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Abstract

This paper aims to explore the role of audit committees (ACs) in the Libyan banking sector (LBS) and
to investigate the impact on AC practice of the sector’s recent shift to an Islamic banking system. Little
is known about the role of these committees, which were only made compulsory in Libya in 2010. The
findings support agency theory in that they perceived these committees as being responsible for
reviewing financial statements, the internal auditing function and the external audit process. However,
the perception was that ACs are not currently carrying out these responsibilities effectively; participants
perceived ACs as spending too little time reviewing financial statements, rarely challenging weaknesses
in the work of internal auditors and seldom following up or supervising the work of external auditors.
One explanation for this state of affairs is that ACs in the LBS are primarily designed to create legitimacy
outside the organisation rather than to effect radical change within it. The study also found that it is not
the application of Islamic law per se that is perceived as having an adverse impact on AC practice in the
LBS, but the speed at which this transition is taking place in an already weak banking environment.
This research helps expand our knowledge of current AC practice as a key mechanism of corporate
governance (CG) by being the first to investigate how this role is performed in Libyan banks, which are
in the early stages of implementing Islamic law. The research is also important because it addresses an
information gap in the accounting literature by investigating AC effectiveness in a developing country,
a context which is still poorly understood.
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Introduction

Audit committees (ACs) are central to good corporate governance (CG). According to the Blue
Ribbon Committee (1999) and the Smith Report (2003), the role of the AC is to oversee not only
the financial report process but also internal control and risk management systems. It is
therefore, as Mangena and Pike (2005) suggest, an important element in the CG process. Turley
and Zaman (2014) note that recent years have seen a much greater emphasis being placed on
AC effectiveness; Fichtner (2010) argues that the Enron collapse in particular led regulators
and governments throughout the developed world to pay renewed attention to the AC as one
of the key governance mechanisms. Similarly, Rustam et al. (2013) observe that recent
corporate scandals in developed countries have resulted in the creation of CG guidelines
which give a prominent role to ACs. Rezaee (2009) and Liao and Hsu (2013) identify the roles
of the AC as being to ensure responsible CG, review the firm's financial reporting and provide
a channel of communication between the board, external auditors and internal auditors in

order to protect the interests of shareholders and other stakeholders.

However, while these are the expectations that surround ACs in developed countries, the lack
of an institutional framework for CG in developing countries (Boubakri et al., 2005) means that
ACs in these countries are operating in a very different environment. This is likely to have an
impact both on practice in these committees and on their effectiveness as mechanisms of CG.
The vast majority of studies have focused on developed countries (e.g. Mangena and Pike,
2005; Beasley et al., 2009: Turley and Zaman, 2014), but it is possible that the research findings
from these countries may not be applicable to developing countries, where environmental
factors (e.g. management quality) may be very different (Barghathi et al., 2016). Among the
few studies so far conducted in developing countries (e.g. Al-Moataz, E., 2010; Khlif and
Samaha, 2016), those focusing on AC effectiveness have found these committees to be largely

ineffective.

The current study aims to explore the role and effectiveness of ACs in the Libyan banking
sector (LBS), one of the most important sectors in the Libyan economy (Alrshah, 2015). The
sector faces numerous obstacles, including a lack of support from the Central Bank of Libya
(CBL) and a lack of trained staff (Zaed et al., 2016), but one of its greatest challenges is its rapid
(some would say too rapid) shift to Islamic banking (Stela and Abdulsalam, 2016). The rapid
enforcement of Islamic law in an already weak banking environment is likely to adversely
affect practice in banks, including CG practice, if it pushes them into changing their systems
without proper preparation. For example, Libya does not currently have the qualified staff or
Islamic capital market it needs to transition successfully to Islamic banking (Abdalla et al.,
2015). It is vital that banks overcome these problems as without efficient systems, including
strong CG, they will remain weak and attract few investors (Eldlimi et al., 2013). Supporters
of Islamic banking argue that an effective Islamic banking system will attract both the domestic

and foreign investment that is crucial to Libya’s economy (Eldlimi et al., 2013).
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This paper makes a contribution to the ongoing discussion about AC’s role in CG. First, by
investigating AC effectiveness in Libya as a developing country, it addresses an information
gap — this context is still poorly understood practice in developing countries (Al-Moataz, 2010).
By providing new evidence (and a different perspective) from a context that is culturally,
socially, legally and politically different from others in the world. Second, the research adds
to our understanding of how CG mechanisms operate in Libyan firms by being the first to
cover the role of ACs in Libyan banks. Moreover, it is unique in covering the role of ACs in
banks that are in the early stages of implementing Islamic law, and in investigating the impact
of this transition on AC effectiveness. Given the speed at which this transition is taking place
in Libya, and the current weakness of the country’s banking environment (Abdalla et al., 2015;
Zaed et al., 2016), this exploration is urgently needed. The move towards privatisation and the
broadening of ownership, and the need to attract foreign investment (Masoud, 2014a), are
further reasons why it is necessary to review and improve the ways in which CG mechanisms
operate in the LBS (Larbsh, 2010). This exploration of the role of ACs in the LBS is a useful first
step; its findings may help board members, AC members, regulators and shareholders in their
decision-making and encourage them to pay greater attention not just to ACs but also to other
CG mechanisms. The study, therefore, attempts to enhance our understanding of the concept
of CG and the role of ACs, where little is known about how these committees operate in

developing countries, such as Libya, which has begun to apply Islamic services in its banks.
1. Literature Review

