Moreover, as mentioned above, because of
the large Libyan geographical area, telephone and fax facilities were used in order to
distribute and collect the questionnaires to and from the respondents. A total of 135
questionnaires were distributed to the officers in credit departments ot state-owned
commercial banking sector in various locations in Libya. The return rate was 66%,
which is a quite reasonable return considering the importance of the issues for the
banking sector. In terms of format, close-ended questions have been chosen as a
questionnaire style. Computer software, namely the Statistical Package for Social

Sciences (SPSS), was used in order to quantitatively analyse the quantitative data

collected through the questionnaires method.

1.6. ORGANISATION OF THE STUDY

In fulfilling its aim and objectives, this study is constructed in a comprehensive

manner to respond to the research questions set out in the preceding section.

Chapter One provides a general introduction to the study, which presents the aim and

objectives, research questions and the research methodology related to this study.

Chapter Two attempts to present a literature review related to the definition of loans,
various types of loans, lending policies, the basic factors for granting loans and the
sources of the information that are used in the process of granting loans. This chapter

also introduces the concept and definition of non-performing loans in connection.
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Additionally, it presents a literature review as to the reasons leading to non-
performing loans (bank-related reasons, borrower-related reasons, collateral-related
reasons and the reasons related to the external conditions). Moreover, this chapter

presents the impact of non-performing loans on the clients, banks and the national

economy alike.

Chapter Three contains a number of empirical and case studies on various countries
regarding the problem of non-performing loans. In addition, this chapter presents the
traditional ways which might be used in terms of detecting and dealing with non-

performing loans.

Chapter Four attempts to present the historical background of the developments in the
Libyan banking sector and the state-owned commercial banks, in particular. This
chapter also presents an analysis of the main activities of the Libyan state-owned

commercial banking sector related to the functions of accepting deposits and granting

loans and credit facilities.

Chapter Five provides an overview of the research methodology, focusing on the
methods used in order to conduct this study. It presents details of the research process
including research. methodology and research methods in the form of questionnaires

and interviews. In addition, this chapter presents the research methods for analysing

the assembled primary data through interviews and questionnaire,

Chapter Six, being the first empirical chapter, presents the empirical results obtained
from the data analysis of the respondents’ perception as derived from the
questionnaire survey by focusing on demographic questions and identitfying the types

of loans that led to the emergence of non-performing loans in the Libyan state-owned

commercial banks, according to the perceptions of the participants.

The seventh chapter is the second empirical chapter, which presents the results
obtained by analysing the respondents’ perception as derived from the answers to the
questionnaire in order to determine the various factors that led to the emergence of

non-performing loans in the Libyan state-owned commercial banks. As in chapter

six, this chapter also utilises statistical analysis.
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Chapter Eight presents the empirical results related to the analyses of the respondents’
perception to identify the ways which may used by the Libyan state-owned

commercial banking sector to deal with non-performing loans.

Chapter Nine i1s a qualitative method oriented empirical chapter in the form of
interview survey analysis, which presents the results obtained by analysing the
interviewees’ opinions and perceptions regarding the emergence of the problem of
non-performing loans in the Libyan state-owned commercial banks, by focusing on
the types of loans, the reasons that led to the emergence of non-performing loans and

the appropriate ways to deal with these non-performing loans.

Finally, the conclusion of this study and a discussion on the findings is presented in
the tenth chapter, which provides a summary of the results and findings obtained in
the previous chapters. In addition, this chapter attempts to present some
recommendations based on the findings that can be used by the bankers in the process

of granting loans to avoid or/and treat the problem of non-performing loans.

Lastly, a flow chart summarising the contents of each chapter of this study 1s shown in

figure 1.1 below.
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Figure 1.1. Contents and Structure of the Thesis
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Chapter 2

LOANS AND NON-PERFORMING LOANS: A
LITERATURE REVIEW

2.1. INTRODUCTION

Currently, financial institutions are globally important organizations, as they act as the
intermediary institutions in improving not only the economic life of peoples, but
countries as well. These financial institutions include savings and loan associations,
credit unions and commercial banks, and non-depositor institutions such as insurance
companies, pension funds, investment companies, and finance companies (Maxwell,
1994). The commercial banking sector as part of the financial institutions 1s
considered as depositor institutions which act as the money receivers from the
depositors (persons or firms) and convert the deposits to loans and credit facilities
(Mishkin, 2007). Bain and Howells (1998: 9) states that the financial institutions are
those institutions which specialize in some or all of the following tasks: “(1)
providing a payments mechanism, (2) providing a means of lending and borrowing
and (3) providing other services, such as foreign exchange, insurance and so on".
Thus, “banks play a significant role in converting deposits into productive
investment” (Podder and Al Mamun, 2004: 729) through acting as a financial
intermediary between savers and borrowers (Collins ez al., 1999). In this process, the

majority of funds, which are used in the process of granting loans, belong to the

depositors.

