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PREFACE 

This study deals with monetary policy in Libya. The purpose of 

the study is to investigate the tools of monetary policy which were 

employed in Libya during the period 1956-63, and to show the trends 

of monetary policy. The major purpose of investigating the tools of 

monetary policy in Libya is to acquire a better understanding of the 

operation of these tools in order to achieve the national economic 

goals of Libya. These objectives are a high rate of growth, a stable 

price level, and a low rate of unemployment. 

The analysis of this study depends primarily upon the monetary 

statistics published by the Economic Research Department of the Bank 

of Libya. Some of the difficulties which were encountered in this 

study were the lack of adequate statistical analysis, and the lack of 

studies conducted on Libyan monetary policy. 

The author wishes to acknowledge the debt of gratitude which he 

owes to Dr. F, G. Steindl, and Dr, R. W. Trenton. Indebtedness is 

acknowledged for their valuable guidance and for their helpful sugges­

tions, particularly to Dr. F. G. Steindl who is the special adviser to 

this thesis. 

Indebtedness is also acknowledged to the following for their 

assistance in providing the author the statistics and information 

used in this study: 
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Economic Research Department of the Bank of Libya, Mr. K. M. Sher­

lala who is Acting Director of the Economic Research Department of the 

Bank of Libya) Mr. Yousif A. Ezmerli, the Economic Officer in the 

Economic Research Department of the Bank of Libya,.Mr. M, El-ezzi, 

graduate student in Engineering for his assistance in drawing graphs, 

Mrs, Juanita Marshall who typed the final copy, and Mrs. Irene Combs 

of the English Department for reading this thesis. 
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CHAPTER I 

INTRODUCTION 

Before 1956 there was no central banking in Libya. Th1,1s there was 

no monetary policy about which one can meaningfully speak. In 1956, 

the Central Bank of Libya was established, but in fact, during the first 

few years of its life, it functioned primarily as a commercial rather 

than a central bank, The banking law of 1958 enabled the Central Bank 

only to apply reserve requirements against deposits. With the banking 

law of 1963, the Central Bank was enabled to exercise the traditional 

tools of monetary policy which are found in most advanced countries such 

as the United States. The Central Bank of Libya (Bank of Libya) there-

fore, effectively became the monetary authority in Libya. 

This study concentrates on the tools of Libyan monetary policy and 

on their uses in Libya. 1 The discussion of monetary policy tools in Libya 

shall include an analysis and suggestions for increased effectiveness of 

the tools of monetary policy in order to achieve the national economic goals 

which frequently are found in public announcements in Libya. 

These national economic objectives are: 

1. a higher rate of economic growth, 

2. a stable price level, and 

3. a low rate of unemployment. 

1we shall discuss the historical application of monetary policy and 
also the possible policies which now can be applied under the new banking 
law of 1963, 

1 



Economic objectives 

The following will give some details about the trends of actual 

2 
economic growth, price level, and unemployment during 1958~63. 

1. A higher rate of economic growth. 

During the period 1958-63 the gross national product 

increased at an average annual rate of 12 percent (see 

Table X). The real per capita income was J.__L 45.1 in 1958 

while in 1963 it was J_L 71. 7, 3 an increase of 59 percent. 

2. Reasonable price stability. 

2 

An inflationary tendency caused by the discovery of oil in 

1955 has been appearing more clearly since 1960. During 

the period 1958-63 the price level increased by 29.7 per-

cent (see Table X) or by an average increase of approxi-

mately 6 percent per year, which is a serious problem 

and may be an obstacle to economic developmemt. Past 

experience has shown that a rate of inflation more than 

2 or 3 percent creates serious obstacles to economic de-

4 velopment. The Libyan monetary authority has taken some 

efforts to avoid price instability and to curb this in-

flat ionary tendency. A stab le price leve 1 is desirable) 

2 
It should be noted that up-to-date unemployment statistics are not 

available. 

3The population,and income statistics were taken from JI. N. Monthly 
Bulletin of Statistics, October; 1964. 

4c. Haberler cited that "An annual price rise of more than 4 or 5 
percent would be dangerous inflation. Less than 2 or 3 percent would 
create unemployment because of the irresistible wage push exerted by 
labor unions." See Inflation, Its Causes and Cures (American Enterprise 
Association} June 1961), pp. 52-55. 



and its accomplishment is one of the major economic goals 

of the monetary authority. 

3, A lower level of unemployment. 

3 

If we.define unemployment as a situati.on in which there are 

no jobs for those who want to work, then unemployment in 

Libya is not a serious problem facing its economy. But the 

problem of unemployment in Libya is typical of less develop­

ed countries and differs from that of the advanced countries. 

In Libya, according to traditions and customs, very few 

women are engaged in economic activity, A small proportion 

is engaged in the education sector as teachers in girls' 

schools. Some women living in the rural areas may operate 

farms in cooperation with their husbands. In general, 

women in Libya are still operating in the home where their 

services are not included in the national product accounts. 

Therefore, it is reasonable to expect that a high propor­

tion of people who can work are not employed in economic 

activities. 

Another kind of unemployment in Libya is disguised unemploy­

ment} particularly in the government administrative depart­

ments and in the trade sector, If some goverrm1ent employees 

were to be discharged to another sector, government services 

to the public would not be affected. The main objective is 

not only a lower level of unemployment, but also a higher 

rate of participation in the labor force and a higher rate 

of productivity. 



4 

The Central Bank 

The Central Bank of Libya was established in 1956 according to the 

law No, 30 of 1955) under the name National Bank of Libya. This new bank 

received the deposits of the government without paying any int,~:rest on 

them. In turn; it did not charge commission for any banking services 

offered to the govermnent. It conducted its own commercial banking 

business and administered a system of exchange controL 

A new banking law was passed early in 1963., the Banking law No. 4 

of 1963. In accordance with this new law (Article 1) the old name National 

Bank of Libya was changed to the Bank of Libya; effecl:i.ve June; 1963. The 

Bank of Libya established a new department for controlling commercial banks, 

This department was activated late in 1963. The prior law did not enable 

the National Bank of Libya to operate as a central bank. 

According to the Governor of the Bank of Libya) 

The new law gives this institution the necessary legal 
authorities which are connnon to all genuine central 
banks. It gives this Bank the authority to develop and 
supervise the banking system on the basis of sound bank­
ing procedures and in the full interest of the national 
economy. The law also gives our Bank the authority to 
employ all the conventional central banking instrumentsi 
·which are neces~ary for sound and stable monetary and 
fiscal systems. 

6 
The objectives of the central bank are: ( 1) to r c, a·'!] ~. ,, .. ·::. P r·1d i.....:,-;iL ~C.r..LC: -.C.1,;. issue 

Libyan currency; (2) to maintain monetary stability in Libya7 and the 

external value of the Libyan pound; and (3) to n;;gulate ,..redit and banking 

policy and supervise its execution with the aim of s ing the national 

economy to,,rnrd its main goals discussed ear lier. 

r:: 
)National Bank of LibyaJ Seventh Annual Report 9.f Board of 

Directors (Tripoli, 1963), p, 10. 

6united Kingdom of Libya, The Banking Law No . .!± of .192.} (Article 13). 

7To maintain the local value of the Libyan pound. 
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T~e Central Bank is supposed to achieve its objectives by using all 

th,:, power given to it by the: ne·iv bank:ing law, The tools of its monetary 

pd.icy are: oper.1. market: operatioi:ui, 1·E!Serve req1 .. !i:r()me1rts; Bank Rat,e, 

other selec~ed credit controls. 8 

Be:fore the, passage of the new banking law the National Bank of: Libya 

cpc~:.:a.ted more like a com1111:!rcial bank than a central bank, All the accounts 

of the central bank were held by its banking department. There is no doubt 

that mixing the banking department with the central banking function 

in.duced the central bank to forget its real function and to concentrate 

upon expansion of its banking department by opening new commercial 

bro.nches. 

The new law necessitated also th,2 internal reorganization of the 

Bm:k of Libya. Efforts were made to separate the accounts of the 

commercial banking department from the central banking department as of 

0 
June 15, 1963/ Tb..-2: commercial banking department is still owned by the 

central bank., but it is subject to central bank policy, just as other 

commercial banks. Other efforts wei:·e also made to set up an investment 

10 
section and to strengthen the exchange control department. 

The reorganization of the exchange control department was the re-

··1·1· f 1 "1'. f-· 11 spons1JL ity o~ tne ~1n1stry o- Finance. The new banking law gave this 

8 
These monetary policy tools are discussed in detail in Chapter III. 

9Bank of Libya; Eighth Annual Report of the l3oard of Directors, 
(Tripoli, 1964\ p. 1 

~-0 1•- ~ d DJ_ e ; P· 2 

U.I'h. i ... 10. 
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responsibility to the Bank of Libya, so that special efforts were made by 

the Bank of Libya to improve the efficiency of the exchange control sys-

tem, such as forming a committee in order to review the exchange control 

law of 1955. Thus) if all necessary efforts are made on the basis of 

the new banking law, Libya may have for the first time a real central 

banking policy. The establishment of an economic research department 

which may engage in fruitful research in the field of monetary policy may 

prove to be very helpful to the central bank. 

Money Supply (Including Discussion of the Currency Situation) 

The Economic Research Department of the Bank of Libya calculates 

money supply as currency outside banks plus demand deposits held by the 

bl , 12 
pu lC, 

Factors Affecting Money Supply 

Since the money supply changes in response to the size of economic 

activities in any country, the factors affecting economic activity also 

affect the money supply, Economic activity in a country is affected by 

local economic activity and its contribution to the international economic 

activity as well, and the money supply is affected also by both local and 

international economic activities. 

The Bank of Libya considered the factors affecting the money supply 

in such a way that the new money creation or the net rate of increase of 

money supply is the change in net foreign assets plus the change in 

advances given to private sector by commercial banks minus the change in 

12Bank of Libya, Monthly Economic Bulletin, May-June, 1964, Table 5. 



7 

the three liability items; namely, government depositsJ private saving and 

t:Lme depositsJ and other net l:LabilitLes (Table I). In symbolic terms we 

can write the previous sentence as follows: 

,6M = & + M - .6.( D + Ds ·t + Z) a p g 

where ,6M is the change in money supply, & the change in net foreign 
a 

assets, M the change in advances given to private sector by the 
p 

conunercial banks. D government deposits, D private saving and time 
g st 

deposits, and Z the other net liabilities of commercial banks. 

In the case of Libya, there is a net domestic liability, which means 

that the banking system is borrowing from local market more than its 

lendings to it. The reason for this fact is that the central bank is 

still investing its funds abroad. It might be that the lack of a stock 

market induces the central bank to invest its funds in foreign securities 

rather than facing risks of other investment opportunities which are 

available in Libya. 

In general, since the money supply equals the currency outside the 

banks plus demand deposits held by the public, the change in money supply 

equals also the change in currency plus the change in demand deposits 

held by the public. The evidence from data shows that currency outside 

banks is approximately equal to fifty percent of total money supply. 

Thus, it is preferable to discuss currency situation separately from money 

supply, in order to show its effects on economic activity and the policies 

of the central bank) as those of the currency backing. 