The LBS is one of the most important sectors of the Libyan economy (Alrshah, 2015) and one
of the major financiers of national development projects and institutions. Realising its central
importance to national economic growth (CBL, 2010), the CBL implemented a series of
measures between 2002 and 2010 that were aimed at bringing the sector into line with the
international banking system and fostering its development. These included the issuance of a
(voluntary) CG code in 2005, the restructuring of commercial banks and the transfer of
ownership of some public sector banks to the private sector. New private banks were
established and foreign investors and foreign banks were allowed to participate in the sector
(CBL, 2010).

In 2010, the Libyan CG Code (LCGC) was finally made mandatory. This code is made up of
six sections. The first discusses the central principle of corporate governance and its
importance in ensuring that banking operations are conducted safely and protect the interests
of shareholders, as well as an explanation of many of the terms used in this code. The second
section identifies out the Shareholders' equity including how to make decisions at the General
Assembly of Shareholders. The third section sets out the criteria for appointing board members
and senior management and explains what they should do in order to perform their duties
towards shareholders, depositors and other debtholders efficiently and effectively. This
section addresses the board’s role in choosing and supervising management, and the
relationship between the board of directors and the executive management. Section four sets
out the sub-committees of the board of directors for helping the board of directors to perform
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its duties and responsibilities. These sub-committees include AC, corporate governance
committee, risk management committee and appointment and remuneration committee,
while sections five and six addresses the disclosure of corporate governance practices
implemented by banks and some other requirements, such as a number of obligations of public
sector shareholders (CBL, 2010a). However, although the LCGC is now mandatory, most
Libyan businesses are still in the early stages of implementing CG (Iswaissi and Falahati 2017)
and there remain widespread deficiencies. Regulation is still inadequate, there is little training
for directors on governance systems, weakness of the legal system that governs the activities
(Larbsh, 2010; Magrus, 2012; Zagoub, 2016).

In 2013, Libya’s parliament, the General National Congress (GNC), issued a new law
authorising the application of Islamic law across the LBS (Stela and Abdulsalam, 2016) through
the transformation of all banks from conventional into Islamic institutions. With the strong
support of most segments of society (Abdulsaleh, 2017), the CBL began the process of
transforming the conventional banking system into an Islamic banking system. However, at
the time of writing, the move to an entirely Islamic banking system has not yet been
accomplished, and many banks remain in the early stages of transition (Abdulsaleh, 2017;
Elkrghli and Yahya, 2018). There are several reasons for this, including a lack of relevant
experience and inadequate staff training, changing systems, and Libya’s lack of an Islamic
financial market (Abdalla et al., 2015; Zaed et al., 2016; Abdulsaleh, 2017; Elkrghli and Yahya,
2018), all of which may affect a bank’s governance, including its AC.

The review of literature indicates that the role of the AC is to ensure responsible CG in order
to protect the interests of shareholders and other stakeholders (e.g. Rezaee, 2009; Campbell et
al., 2013). This includes reviewing and monitoring the internal and external audit functions
and the firm’s financial reporting (Beasely et al., 2009; Abernathy et al., 2013; Bédard and
Compernolle, 2014). In this regard, A number of regulators, such as the Combined Code (UK),
suggest that the AC should play a central role in the financial reporting process, actively
supervising and monitoring it (Campbell et al., 2013). Abernathy et al. (2013) point out that an
effective AC enhances the reliability and credibility of financial statements for users. In
addition, the AC should play a primary role in the internal audit function. Cohen et al. (2004)
assert that close interaction between the AC and the internal audit function improves the
governance capabilities of both parties. Governance improves when the internal audit sees the
AC as giving greater weight to their activities within the organisation (Turley and Zaman,
2007) and enhancing their effectiveness and promoting their independence (Ahmad et al.,
2009). Furthermore, a significant number of researchers and some regulatory bodies have
stressed that the AC should monitor the independence, effectiveness and objectivity of
external auditors, make recommendations to the board regarding their appointment and
removal and review the results of the audit (e.g. Smith, 2003; Beasley et al., 2009; Rezaee, 2009).
The Smith Report (2003), for example, advises that AC should be responsible for reviewing the
letter appointing the external auditor, the scope of the audit and the adequacy of the planning

process. Bédard and Compernolle (2014) argue that such measures will help ensure the quality
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of the external audit, but no one has yet attempted to explore the role of the AC in Libya. Our
study, therefore, addresses an information gap by investigating AC effectiveness in a
developing country. This context is still poorly understood in developing countries (Al-
Moataz, 2010), and there are few studies addressing either CG or ACs in these countries
(Okeahalam, 2004). By providing a different perspective from a context that is culturally,
socially, legally and politically different from that of the west, it may enhance our

understanding of the concept of CG and ACs.

