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Abstract

This study was conducted to find out the determinants of unemployment in Bahrain. The objectives of the study
were to find out the way in which the Gross Domestic Product (GDP), Inflation, Government Expenditure, and
Gross Rate of Fixed Capital Formation affects unemployment and to make up policy recommendations from the
finding of the study. The study used time series analysis from the year 1980 to 2015. The study found that there is
no significant impact of economic growth and inflation on unemployment in Bahrain while there is a significant
impact of fixed capital formation and government expenditures on unemployment in Bahrain. The
recommendations of the study are that the government should pursue policies that promote economic growth,
Gross Rate of Fixed Capital Formation, and carefully and empirically assessed public spending.

Keywords: Unemployment, Gross Domestic Product, Government Expenditure, Fixed Capital Formation,
Bahrain.

1. Introduction

Bahrain has over time experienced a growing number of its population being unemployed (The World Bank,
2016). From the data got from the World Bank website, the following trend line shows the patterns of
unemployment in Bahrain since the year 1980 to 2015.

Figure 1: Bahrain Unemployment Rate (1980-2015)
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Source: World Bank Country Data (2016)
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The trend line above shows the unemployment trend in Bahrain for the year 1980 to 2015. From the trend line, it
can be seen that in the early 2000, unemployment rate was declining. However, around 2005, it shot up, then
down toward 2006, and then shot up for the first time high during the period of the study to about 5.6 percent. It
has since declined but has been oscillating as shown by the spikes. The study seeks to find out possible factors
that could cause these movements in the unemployment rates in Bahrain.

1.1. Research Problem

Unemployment in Bahrain has over time been at low rates even though it has been fluctuating. Several studies
have looked into the possible factors affecting unemployment in Bahrain (Boyce, Wood, & Brown, 2012;
Bogdan, 2014). Among the leading factors that different studies have fronted by these studies are the education
level, economic growth, openness of the economy to trade with external markets, and the level of technology in
the country. This study appreciates the findings of these studies but will use a mixed approach to bring forth the
macro and microeconomic variables in understanding the unemployment issue in Bahrain. The mixed approach
will entail reliance on both secondary time series data and primary time series data. This will enable incorporation
of micro foundations into the study. The current study attempts to answer the general research question "What are
the factors that impact the Unemployment in Bahrain?" To answer this question the researcher will address the
following sub-questions:

1. Does the economic growth have an impact on unemployment in Bahrain?

2. Does the fixed capital formation have an impact on unemployment in Bahrain?

3. Does the total government expenditure have an impact on unemployment in Bahrain?
4. Does the inflation have an impact on unemployment in Bahrain?

1.2. Research Hypotheses

The study hypotheses are based on the research objectives. The null and the alternative hypotheses of the research
are specified as follows:

Ho:: There is no significant impact of economic growth on unemployment in Bahrain.

Ho,: There is no significant impact of fixed capital formation on unemployment in Bahrain.

Hos: There is no significant impact of total government expenditures on unemployment in Bahrain.

Hos: There is no significant impact of inflation on unemployment in Bahrain.

2. Literature Review

Unemployment refers to the state in the economy in which there are resources that are not engaged in the
country’s productive activities or when they are under-engaged. Bahrain has over time experienced challenges in
employment (Vedder & Gallaway, 2011). Despite the challenging external and internal environments, Bahrain
has maintained economic resilience and continues to be a regional leader in economic freedom (Schoeman, 2014).
It remains a financial hub for dynamic economic activity, with high levels of trade and investment bolstered by a
competitive and efficient regulatory environment. The kingdom’s challenging transition to greater openness,
diversification, and modernization continues. Firmly institutionalizing the rule of law by ensuring judicial
independence and transparency will be critical to stamping out lingering corruption and safeguarding stability
(\Valadkhani, 2012). Youth unemployment remains a major long-term economic challenge. This section comprises
empirical literature which informed the choice of the study gap and problem.

2.1 Determinants of Unemployment in Bahrain

There are a number of factors that are expected to affect unemployment in Bahrain. These include economic
growth, total investment, total government expenditure, and inflation.

2.1.1. Economic Growth and Unemployment

The Gross Domestic Product of a country refers to the money value of all the goods and services produced within
the geographical boundaries of an economic area over a given period of time (Herbener, 2011). From the theory
of labor, labor demand is a derived demand. This implies that the demand for labor as a production input depends
on the level of economic activity of the country (Herbener, 2011).

When the national income increases, firms respond by increasing the supply of goods and services to reap from
the income rise and the increased purchasing potential. As this happens, more labor units are demanded so as to
take part in the production of the increased product demands.
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Thus, at any given time, it is expected that when the GDP of a country increases, more employment opportunities
are created. Thus, GDP and unemployment are negatively related (Herbener, 2011). The implications of this
relationship for policy is that countries that would want to dress the unemployment challenge must target GDP
grow policies as well. By pursuing policies that affect GDP, the country is in essence pursuing the unemployment
challenge (Herbener, 2011). As the economy undergoes growth, more job opportunities are created and people get
employed to take part in the production of the output demand. Thus, economic growth, methinks, is a determinant
of unemployment.