Currency Situation 

The standard of currency in Libya is the Libyan pound which is divided 

into one hundred piastres and each piastre into ten milliemes. The Libyan 



TABLE I 

FACTOJ.S AFFECTING MONEY SUPPLY 

( In .iL MillionsJ -,-------- - ------- ---- ---- ------------- 7"""fl 
Changes During\11 

Outstanding at the End of the Year Ended 
March :March :March March March 
1962 1963 1964 1963 1964 

Money Supply 27.25 

a - Currency 13.89 

b - Demand Deposits 13.36 

Net foreign exchange assets 35.28 

Net domestic assets of banks -8.03 

a - Advances to private sector 15.22 

b - Private time and saving deposits 8.67 

c - Government deposits 9.17 

d - Other unclassified net 

31.11 

15.71 

15.40 

36.72 

-5.61 

18.88 

9.88 

8.07 

37.22 

19.15 

18.07 

42.82 

-5.60 

23. 73 

15.77 

5.96 

+3.86 

+1.82 

+2.04 

+1.44 

+2.42 

+3.66 

-1.21 

+1.10 

+6.11 

+3, L~4 

+2.67 

+6.10 

+o.01 

+4.85 

-5.89 

+2.11 

liabilities 5.41 6.54 7,60 -1,13 -1.06 

Source: Bank qf Libya;'_ Seventh and Eighth Annual Reports of the Board of Directors. 

Note: This table is calculated from aggregate balance sheet of commercial banks and central bank. 

( 1) The sign ( + _.;;) represents the effect that these changes have on total money supply. 
()'.) 
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pound i.,:: maini:ained at parity with sterling, Its value in terms of fine 

gold is equal to 2)!+8828 gi:·ams, 13 The old law ( law No, 30 of 1955} Arti­

cle 29) required 100 percent foreign exchange backing for all currency 

issued, of which no less than 75 percent was to be in sterling balances 

and United Kingdom securities, That was because of the currency treaty 

between Libya and the United Kingdom. 

There is no doubt that imposing 75 percent of the assets of the issue 

department to be invested in sterling assets (old law} Article 29) has 

prohibited the central bank from investing these reserves in the most 

profitable assets. The new lmvJ however) gives the central bank the right 

to invest these reserves in foreign securities which are issued or guaran-

teed by governments whose currencies are convertible. In spite of the 

fact that tying the Libyan pound with the sterling pound benefits Libya 

from the point of view of its international activities) we should not 

lose thr::: sight of the other fact that keeping all the cover of Libyan 

currency issued as balances abroad and investment in foreign securities 

is not favorable to the Libyan economy, The reason is that an increase 

in currency issued means) at the same time, an increased capital outflow. 

This is at variance with the needs of the Libyan economy, which as a less 

developed oneJ requires capital to be invested inside the country. 

The new banking law reduced the proportion of foreign securities to 

be held as currency backing from 75 percent to 65 percent of the total 

currency issued. The other 10 percent is supposed to be in terms of 

securities issued or guaranteed by the Libyan government. The remainder 

13 unitl:',d Kingdom of Libya, J.he Bnn.k_ing _Law .fu?., .± of ~, Article 26, 
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of the total currency issued (25 percent) must be backed in terms of 

gold and convertible currencies under the Articles of Agreement of the 

International Monetary Fund, 

The new law was put into effect in June, 1963, so that collateral 

for approximately 25 percent of the total currency issued is in gold and 

convertible currencies. It was about 24,7 percent in December, 1963. 

Un.:ort:.mately, the Bank of Libya statistics do not show the amount of 

monetary gold kept in the issue department separately, so that we cannot 

know also the amount of the balances held as convertible currencies, 

and hence, the total amount of forei6n currencies and securities kept 

14 as assets of foreign currency issued. 

As long as the new law (Article 31) is in existence, the monetary 

authorities in Libya shall find themselves in a complicated position. 

That is to say, capital is exported by the monetary authority itself, 

while at the same time the monetary authority seeks to attract capital 

for developmental purposes. 

14Eighth Annual Report of the Bank of Libya indicates that balances 
in convertible currencies amounted to JL 2,921,404 at the end of March, 
1964, and the gold bullion worth amounted to .;E.L 2,032,257. So that 
monetary gold kept in the Bank of Libya amounted to about ten percent of 
total currency issued at the end of March, 1964 (Total currency issued 
= tL 20,290,000), while the IFS of IMF shows that gold held by the Bank 
of Libya amounted to $2.8 million and $7,0 million as at the end of 1962 
and 1963, respectively. 



CHAPTER II 

LIBYAN ORGANIZED MONEY MARKET DEVELOPMENT AND GROWTH 

In this chapter we want to examine the development and growth of the 

Libyan organized money market, and consequently to show if its growth is 

entirely or just partly helpful to economic development. In other words, 

j_f the Libyan money market is growing, does its growth result from increased 

investment financed by the banking system, or does it result from increased 

advances granted by the banking system to finance imports or for consump-

tion purposes? Of course, our conclusions are helpful to this study. 

These conclusions must be taken into account when an increase in the 

effectiveness of monetary policy is desired. 

Here we shall use the same measures which Mr. U. Tun Wai uses in his 

study 11 Interest Rates in the Organized Money Markets of Underdeveloped 

Countries 1115 in comparing organized money market development between de-

veloped and :underdeveloped countries. These measures are: ( 1) the ratio 

of deposit money to money supply; (2) the ratio of credits given to the 

public to national income. 

Table II shows the ratio of deposit money to money supply and the 

ratio of credits granted f:o the private sector as a percentage of 

National Income. During 1956-57 the ratio of deposit money to money supply 

15u. Tun Wai, "Interest Rate.s in the Organized Money Market of Under­
developed Countries," IMF, Staff Papers, Vo. 5 (February, 1956-February, 
1957), P• 249, . 

11 
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was higher than those during the rest of this period 1956-63. The 

deposit money - money supply ratio· was about 64 percent in December} 

1956, and about 55 percent in December, 1957, but reached its minimum 

during this period in December, 1962. In general, deposit money -

money supply ratio is slightly flexible during this period, It did not 

show any significant permanent increase in this ratio, but it did show 

a serious decrease in this ratio during 1956-58 and during 1960-61. 

It appears that the currency outside banks is increasing faster 

than that of deposit money, and that the growth of unorganized money 

market is higher than that of organized money market (considering the 

currency outside banks - money supply ratio as an indicator of the 

growth of unorganized money market). The ratio of deposit money to money 

supply is expected to be high in a developed country and low in an under-

developed country. In other words, deposit money - money supply ratio 

is higher in a more developed country than those countries which are less 

developed, because the developed country has a developed money market. 

In less developed countries, there is a great use of currency as a medium 

of exchange. In 1953, the deposit money - money supply ratio was 79 per-

cent in the United States, 72 percent in the United Kingdom} 45 percent 

in Egypt, 54 percent in Iran, 35 percent in Iraq, and 34 percent in 

P 1 . 16 ao.s tan. Since Libya is still less developed country, we expect low 

deposit money - money supply ratio in relation to that of advanced 

countries, That is what is shown also in Table IL 

The purpose of this chapter is to examine the growth of the Libyan 

organized money market during that chosen period. And the actual deposit 

16IbicL, p, 25L 



13 

TABLE II 

THE LIBYAN ORGANIZED MONEY MARKET GROWTH 

( In c(L Million) 
Estimated 

Ratio National Ratio 
Deposit Money Percent Credits Income Percent 

End of Money Supply 1+2 1 2 1+2 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

8,8 

7.6 

7.5 

9.9 

12.0 

13.3 

14.o 

17,9 

13,8 64 

13.8 55 

14.7 51 

18.8 53 

22.3 54 

26.1 51 

29.1 48 

35, 7 50 

6.o NA 

7.2 45 16.0 

9.4 52 18. 1 

11.8 56 2Ll 

15.4 61 25.2 

16.9 70 21~. 1 

20.2 82 24.6 

26.0 91 28.5 

Notes: 

( 1) National Agricultural Bank credit is included from 1957. 
(2) Credits figures are taken from aggregate balance sheet of 

commercial banks and balance sheet of both the Bank of Libya 
Banking Department and the National Agricultural Bank, 

(3) Credits given by the National Agricultural Bank and included 
in 1957) l958J and 1959 are for March of the years 1958J 
1959} and 1960, respectively, 

(!~) Estimated national income statistics were taken from: 
JI. _N, Monthly Bulletin of Statistics} October 1964. 

(5) Our analysis may be more adequate) if we take the monthly 
average of deposit money) money supply and credits instead 
of outstanding at the end of the year. However} we con­
sider these ratios represent the year as a whole. 

(6) NA= Not Available. 
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money - money supply ratio during this chosen period indicates that 

there is no significant progress in the growth of the commercial banking 

in Libya. 

Now then, let us examine the growth of the organized money market 

in another way. The ratio of credits to national income was about 16 per­

cent in 1957, During 1957-60 this ratio was slightly increasing; until 

it reached 25,2 percent in 1960. Then it was decreased to 24.1 percent 

in 1961, 24.6 percent in 1962, and finally it was incr~ased again to 

about 28.5 percent in 1963. However; during this period under discussion 

the ratio of credits to national income was, in general, slightly in­

creasing, indicating that advances.granted to the private sector tend to 

increase more rapidly than the national income. So that it seems that 

this ratio is likely to increase, because its increase means to maintain 

economic development and a higher rate of growth of expenditures as a 

result of the higher increase in credits. Thus in this respect we can 

say that this credit - national income ratio indicates an increase in 

the growth of organized money market in Libya. 

It is very interesting to observe from Table II that the average of 

deposit money - money supply ratio and the average of credits - national 

income ratio (53.3 percent and 22,5 percent, respectively) during this 

period, lie between 1959 and 1960. The first ratio in relation to its 

average has negative changes during 1961-63, while the second ratio in 

relation to its average have positive changes during 1960-63. 

It is conceivable to expect that the unorganized money market in 

Libya is growing more rapidly than the organized money markeL However, 

it is very hard to prove this conclusion. Because of the lack of credit 
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data available outside the organized money market, no valid comparisons 

can be made. 

The ratio of currency outside banks to money supply may be used as 

an indicator to the growth of the unorganized money market. It is 

generally known in Libya that credit extended outside the banking system 

by sellers of different goods, is rapidly increasing particularly in the 

rural areas where there are no banks and where there are some new inter-

mediary financial societies such as cooperative societies. These credits, 

given outside the banking system, are partly shifted to the commercial 

banks by discounting the promissory notes. In this respect it is con-

ceivable to consider the rapid increase in discounting bills with banks 

as an evidence of the rapid increase in credits granted by non-banks. 