As the main concerns of the study are to identify whether Libyan ACs play a vital role in
monitoring financial statements and enhancing the internal audit function and external audit
process in the banking sector and to investigate the impact of the shift to Islamic banking on
their role where both CG and Islamic law are in the early stages of implementation. The study
employed a combination of elements of agency theory and institutional theory to gain the
richest understanding of this role in Libya's banking sector. Accordingly, two research

questions were framed:

Q1. What is the present role of ACs in Libya’s banking sector?

Q2. To what extent is Islamic law perceived as influencing ACs in this sector?
2. Theoretical Background

Kalbers and Fogarty, (1998) and Beasley et al. (2009) argue that institutional theory and agency
theory offer complementary perspectives for investigating the role and activities of ACs by

combining elements of both.
2.1 Agency Theory

In the accounting literature, agency theory has been used extensively to explain and interpret
accounting practices as a whole (Aldredge et al., 2017). Agency theory posits that there is a
fundamental conflict of interest between owners and managers (Gitundu et al., 2016); it
assumes that the latter are usually more interested in exploiting the company for their own
benefit than in serving the owners’ interests (Schroeder et al., 2014). Hussainey and Hassanein
(2017) argue that agency problems are most likely to arise where information is asymmetrically
shared between principals and agents. It is therefore crucial that the board and AC monitor
managers to prevent opportunistic behaviour (Beasley et al., 2009). However, a lack of relevant
research means that there is some uncertainty over whether agency problems in Libya are the
result of conflicts in the owner-manager relationship (Alrshah and Fadzil, 2013) or in the
relationship between majority and minority shareholders (Abdou, 2015). In either case, the
implementation of CG mechanisms such as ACs may help minimise these conflicts and
mitigate their impact (Alrshah and Fadzil, 2013; Elgharbawy et al., 2016).

2.2 Institutional Theory

Usually referred to as “new” institutionalism (Greenwood et al., 2008), institutional theory has

been widely utilised to assess the practical influence of CG codes (Solomon, 2013). Beasley et
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al. (2009) illustrate the truth of Fiss’s (2007) claim that institutional theory is uniquely
positioned to contribute to researchers” knowledge of CG by showing that some governance
activities and structures are merely symbolic and are primarily intended to create legitimacy
outside the organisation. This is the case in Libya, where the formation of an AC is public
evidence of the bank’s compliance with the LCGC. While agency theory sees the AC as playing
a practical monitoring role, institutional theory sees the AC’s role as largely symbolic (Kalbers
and Fogarty, 1998; Beasley et al., 2009). Accordingly, this is the approach adopted in this

research.
3. Research Methodology

The study used a combination of questionnaire survey and semi-structured interviews. This is
to boost data quality and minimise the risk of bias (Hussey and Hussey, 1997). Data was first
gathered from the questionnaire responses. This was supported by the data gathered from the
semi-structured interviews, which were used to gain a better understanding of the research

questions, and to confirm and further explore the questionnaire survey findings.
3.1 Questionnaire Survey

Following Saunders et al., (2009), the questionnaire began with a brief summary outlining the
project and the purpose of the questionnaire. It was divided into two sections, the first of which
gathered respondents” demographic information (role, educational level, degree subject and
work experience). The second section aimed to elicit respondents’ perceptions regarding the
role of the AC. Participants were asked to indicate whether their AC plays a role in monitoring
financial statements and in internal and external auditing, and how it performs this role. Little
is known about the status of ACs in Libya, so it was important to gain greater insight into their
systems and structure and any perceived deficiencies in performance. The survey questions
were developed following the literature review in this area (e.g. Turley and Zaman, 2007;
Beasley et al., 2009; Braswell et al., 2012). All of the questions in the second section employed

five-point Likert scales.

Since the target population for this study is relatively small, the survey was distributed to all
members of the five target groups, rather than to a selected sample. A list of 400 potential
respondents was prepared following a search of the banks’ websites and telephone
conversations with CBL officials. These groups comprised board members, AC members,
executive managers, internal auditors and external auditors. These five groups are the most
familiar with AC practice, have the means and right to monitor firms, and are widely regarded
as the foundation stones upon which a bank’s monitoring mechanisms are built (see Rezaee,
2009; Ittonen et al., 2010; Waweru et al., 2011). 246 of the 400 distributed questionnaires were
returned, 28 of which were rejected because they were incomplete. This left 218 for analysis,

representing a response rate of 54.5%.
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3.2 The Interview Method

Interviews can be especially useful in assisting the researcher to access results that cannot be
reached through statistical or other quantitative approaches (Corbin and Strauss, 2008),
particularly semi-structured interviews (Ritchie et al., 2013). They give the researcher the space
and flexibility to pursue new issues as they emerge (Pietkiewicz and Smith, 2014), and the
questions and themes explored may differ from one interview to another (Ramlan et al., 2015).
They are often used in accounting research, including for the investigation of ACs, because
they allow the gathering of more detailed information than is typically collected in

quantitative research (Turley and Zaman, 2007; Beasley et al., 2009).