2.1.2. Fixed Capital Formation and Unemployment

Fixed capital formation refers to the rate at which the capital stock of an economy is rising or declining over time.
Capital stock refers to the plant, property, equipment used in undertaking the productive works of the economy. It
also comprises the growth of the social and physical infrastructure such as roads and electricity supply over time
(Forder, 2010). From one period to the next, firms experience changing capital stocks and this is essential in
determining the rates of employment in a country. Often, capital formation is a function of the capital stock of the
previous years and an increase in the new stock (Forder, 2010). This is expressed as follows.
ke = keyq + Al

In the expression, k;, is the capital stock in the current period and it is expressed as a sum of the previous period’s
capital stock (k. ) and the addition to the capital stock in the current year,Ai,. The Ai, can be negative, positive,
or zero (Forder, 2010). The changes in capital stock over a given period can be due to depreciation of the existing
capital stock, disposals of existing stock, and replenishments of stock. Thus, the rate of capital formation differs
from the previous period’s stocks by the net change in capital stock (Forder, 2010).

Positive changes in the capital stock are good for the economy since capital is an essential input component in
production. However, the positivity of the contribution to employment would depend on a number of things
(Forder, 2010). This is because it would depend on the stage of production of the firm. At low levels of capital
stock, an additional unit of capital stock to the existing stock would generate higher productivity than at higher
levels of capital (Forder, 2010).

Methinks the returns to capital would vary depending on the sector of the economy. However, holding all these
factors constant, a quick rate of capital formation is good for the economy because it engages more labor and thus
increase it would decrease unemployment.

2.1.3. Inflation and Unemployment

Inflation and unemployment from economic theory (Phillip’s Curve) are inversely related. This implies that as
inflation increase, unemployment decreases but in the short run (Gordon, 2011). The idea behind the inverse
relationship between unemployment and inflation is that as unemployment decreases (employment increases),
households get higher wage incomes and thus they realize an increase in their purchasing power (Gordon, 2011).
As this happens, the aggregate demand for goods and services increase and this pushes up the prices of goods and
services. For policy, the implication of this relationship is that some level of inflation is a must. In the long run
however, the two variables are not related (Gordon, 2011).

Methinks inflation must exist at any one time. However, there are high levels of it that can make job creation
possible because it will affect he aggregate demand and, as this happens, employers will cut down on
employment.

2.1.4. Government Expenditure and Unemployment

Government expenditure refers to the total expenditure by the central and local governments on goods and
services. It can be broadly classified into recurrent expenditure and capital expenditure. The capital expenditure
refers to the amount of expenditure is used in the purchase of productive assets such as roads, ports, machinery,
plant and equipment. On the other hand, the recurrent expenditure is the expenditure on the consumable goods
and services that the government uses from time to time such as salaries for public servants, purchase of
inventories for day-to-day-use in the government and debt repayments (Economic Development Board, 2004).
The capital expenditure by the government can create employment if the productive assets bought by the public
spending authority are put to use in productive ways. If they are not put to use in more productive ways, they can
turn down to slow employment growth because they are a reflection of unutilized assets because the government
could have had more productive alternatives for using them. Also, it is worth noting that the use to which they are
put cannot create employment immediate but there are lags.
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For instance, if the government builds roads, it will take time for the private sector investors to put money in the
investments schemes (Fasano & Goyal, 2009). Those schemes will be a creation of employment so that
government expenditure as a determinant of employment would depend on the nature of the expenditure and the
time lag effect of the employment creation by the government. The effect of government expenditure will depend
on the manner and efficiency with which the expenditure is made. If the government invests in capital
expenditure, it will boost the aggregate demand for supplies to the construction works and this will make it realize
high levels of employment. However, if the expenditure is recurrent, it will limit the ability of its expenditure to
create employment.

3. Research Methodology
3.1. Research Model

The following model will be estimated by the study:
Unt = ﬁo + ﬁlGDPt + .BZFCFt + ﬁ31t + ﬁ4GOUt + St as sas wms wwms o aws (1)

Bo= Intercept

B; = Coefficient of the variables of the study

GDP = Economic growth

Un, =the rate of unemployment in Bahrain for each of the study years between 1980 and 2015.
GDP, = Gross Domestic Product

FCF, = Fixed capital Formation

INF; = Inflation

GX, = Government Expenditure

&, = the error term

In the model, the variables are explained as follows:

e Gross Domestic Product:Gross domestic product (GDP) refers to the money value of goods and
services that are produced within the geographical boundaries of a country over a given period of time.
It is measured by the GDP value as reported by the Bahrain Bureau of Statistics.

e Rate of Capital Formation: The rate of fixed capital formation refers to the change in the capital
stock of a country over time for a country. The study will use the reported levels of capital for Bahrain
for the period of the study. It will be measured by the growth of capital stock.

e Inflation: Inflation refers to the change in the general prices of goods and services over time in a
given country. It will be measured by the reported consumer price indices in the World Bank Country
Data.

e Government expenditure: This is the expenditure by the government on the purchases of goods and
services.

The study made use of time series data to enable the analysis of the data and to answer the research objectives.

