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Abstract

This thesis measures the tax effort and taxable capacity in Libya and
examines an important research question: " Has the tax burden reached the
level of full tax capacity in Libya?". The main motivation of the study is
the need to diversify the sources of the Libyan economy. To this end the
thesis presents a conceptual framework for tax burden, excess of tax
burden, theory of optimal taxation, concept of taxable capacity, concept of
tax effort. The framework is used to reviews the developments of the
Libyan economy and the impact on tax effort. The thesis has explored
several aspect of tax performance in Libya. First, it analyses the trends of
public revenues, public revenues, public spending in final stances of the
government. Second, it studies the tax structure and the relative importance
of tax sources through the analysis of marginal propensity to tax and the
income elasticity of taxes. Third, it examines the evolution of Libya's tax
system particularly the income tax system. Finally, various econometrics
models such OLS regression, Ordinary ridge regression, and Unbiased
ridge regression are used to measure the tax performance such as tax
burden, tax effort and tax capacity using time series data covering 1970 to
2000, and panel data covering 2001 to 2007. A fixed and random effect
model are used to compare if the determinants of Libya’s tax efforts differs
from that of a range of selected oil producing countries. These countries
are: Algeria, Argentina, Bahrain, Bangladesh, Bolivia, Botswana, Brazil,
Cameroon, Chad, Chile, Colombia, Republic of Congo, Cote d'lvoire,
Equatorial Guinea, Ecuador, Egypt, Emirates, Ethiopia, Ghana, Guatemala,
Guyana, Indonesia, Iran, Kenya, Kuwait, Lesotho, Libya, Mauritania,
Nigeria, Oman, Peru, Saudi, Trinidad and Tobago, Tunisia, Venezuela,

Yemen, Zambia, Zimbabwe.

This research consists of seven chapters: Chapter One provides a

background; Chapter Two provides the literature review; Chapter Three



4

gives a brief overview of the development of the Libyan economy, while in
Chapter Four there is a description of the public finances in Libya; this is
followed in Chapter Five by a review of the tax system in Libya; Chapter
Six presents the study’s analyses and findings; Chapter Seven provides the

conclusions and recommendations.

The main findings of this research are: First, in Libya, tax burden per capita
is high; Second, the tax bases in Libya were narrow reflecting the
government's heavy reliance on oil revenue; Third, the level of taxable
capacity in Libya is also low compared to the selected oil producing
countries for a variety of reasons, including: narrow tax bases, failure to
diversify the tax sources, and the public sector being subject to tax. The
argument is presented that the Libyan economy has reached the full

utilization of its taxable capacity.

In addition, the study found that the following factors have a major positive
impact on Libya's taxable capacity and tax effort: the national product of
the service sector, money supply, level of business freedom, level of
economic freedom, currency in circulation and tax penalties. In contrast,
two factors are found to be negatively affecting the taxable capacity and tax

effort in Libya: non-oil exports, oil revenues.

The contributions of this study to the literature are twofold: first, this is the
first of its kind to provide comprehensive analyses of Libya’s tax
performance; Second, it has added some new variables such as oil
revenues, non-oil exports, currency in circulation, money supply(M1), and
tax penalties in testing the determinants of tax effort into the model built by
previous researchers. Finally, the research results shed lights on how Libya
government may diversify the Libyan economy and encourage growth in

the non-oil private sector through proper taxation mechanisms.
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Chapter One
Introduction

This chapter outlines the background to the study, the research problem, the

research questions, the study objectives, and the importance of the study.
1.1 Background

An increase in interest in the topic of taxes has accompanied the development of
countries all around the world, not only because of the resources they represent,
but for the use they can be put to as a tool for social and economic policy, to
achieve the objectives of countries. Taxes affect all areas of economic and
social life; the importance of these effects has increased with the widening role
of the state and its increased intervention in economic affairs, and the evolution
of the concept of public finances. Therefore, countries are trying to reform their
taxation through the design of more efficient systems, which include taxes that
are more politically and socially acceptable and applicable, and are able to
achieve sufficient income, provided there are no economic distortions as a result

of these taxes.