Twenty interviews were conducted with the five groups (four per group) listed above. These
groups have the most experience of working with ACs. The interviewees, who were all senior
employees, were selected using the snowball method, with interviewees being asked to
propose the names of other suitable candidates. Care was taken to choose individuals from a
range of banks in order to enhance the credibility of the findings. The interviews, which were
conducted face-to-face, allowed the collection of more in-depth opinions. Interviewees were
assured that the interview transcripts would remain anonymous and that their identity would
be disguised by means of code names (e.g. A0001). They were also assured that data would be

stored safely and would remain confidential.
4. Results And Discussion

This section discusses the perception of the interviewees and questionnaire respondents about
the role of ACs in the LBS. This role includes monitoring the organisation’s financial reporting
and internal audit function and the external audit process. These are therefore the focus of the

following sections.
4.1 The Ac’s Role In Monitoring Financial Statements

The questionnaire respondents were given a list of statements and asked to indicate the extent
to which they agreed that the statements described tasks undertaken by the AC as part of its
role as the monitor of financial reporting. Table 1 presents the mean scores for the participants’
responses to this question. Statement 4 (“The AC reviews corrections made by management
to financial statements”) generated the highest aggregated mean score, followed in descending
order by statement 3 (“The AC reviews and monitors EA reports concerning financial
statements”), statement 2 (“The AC monitors the compliance of the financial statement process
with accounting standards”) and finally statement 1 (“The AC reviews significant accounting

policies”).

The highest of these overall group means (3.85) came from the board members (BD) group,
indicating that it agreed most strongly that ACs play an active role in monitoring financial
statements. The second strongest agreement came from the external auditors (EA) group
(3.75), followed by the internal auditors (IA) group (3.70) and finally both the audit committee
members (AC) group and the executive managers (EM) group (3.60). The lower mean scores
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from the AC and EM groups suggest that many of the AC members and executive managers
in the sample might not have been completely satisfied with how their AC performs this aspect
of its role. The Cronbach's Alpha! test generated a value of 0.78 for this question, which is
higher than 0.70, indicating that all the data is reliable.

Table 1: Descriptive Statistics on the Role of the AC in Monitoring Financial Statements

Group Means Total '
h

No Statements Mean Median Starrda.rd Rank Cronbach's
BD AC EM 1A EA Score Deviation Alpha

The AC reviews significant 371 335 335 349 374 350 400 108 4
accounting policies.
The AC monitors the compliance of

2. the financial statement process with 376 3.65 3.64 385 374 373 4.00 1.01 3
accounting standards.
The AC reviews and monitors EA

3. reports concerning financial 386 3.82 380 3.69 363 374 4.00 1.14 2

statements.

0.78

The AC reviews corrections made

4. by management to financial 405 3.59 361 379 389 375 4.00 1.00 1
statements
Overall Group Means 385 3.60 3.60 3.70 375 3.68 - - -

BD: Board members ~ AC: Audit committee members  EM: Executive managers  IA:Internal auditors ~ EA: External auditors

Figure 1 shows how the responses to this question were distributed across the sample as a
whole. In order to facilitate the process of analysis, the strongly disagree and disagree responses
were combined, as were the strongly agree and agree responses. The answers from the mid-
point of the Likert scale were placed in the uncertain category. Across the sample as a whole,
there was thus a high level of agreement with all four statements. While statement 4 elicited
the highest percentage of agree answers (71.6%), statement 1 generated the lowest (61.9%). It
should be noted, however, that between 15.6% and 20.6% of the sample as a whole were
uncertain whether these tasks are undertaken by ACs (or were reluctant to give an opinion).
The results in Table 1 and Figure 1 are consistent with those identified in a number of other
studies (e.g. Beasley et al., 2009; Campbell et al., 2013).

Figure 1: Overall Results for Respondents’ Perceptions of the Role of the AC in Monitoring

Financial Statements

1 Cronbach’s alpha is the most popular way to measure the reliability of quantitative survey data. The internal
consistency of survey items is checked by measuring the extent to which participants” responses correlate with each
other.
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Table 2 shows that the Kruskal-Wallis? test found no significant differences between the
groups for any of the four statements, producing values of 0.21, 0.94, 0.81 and 0.40 respectively.
The Mann-Whitney?® test confirmed that there were no statistically significant differences
between pairs of groups on this question apart from between the BD group and the EM group
on statement 4. The result here (0.04) may be another indicator that the EM group might not
have been totally satisfied with how their AC performs this aspect of its role, as executive

managers may be more aware of this issue as a result of their work.

Table 2: Results of Between-Group Comparisons on the AC’s Role in Monitoring Financial

Statements

Mann-Whitney Test - P-values

NO Statements Kruskal
-Wallis BD-AC BD-EM BD-IA BD-EA AC-EM AC-IA AC-EA EM-IA EM-EA IA-EA

1. The ACreviews significant
. - 040 019 0.21 0.32 0.99 074 056 014 073 013 022

accounting policies.

The AC monitors the
2. compliance of the financial

. 0.81  0.80 0.90 0.50 0.86 089 046 074 024 067 0.62

statement process with

accounting standards.

The AC reviews and
3.  monitors EA  reports
. . . 0.94 090 0.87 0.69 0.75 099 063 068 045 053 0.99

concerning financial

statements.

The AC reviews
4. corrections made Dby
. . 021 012 0.04* 0.18 0.54 077 042 024 040 011 043
management to financial

statements.