For example, the amount of discounting amounted to about R' 3,4 million, 

j,,L 4.1 million, and t,L 5.5 million as at the end of December of the 

years 1961, 1962, and 1963, respectively. 17 These bills discounted 

represented about 22,3 percent, 23 percent, and 24.2 percent of total 

credits granted by commercial banks as at the end of the same mentioned 

years) respectively. No doubt the rapid increase in discounting promissory 

notes whether in terms of amount granted by banks or in terms of percen-

tages of total credits, is an indication of the rapid increase in credit 

ext(~nded outside the banking system by sellers of all different goods, 

especially those sellers of household durables and automobiles. 

l7Bank of Libya) Monthly Economic Bulletin (May-June, 1964)J Table 8 
( excluding N. Agricultural Bank)" 
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From 1:his arises the question) Is the organized money market grow-

ing from the point of view of its contribution to the national economic 

developmc::nt? In this respect the ratio of credits to nrtio"1al income is 

reduced to that ratio of credits given for manufactures and agriculture 

to national income which shall be taken as an indicator of credits given 

for industrial development, During the period (1960-63), we have seen 

that the credit - national income ratio (Table III), was slightly in-

creasing, While if we compare between these years the latter ratio., 

we observe a small increase in 1961, a small decrease in 1962, and a 

relatively higher increase in 1963; so that the slight increase in the 

growth of the organized money market in 1960, 1961, and 1962 was mostly 

in the favor of the other purposes such as general commerce and motor 

vehicles and transport services. The former absorbs more than 40 per­

cent of total credits and the latter absorbs more than 14 percent of 

total credits, 18 

18 Ibid., Table 6, 
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TABLE III 

CREDITS FOR ECONOMIC PURPOSES 

In ··L Million 
Decem er December December December 

Economic Purpose 1960 1961 1962 1963 

1 - Manufacture 1. 3 1.5 2.0 1.8 

2 - Construction 1.0 1.2 1.8 2.4 

3 - Agriculture 1.9 2.5 3.2 3.9 

Total Credits (1+2+3) 4.2 5.2 6.o 8.1 

Total Credits - National 
Income Ratio (Percent) 6.9 7.4 7.3 8.9 

Note: Credits given to agricultural purpose include those credits given 
by the National Agricultural Bank. 

Source: Bank of Libya, Monthly Economic Bulletin (March-April, 1964). 
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Figure l. The Growth of Libyan Organized Money Market. 
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CHAPTER III 

TOOLS OF MONETARY POLICY 

The central bank should have effective tools of monetary policy in 

order to achieve its objects which were previously mentioned. In general, 

there are four main groups of methods of control that a central bank can 

f operate over the commercial banks: 19 ( 1) sell:l.ng and buying of the exist-
~ 

j 
J 
J 
! 

I 

ing securities in the open market operations; (2) using redi.scount rate 

and rediscounting; (3) imposing and altering reserve requirements for 

deposits upon the commercial banks; and (~-) giving specific orders to 

the commercial banks about the kind and amount of business they may do. 

The central bank of Libya can operate only the last th:re.e methods of 

control over the commercial banks, since there :i.s no o:cga:nh;ed secur.ities 
,c--, 

D "'\ 

law, however,1 gives the centt·al bank the k , L''b 20 mar et J.n . 1. ya. The new 

author:i.ty to purchase and sell securitiesJ bonds and bills issued or 

guaranteed by the Libyan government (Article 14). Should a market open1 

the central bank of Libya can operate all methods of control with a 

modern central bank should have, 

l9 A. C. L, Day and S, T, Be.z:aj Money !.'!:19. I'Q£.Qm.~ (No:1.w York., 1960), 
P• 157 • 

201n addition, up to now there ar:e no gove.rnm.ent securi.ties. 

1.9 
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Bank Rate 

The Bank Rate is that rate of discount which is set up by the central 

bank as a charge on its credits to the commercial banks_, and regulates 

the quantity of rnoney and controls credits, In other words; the direct 

effect of raising o-r· lowering the Bank Rate is to decrease or increase 

creditsy and in turnJ to decrease or increase the money supply. Bank 

Rate; through its effect on the money supply,, affects the interest rates 

and prices. Mr., E. P. Neufeld said: "The influence l~n interest rat§_/ 

of the central bank does not arise from changes in the Bank Rate .... but 

rather from the operations ·which the Bank undertakes in order to affect 

the money supply and from the effect of the resulting change in the money 

supply,u21 

In generaly we can briefly say that the Bank Rate has two main 

effects. First; it is the belief of most economists that the Bank Rate's 

primary effect is directly on the short-term rate of interest. Conse-

quentlyJ if there is a further impact on. prices or long-term rate of 

interest, it is not a direct effect of the Bank Rate. Second, the other 

main effect of the Bank Rate is that it has a psychological value which 

is of importance to the central bank as an instrument of credit controL 

It reflects the central bank's opinion of the credit situation, and the 

economic position, However; it is felt by many economists that the psycho-

logical effects of the Bank Rate are primarily such as to change the direc-

tion of expectations, The central bank is in position to control the money 



2,1 

market entirely, by using its tools of monetary policy, while the 

commodity market lies in the hands of investors and consumers. The 

expectations of commodity market's dealers are not influenced by the re-

discount rate changes, but they are influenced by the further actions 

taken by the money market 1 s dealers. In addition, changes in expect.a-

t ions of the money market are just one factor which may lead to changes 

in e,cpectations of the commodity market. 

In the case of Libya we could not find any effect resulting from 

changing Bank Rate of the Libyan central bank, The reason is that the 

commercial banks are liquid enough that they do not need to borrow from 

the central bank. The Bank Rate began in Libya at a level four percent 

per year in 1956. Then it was first raised to five percent in October, 

195 cl ' A 1960 ' i d . 22 h'l · 7, an in ugust, , was again ra· se to six percentJ w 1 e in 

February, 1961 7 it was reduced to its previous level of five percent 

which is in effect st UL A special letter sent by Yrr. Yousef A. Izmirli 

(an Economic Officer in the Economic Research Department of the Bank of 

Libya) indicates that actual rediscountin.g began only in 19152. If this 

is the case, the changes in the Bank Rate in October, 19577 and August, 

1960, had nothing to do with r:espect to its effect on the amount of re~ 

. 23 discounting, and hence the amount of credits, But these changes in the 

22National B.ank of Libya (Economic Research Department) Inflation 
in Libya (Tripoli; March; 1961), p, 38, 

23A letter was sent to the Economic Research Department of the Bank 
of Libya, asking for any justification to changing the Bank Rate mentioned 
above. Mr. Bhat, the expert of statistics answered: ''With respect to the 
rediscount rate in Libya it is enough to mention the following statement 
in your thesis: 'The discount rate of the Bank of Libya was 5 percent from 
December 1958 through July 1960, and 6 percent from August 1960 through 
January 1961., and 5 percent from February 1961 through date. 111 While 
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Bank Rate might have psychological effects in order to change the direc-

tion of expectations in the money market which might result in a change 

in th,::: interest ratr,3,, The available data of inte:r.·est rates in 1960 

showed some changes in the minimum and maximum of the interest rates of 

the several types of credits. The maximum rate of interest on secured 

and unsecured credits rose from nine to 10 percent. The minimum rate of 

interest on inter-bank call loans was raised from 2.5 percent to 4 per-

centJ while the minimum race of interest. on discounts was reduced from 

5,5 percent to 5 percent which was against the e~pected result from rais-

ing the Bank Rate, The expected result from raising the rediscount rate 

is that the discount rate charged by the commercial banks should be equal 

to or higher than., the rediscount rate, Moreover) the reduction in the 

Bank Rate happened in 1961 was not accompanied by significant changes in 

the interest rates, The minimum rate of interest on inter-bank call 

loans was reduced from 4 percent to 3.25 percent, and on unsecured credits 

from 5" .5 percent to 5 percent, while the maxi.mum rate of interest paid by 

banks on time deposits was 6 percent in December, 196L This is.i of course, 

unconceivable and hard to believe that the ccmmerci.al banks pay higher 

interest rate on time deposits in the time during which they borrow from 

the central bank with a lower rate of interest, 

The Rate of Interest 

Unfortunately, the lack of interest rate data in an unorganized money 

market makes it difficult to discuss this topic. in both organized and 

Mr, K. M, Sher la la (Acting Di.rector of Edonomic Research Department of 
Bank of Libya) answered the question of Why has not the Bank Rate changed 
since }'ebruaryy 1961? by this: , __ "It is my belief that there is no justi­
fication. fer maintaining the Bank Rate constant at 5 percPnt, except that 
change conducted in the past proved that there are no benefits from 
changing it twice up and down. 11 
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nonorganize<l money markets. However) it is observed that the rate of 

interest is very high in unorganized money market in relation to that 

in the organized money market. In fact, it is stated that interest 

rates in an unorganized money market of an underdeveloped country like 

Libya is very high in relation both to those in organized money markets 

24 and to the needs of economic development. A likely reason why the 

rate of interest is higher in the nonorganized money market is that most 

lenders in unorganized money market are not: connected with the organized 

money market so that they have no facilities to sell credits or promissory 

notes, and consequently, the supply of loanable funds is rather limited 

and inflexible. 

The demand for loanable funds in unorganized money markets is 

rapidly increasing,. whether these credits are demanded to finance 

capital goods in agriculture or to finance consumer goods. Credits given 

to finance consumer goods are wide-spread in the unorganized money market. 

This i.s because these loans are mostly given not in money but in commodi-

ties., and because the size of the average loan is very small. Many small 

borrowers cannot go to the organized money market for two reasons: first; 

the banks refuse to grant very small loans; second; credit facilities for 

the purpose of consumption have not been granted yet, Thus) these 

borrowers are forced to borrow from the unorganized money market} and to 

pay higher interest rates. It is conceivable to expect a reduction in 

credits given by unorganized money market for consumption purpose, if the 

r4 
c U. Tun Wai: "Interest Rates Outside the Organized Money Markets of 

Underdeveloped Countries" IMF. Staff Papers.2 Vol. 6 (Nov,.; l957-58)J 
P• 80. 



organiz.ed money market starts to grant credit facilities for consumption 

purpose, Consequently, those borrowers ,vho pay a high rate of interest 

in the unorgani2;ed money market will enter the organized money market and 

have the advantage of a lower rate of interesL By spreading the bank-

ing system and reducing the credit facilities given by unorganized money 

market 1 we can accomplish a lower rate of interest which is a necessary 

support ~or increasing investment and hence economic development. 

In general, the rate of interest in the organized money market of an 

underdeveloped country is more or less the same as in the organized money 

25 market of a developed country because the organized money market of 

underdeveloped countries can obtain funds from abroad .. The higher 

interest rates of underdeveloped countries can be explained in terms of 

a higher level of risks and in order to hedge against i.lliquidity. Banks 

can make profits by buying foreign 1:,ssets which are considered liquid 

according to the definiti.on of the banking law of 1958, Therefore, banks 

prefer to export capital to money markets in developed countries rather 

than by 'buying ler:is marketable liquid L:Lbyan assets which have a higher 

monetat·y yield. 

Table IV 'I snows the interest rate data for different types of credits 

and deposits, These data show the minimum and maximum rate of interest 

charged on every type of credit, and the difference between these two 

limits such as discounts, and secured and unsecured loans, is very 

large, The difference is about four percent or more) so that it is hard 

to discover "the" rate charged on credits, 

~ 5rb' ' 1t1' 



TABLE IV 

MONEY RATES 

Interbank Loans and Overdrafts 
Time De:eosits Saving De:12osits Call Loans Discounts Secnred Unsecured 

During_ Min, Max. Min, Max. Min. Max. Min. Max, Min. Max, Min, Max. 