However, the fiscal policy in Libya has not hitherto depended in general

on the use of taxes as a financing tool, for several reasons, such as the
abundance of oil resources, which meant that increases in the size of public
spending were financed through monetary issuance. In the meantime, because
the Libyan general budget mainly depended on one resource, which was oil
revenue, this led to instability in the Libyan economy, and poor distribution of
income and wealth among the members of the society. With this in mind, the
Libyan government's effort to diversify its revenue sources since the mid-1980s

had as its aim the development of taxes.
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Due to the instability of oil revenues (and customs revenues), whereby
Government funding was particularly affected when the oil price fell to $13.5 a
barrel in the mid-1980s, Libya has been trying to alleviate its dependence on oil
revenues and move towards a transition to a free-market economy. Thus, it
became necessary to use tax as an important tool to finance the expenses of the
state, and the development of a tax system to suit the requirements of a free
market and economic globalisation. Therefore, the optimal control of the tax
system is necessary, which is an essential tool that the industrialised countries
depend on to achieve and guide their development programmes. When tax is
considered a successful tool, the state can use it for many purposes, such as
controlling some of the economic phenomena of a state, encouraging certain
economic activities, or limiting some other undesired economic activities. So
Libya is considering how best to utilise its tax system in the search for
alternative (non-oil) resources, which it can use to cover expenses and to
achieve more sustainable economic development. Moreover, the Libyan
government is fuelling the development of economic activity outside the oil
sector by encouraging foreign and local investment in the non-oil sector in order

to achieve tax revenues.

As a result, measuring the tax burden is of great importance, as it gives a
clear picture of the nature of the prevailing tax system and its weaknesses. The
measurement of the taxable capacity of a state also provides information on the
financial capacity of the national economy and demonstrates the maximum tax
that can be paid by the society in order to finance public services without

harming economic development.

1.2 Problem of the research

The Libyan economy has several salient features, such as its status as a mono-
economy dependent predominantly on one resource, the difficulties its faces in

its transition to a free economy, and the decline in foreign investment it is
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facing for a variety of reasons both within and beyond its control. This research
attempts to examine the factors most influential on tax effort and taxable
capacity, which prevent the realisation of the optimal level of tax burden in the

Libyan Economy.

The main reason for this study to be conducted is the occurrence of certain
economic developments that require a re-examination of the tax effort index.
Among these developments are the need for economic diversification, the
shifting of the Libyan economy to a free market, and low levels of foreign

investment. These problems are clarified as follows:
1. The need to diversify sources of national income:

In the 1970s, the oil wealth of Libya led to some improvement in living
standards, attracting investment and infrastructure development. However, it is
also true that the economy has been so far been characterised by the features of

an oil economy, which can be summarised in three elements:

First: Mono-economy (or rentier economy, see glossary), characterised as an
economy in which the oil business is the main factor contributing to economic
growth. As a result, fluctuations in world oil prices often lead to fluctuations in

economic growth.

Second: Due to the mono-economic structure, oil revenues are the main drivers
stimulating the Libyan economy. The abundance of oil leads to an increase in
income, whether through direct shifts or by increasing the levels of wages and
the expansion of jobs, all of which leads to increased purchasing power in
society: this means transferring surplus oil revenues abroad. This in turn leads
to a deficit in the balance of payments, because the wealth of the economy leaks
abroad in the form of increasing imports. Tax policy has the potential to modify

the balance of payments.
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Third: There 1s unbalanced development at the district level linked
geographically to the natural distribution of oil wealth, a pattern that is not easy
to change or modify in terms of its social and economic effects. Tax policy at

the district level can help a lot to change this pattern.

Although the non-oil sector in Libya has seen remarkable growth over previous
years, the Libyan economy has not been completely free from the problem of a
high dependence on oil; and since the beginning of the 1970s, until 2005, there
was a notable instability of growth rates of GDP, so the economy was exposed

to relative decline in the rates of economic growth in some years.