One of the principal functions of the commercial banking sector 1s accepting funds as

deposits to use them in the form of loans and credit facilites. Theretore, the

commercial banking sector gives a high priority to the credit function in order to
provide liquidity and achieve profits (Hu et al. 2004). Madura (1995) mentions that
the funds granted by the bank in fact belong to the depositors. Accordingly, banks are
required to pay back these funds upon the depositors’ request. In contrast, because of
the uncertainty of the bank to recover the amounts of money which 1t granted 1n the

form of loans, such loans are considered risky investments. In general, loans are
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considered as the main types of financial Intermediary investments especially in the
commercial banking sector. So, the commercial banking institutions try to select the
best loan requester by using their own tools in order to protect the granted funds.
Furthermore, the task of selecting good borrowers by the banks is considered as the
main step to protect their money and the depositors’ funds, which are ready to be used

In the process of granting loans (Dyer, 1980).

In practice, loans are considered as the types of investment which have the highest
levels of risks with regards to the difficulty of the funds’ recovery. The result is that
lending institutions may be exposed to the fund losses granted in the form of loans
and credit facilities, as a product of the failure of borrowers to repay their obligations.
Consequently, in many cases, the loans granted by banks turn into non-performing

loans due to the inability to recover their money (Heffernan, 2005).

This chapter is an attempt to present the main function of the commercial banks,
which 1s to grant loans in order to achieve profits on one hand and to contribute to the
economic development of society on the other. Therefore, this chapter provides the
definition of loans, and discuss the different types of loans. In addition, this chapter
expands to provide a description of loan policy, which 1s used to control the process
of granting loans in order to achieve the banks’ goals. Difficulties facing commercial
banks mainly the emergence of non-performing loans is also highlighted.
Accordingly, this chapter defines the different concepts of the non-performing loans
and the reasons, which lead to this problem. Moreover, this chapter explores the

negative effects of non-performing loans on the borrower, the lender and the national

economy.

2.2. LOANS

The principal function of the commercial banking sector 1s to accept funds as deposits
and use them in the form of loans and credit facilities (Hu et al. 2004). Theretore, the
task of granting loans is considered as one of the most important functions of the
commercial banking sector in order to provide liquidity and achieving profits
(Hubbard, 2000). According to Kolb and Rodriguez (1996) majority of the
commercial banks’ assets are 1n the form of loans and credit facilities. Consequently,

the loan portfolio in the commercial banks is one of the most important assets related
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to the balance sheet, which normally represents the highest percentage of the total

assets (Kolb and Rodriguez, 1996).

Granting loans falls in the high-risk section of the banking trade. In other words. as
Hubbard (2000) suggests granting loans is considered as a risky investment because
the funds granted by the banks in the form of loans are not 100% owned to the banks,
but the majority of these are owned by the depositors. Therefore, the banks are
obliged to repay the depositors funds at their request (Hubbard, 2000). Abdul-
Rahman (1999) noted that the bankers seek to use the cash available to maximize
profits for their banks. On the other hand, he pointed out that the bankers have to take
into account the need for sufficient cash to meet any emergency related to the cash

demands by the depositors in the future, which implies, hence, reserves by regulation

to be kept by banks.

In general, loans are considered as the main types of financial intermediary
investments especially in the commercial banking sector. In this intermediary role,
the commercial banks try to select the best loan requester by using their own financial
evaluation tools in order to reduce their own risk. Furthermore, selecting good
borrowers by the bankers 1s considered as one of the main steps in order to protect the

funds of both banks and depositors in reducing the potential risk; these in turn can be

granted in the form of loans and credit facilities (Dyer, 1980).

From a pragmatic point of view, the rationale behind the existence of banks 1s the
provision of different types of loans, which in turn are considered as the main source
of the banking profits. Although most of the risks faced by lending institutions are on
the process of granting loans, the majority of the revenue generated by such
institutions is as a result of profits from such loans (Hu ez al., 2004). It 1s also pointed
that loans are considered as an important source of liquidity. This in turn results in
the majority of commercial banking assets being in the form of loans and credit
facilities. Consequently, the loan portfolios offered by the commercial banks are
considered as the most important asset for it represents about 65% of the total assets
value in the balance sheet of the commercial banking sector (Kolb and Rodriguez,

1996). As a result, loans represent the highest percentage of total assets.
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It should be noted that, loans are considered as the external financial source for the
public and private sector. According to Madura (1995), the banking sector seeks to
meet the requirements of their economic life in the form of loans and advances.
Therefore, banks try to invest most of the liquidity (cash) in order to accumulate more
revenues. However, banks are maintained on a sufficient amount of cash to face a

sudden withdrawal of cash by depositors, which fit with the principle of liquidity.

2.2.1. Definition of Loan

While loans are one type of bank credit, the comprehensive definition of credit
includes all types of lending, which are available in the form of loans. Hand and
Henley (1997: 523) provides a definition of credit as “amount of money that 1s loaned
to a consumer by a financial institution and which must be repaid with interest, 1n
instalments (usually at regular intervals)”’. Added to that, Collins et al. (1999: 10)

defines credit as ‘“‘loans that ha<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>