Dec., 1959 0.5 5,0 0.5 4.o 2.5 4.5 5 . .5 9.0 5.0 9.0 5.5 9.0 

Dec • ., 1960 .0.5 5.1 0.5 4.5 4.o 4.5 5.0 9.0 5.0 10.0 5,5 10.0 

Dec • .; 1961 0.5 6.o 0.5 4.5 3,25 4.5 5,0 9.0 5.0 10,0 5~0 10.0 

Dec._, 1962 0.5 5.0 0,5 4,5 3.0 4.5 5.0 9.5 6.o 10.0 6.5 10.0 

June 7 1963 L55 5,5 LO 4.o 4.o 5.0 6.o 9,0 6.o 9.0 6.5 10.0 

Sept., 1963 L62 5.5 LO 4,0 4,0 4.75 6.o 9.0 6.o 9.0 6.5 10,0 

Oct., 1963 1.51 3,5 1.0 3,5 2,75 4.75 7.0 7.5 6.o 7.0 7,0 7.5 

Dec., 1963 1. .51 3. 5 .,, LO _ 3,5 2.7~ 4.o 7.0 7.5 6.o 7.0 7.0 7.5 

Source: Bank of Libya; Monthly Economic Bulletin (May-June 1 1964), Tab le 14. 

I\) 
\.Jl 
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The call loan rates between commercial banks are the lowest rates; 

which is the ustial case in most count1~ies. The rate of interest paid on 

deposits by t:ommerci.al. hanks is not vr.3ry fh!xible. In October 1963, there 

was a sudden change in all rates of interest on different types of credits 

or pa:i.d by banks cm 1::1aving and time deposits. This sudden change is re-

lated to the fixi.ng of the rate of interest imposed on banks by the 

central bank (see Table V). Since OctoberJ 1963, the interest rates have 

remained constant according to those levels fixed as maximum. The justi-

fication for fixing the prices of loans at maximum level is to provide 

opportunitie·s for small borrowers to obtain loans with a suitabl,e price, 

26 
and protect tlv,m from higher prices. The justification for fixing the 

prices of saving and time deposits is to limit unsound competition which 

may arise between banks in attracting depositors" 

Reserve Require1m,mts 

Its Effectiveness and Functions 

Any effort made by the central bank to regulate money supply must 

invclve affecting bank liquidity in gen,2.i-al. This is because the mon,2y 

supply is affected when a change i.n legal reserve requirement is felt by 

the commercial banks, and limits their ability to create new money. 

This should be the caseJ since the primary function of legal reserve 

requirements is to facilitate effective control of the money supply and 

credits, in order to exercise an effective credit control in the interest 

26 
Bank of Libya, Eighth Annual Rep_o_rJ: of the Board of Directors, 

P· 1. 
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TABLE V 

RATES OF' INTEREST FIXED BY THE CENTRAL BANK 

Type of Borrowing 

1, Secured borrowings 

2, Unsecured borrowings 

3, Demand deposits 

4. Savings accounts 

5, Time deposits 

a. At notice up to 10 days 

b. At notice of over 10 days 

6. Fixed deposits 

a. Between 30 days and 89 days 

b. Between 90-179 days 

c, Over. 180 days 

Maximum Rates 

2 percent per annum above rediscount 
rate of Bank of Libya, i.e., 7 per­
cent per annum, 

2,5 percent per annum above redis­
count .rate of Bank of Libya, Le,, 
7.5 percent per annum. 

No interest to be paid. 

L .5 percent per annum below re­
discount rate, i.e.) 3,5 percent 
per annum, 

1. 75 percent per annum below redis­
count rate, i.e., 3.25 percent per 
annum. 

1..5 percent per annum below redis­
count rate, i.e., 3,5 percent per 
annum. 

L 5 percent per annum below redis­
count rate, i.e., 3,5 percent per 
annum. 

1, 25 perc(=:nt per annum be low redi.s­
count rate, i.e., 3,75 percent per 
an.mini. 

1 percent per annum below redis­
count rateJ i.e., 4 percent per 
.a.nn.um., 

Notes: ( 1) 

(2) 

( 3) 

Interest paid on items 3-6 would be calculated on daily 
balances but charged monthly. 
Items 1-2 include loans overdrafts and all othe:c types of 
borrowings including discount of bills. 
Considering 5 perce.nt redi.scount rate. 

Source: Bank of Libya, Monthly Economic Bulletin (November-·December: 1963); 
P• 329, 
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of such objectives as a stable price level and a higher rate of 

g:rowth, 27 Another function of the legal reserve requirement is to provide 

protection to depositors by increasing the bank liquidity and safety in 

case of bankruptcy; but it is generally accepted that this function is 

limited and not workable if banks are still doing business, The effec-

tiveness of reset·ve requirement is greatest when it has a real impact on 

credit expansion and the creation of new money; so that a high or low 

reserve requirement ratio should depend on the actual liquidity of banks 

and actual money supply in relation to the needs of the national economy 

and on both the dc::sirable liquidity of the banking systemy and the desir-

able expansion in money supply in relation to the needs of economic 

growth, 

The actual liquidity of an individual bank depends mainly on the 

amount of its excess reserve.s ( cash or demand deposits) i on other assets 

that can be turned into cash easily without serious loss;1 and on the 

ability to obtain additional funds by borrowing from other banks or from 

the central bank, The liquidity of the banking syste.m as a whole is 

dependent upon the central bank reserve requi.rement policyy and the 

central bank 1 s assistance to the banking system in time of crisis; by 

creating additional funds through rediscounting or granting credit 

facil.ities, Then there is a further question that should be consideredJ 

namely; what is the appropriate level of reserve requirements which should 

be maintained in Libya which is discussed in Chapter V, 

2 7Furth.er discussion see Warren L Smithy "Reserve Requirements in 
the American Monetary Systemy '' CMCJ MoJ1~ ~fa~nagen.lfil:J&..v ppo 17.5-177 o 
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Banking Liquidity in Libya 

It is preferable to discuss the banking liquidity as defined by the 

banking law of 1958 in order to show the actual trends of the banking 

liquidity) and the reasons which are responsible for its variations 1 

before the special discussion which is devoted to reserve requirements 

under the banking law of 1958" Here we shall determine banking liquidity 

by the amount of total liquid assets as a percentage of total liability 

d . t .28 eposi-s. 

Total liquid assets are namely: cash on hand or in transit; demand 

deposits J whether due from the Bank of Libya or due from other ban.Jes in 

Libya; and foreign currency on hand and balances due from banks abroad, 

While total liability deposits include demand deposits plus saving and 

time deposits, 

The banking liquidity or liquid assets - deposit ratio was decreas-

ing during 1956-60,, particularly in 1957 and 1958 when the decrease in 

banking liquidity was very high, about 14 percent in 1957 and 9 percent 

in 1958 (Table VI)" Then there was no change in liquidity in 1959, but 

it is evident that there was a high increase in both total liquid assets 

and total liability deposits, about 14 percent for each. The year 1961 

seemed to be one of greater liquidity than the previous year, F'or 

example, the banking liquidity increased by 11 percent in 1961 to reach 

39 percent, liquid assets and deposits increased by 74,5 percent and 

23,4 percent in 1961 to reach J.__L 8.22 and J_L 21.19 milliony respectively, 

28 This is according to the definition of total liquid assets given 
by the banking law of 1958, and in order to show the difference between 
actual liquidity ratio and required liquidity ratio. 



TABLE VI 

SELECTED ITEMS FROM THE AGGREGATE BALANCE SHEET OF THE COMMERCIAL BANKS 

.Ll_n Ji Mi 111=_on2 
At the end of 

Selected Items ..J.9.5. 6 19.5 7 1958 J:25.2 -1960 1961 ---.. -- .. ~ ... 

L Total liquid assets 4,85 3,65 3,63 4,98 4,71 8,22 
1,1 - Cash on hand ,68 ,63 ,51 ,52 .87 · 75 
1,2 - Deposits with the central 

bank ,42 , 19 ,74 1.02 L12 3,57 
1.J - Other liquid assecs 3,75 2,83 2.38 3,44 2,72 3,90 

2, Total deposit liabilities 8,48 8. L~l 10.63 14.31 17,15 2L 19 
2.1 - Demand deposits ,563 4.72 6,47 9.01 11.54 14.11 
2,2 - Saving and time deposits 2,85 3,69 4. 16 5, 30 6,61 7.08 

3. Liquid assets - deposit ratio 
( 1+2) percent 57 43 3l+ 34 28 39 

4. Excess reserve 3,16 1.97 1.50 2, 12 L28 3,98 

- .,,,~ 

Notes: 
( 1) Excluding central bank banking department, 
(2) Excess reserve is calculated according to the banking law of 1958. 

Source: Bank of Libya, Monthly Economic Bulletin (March-Apri.1, 1964), 

1962 

7,53 
,75 

3,24 
3.54 

22,24 
14. 13 
8.31 

3L1. 

3,08 

1963 

7,34 
,67 

J+, 35 
2, 32 

26.30 
15. 14 
11. 16 

28 

2,28 

\..;) 
0 



s:1 
0 

•,-l 

24 

21 

18 

~ 15 
•r--1 
~ 

• .:i 
~ 

12 

9 

6 

3 

0 

-· 

-

~ 
~ 

Total deposit liabilities 

Legal reserve under the bank­
ing law of 1958 

Excess reserves 

Total liquid assets 

-

-

-
I 
i -

~ ~ 
~ ~ ~ 

~~ 

' ' 

1956 1957 1958 1959 1960 
Years 

Source: Table VI, 

, .. 31 

E 1 

-~= j 

,-

-

~ ~ ~ ~ 
~ ~ ~ ~ 

~ 

l1 
1:1 i 

Figure 2. Banking Liquidity 1956-63 (Excluding the Central Bank 
Banking Department), 



32 

Then again the liquidity ratio decreased by five and sbc percent during 

1962 and 1963) respectively, A perisal of old statistics shows that the 

banking liquidity was higher th.an 50 percent, but since 1956, it has be-

come less than 50 percent and is rapidly decreasing. 

Reserve Requirements Under the Banking Law of 1958 

The reserve requirements imposed by the banking law of 1958 requires 

commercial banks to keep as liqui.d assets not less than 20 percent of 

their deposit liabilities. This ratio is determined at the end of every 

month using the statistics provided. by banks. Balances due from banks 

abroad (demand and time deposits) are included in liquid assets. 

The decr·easing liquidity ratio shown i11 Table VI may be related to 

the rapid increase in credits granted by banks which absorbed some of the 

liquid assets 2 resulting from increasing :i.11vestment opportunities year 

by year. However, i.t is not rel.i:Lted to the centra.1 bank regulat:l.ons, 

since the actual liquidity ratio is still higher than that required by 

the banking law of 1958. But~ the central bank itself mentioned in its 

annual reports that it has spared no effort to curb inflation which has 

d . l 60 b . 1 • 1 . 29 appeare since 9 J y using t.1e appropn.ate monetary po J .. cy. 