The national economy is still mainly dependent on the oil sector, resulting in the

following:

- Dependency of the national economy on world oil market price

fluctuations.
- Intensity of global competition and entry of new and strong competitors.
- High population growth.
- Focus of foreign investment in the oil business in Libya.
- Libya's obligations in terms of bilateral economic agreements.

- Increased staffing requirements (job creation) and the inability of the

public sector to provide a sufficient number of jobs.

The Libyan economy depends primarily on oil, but oil prices are unstable, and
oil revenues witnessed a marked deterioration in the mid-1980s. As a direct
result of the low oil price, falling from $26.5 per barrel in 1985 to $13.5 in
1986, this situation led to the need to increase non-oil revenues to cover the

shortfall in oil revenues.
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2. Transition to a free market economy (privatisation):

Libya, as a developing country, seeks to raise the rate of economic growth
through a transition from a socialist system to a free market economy. Some
steps have been taken to achieve this change, such as economic reforms in
accordance with international standards, maintenance of economic resources
and wealth, and creation of new sources of finance (i.e. resources that are not

derived from oil).
3. Decline in foreign investments:

A favourable tax policy can significantly contribute to attracting foreign capital
by providing an attractive climate for investment. This is because the stability of
the tax system stimulates the inflow of foreign direct investment, and also
stimulates the investment of domestic capital locally, and prevents its leakage
abroad. Therefore, the Libyan government needs to design an appropriate tax

system to attract foreign capital.
4. Inadequacy of the tax system:

The tax system prevailing in Libya during the study period was a system that
was wholly inappropriate for all these political, economic and new social

developments. It has not been revised since 2004.

1.3 Research Questions:

1- What was the tax revenue performance during the period of the study?

2- What were the key determinant factors affecting the tax effort in Libya?
What social and economic factors and proxies affect the tax effort and show a
positive and significant relation to the tax ratio; for example: tax penalties,

money supply, non-oil exports, and oil revenues?
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3- Has the Libyan tax effort not reached its optimal level because of:
a) Low tax burden,
b) Low taxable capacity,
or for some other reason?
4- What policies might be suggested to improve taxable capacity in Libya?

The variables mentioned in question two are expected to be important factors
because the payment of tax is a monetary phenomenon and these factors have a

strong influence on the tax structure and the Libyan economy.

1.4 The aims of the Study

The main purpose of this research is to estimate the optimal standard of the
taxable capacity in the Libyan economy and make recommendations for

improving Libyan tax effort. This study aims to:

( 1) Examine current tax revenue performance, and investigate the possibility

of improvement.
( 2) Investigate the key determinants affecting tax effort.

( 3 ) Identify the nature and characteristics of the tax basis, establishing the tax
basis field and range, and assessing the economic advantage or usefulness of the

expansion and diversity of the tax base.
(4 ) Explore whether the tax burden has reached its optimal level .

( 5) Provide recommendations for policy makers to improve tax effort.
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( 6 ) Measure the Libyan tax effort compared with other selected oil producing

countries .

1.5 Methodology of the research

In order to measure the tax effort inside Libya during 1970 - 2000, this study
used three regression models: ordinary least squares (OLS), ordinary ridge

regression (ORR), and unbiased ridge regression (URR) .

The OLS method examines the relationship between the dependent variable and
the independent variables. Under the Gauss-Markov assumptions, the OLS
estimator is the best, linear, unbiased estimator of the true parameters [,
conditional on the sample values of the explanatory variables. The goal of OLS
is to closely ‘fit” a function with the data. It does so by minimizing the sum of

squared errors from the data.

ORR is obtained from Ordinary Least Squares (OLS) by adding a small
constant to the diagonal elements of the matrix X'X , which improves the

estimation to get a smaller mean squared error than ordinary least squares.

The URR method is based on realistic empirical prior information that can be
measured by taking the average of the regression coefficients of OLS. URR
regression achieves a smaller mean squared error than ORR and is more stable
than the OLS. Meanwhile, the URR method leads to smaller mean square error

(MSE) than the ORR procedure, and substantially smaller than OLS.