*P -values < 0.05
Taken together, the findings from the survey and the interviews suggest that while there

appears to be a clear theoretical understanding of and support for this aspect of the AC’s
monitoring role, this is not always being translated into good practice. While most of the
interviewees saw monitoring financial statements as one of the main roles of the AC, some
argued that in practice, the committee does not have adequate time to review these financial
statements. Instead, it limits itself to submitting reports and recommendations to the board for

2 The Kruskal-Wallis test was used to identify any statistically significant differences across the sample as a whole.
3 The Mann-Whitney test was used to compare the mean values of pairs within the sample.
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discussion in board meetings. Nevertheless, ACs are in many cases playing an important role
in the financial reporting process (Beasley et al., 2009; Campbell et al., 2013) and improving
the reliability of financial reporting (Abernathy et al. 2013). These findings are consistent with
agency theory’s assumption that the AC as a mechanism of CG plays an important role in
monitoring and enhancing financial statements, and that it reduces agency costs by enhancing
the quality of information flows between principal and agent (Beasley et al., 2009).

4.2 The Ac’s Role In The Internal Audit Function

The survey respondents were asked to indicate the extent to which they agreed that the given
statements described tasks undertaken by the AC as part of its internal audit role. Table 3
shows that overall, the five groups expressed the strongest agreement with statement 2 (The
AC reviews the internal audit reports”. The second most strongly supported statement was
number 6 (“The AC promotes the independence of the internal auditors”), followed by
statement 1 (“The AC reviews the objectives, plan and functions of the internal audit”),
statement 4 (“The AC receives reports on the results of internal auditors” work”), statement 8
(“The AC reviews the effectiveness of internal controls”), statement 7 (“The AC recommends
the appointment or replacement of internal auditing directors”), statement 3 (“The AC ensures
that the internal audit has the necessary resources”) and finally, statement 5 (“The AC meets
with the head of internal auditing without the presence of management”). The rank order
notwithstanding, these mean values show that the sample as a whole agreed that ACs in Libya
perform all of these tasks as part of their internal audit role. Breaking the responses down by
group, the AC group was the most convinced of the AC’s role in the internal audit function
(group mean 3.89), while the EM group was the least convinced (3.61). Once again, the lower
mean score from the EM group may mean that the executive managers in the sample were less
than satisfied with how ACs in the LBS perform this role. However, this may be partly
attributable to sensitivity on the part of executive managers — they may not like the fact that
internal auditors are supervised by the AC rather than by the management, and that the
internal audit department reports on the work of other departments directly to the committee
(limiting managers” opportunities for manipulation). The Cronbach's Alpha result for this
question was 0.85.

Table 3: Descriptive Statistics on the Role of the AC in the Internal Audit Function

Group Means Total . Standard Cronbach's
No Statements Mean Median .. an
BD AC EM IA EA Deviation Alpha
Score
1. The AC reviews the objectives, plan 1, 507 555 303 301 381 400 098 3
and functions of the internal audit
o The AC reviews the internal audit o 50, 568 303 400 395 400 093 1
reports
3 The AC ensures that the internal audit 350 394 355 373 366 366 400 1.05 ”
has the necessary resources
i 0.85
g TheACreceivesreportsontheresults 5o 500 360 390 371 377 400 105 4
of internal auditors” work
The AC meets with the head of internal
5. auditing without the presence of 3.71 3.65 345 359 346 354 4.00 1.10 8
management
6. heACpromotestheindependenceof ;o) 1 500 400 360 386 400 098 2

the internal auditors
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The AC recommends the appointment

7.  or replacement of internal auditing  4.00 3.82 355 370 351 366 4.00 1.04 6
directors
The A i he effecti f
g he AC reviews the effectiveness of 5 7 o) 354 388 371 373 400 088 5
internal controls
Overall Group Means 3.85 389 361 384 372 375 - - -

BD: Board members ~ AC: Audit committee members  EM: Executive managers  IA: Internal auditors =~ EA: External auditors

Figure 2 indicates that 78.5% of respondents agreed with statement 2 — the highest level of
agreement for any statement — while statements 5 and 7 recorded the lowest levels of
agreement, with 55.9% and 55.5% respectively. The results in Table 3 and Figure 2 are
consistent with those of numerous other studies identifying the AC's role in the internal audit
function and internal control systems (e.g. Cohen et al., 2004; Rich and Zhang, 2014; Bardhan
et al., 2015; Alzebana and Sawan, 2015).

Figure 2: Overall Results for Respondents’ Perceptions of the Role of the AC in the Internal
Audit Function

Jlalalal

Reviewingthe  Reviewing the Reviewing the Receiving Meeting with Promoting the Recommending Reviewing the
objectives, plan  internal audit necessary reports of the  the head of IA  independence the effectiveness of
& functions of reports resources for 1A work of 1A of 1A appointment of internal

1A. Al controls

Disagree & Strongly Disagree = Uncertain = Agree & Strongly Agree

The Kruskal-Wallis test (see Table 4) highlighted that there were significant differences among
the groups in regard to the AC’s responsibility for reviewing the objectives, plan, functions
and terms of reference of the internal audit (statement 1) and its promotion of internal
auditors” independence (statement 6). The p-values for these two statements were 0.04 and
0.02 respectively. When the results for these two statements were explored further using the
Mann-Whitney test, the results indicated that in most cases, it was the EM group that differed
from the other groups. This was reflected in the overall group means for each group. As
mentioned above, this difference may be partly attributable to sensitivity on the part of
executive managers — they may not like the fact that internal auditors are supervised by the
AC rather than by the management, and that the internal audit department reports on the

work of other departments directly to the committee.