The rapid increase in deposits with the central bank is certainly re-

lated to the central bank efforts. Deposits w·ith the central bank in-

creased from J.L 1. 12 million at the end of 1960 to ;L 3, 57, JL 3,24, and 

J.L 4.35 at the end of 1961, 1962, and 1963, respectively. Table VI shows 

also that the banking system enjoys excess reserves during all the period 

29 National Bank of Libya, Sixth Annual Report of ~ Board of ~-­
tors, p. 8-9, and Seventh Annual Report of the Board of Directors, pp. 11-12. 



under discussion. Therefore, the banks did not suffer any liquidity 

difficulties und,er the law of 19.58J and if there was any bank suffering 

ltquidity) it could borrow from the central bank or from other banks 

?(1 

which had excess reserves.~~ 

The amount of re discount :i.ng in Libya is !!.ct a significant one for 

alleviating any liquidity difficulty. Since most banks had excess re-

serves there was no need for them to use central bank discount facilities. 

Rediscounting was about ~L 18,000 and JL 74_,000 in December of 1962 and 

1963 1 respectively,3l or say it is 0.11 percent and 0,31 percent of 

total credits given by the commercial banks (excluding the central bank 

banking department) at the end of 1962 and 1963, respectively. Under 

the banking law of 1958 and according to the efforts made by the central 

bank of raisir.g the li.qu:Ldity ratrn clurin.g 1961-63t this ratio did not 

reach a certain levre.1 which might be felt by the comme-r.:cial banks. Exuiss 

reserves are in evidence. 

Reserve Requirements Vii:.:w in L:lght of the Banking L,a:1rJ of 1963 

The previously mentioned banking law of 1958 imposed a reserve re-

quirement of not less thtu1 20 pei:·cent of deposit lLe.bilit:ies of commercial 

banks computed on the base of liquid assets-deposit ratio. But the bank-

ing law No, 4 of 196.3 has imposed a new reserve requirement which banks 

should maintain with the central b.ank without interest) against their 

30 Bo:crowing from other b~mks b cheaper. since the m.=rn.imum price of 
'iriter .. ,bank loans hi less than the Bank Rate itself i.n Liby8!., 

:i1 
;; These. figures were sent: by the Economic Research Dep,':l.rtment of 

the Bank of Libya as an answer to a letter of July 9, 1964, 
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deposit liabiii ties. This new law gives the Board of Directors of the 

central bank the authority to order the proportion of reserves for each 

kind of deposit liability (Article 36). This proportion shall be with-

in 5 percent to 20 percent on time and savings deposits and 10 percent 

to ~-0 percent on demand deposits ( including unused balances and un-

covered credit fa~ilities). 

The central bank is now able to control the proportion of reserves 

to deposit liabilities within the ir:itervals mentioned above, This 36th 

article of the new law has been put into effect on July 20, 1963) 

beginning with the minimum legal reserves; namely 5 percent on saving 

and time deposits and 10 percent on demand deposits. 32 The previous 

a-cticle indicated that any upward change in the percentage within the 

above intervals shall be made as gradual as possible, except in emergen-

cies. In case of a deficiency in a bank's reserve requirements, the 

central bank is able to penalize the bank by charging interest on the 

amount of the deficiency at a rate not exceeding one-thirtieth of one 

percent of such deficiency for each day, or forcing the bank to cover 

immediately such deficiency in its reserves (Article 38), The centra 1 

bank is also able to require banks to deposit reserves in a proportion 

exceeding the maximum limit determined in Article 36) but the central 

bank shall pay interest on the reserves exceeding the mentioned maximum 

Limit (Article 37) at a rate not more than the Bank Rate, It is also 

noted that the reserve requirements are computed once a week. 

: 2Bank of Libya.i Eighth Annual Report of the Board of Directors 
(Tripoli} 1964)} p. 1, 
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Reserve Requirements During July-December, 1963 

The legal reserves required by the banking law of 1963 (Article 36) 

beginning with the minimum legal reserves, have been put into effect on 

July20J 1963, During July-December, 1963~ the low level of minimum 

legal reserves resulted in an easy money policy. The actual legal 

reserves held in the central bank ar,~ less than the total actual deposits 

of banks held in it, This means that the present level of reserve re-

qt:iirements may be too low with respect to the actual deposits with the 

central bank.. The·.n., f.l.s a result of' the lower level of reserve require· 

ment, the commercial banks enjoyed excess reserves. So that imposing 

this level of reserve requirements (the minimum) may be unsound policy 

since curbing inflation is desirable, It is conceivable to assume that 

the actual deposits with the central bank should be considered as a. 

minimum level of reserve requirements to begin with.ii pat·ticularly in 

the case of Liby,a_, chat the monetary authority is working to curb i.nfla~ 

tion. So that it is prefei·able that the. new level of reserve requirements 

should be 20 pe:tce11t on demand deposits and 10 percent on sav:i.ng and 

time depos:Lts (Table VII.). 

Table VII shows some. analysis of the reserve requirements and other 

related data during July .. December, 1963. Deposits with the central bank 

were almost constant during this period) except August when there was a 

reduction of J....L .68 million and December when there was a small increase 

amounting to J..L • 3 million. In fact JI during this period the com.rn.ercial 

banks enjoyed excess reserves, so that they did not feel the need of 

adjusting their deposits with the central bank in time of its reduction 

such as in Augusty 1963, despite the fact that the demand deposit liability 



TABLE VII 

BANKING LIQUIDITY AND RELATED DATA 

~ ( In J.L Million) 
July August September October November December 

Selected Items 1963 1963 1963 12-6.l 1963 1963 

1. Deposits with Bank of Libya 4. 18 3.50 
2. Cash on hand .54 .56 
3. Total (1 + 2) ~-. 72 4.06 
4, Demand deposits (liability) (D. D.) 16.29 17.17 
5. Saving and time deposits (S.T.D.) 9.02 8.86 
6. Total deposit liability 25.31 25.03 
7. Uncovered borrowing from local banks . 68 .65 
8. Money Supply 33.21 34.96 
9. Reserves according to the 

present ratio 2.15 2,21 
10. Reserves if it is 20 percent for 

D.D. and 10 percent for S.T.D. 4.16 4.32 
11. Actual legal reserves held in the 

central bank 3.00 2,2.3 

Notes: 

4.07 4.05 
.66 .60 

4,73 4.65 
16.24 15,12 
9.00 10.44 

25.24 25.56 
.67 .41 

34.63 34.61 

2.14 2.07 

4.14 4.06 

2.03 2.03 

4.05 
.63 

4.68 
14.26 
lLOl 
25.27 

.36 
34.97 

2.01 

3.96 

2.00 

4.35 
.67 

5.02 
15.14 
11.16 
26. 30 

. 38 
35.70 

2.11 

4.14 

2.09 

( 1) Item 9 calculated as 10 percent on demand deposits and uncovered borrowing plus 5 percent 
on saving and time deposits. 

(2) 

(3) 

Source: 

Items 7 and 11 were sent by the Economic Research Department of the Bank of Libya as a 
reply to a letter of August., 1961~. 
All items (except 8 and 11) exclude the central bank banking department. 

Bank of Libya, Monthly Economic Bulletin (March-April, 1964). 
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38 

was increased by about one million Libyan pound (excluding th':l Bank of 

Libya banking department),, Then, as a result) the money supply was 

increased by JL 1. 75 million (of course, including the central bank bank­

ing department). Here it should be noted that some of this increase in 

money supply is related to a decrease in inter-banks deposits of JL .54 

million which is mostly transferred to either deposits held by the public 

or currency outside banks., or to both of them. The money supply is not 

regulated closely by any monetary policy tool, and the reason for this 

fact is related to the deficiency of the present level of reserve 

requirements. For example, if the level of reserve requirements is 

20 percent on demand deposits, and 10 percent on saving and time deposits; 

then there are no excess reserves, and hence, the commercial banks adjust 

their deposits with the central bank whenever there is an increase in 

their deposits liabilities, so that the increase in deposits may be 

absorbed by the central bank instead of leaving them added to money 

supply which might be undesirably increased. Consequently, the central 

bank can regulate the money supply using the liquidity reserve requirements 

as an effective tool for monetary stability. 

Selected Credit Controls 

The New Banking Law Impact 

The new banking law of 1963 gives the central bank authority to 

control credit. For example, this new law states that one of the main 

objects of the central bank is to regulate credit and banking policy in 

such a way that it can support the national economic goals; namely, 

stable prices and a high rate of growth. In addition, the new law 
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permits the central bank, in order to accomplish these goals, "to in­

fluence the direction of credit with relation to the quantity, quality, 

and price so that the real requirements of commerce, industry, and 

agriculture are met" LPart (a) Article lJ/. Thus, the central bank is 

in a position to regulate credit entirely as it wants. Article 15 

permits also the central bank to fix the rate of rediscount and the rate 

of interest. Some rules of this new law have been put into effect since 

July-October, 1963, such as the establishment of a new reserve require­

ment and fixing the rate of interest. 

Selective Credit Controls 

Most economists consider the monetary policy tools, reserve require­

ment, rediscount rate, and open market operation, as the main instruments 

of credit control. We have discussed earlier the reserve requirements 

and rediscount rateJ while in case of open market operations we do not 

devote even one page to investigate it, since it does not exist up to 

now in Libya and because there is no organized securities market nor 

government securities. In addition to these main instruments of credit 

control there are some selecteive credit tools which may be used as 

temporary tools of credit control for some special purposes, For example, 

the new banking law of 1963 permits the central bank to use some selec­

tive credit controls in order to regulale credit to what is needed for 

economic development. 

The central bank can determine the amount of credit and its quality 

so that discrimination between types of credits is possible, In this 

event, it is preferable to influence the amount of a desirable type of 
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credit by using discriminatory rediscount rates rather than using for 

exampla, a special proportion of credits should be given to this 

d sirable type of credit because the former needs · less control 'than 

the other alternative,33 The central bank charges a low rediscount rate 

on those bills which are taken against the de irable type of er dits, 

and high rate on those undesirable bills, or by placing low ceilings on 

t he quantity of undesirable bills which are ace pted for red:!. count, 34 

There :Ls, however, no guarantee that funds obtained from the red:!. count of 

desirable bills will not be u ed for undesirable purposes. In addition, 

om big businessmen also operate farms, o that the possibility of con• 

id ring moat credits given to those businessmen as agricultural credits 

(in case agr:Lcultur l er d:1.t is daemed desirable) is eonce:Lvable, This 

lact:Lv credit control i only eff ctive if th b nk are not liquid 

enough and thus need to come to the central bank for borrwo:l.ng, The 

lattar occurs only if the reserve requirement ratio :Ls high to a.n extent 

which is f lt by the commercial banks, During the la t two y a.r , 

r discountins exp nd d very rapidly and this my well circumvent th 

al ctiv credit control of discriminatory r discount rat Another 

lact:Lve credit oontrol m y be uud &uch as restricting th l nsth of 

time allowed for repayment, The case of ranewing loan maturity :L w:Ld ly 

praad :l.n Liby , Therefor , if such credit control 1 sel cted, attention 

1hould b giv n to tha cas of r newing loan maturity, Th l th 

3'3 
The other alternative :Ls to determine the amount and the qu lity 

of credits, It was argued that this policy needs a higher level of con· 
trol which is hard to be found, 

34;A, Patel, "Selective Credit Control in Underdeveloped Economics, 0 

IMF, Staff Pape;s, September, 19;4, p, 77. 
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renewing the loan maturity is the more effective will be the restricting 

of the loan maturity. In this case, the central bank must have in.spec-

tors actually checking other banks concerning each loan and its maturity. 

