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ABSTRACT

The effects of government expenditure and its size have stimulated controversy in macro
economics in recent time especially on a long run economic growth. Public expenditure policies
respecting sound government finances are key to fostering growth and preserving
macroeconomic stability because public expenditure supports growth via public services. Libyan
government expenditure has been on the increase for some time now. The problem is how
effective (in terms of stimulating economic growth) are the government expenditure and what we the
causes of this increasing government expenditure.

This paper is based on an economic analysis of Libya’s capital expenditure on socio economic
development during the period 1970-2005. In addition, the research is aimed at finding the
causes of the increase in Libya's government expenditure from 1970 to 2005 and what is going
to be the impact of such increase on the economic growth.

The data is sourced from annual report of Central Bank of Libya from the period of 1970-2005.
In addition, to estimate the effect of government expenditure on economic growth, the Error
Correction and Granger Causality Model are estimated (for effect of economic growth on
government expenditure as well). The findings indicate that no consistent evidence that changes
in government spending has an impact on per capita real output growth. The flow of causality
seems to be running in the other direction from output growth to government spending.
Therefore, an important implication of the analysis for the conduct of public policy in Libya is
that the government can face its deficit by shrinking its size and limiting its role in the economy.
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CHAPTER ONE

INTRODUCTION

1.0 The Libyan Economy

The Libyan economy is characterized by high degree of interdependence with the rest of the
world, particularly in the field of trade exchange. As such, the country is heavily reliant on
the exports of crude oil, as the main source of foreign exchange earnings (Wilkinson, 2002).
However, like the typical oil-rich countries in the Middle East and North Africa (MENA)
region, Libya has until recently relied heavily on oil exports. With widely fluctuating and
generally declining oil prices and revenues in the last two decades, the country has since
1970s exerted notable efforts aimed at achieving economic diversification. These efforts have
led to sustained investment in the non-oil sectors, especially in manufacturing, agriculture

and other sectors of the economy (USA Department of Commerce, 1997).

However, the main objective of economic development plans in Libya is to diversity the local
economy and to find other sources of income rather than oil to achieve such growth in non-oil
sector, capital goods imports and raw materials may play a crucial role in the economic
development process, as a means of sustaining the country’s economic development plans.
To be able to effectively estimate the eftect of the expenditure of government there is need
for the assessment of the relationship between import and economic growth and GDP and

import.

Libya is one of the developing countries with large area and low density of population and

large endowment of natural resources, oil and gas. It relies heavily on a single exportable
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