Table 4: Results of Between-Group Comparisons on the Ac’s Role in the Internal Audit

Function

Kruskal- Mann-Whitney Test - P-values
NO Statements Wallis

BD-AC BD-EM BD-IA BD-EA AC-EM AC-IA AC-EA EM-IA EM-EA JA-EA
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The AC reviews the
objectives, plan and
. . 0.04* 0.22 0.02* 0.68 0.67 0.39 0.36 0.46 0.01*  0.05 0.95
functions of the internal
audit
The AC reviews the
2. . 0.68 0.60 0.77 0.97 0.41 0.82 0.63 0.28 0.76 0.19 0.24
internal audit reports
The AC ensures that the
3. internal audit has the 0.71 0.22 0.75 0.36 0.59 0.28 0.68 0.45 0.35 0.74 0.68
necessary resources
The AC receives reports
4. on the results of internal 0.39 0.40 0.39 0.66 0.50 0.74 0.22 0.73 0.08 0.96 0.21
auditors’ work
The AC meets with the
head of internal auditing
. 0.75 0.77 0.31 0.51 0.35 0.52 0.84 0.49 0.44 0.93 0.41
without the presence of
management
The AC promotes the
6. independence of the 0.02* 0.04* 0.53 0.39 0.66 0.00* 0.06 0.02*  0.03* 0.92 0.14
internal auditors
The AC recommends the
appointment or
7. . 0.38 0.58 0.06 0.24 0.10 0.32 0.68 0.37 0.41 0.98 0.48
replacement of internal
auditing directors
The AC reviews the
8.  effectiveness of internal 0.14 0.19 0.53 0.33 0.71 0.05 0.53 0.35 0.03*  0.28 0.54

controls

*P -values < 0.05

In summary, the survey respondents thought ACs currently perform all the activities as part
of their internal auditing role. This finding, which was confirmed in the interviews, is
consistent with those identified by previous authors including Cohen et al. (2004) and
Alzebana and Sawan (2015). These authors all highlight the relationship and interaction
between the AC and the internal audit department as a key factor in achieving effective CG.
The majority of respondents pointed to the significant role the AC plays in overseeing the
internal audit function, in resolving any problems and difficulties faced by the internal audit
department and in recommending new appointments to the director’s job. This is roughly
consistent with the findings of Turley and Zaman (2007) and Ahmad et al. (2009). Finally, the
majority of respondents highlighted the committee’s role in overseeing internal control
systems, which echoes Rich and Zhang (2014) and Bardhan et al. (2015). The findings thus
seem to support agency theory’s view that an effective AC can play a major monitoring role.
However, they also illustrate that this effectiveness depends to some extent on the committee’s
relationship with the internal audit department, and as a number of interviewees pointed out,
this relationship may not always be strong. Institutional theory may offer one explanation for
this; ACs that have been established primarily for the purpose of creating legitimacy outside
the organisation may be less inclined (or less able) to forge strong links with this department.

4.3 The Ac’s Role in The Work of The External Audit

As may be observed in Table 5, respondents generally expressed weaker agreement with these
statements than they did with the statements in the internal audit question suggesting that
ACs play aless significant role in this process than they do in the internal audit function. This
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is reflected in the total mean scores; statement 2 (“The AC reviews the findings of the annual
audit”) scored highest with just 3.62. This was followed by statement 3 (“The AC reviews and
investigates the audit fees”), statement 5 (“The AC recommends the appointment and
replacement of the EA”), statement 1 (“The AC monitors the activities, resources, expertise
and independence of the EA”) and finally, statement 4 (“The AC meets the EA without the
presence of management”). The bottom means are significantly lower than they were in the
question relating to the AC’s role within the internal audit function. When the means were
aggregated across the five statements, this yielded overall group means of 3.69 (BD group),
3.55 (AC group), 3.36 (EA group), 3.32 (IA group) and 3.20 (EM group). As in the previous
questions, the lowest mean score was produced by the executive managers, suggesting that
they did not see ACs as playing a major role within the external audit function. Table 5 shows
that the Cronbach's Alpha test yielded a result of 0.77 for this question.

Table 5: Descriptive Statistics on the Role of the AC in the External Audit Function

Group Means Total . Standard Cronbach's
No Statements Mean Median .. Alph
BD AC EM IA EA Score Deviation pha
The AC monitors the activities,
1. resources, expertise and 362 318 303 313 3.37 3.18 3.00 1.09 4
independence of the EA
o, TheACreviewsthefindingsof o 505 357 358 354 362 400 098 1
the annual audit
Th AC i d
3. reviews —an 352 359 328 365 337 346 400 099 2
investigates the audit fees 0.77
The AC ts the EA without
4. ¢ AL meets The BA WHROUL 543 377 292 300 317 310 300  1.08 5
the presence of management
The AC recommends the
5. appointment and replacement 381 359 320 325 334 3.33 3.00 1.10 3
of the EA
Overall Group Means 369 355 320 332 336 3.32 - - -

BD: Board members ~ AC: Audit committee members  EM: Executive managers  IA: Internal auditors ~ EA: External auditors

Figure 3 reveals that 58.3% of the survey respondents agreed with statement 2, while just 37.6%
agreed with statement 4, but a huge 30.3% of participants were uncertain whether this
responsibility is performed by ACs. These findings suggest that ACs in the LBS are not yet
performing the full range of tasks necessary to carry out their role within the external audit
function. This is in line with several previous studies that have found that external auditors
generally see ACs as doing little to promote their work (Cohen et al., 2002; Turley and Zaman,
2004).

