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The Relationship Between Budget Deficit, Money Supply and Inflation: The
case of Libya

This study is an attempt to test the relationship between budget deficit, money supply and
inflation in Libyan economy during the period (1980-2005), using Autoregressive Distributed
Lag (ARDL) Approach, Co integration and Granger causality test.

We use (DF-GLS) unit root test to test stationary of the variables. According to the stationary
test, the variables under investigation are stationary with the first difference. Empirical results
are based on (ARDL) method, indicate that the budget deficit is strong significant determinant of
inflation in the long and short run in the Libyan economy, but money supply is insignificant.
Besides, the ECM coefficient of (-0.09), suggests that there is a very low of convergence to the
equilibrium level when the economy is chocked.

According to the results of Granger causality: it is seen that there is a bi-directional causality
between budget deficit and inflation, However un-directional causal relationship is found
between money supply and inflation as well as in the cause of budget deficit and money supply
that lead to inflation, which supports the monetarist view.
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