Moral Suasion 

Before the establishment of the new law of 1963, the central bank 

of Libya could not apply effective instruments of credit control on the 

commercial banks. The only useful instrument of credit control which 

the bank had at its command was to exercise moral suasion, 35 But this 

instrument of credit control in Libya is not effective. There is no 

information showing that the central bank has discussed credit policy 

seriously with the cooperation of the commercial banks. More evidence 

which seems to prove that the moral suasion instrument of credit con-

trol in Libya is not effective, is that the credit analysis according 

to loan purpose showed that credits were not regulated in favor of the 

national economy. However, we should not lose sight of the fact that, 

according to the old banking law of 1958, the central bank was not 

able legally to regulate credit so it relied on the moral suasion in-

strument, which was the only tool of credit control at its command. 

35rn a speech at the opening of the Ben.gazi Branch of the National 
Bank, A. N. Aneizi the governor and the Chairman of the Board of 
Directors of the National Bank of Libya, a published speech, National 
Bank, Tripoli, 1957, p. 6. 



CHAPTER IV 

MONEY INCOME AND PRICES 

Money Supply Analysis in Libya (1956-63) 

By analyzing the actual trends of the money supply and factors 

responsible for its changes, it is found that: 

1. Demand for currency is greater than that for demand 

deposits. 

2. Net foreign assets are largely responsible for the 

changes in money supply. 

3. Currency amounted to over 50 percent of total 

money supply, 

In 1963, the factors of the money supply in Libya (currency and 

demand deposits) tend approximately to be equal (see Table VIII). Dur­

ing the years 1956, 1957, and 1958, currency outside banks was rapidly 

increasing, while demand deposits were slightly decreasing. Since 1959, 

demand deposits have maintained a positive rate of growth, and in the 

case of currency outside banks, the rapid increase was maintained during 

the period under review. During the same period, the average rate of 

growth of currency outside banks was about 20 percent per year, while 

the average rate of growth of demand deposits was only about 12 percent 

per year. 
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TABLE VIII 

MONEY SUPPLY IN LIBYA 

( !_n JL Million) ·· · _ 
t Demand Deposits Held 

-

Currency Outside Banks by the Public Total Money Su22ly 
Growth Rate Growth Rate Growth Rate 

End of Amount Per Year Amount Per Year Amount Per Year 
(Percent) (Percent) (Percent) 

1956 5.0 8.8 13.8 

1957 6.2 24.o 7.6 -13.6 13.8 o.o 

1958 7.2 16, 1 7.5 -1.3 14.7 6.5 

1959 9.0 25.0 9.9 32.0 18,9 28.6 

1960 10, 3 14,4 12.0 21.2 22.3 18,0 

1961 12.8 24,3 13.3 10.8 26.1 18.0 

1962 15.1 18,0 14.o 5.2 29.1 11.5 

1963 17.8 17.9 17.9 27.9 35,7 22.7 

Average rate of 
growth -- 20,0 -- 11.8 -- 14.8 

Note: 
(1) All figures are rounded. 
(2) The rate of growth for the year is calculated as a percentage of the previous year figure. 

Source: Bank of LibyaJ Monthly Economic Bulletin (March-April, 1964). 
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The money supply increased very rapidly year by year since 1957, 

The highest rates cf growth of money supply were about 28,6 percent 

and 22,7 percent per year in 1959 and 1963, respectively, but the average 

rate of growth of money supply was about 14,8 percent per year during the 

period under discussion, The average ~ate of growth per year for cur­

rency outside banks is higher than that of demand deposits held by the 

public. In accordance with the statistics shown in Table VIII currency 

outside banks was usually less than demand deposits held by the public 

during 1956-63, except during 1962 when the currency outside banks ex­

ceeded the demand deposits held by the public. This fact may be related 

to the lower rate of growth of net foreign assets during the same year, 

because the increase in net foreign assets has a direct impact on demand 

deposits. This is also clear from the comparison between the rates of 

growth of both demand deposits and net foreign assets (Table IX), The 

rate of growth of net foreign assets was about 5 percent during 1962, 

which is approximately equal to that of demand deposits held by the public, 

Table IX shows the comparison between money supply and the main fac­

tors, credits, saving and time deposits and net foreign assets, affect­

ing money supply, The average rates of growth of both credits and sav­

ing and time deposits were approximately equal. These savings and time 

deposits are the main source for granting credit facilities, particularly 

in the case of Libya, There is a strong relation between the growth rates 

of both credit and saving and time deposits. We mentioned previously 

that credit affects money supply directly in such a way that an increase 

in credit leads to an increase in money supply, while saving and time 

deposits affect money supply inversely in such a way that an increase in 

saving and time deposits leads to a decrease in money supply, Since 

this is true, it is conceivable to believe that their impacts on money 



TABLE IX 

MONEY SUPPLY AND OTHER SELECTED ITEMS (COMMERCIAL BANKS) 

{ In JL Mil lion) 
. ( 1) 1 Saving and Tife 

Monei Su:e12li Credits Deposits l) 
Growth Rate Growth Rate Growth Rate 

End of __ Amount Per Year Amount Per Year Amount Per Year 
(Percent) (Percent) (Percent) 

1956 .13.8 6.o 2.9 

1957 13.8 o.o 6.9 15.0 3.7 27.6 

1958 14.7 6.5 8.8 27.5 4.2 13.5 

1959 .18.9 28.6 11.2 27.3 5.3 26.2 

1960 .. 22.3 18.0 14.5 29.5 6.6 24.5 

1961 26.1 17.0 15.3 5.5 7.1 7.6 

1962 29.1 11.5 17.8 16. 3 8.3 16.9 

1963 35.7 22.7 22.9 28.6 11.2 34.9 

Average rate 
of growth -- 14.8 -- 21.4 -- 21.6 

- -----------~ 

(1) Excluding central bank banking department. 

Source: Bank of Libya, Monthly Economic Bulletin (March-April, 1964). 

Total Net Foreign 
Assets 

Growth Rate 
Amount Per-Year 

(Percent) 

11.9 

15.0 26.1 

18.9 26.0 

24.2 28.0 

29.2 20.7 

31. 7 8.6 

33.4 5.0 

44.o 32.1 

-- 20.9 

.,::-
0\ 
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supply in Libya were approximately offset by each other. Consequently, 

the total net foreign assets were mostly responsible for the changes in 

money supply, ignoring other factors such as government deposits and net 

other liabilities, and if we compare between credits and money supply, we 

find that their rates of growth are not consistent with each other. The 

average rate of growth of money supply was less than that of credits. 

For example, their average rates of growth were about 14.8 percent and 

21.4 percent per year during the period under discussion. It is observed 

that the average rate of growth for credits, net foreign assets (Table IX) 

and currency outside banks (Table VIII) were approximately equal, while 

demand deposits held by the public were increased by a rate less than 

that of credits and net foreign assets. There is a higher cash drain 

whenever there is an increase in credits or net foreign assets, which 

means demand for currency exceeds the demand for demand deposits. This 

should be the case in the less developed country like Libya, since the 

banking habit and knowledge are not widespread in the country. It is 

the main reason for the fact that currency outside banks represents 

approximately 50 percent of the money supply. Another likely reason is 

that hoarding is still widespread in the nation, particularly in the 

rural areas. 

The year 1963 showed a higher banking activity. For example, the 

rate of growth of saving and time deposits was about 35 percent for the 

first time during the period under discussion. This higher rate is 

related partly to the saving campaign which was made in 1963 by the 

central bank with the cooperation of the commercial banks, and the 

other part is related to the great increase in time deposits. In 

accordance with the aggregate balance sheet of the commercial banks 



(excluding central bank banking department), the increase in time 

deposits is accompanied by a reduction in demand deposits (including 

inter-banks deposits) during the last three months of 1963, The rate of 

growth of net foreign assets amounted to about 32 percent during 1963, 

which has been the highest annual rate during the period under review. 

This higher change is mostly related to the increasing oil exploration 

activities. For example, the expenditures of oil companies in Libya 

increased by about 29 percent in 1963 to reach .J,_L 59.5 million> 36 and 

the exports of crude oil increased by about 246 percent in 1963 to 

reach J._L 117. 4 million. 37 Al so, there is no doubt that a higher increase 

in saving and time deposits leads to a higher increase in credits granted 

by banks, and the latter combined with the higher increase in net foreign 

assets leads to a higher increase in money supply, which was true of 1963. 

The Relationship Between: Money, Income, and Prices 

Money is not needed for itself, but for purchasing goods and services, 

since it is. a medium of exchange, Incomes are paid in terms of money 

since money is a measure of value of goods and services. Prices of goods 

and services are also measured in terms of money since it is a unit of 

accounting. Therefore, money income, and prices are affecting each 

other so that a strong relationship exists between them. Thus) it is 

useful to discuss the relationship between money income and prices in 

Libya in one topic, 

36 
Bank of Libya, Eighth Annual Report .Qi the Boat·d 91. Directors, 

P• 37. 

37Ibid., p. i+O, 
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The price of the Libyan pound is one pound and it never changes, 

but the value of the Libyan pound may change, since its value is the 

amount of goods and services which it will buy. The money value of a 

good does not re.main stable sine~ money income is unstable. The greater 

the quantity of money the higher the prices will be ( income constant) .,38 

and the greater the income (with money constant) the lower the prices 

will be. This may be observed clearly in the equation of exchange 

MV = PT. Then we can add, also according to this equation, that the 

greater the value of money, the lower the prices will be. Unfortunately, 

our lack of adequate data of price index and real incomes seriously 

hinder our analysis. 

Table X indicates the relationship between money,39 income and 

prices, and, in addition, the growth rates of money supply, real income 

and the price index. It should be noted that we have assumed a constant 

velocity of circulation during the chosen period ( 1958-1963). Thus .i it 

is assumed that the rate of growth of money income is equal to that of 

money supply as shown in Table X, because the money income changes 

depend on the changes of money supply and its velocity of circulation, 

and the velocity of circulation is assumed to be constant. In 1959 

the growth rate of money supply was 10.6 percent, while the growth rate 

of real income was only 8 percent. So that the variation between those 

rates reflects a rise in the price index amounted to 2,7 percent. 

38 Keynes 1 comment is that changes in the quantity of money do not 
affect prices directly, because prices are determined primarily by 
costs of production, the impact of changes in money fails on the rate 
of interest rather than on prices. See D. Dillard, The Economics of 
.J.. M· Keynes, "The Theory of a Monetary Economy, '1 p. 2~3. · .. 