Figure 3: Overall Results for Respondents” Perceptions of the Role of the AC in the External
Audit Function
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Table 6 shows no significant differences among the groups apart from on statement 4, which
generated a p-value of 0.02 when the Kruskal-Wallis test was conducted. This statement
concerned ACs meeting with external auditors without the presence of the management.
However, when the Mann-Whitney test was conducted, significant differences emerged
between pairs of groups on all but one of the statements. The higher level of support expressed
for these statements by the BD and AC groups may be due to the fact that these groups are the

most familiar with this aspect of the AC’s role.

Table 6: Results of Between-Group Comparisons on the AC’s Role in the External Audit

Function

Kruskal- Mann-Whitney Test - P-values
Statements Wallis

NO
BD-AC BD-EM BD-IA BD-EA AC-EM AC-IA AC-EA EM-IA EM-EA IA-EA

The AC monitors the

1 activities, resources,

: . 0.12 0.26  0.01* 0.04* 0.57 0.53 075 057 0.48 0.11 0.24
expertise and
independence of the EA
The AC reviews the

2. findings of the annual 0.32 0.11 0.04* 0.03* 024 0.86 0.82 090 0.96 074 073
audit

3 The AC reviews and

: 0.37 0.74 034 077 0.70 0.23 0.86 055 0.05 0.64 035

investigates the audit fees
The AC meets the EA

4. without the presence of 0.02* 024 0.03* 008 046 0.00+ 0.01* 011 067 034 053
management
The AC recommends the

5. appointment and 0.09 056 0.01* 0.01* 019 015 022 054 084 045 0.60

replacement of the EA

*P <0.05

The modest levels of support expressed by the survey respondents regarding the AC’s role in
the external audit process are consistent with Cohen et al. (2002) and Bédard and
Compernolle’s (2014) findings that ACs tend to play a less significant role in this process than
they do in the internal audit function. On the other hand, the interviews showed that many
ACs do play a positive role in the external audit process, and that this contribution is valued.
For example, several interviewees pointed to the committee’s work liaising and resolving
disagreements between external auditors, the board of directors and managers. Researchers
are divided on the AC’s effectiveness in this regard, with some arguing that such mediation is
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well within the power of a high-quality AC (Turley and Zaman, 2004; Keune and Johnstone,
2012) and others describing external auditor scepticism at the ability of these committees to
address disagreements with management (Cohen et al., 2002). This scepticism on the part of
external auditors may also explain the difficulties some ACs have when it comes to extracting
information about deficiencies in the bank’s control systems. Cohen et al. (2008) argue that
external auditors should talk to the AC about any concerns and weaknesses within the
organisation, but it seems that at present, this communication is often inadequate (Goff, 2013)
— a problem compounded, according to Alrshah and Fadzil (2013), by the generally poor
standard of external auditors in Libya. This significantly undermines the committee’s ability

to enhance the independence, effectiveness and objectivity of the external audit process.
4.4 The Impact of The Shift to Islamic Law

The transition from conventional into Islamic institutions is being made more difficult for
many banks because of the speed at which this transition is taking place and pre-existing
weaknesses in the banking environment. Given that the rapid shift to Islamic banking has the
potential to significantly impact governance mechanisms, including AC, investigation of this
topic was restricted to the interviews, where it was possible to elicit more detailed and

nuanced responses from the participants.

When the interviewees were asked about the impact the transition to Islamic law is having on
CG and AC practice in the LBS, the most optimistic response came from the board chairman
of one of the state banks, who asserted that careful planning of the transition in his bank has
meant that the application of Islamic law has had no adverse impact on CG or the AC. He
stated that:

“Although the bank only began to implement Islamic law at the beginning of 2013, we have
been steadily creating an Islamic banking business and have made a profit this year. I support
the shift to Islamic banking, but we prefer the application to go step by step. There is an
integrated plan for the bank to shift from the traditional system to the Islamic regime, so the

application is not impacting on the work of the bank or its governance or AC”.

However, the incorporation of Sharia into their commercial practices has different actions from
those in conventional banks (Aribi and Gao, 2010), including their approach to CG (El-Halaby
and Hussainey, 2016), particularly, because of the speed at which this incorporation is taking
place in LBS. Thus, other interviewees were more concerned at the pace of the change, with
the majority saying that the initiative is being pushed through too quickly in a banking
environment that is already weak. The AC chairman from one mixed ownership bank was

highly critical of the impact the rapid transition is having on the LBS and CG:

“In my view, the sudden application of Islamic law has significantly affected the work of banks
and also CG and ACs. This sudden transition has caused a financial crisis for the LBS, without
any solutions. Millions of Libyan Dinars have been lost because the traditional banking system
has been stopped before the Islamic system is working as it should”.
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The deputy head of Islamic banking from another mixed ownership bank expressed similar
concern that the scale and pace of the shift may impact on CG and the AC:

“This is a new idea in Libya, and the bank is still in the early stages of shifting towards the
Islamic system. We still need to change the systems used in the bank by retraining staff,
changing the electronic system and the bank’s financial statements, as well as forming a Sharia
committee of three people. It might be preferable to make the shift gradually because a rapid

transformation will affect the bank and hence governance and the AC”.