The dependent variable is the contribution of tax revenue to gross domestic
product (Ty); this is the variable representing the process the study is trying to
predict and understand. After estimation became as indicator of the taxable
capacity. The four explanatory variables are: non-oil exports (nox); tax penalties
(vp); oil revenues (0ilR); and money supply (Msp): these are the variables used

to model or to predict the dependent variable values, where Ty is a function of
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nox, vp, oilR, and Msp.The number of observations is 31 for the period of 1970-
2000 .

The regression coefficients () are computed by the regression models. They are
values, one for each explanatory variable, that represent the strength and type of

relationship the explanatory variable has to the dependent variable.

For the period 2001-2007, cross-sectional analysis and panel data analysis were
used for measuring the comparative tax effort, by measuring the indices of tax
effort for Libya and comparing them with some other oil producing countries.
Using cross-sectional analysis, the sample is 34 countries and independent
variables are: Service, value added as share of GDP; Index of fiscal freedom;
Index of business freedom; Currency in circulation % of GDP; Index of trade
freedom; Agriculture, value added as share of GDP. Meanwhile, the sample in
the panel data analysis is 38 countries , and the independent variables are:
Agriculture, value added as share of GDP; International trade as share of GDP;
Annual rates of inflation % growth; Index of economic freedom; Corruption

perception index; Shadow economy index.

The index of tax effort is constructed as the ratio of actual tax share to the

predicted tax share.

1.6 Importance of the study, and its contribution

This study attempts to examine the tax policy performance of the Libyan
economy, during the period 1970-2000, then to make a comparison with
selected oil producing countries during the period 2001-2007, identifying if and
how objectives of the tax policy were realised. Therefore it is necessary to make
a regular estimate of the most important factors which affected the taxable
capacity, and to make an appraisal of potential effects of the different
components of tax structure. This will assist in determining the tax capacity of

Libyan society, as well as helping to ensure the expansion possibility of the tax
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base, and the forecasting of taxable capacity's limits, which can be used in the
planning and projection of fiscal policy. The theoretical contribution of this
study is represented in studying the impact of some new variables on tax effort,
and these variables are: oil revenues; non-oil exports; tax penalties; currency in

circulation, money supply ( M1).

As for its empirical contribution, this research has examined the tax system in
Libya during a 31 year period from 1970 to 2000. It has also made a comparison
of the tax effort between Libya and some selected oil-producing countries. This
study has also applied the two methods of ORR and URR in measuring the tax
effort.

This research consists of seven chapters. Chapter one contains the research
problem, the research questions, the study objectives, the research method and

data sources, and describes the study’s importance and its contribution.

Chapter two deals with the literature review of the research, including an
introduction, the notion of tax burden, the excess of tax burden, the theory of
optimal taxation, the concept of taxable capacity, the concept of tax effort and

the previous studies on tax effort

Chapter three explains the developments of the Libyan economy during the
study period through analysis of the GDP structure and its components,
analyzing the product of non-oil sector and the oil sector. This chapter points
out that the development plans aimed at reducing dependence on oil due to its
price fluctuations in world markets. In this chapter, the most important
characteristics of the Libyan economy are also reviewed. Chapter Three also
touches on the economic developments in Libya and their impact on tax effort

and tax burden during different periods with different conditions.

Chapter four sheds light on the public finance in Libya; it shows trends of
public revenues, public spending and the position of the public budget (deficit /
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surplus) during the study period. Chapter four also explains that indirect taxes
are mainly dependent on the customs taxes, especially import tax and

production tax.

Chapter five sheds light on the tax system, tax base and rates in accordance with
the Libyan tax legislation, and shows the most important developments and
trends in tax revenues, and then analyses the tax structure and the relative
importance of the tax types to determine the marginal propensity to tax and the
income elasticity of taxes in the Libyan economy. This chapter explains that the
tax system in Libya applies two methods of tax deduction, which are the direct
method (direct taxes) and the indirect method (indirect taxes). The chapter

finally evaluates the Libyan income tax system.