39 See Note 3 be low Tab le X. 
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TABLE X 

ESTIMATED INCOME AND PRICE LEVEL 

In fL mi 11 ion 

Item 1958 1959 1960 1961 1962 1963 

Money Supply (MS) 14.23 1.5, 76 20.62 23.71 27.80 32, 32 

Velocity of 
Circulation (v) 3.65 3.65 3.6.5 3.65 3,65 3.65 

Money Income (MI) 52,0 57.5 75,3 86.6 10L5 118.0 

Price Index ( P) 
percent 100,0 102 .. 7 123.4 123, 7 123,8 129, 7 

Cost Index of Living 
percent 100,0 1Ql.~. 7 116.5 116.3 121.4 129. 3 

Real Income (T) 52 56 61 70 82 91 

Growth Rate of MS 
percent 10.6 .30,8 1_5.0 17.3 16.3 

Growth Rate of (MI) 
percent 10.6 30.8 15.0 17,3 16.3 

Growth Rate of (T) 
percent 

Notes: 

(1) 

(2) 

8.0 9,0 14.8 17.1 lLO 

We have considered that 1958 as a basic year price level:::: 100 
percent and money income equals real income because the esti­
mated national product at factor cost of 1958 by the Libyan 
Central statistics office was published in June, 1959J and we 
feel it is more adequate than the other estimated incomes of 
the other years, that is because the inflationary tendency in 
Libya was felt just from 1960 up to now, 

We obtain price index by using the equation of the quantity 
theory of money P = M:f or say price index= Money income. 

real income 
We are forced to do this because of the lack of adequate price 
index statistics in Libya. And we cannot consider the cost index 
of living which is produced by the Tripolitanian Statistics 
Office of the Ministry of National Economy as a price index for 
several reasons such as it concludes food as staff items only, 
and the deficiency of weights taken into account is reasonable 
to be assumed since there was no family budg,2.t analysis in that 
time. However, the price index which we obtain in this table is 
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The price index was continuously rising during the period under review 

because the growth rate of money supply was greater than that of real 

income during the same period. In 1961 and 1962 the variations between 

the rate of growth of money supply and the rate of growth of real income 

were very small, the changes in the price i.ndex in 1961 and 1962 are 

very small, too. Therefore, a stable price index can only be reached 

when the variation between the growth rate of money supply or money income 

and the growth rate of real income is zero., if velocity is constant. 

During the period 19.58-63 the average annual growth rate of real 

income was 11.98 percent while the average annual growth rate of money 

supply or money income was 18 percent. : The outcome was an inflationary 

tendency which occurred in the Libyan economy. The average increase in 

the price index is 5,94 percent per year, or.the rate of inflation is 

about 6 percent per year"9 taking 1958 as a base year" With a constant 

velocity the difference between the rate of growth of money supply and 

the rate of growth of real income induces the price index to rise by 

approximately this difference, 

similar to the monthly average of price index of the cost of 
living prepared by the previous office of statistics 7 as 
shown in row 5 in this table, 

(3) Money supply figures are monthly averages except that of 1958 
which is an average of December 1957 and December 1958. 
These figures were brought from Economic Research Department 
of the Bank of Libya, 

( 4) Real income figures were taken from JJ, .N, Monthl 'l Bullet in 
of Statistics, October., 1964, 

(5) Money income is obtained by using the equation of the quantity 
theory of money MV ,= TP or say ·-·· money income equals money 
supply times its velocity of circulation, 
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With 6 percent inflation Libya accomplished an average annual 

groi:,th rate of real income of approximately 12 percent. There is no 

doubt that Libya can accomplish ct higher rate of growth in case of stable 

prices. Inflation discourages local production through increasing demand 

for imported goods and decreasing demand for local production. Because 

of this, prices of imported goods are cheaper than those produced 

locally. Thus, to reach a higher rate of growth, it is necessary to curb 

inflation which may be solved by reducing the quantity of money, However, 

a higher rate of growth is ma:i.nta:tned when the flow of goods and .services 

is mostly obtained from local producti.on, 

The Causes of Inflation in Libya 

We may define :i.nflat:ton in Libya as a condition in which money 

income is :t'i.sing faster· than the flow of goods axid servj.ces on whi.ch t:o 

sp@nd ti:, 'I'h1;;1 faetoi~~1 wl1,i(;;h :i:m,;,r.liHlf.!i;;i mo:rrny sup·ply 1;1,ncl, h@rn:;Hl! tno:ney income 

,fll.re !:.he c,nrn@s of inflation, 

L 'I'h~ ca1Jrie1i1 o:f ii:~c.~x:~ii::u,1.ng monrq irnpply in Libya may be 1:onsidered 

as the main c.auH of i:~1Uati.on :i.1:i. Li.b}",\l; 1:11.1.ch ,11,s the i.:·apid .ine:i:eue i11. 

the i.nnow of :f:'1..mds :from ab1.·oad,i ai:i.d the i~a:pid i',\'lCt'l'H\,Si! in the gc,ver,·i1rnent 

e:Kpendit:u:i:ee. These rapid .inct'MH1::l in foreign exper1dil:m:es raised the 

money ii,comras faster ·tlum the lo,i::al output. Wi.t:h(:.:iut doubt; t:he,'!le 

inenlll.setl irwomr.1s e'i."iHatr,id d@m~ncl ·pr~~@un fo:i:.· brsm: impo:1.·u, At1d with 

respect: to the rapid il1.crcHl.li:ie in sover.nm.ent expenditll.1:H, the governM 

mGn1.t hH bee1:1 put:tii1g mine pur.·ch."'1.a:i.r.1g power i-r1 the. economy than it hais 

abst::lrbed 1:hro·ugh ta.1mt ion and ot:i:t®r.' domes 1::i.c :r®venuel, The budgetary 

deficit, whi.ch was inci:eased more raptdly than the budgetary spem.ding, 
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was financed by foreign aid. The ne1w purchasing power} of course,, 

created an increase in the aggregate demand for goods and services, 

then it caused prices to go up, Some fiscal years showed budgetary 

surplus. But this surplus was not a si.gnificant one since its amount 

was very small. 

2, It should be noted that the previous factor of causing infla­

tion cannot cause the inflationary tendency by itself without the 

creation of new money. In every marked inflation, assuming a constant 

velocity of circulationJ we obse,:ved that the annual growth rates of 

money and money income were increasing identically, The real income 

grmv with a lower rate than that of money income) and the difference 

reflects increasing prices. Thus, if we want to maintain stable prices: 

·we have to maintain the equality of real income and money income: then 

the rate of growth of quantity of m.oney should be equal to the rate of 

growth of output; assuming constant income velocityo Stable prices 

are only reached when the difference between the percentage changes of 

money income and real income is Zf!t'O, As a matter of fact) we mentioned 

previously that since our goals are stable prices and a high rate of 

growth in gross national product, we should regulate not only the existing 

stock of money, but also.i if possible)> its velocity of c:Lrculation, 



CHAPTER V 

EVALUATION OF MONETARY POLICY AND TOOLS OF MONETARY MANAGEMENT 
IN LIBYA 

The previous chapters have shown the actual application of monetary 

policy in Libya, and the analysis of the tools of monetary management 

which were applied during the period 1956-63. This chapter will evaluate 

these tools of monetary management in Libya, and their impact on the 

Libyan economy. In addition, a pa.rt of this chapter is devoted to the 

consideration of how these tools of monetary management can be made more 

effective. 

Currency Backing and Its Impact on Capital Flight 

A policy of a foreign exchange backing for all Libyan currency issued 

gives rise to a capital outflow. Libya is an underdeveloped country which 

requires additional capital in order to employ more Libyan resources. Any 

increase in currency issued} however, increases the capital outflow. 

Capital funds are exported rather than being invested in. Libya. The 

average annual rate of growth of currency issued is approximately 18 per-

cent, which implies a similar rate of growth of capital exports 

attributable solely to satisfying the currency collateral provision of 

the law. Thus, owing to the currency collateral requirement, it is 

somewhat of an anomaly to seek increased domestic capital formation 

and, at the same timefe deliberately to export capital, 
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Monetary Policy 

One major characteristic of Libyan monetary policy during the 

period under discussion was that it was not a tight money policy. The 

inflationary tendency and the existence of large excess reserves of 

commercial banks can be c:i.ted as eviden.ce of this policy. Banks were 

able to e~r.pand credits and hence increase the money supply. A high 

interest rate in an underdeveloped country like Libya does not indicate 

a tight money policy. !~O Taking into account inflation's impact on the 

money market in Libya, however; it can be seen that only the monetary 

yield is high, The real yield is very low; it is equal to or less than 

. 41 three perc,anr .. 

Reserve Requirements Policy 

Before discussing the main consideration which the Bank of Libya 

takes in.to account whenever there is a decision concerning the level 

of reserve requirements, one remark concerning Article 36 (whir.h deals 

with reserve requirements) of the new banking law is to be made. Since 

reserve requirements are the only effective tool for regulating the 

quantity of money, it is difficult to see why reserve requirements can 

only be increased to a 40 percent level. It would appear that 100 per-

cent reserves would enable the monetary authorities to achieve better 

4°ttigh interest rates are a general phenomenan in less developed 
countries. See U. Tun Wai "Interest Rates in the Organized Money Mar­
kets of Underdeveloped Countries" IMF, .illti Papers., Vol. 5 ( 1956-57), 
P• 249. 

41 considering an inflation rate of six percent and a market maxi­
mum rate of interest of nine percent. 



the national economic objectives of Libya 1 and without paying interest 

l:2 
on such reserves.· 

In setting reserve requirements in Libya, one consideration that 

should be taken into account is the possibility of a transfer of deposits 

from one type to another, According to the present structure of reserve 

requi:rements; banks faced wi.th a deficiency of reserves can remedy this 

deficiency by trying to induce depositors to transfer their demand 

deposits to savi.ng and tlme deposits. Thus; the amount of reserves 

required decreases, since the proportion of reserves required against 

demand deposits exceeds the proportion of reserves required against the 

saving and time deposits. 

To make the reserve requirement ratio mort:~ effective in Libya, it 

would be necessary to raise this ratio to that level which can be felt 

by the commercial hanks. Any change in the reserve requirement ratio 

should have an impact on the behavior of the commercial banks in parti.cu-

lar, and on the money market in general. 

According to the previous analysis of banking liqu:Ldity in Libya., 

it was seen that cmm11erci .. al banks enjoy,2.d excess reserves during the 

entire period under review. In order to curb the inflationary tendency 

in Libya, it appears pre:forable) first of alli to reduce existing excess 

:reserves of the ba.nking system, By doing thi.s, the Central Bank can 

reduce. the rate of gro·wth of the money supply; and thereby reduce the 

rate of inflation. Therefore it is inconceivable to impose markedly low 

L ;::, 
' -According to the new banking law; the. ::::-eserves ca:>:1. be increase.cl 

to more than 40 percent, but the central bank has to pay interest on 
such extra reserves. 



reserve requirements) thereby permitting the existence of large excess 

re.s.erve.s of banks durLng a p12r:iod of inflation. 