The finding that the rapid enforcement of Islamic law in the LBS is likely to adversely affect
practice in some banks is consistent with the UK Trade and Investment Report’s (2014)
conclusion that the transformation is being made more difficult by weaknesses in the Libyan
banking environment. The interview findings also support Zaed et al. (2016), who note the
lack of support from the CBL and the lack of trained staff, and Abdalla et al. (2015), who argue
that Libya does not currently have the qualified staff or Islamic capital market it needs to
transition successfully to Islamic banking. Finally, the study echoes Abdulsaleh (2017) and
Elkrghli and Yahya (2018) in finding that many banks are still in the early stages of
transformation. Although generally supportive of this transition, most interviewees wanted to
see it happen gradually so that banks can learn from the experience of other countries and
properly address the challenges associated with changing electronic systems and financial
statements, retraining employees, establishing Sharia committees and implementing A AOIFI
standards. Even so, some were optimistic that Islamic law can be applied without any adverse
impact on CG or ACs. These interviewees echoed Stela and Bardai (2013) and Masoud (2014b)
in believing that Islamic finance will play a prominent role in Libya’s long-term economic

growth and provide a better alternative to the conventional banking system.
Conclusion

This study seeks to contribute to the literature by exploring the role of ACs in the LBS, as
perceived by the survey respondents and interviewees, and the extent to which the application

of Islamic law is seen as having an impact on the role of ACs.

The AC was generally perceived to play an important role in monitoring financial statements
and the internal audit function. These perceptions are generally consistent with agency
theory’s assumption that the AC, as a key CG mechanism, plays a vital role in monitoring and
enhancing the quality of financial statements and in reducing agency costs by improving the
quality of information flow between principal and agent. However, anumber of concerns were
expressed by the interviewees regarding the practical effectiveness of ACs in this monitoring
role. It was observed, for example, that ACs in the LBS often spend too little time reviewing
financial statements, instead limiting themselves to submitting reports and recommendations
for discussion by the board, and that they rarely challenge weaknesses in the work of internal
auditors. Furthermore, their effectiveness in monitoring the internal audit function can be
undermined by a weak relationship with the internal audit department. The respondents were

less convinced of the AC’s importance in monitoring the external audit process — it appears
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that committees seldom follow-up or supervise the work of external auditors and that they
have limited ability to promote their independence - though several interviewees
acknowledged that many ACs play a positive role by mediating between external auditors and
managers. Institutional theory may offer one explanation for this state of affairs; it may be that
ACs in the LBS are primarily designed to create legitimacy outside the organisation rather
than to effect radical change within it. By creating an AC, a bank signals its willingness to
comply with the LCGC. This may indeed help the organisation become more effective, but an

equally important driver may be that it is also likely to improve the bank’s public reputation.

As far as the second research question is concerned, the study found that the LBS is still in the
early stages of implementing Islamic law, and that the shift to an entirely Islamic banking
system has not yet been accomplished. The findings indicate that it is not the application of
Islamic law per se that is perceived as having an adverse impact on AC practice in the LBS,
but the speed at which this transition is taking place. Most of the interviewees expressed
concern that the transition is being made more difficult by weaknesses within the banking
environment, including a lack of support from the CBL, a lack of trained staff and an

inadequate Islamic capital market.

The findings suggest that greater attention needs to be paid to CG and ACs within the legal
and regulatory environment in Libya; most importantly, the LCGC should be revised to place
greater emphasis on the role of the AC. Banks themselves, meanwhile, need to conduct
employee training and adopt AAOIFI standards in order to ensure that all their products and
practices comply with Sharia rules and principles. The study contributes to the literature by
offering a different perspective and new evidence from a country with its own unique business
environment, culture, religion and regulatory framework. In broad terms, the findings add to
our understanding of the AC’s role and how these committees operate outside developed
countries, but more narrowly, they have specific implications for the board and AC members
and regulators (particularly the CBL) in the LBS who are attempting to enhance the

effectiveness of these committees.

Although the study has achieved the research aims and objectives and answered the research
questions, it is nevertheless necessary to acknowledge its limitations. The first of these is the
relatively small number of participants and interviewees. Given that these individuals were
offering only their own perceptions and personal experiences, the gathered data may not
reflect the views of the population as a whole. Furthermore, some may have even
misrepresented their views or not told the truth because they did not want to present a
negative impression of their firm. Future studies might include a longitudinal investigation to
examine whether AC practice in Libya becomes more closely aligned with the LCGC
recommendations over time. Moreover, given the severe shortage of research in developing
countries, particularly Libya, further research is required that covers companies in other
sectors within the Libyan economy or within other developing economies.
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