Chapter six deals with measuring the tax burden and the tax effort for the
national economy in Libya, including: measuring the individual tax burden in
Libya during 1970-2000, and measuring the Libyan tax effort over the same
period, using OLS, ORR and URR. This chapter also measures the Libyan tax
effort during 2001-2007 compared with selected oil producing countries,

applying cross—sectional analysis and panel data analysis.

Chapter seven gives a summary of conclusions, based on the empirical results
of the study, together with the implications and recommendations of the study,

its contribution, limitations and a proposal for future studies.



26

Chapter Two

Literature Review

2.1. Introduction

To fulfill the objectives of the current study to examine the Libyan tax system
and tax performance, some importance concepts such as tax burden, taxable
capacity, tax effort, and their measurement needed to be clarified. In addition,
the previous research in this area will be discussed so that key issues relating to
tax performance in developing countries can be identified, in order to lay the

foundation for the current study.

Tax burden represents the wider indicator of the role of taxation in a country's
economy, which mirrors the entire tax burden born by households and firms,
(De Santis et al., 2001, p. 9).

Taxable capacity is considered together with tax effort as the most essential
tools in the area of tax policy. Both concepts put stability between positive and
negative influences as a priority. However tax, which is an important source of
revenue, may also be compared against other economic elements. Although
fiscal policy’s influence is not restricted to demand, to supply, consumption and
employment elements, it expands to have an effect on money supply through
the way that is selected to fund expenditure (Mankiw, 2003). Some studies
indicate, in this case, that financing budget deficit from external borrowing,
especially in developing countries, may result in money market instability

(Aaron & Pechman, 1981; Bird & Oldham, 1990).
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The level of prices will, therefore, be increased by aggregate demand.
Developing countries are counseled to organise and manage their public
expenditure and improve their internal receipts to avoid such negative effects.
Although taxation acts as a lead source of internal incomes, there are many
restrictions upon using it. Government cannot always go on raising the tax
burden due to its confliction with other economic elements such as economic
development, wages and well-being. In most cases, increases in tax rates can
impact not only on receipts, but also other tax bases and eventually their tax

receipts.

The purpose of this chapter is to review the meaning of taxable capacity and tax

effort in addition to their methods and determinants.

2.1.1. Meaning of tax and its classification

The distinction between oil revenues and tax revenues is important in the
economies of oil-producing countries, and for this purpose tax can be defined as
chargeable money imposed on persons, income or property by public
government (Allan, 1971; Black, 1997; James & Nobes, 1996; Lymer &
Hancock, 2002). To differentiate between tax revenues and revenues from

natural resources such as oil and gas, such a definition is very helpful.

Although oil and gas revenues are categorised by the financial and budget
systems with different method to tax revenues, in a rentier state such as Libya,
and other petroleum based economics, it is practical to assume that the oil
industry could allow for a broad tax basis while oil rents are obtainable, which

may suggest a lack of necessity for other types of taxation.

Having faced a deficit in its budget since the 1980s, the Libyan government is

trying to obtain extra financial revenue sources to fill the gap between revenue
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and expenditure. This study will differentiate between oil revenues, such as
income obtained from natural resources, and tax revenues. Governments resort
to taxation for many purposes, such as funding their expenditure, redistributing
income, improving economic growth, and protecting particular industries.
Moreover, it can be used to encourage or discourage consumption of particular

goods (Allan, 1971, Farhoud, 1998).

Tax is classified into direct and indirect tax according to the administrative
arrangements for collection. Direct tax can be defined as money directly paid by
individuals to a tax authority; while indirect tax is defined as tax borne by
someone different from the one paying it, such as value added tax (VAT) which

acts as a form of consumption tax.

It is also split in accordance with the relationship of tax amount to tax basis size
(Allan, 1971; James & Nobes, 1996). Lymer and Hancock (2002) mentioned
that exact or unit tax takes into account the weight or size of the basis, while “ad
valorem” tax relies on the value of the tax basis. Tax rate is likely to be split
into three kinds: progressive, proportional, and regressive, according to rate
diversity. Progressive rate refers to a tax that occupies an increasing share of the
tax basis as the tax base rises. Proportional indicates a tax that occupies an
unchangeable share of tax basis regardless of increases or decreases. The final

rate, regressive, indicates that the tax rate declines as the tax basis increases.