The Eff.2ctiveness of th,2 Bank Rate in Liby& 

There were !10 rediscounts before 1962. The amount of rediscounting 

during 1962-·6.3 was :relatively small. No changs, in the Bank Rate 

occurred d1..n:ing 1962-63., Since the cornroercial banks have sufficient 

resexves J and therefore do not need to bori:ow from the Central BankJ 

Bank Rate policy was not effective. Consequently, rediscount rate policy 

waa not an ,2ff'ective tool of rnonetary policy., One likely reason that 

borrowing from the central bank ·was small; was th.at the maximum rate of 

interest: on inter-hank call loans Ivas leas than the Ba.nk Rate itself 

during 1959-62 and equal to it in the first half of 1963. Consequently, 

it ·was more profitable for banks to borrow among themselves rather than 

bor:rm .. , from the, Bank of Libya, and they were able to do this because the 

liquidity of the e:ommerc:i.al banks was i1i.gher than ~hat required by the 

monetary authority. 

The policy of interest rate cei:_::ngs in relatioz1 to the Bank Rate 

is a factor tenc!in;5 to decrease the effectiveness of Bank Rate policy, 

This :cel2.tionship between the nwximurn. rt1te of interest and Bank Rate 

shown in Table VII indicates that I:L.rn.k Rate, becomes just an indic.a.tor 

for changing the market rat,e of interest, 

Making Bank Rate More Effective 

The problem is how to make re.discount rate policy effective., Bank 

Rate has two main effects on the money market, its effects en the short-

term rate of interest, and its effects on expectations. According to 
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Cassel I s view J •· Bank Rate should be kept equal to the real rate of 

interest in order to maintain stable prices, The Central bank must 

change its rate according to the changes in the real rate of interest, 

I ~.IJ. 
M. H. D,,,Kock: s view ' i:ndicat:es that a rise in the Bank Rate must pre-

cede the rise in ma:rket races,i and a fall in Bank Rate must anticdpate 

reductions in market rate of interest. 

Making Bank Rate more effective depends also on the amount of 

borrowing from the central bank. That is., because the level of Bank 

Rate is not in itself of great importance; its importance depends on 

H.s effectiveness, Thus the central bank has to keep commercial banks 

short in funds so they will depend on borrowing from it to meet their 

emergency needs. 

The effectiveness of psychological effects of Bank Rate depends 

on the prestige of the central bank and the degree of cooperation which 

it can elicit from commercial banks. It should also be noted that the 

effectiveness of Bank Rate does not depend on whether the rate is high 

01~ low. It is the. increase in the Bank Rate rather than a high rate) 

e.ndJ a fall in the rate rather than .a low rate that would be felt and 

would affect the interest rate and expectations. Therefore, Bank Rate 

should be used as a tool whi.ch mobilizes market expectations for purposes 

of fulfilling the monetary policy in such a way t.o make market expecta-

tions respond to Bank Rate changes, 

)· ··, 
····+,;, Cassel flThe Rate of Interest 1 The Bank Rate., and the Stabili­

zation of p:cices i II Readings in Monet,:H'Y Theorvy selected by Fo A, Lutz 
and L, W. Mints (Homewood) 1951)y p, 319, 

'M, H. DeKocky Centrql. ~an.king ( Londony 1954) Y Chapters IX and X, 
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To make Bank Rate more effective) the central bank must take into 

consideration the following factors. 

1. The significant amount of borrowing from the central bank. 

2. The present and expected rate of interest in the money market. 

3, The statutory reserve proportions for the commercial banks, 

4. Expected behavior as a result of the psychological effects of 

the rediscount rate. 

The Prospective Imp.act of Fixing the 
Rate of Interest 

Statistics on the rate of interest shown in Table VI are not 

flexible so much, but when the interest rates were fixed at maximum, 

all maximum rates of interest decreased suddenly, For example 1 in 

October, 1963., when interest rate ceilings were announced, the maximum 

rates charged on unsecured loans, secured loans, and discounts were 

decreased by 2.5 percent) 22.2 percent., and 16.7 percent, respectively. 

The maximum interest rates paid on time and saving deposits were 

decreased by 36.4 percent and 12,5 percent, respectively. In this case, 

if the inflationary tendency in Libya continues at its present level of 

six percentJ and the maximum ra,te fixed as shown in Table VII, the real 

rate of interest tends to be one percent or one and one-half percent with 

respect to commercial banks as lenders, and negative} with respect to 

owners of time and saving deposits whose prices are ceiled at 3, .5 per-

cent per year. In this case, real Bank Rate is negative too (-1 percent). 

The monetary authority should emphasize curbing inflation as soon as 

possible, 

Another possibility which may arise is that banks may discriminate 

between large and small borrowers by imposing harder terms on small 
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borrowers rather than a higher rate of interest. This discrimination 

is difficult to avoid because banks are free to put any terms against 

risks involved since prices of loans are ceiled. So to avoid this dis­

crimination is important to insure the effectiveness of monetary policy, 

To justify fixing the interest rate charged on loans in terms of 

protecting small borrowers from higher interest rate) has a possible 

non-economic rationale. Fixing rates paid on saving and time deposits 

in terms of avoiding unsound competition among banks an attracting 

deposits) serves to eliminate price competitionJ virtually insures 

profits of commercial banks) and puts competition on a nonprice basis. 

The existence of large excess reserves suggests that, even in the 

absence of the interest ceiling, banks would not have competed. keenly 

in order to attract depositors. This suggests it is preferable if the 

policy of ceiling the rate of interest concerns only the prices of 

loans granted by banks, If interest rate paid on time deposits is 

higher than Bank Rate, banks prefer to borrow from the central bank 

rather than from depositors. Rates paid on deposits should lie below 

the Bank Rate; they may be equal to it.? but they must not be above iL 

If the inta:~rest rate is an increasing function of saving, the 

policy of ceiling the interest rate at a low level wi 11 discourage 

saving, of which one form is time deposits. This is a contradiction 

of the current policy of attempting to increase such deposits as these) 

particularly saving deposits. 

It is} however, conceivable to accept the proposition that the 

policy of fixing rates may maintain a stable price of banking services} 



and hence, it might affect the price level. Moreover, the policy of 

fixing interest rates in general may induce a constant state of ex-

pectation in the money market, and this may prevent adverse monetary 

consequences. 

Making Tools of Monetary 
Policy More Effective 

According to the experience of the monetary authorities of 

advanced countries such as the United States_, one tool of monetary 

policy cannot be effective if the other tools are not working 

efficiently. For example,j when the central bank sells securities in 

the open market in order to decrease money supply, Bank Rate should 

not be below the prospective yield on securities. If Bank Rate is 

below the prospective rate on securities, the central bank does not 
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regulate the quantity of money because it decreases the money supply by 

selling securities in the open market operations, but banks can, however, 

acquire additional reserves by borrowing from the central bank and there-

by circumvent the policy of open market sales. Similarly, if the central 

bank raises Bank Rate and at the same time decreases the statutory re-

serve proportions for the commercial banks, the increase in Bank Rate 

is not effective because it is offset by the reduction in the reserve 

requirements which enable banks to grant more credits to the public and 

hence, increase the money supply, 

Thus, either open market operations and/or increases in reserve 

requirements is to be regarded as a strong supplement for making Bank 

Rate policy effective. It should be noted that the effectiveness of 



one tool depends on the effectiveness of the other tools. Whenever 

there is i:C change in. one tool for achieving a goalJ the account should 

be taken of the present effect of the other tools, and whether or not 

they ~u·e supporti.ng or offsetting this change, Fo:r. e)(ample; the 

changes in the Bank Rat,:! of the National Bank of Libya in 1957, 1960) 

and 1961 were absolutely ineffective, since the conm1ercial banks enjoyed 

excess reserves. In t:he case of :i.ts c1.n:·rent level, a five percent re-

discount rate is not effective since excess reserves are available and 

th.e interbank loan rate is lower than five. percent, It is more 

ptofitable to bon:.·ow from banks rather than borrowing fro11.1 the central 

bank, Also) the red is count rate i.s lower than the minimum rate charged 

on discounts and loans given to the public by the commercial banks, In 

situations like this., the commercial banks can make profit by borrowing 

from the central bank at a low rate and lending to customers at a higher 

rate of interest. 

It s!:"10uld he noted that with the present level of reserve require-

ments.i neither Bank Rate nor the reserve requirement ratio is 

effective in combatting inflation. The effectiveness of these two 

tools depends on absorbing the existing excess reserves, Finally., when 

open market operations begin1 the other two tools of monetary policy in 

Libya become more effective, 



CHAPTER VI 

CONCLUSIONS 

These conclusions are given in light of what has been discussed 

and analyzed in the previous chapters. 

During all the period under consideration.; monetary policy in 

Libya was characterized by a less-than-tight money policy, Commercial 

banks enjoyed excess reserves, and they could create more money by 

expanding credit. All the tools of the monetary policy in Libya, which 

could be applied, were not.applied. These tools are Bank Rate, reserve 

requirements.:> ar•.d other selective credit controls. The process of the 

open market operation cannot be applied during this period since there 

was no organized securities market in Libya. 

The legal reserve requirements were not effective, since the 

banking system enjoyed excess reserves, and the level of the legal 

reserve requirements was not felt by the commercial banks. 

Bank Rate also was not effective because its effectiveness depends 

on the effectiveness of the legal reserve requirements. The commercial 

banks did not need to borrow from the Central Bank since they already 

enjoyed excess reserves. The interest rate in the o:rganized money mar­

ket: was not fle,dble.,, but the price level in the commodity market was 

increasing by s:l.]c percent per year. Consequently, with the interest 

rate ceiling at the level imposed by the Central Bank,, it might produce 
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one percent or 1,5 percent of real rate of interest charged on secured 

and unsecured loans and a negative real rate of interest charged on 

saving and time deposits. Bank Rate was also negative. Because of the 

present interest rate ceiling, a continuous creeping infl.ation of six 

percent a year will make the interest rate in Libya too low and the 

Bank Rate not effective at its present level. 

Monetary policy, in general, can be only effective if its tools 

work together and support each other, And in case of Libya.i the 

effectiveness of the available two tools (Bank Rate and legal reserve 

requirements) depends on absorbing the existing excess reserves, and 

in addition if the security market becomes established; the previous two 

tools of monetary policy in Libya become more effective. These tools 

must work together to keep money supply down if curbing inflation is 

desirable. The main cause of i.:nflation in Libya is the higher rate of 

growth of money supply than that of the real output., and the large 

factor responsible for this higher rate of growth of money supply is 

the high1~r rate of growth of net fore.ign assets. Consequently J to keep 

money supply down., net foreign assets must be regulated. 

A stable price level can be attained if the equality of real income 

and money income is maintained. A higher rate of growth may be accomp­

lished if the inflationary tendency is kept at a lower rate. With six 

percent inflation a year, the annual rate of growth is 12 percent, but 

with a lower annual rate than six percent inflation,i the annual rate of 

growth will be higher than 12 percent. 
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