2.2. Tax burden and its measurement.

Interest in the concept of the tax burden in tax studies has increased since the
middle of the last century. Overall, most studies have agreed that tax burden is
the actual amount of tax suffered by individuals and organisations, which can be

measured by finding (counting) the ratio of Government tax revenues to Gross
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Domestic Product (Baer and Galvao, 2005, p.5), or to Gross National Product
(Malik, 2001, p.10).

Musgrave (1959) saw the tax burden as representing the changes in the
distribution of national income resulting from the tax deduction. Musgrave
differentiated between the specific tax burden and what he called the differential
tax burden (cited in Howard, 2001). Assuming stability of expenditure, the
specific tax burden means the change in pattern of income distribution because
of taxation. On the other hand, the differential tax burden means the change in
the distribution of income resulting from the replacement of another tax system,
under the assumption that the real tax revenue in both systems is equal, and the

real public expenditure has not been affected by this replacement.

Hicks (1959), an English economist, made a distinction between the traditional
burden of tax and the tax effects. Hicks viewed the traditional tax burden as the
statistical expression of the distribution method of the actual tax burden among
the citizens during a certain period, while the effects of tax represent the
changes in the behavior of taxpayers as a result of the imposition of tax. Other
economists such as Daxon and Enevoldsen (1998) have pointed out that the tax
burden is part of the resources that are absorbed by the public sector in a certain
period of time, which can be considered as an indicator of the degree of state

intervention.

Stiglitz, a Nobel Prize winner for economics, believes that "tax burden is the
difference between the individual's real income before and after the tax has been
imposed, taking full account of how wages and prices may have adjusted”,

(1999, p. 483)

Entin (2004) considered the tax burden as the economic impacts caused by
taxation, which reflect the reactions of taxpayers because of this tax deduction.

In other words, tax becomes a burden because it reduces people's income.
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Most scholars who have conducted research on this subject agree that the tax
burden can be measured quantitatively as a share of GDP, (Baer and Galvao,

2005, p.5).

Daxon and Enevoldsen (1998) suggested a measure of the tax burden per capita,

which can be measured in two ways:

First, per capita taxes expressed in money terms. However, this indicator may
lead to misleading results for not taking into account the differences in income
levels, especially when the comparison is between several asymmetrical

communities.

Second, it is possible to calculate the taxpayer's share of taxes divided by his

share of national income.
2.2.1. Tax burden and equity.

The measures of tax burden are indicators of how well tax policy meets one of
its primary goals; that of equitably raising the revenues needed to run

government. There has been ongoing debate on how to find the optimal tax
system, both socially and economically, in such a way that both efficiency
and fairness are generated, because taxpayers should have an ability to bear the

tax burden (Maroun, 2010, p. 32).

Equity has two aspects. The first, vertical equity, concerns the way taxes are
distributed among taxpayers with different abilities to pay. The second,
horizontal equity, concerns the way taxes are distributed among taxpayers

with the same ability to pay. Tax burden thus measures broad economic and
social questions about the effect of tax policy on the distribution of income and

wealth (Atrostic & Nunns, 1991). To examine the fairness of tax equity, several
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indices have been constructed. These include the Suits Index, the Gini Index,

the Hoover Index and the Theil Index.

The Gini coefficient is a measure of income inequality: the Gini coefficient can
be calculated as the ratio of the area between the Lorenz curve and the absolute
equality line, divided over the total area under the 45° line. Its value ranges from
0 to 1, with 0 being the value of perfect equality and 1 of maximum inequality

(Charles-coll, 2011).

The Hoover index is equal to that portion of the total income that would have to
be redistributed for there to be perfect equality (Harney, 2007). The idea behind
this measure is quite simple; it is the proportion of income that would need to be
redistributed from the upper half in the income distribution to the lower one, in
order to achieve maximum distributional equality. As in the Theil index, the
value of the index range