The decision to use the time series data was because unemployment is a variable that keeps changing over years

in response to the policy measures that the government makes from time to time. Also, the changes are attributed

the economic environmental change that the economy is undergoing. Thus, it was essential that the modeled of
the research be based on time series analysis.

Part of data on variables to be used in this study is observed and recorded over the period 1980-2015. Regression

analysis based on the time series data implicitly assumes that the underlying time series are stationarity so that the

classical t- statistic and F- statistic are used to test hypotheses (Gujarati, 2004).

However, most economic time series data often exhibit strong trends and the regression of one time series on one
or more time series variables can give nonsensical or spurious results. In such a situation, a null hypothesis which
should not be rejected can actually be rejected (Greene, 2008). Such spurious regression is avoided if the time
series involved are all stationarity or if they are non-stationarity but cointegrated. Therefore, stationarity and
Cointergration tests will be conducted on the time series used in the study in order to guard against spurious
results.
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3.1.1. Stationarity of Data

Each time series was tested for the presence of a unit root, using the formal statistical tests to detect non
stationarity. First, the Augmented Dickey Fuller (ADF) test procedures as explained by Dickey and Fuller (1979)
and Mackinnon (1991) was used. The ADF test for unit root in a time series y, involved estimating the equation:

p

Ay, =y +tt+py;—1 + Z RAY; 4+ V¢ e e e v (2)
i=1

Where: y = drift (intercept), t is trend, i = the number of lags in Ay.; with the maximum being p and v is the
random error term. The null hypothesis tested was: Ho: p =0against the alternative, Ha: o < 0. Failure to
reject the null hypothesis implies that the time series variable contained a unit root and was therefore non-
stationarity, otherwise it was stationarity. The null hypothesis will be rejected if the absolute value of the
computed test statistic exceeds the Mackinnon’s critical tau (7 ) values at 5 per cent level of significance.
However, if the absolute value of the computed test statistic was less than the critical value, the null hypothesis
would not be rejected and it will be concluded that the time series is non-stationarity (Gujarati, 2004; Greene,
2008).

Each time series was tested for the presence of a unit root, using the formal statistical tests to detect non
stationarity. First, the Augmented Dickey Fuller (ADF) test procedures as explained by Dickey and Fuller (1979)
and Mackinnon (1991) was used.

Table 4.1: Stationarity Test Results

Factor t-statistic t-critical Probability Lag period | Stability
Degree
Unemployment rate 4.025 3.515 0.003 1 1
Economic growth 4,591 3.515 0.002 1 1%
Capital Formation 4.258 3.515 0.002 1 1%
Government spending 5.608 3.515 0.003 1 1
Inflation 4.976 3.515 0.002 1 1

The results for stationarity analysis are shown in Table 4.1. Under the Augmented Dickey Fuller time series
stationarity test, the null hypothesis that unit root is present is tested against the alternative hypothesis that unit
root is not present. The null hypothesis for the presence of a unit root in the time series for Unemployment rate,
Economic growth, Capital Formation, Government spending, and Inflation could not be rejected at level. This is
because the absolute values of the computed ADF statistics were less than the Mackinnon’s critical values for the
rejection of the null hypothesis at 10 per cent level of significance (Greene, 2008). Upon first lagging, all the five
time series became stationarity indicating that they are all integrated of order 1.

3.1.2 Heteroskedasticity

A basic requirement in classical normal linear regression is that the error of regression must be normally
distributed, with a mean of zero and constant variance (Gujarati, 2004; Christiaan et al., 2004; Greene, 2008). To
ascertain normality, and to rule out heteroskedasticity and autocorrelation in the residual distribution, residual
based tests will be performed on the residual series obtained from each of the response equations. The conclusion
will be based on the probability of the Jarque-Bera statistic from the histogram-normality test. If it will be greater
that the threshold 0.05, the normality assumption of the regression residuals will be made and conclusion will be
drawn that regression residuals, from all the estimated equations, followed a normal distribution.

3.1.3 Autocorrelation

The presence of autocorrelation will tested for each response equation using the Breusch-Godfrey (BG) langrage
multiplier test for serial correlation. The statistical package used in estimating the output response equations,
Eviews, routinely reported the Durbin-Watson (DW) statistic alongside other statistical estimates. The DW
statistic developed by Durbin and Watson (1951) will be computed based on the estimated residuals and it
assumes values ranging from 0 to 4 with a value 2 representing a case of no autocorrelation. The nearer the
statistic is to the extreme values, 0 or 4, the greater the evidence for autocorrelation (Gujarati, 2004). The decision
as to whether the time series is auto correlated will be made based on the observed DW statistic.
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3.1.4 Multicollinearity

Linear correlation occurs when there is a linear relationship between the explanatory variables, or the presence of
a strong correlation between the explanatory variables, and is the result of the trend of economic changers
together over time, as this will increase the standard error (SE) in the estimated parameters, and thus a statistical t-
statistic impaired and become the estimated parameters were not significant, and can be confirmed by lack
presence of a linear correlation between the explanatory using test variables (VIF), where this test indicates that a
high degree of correlation between the explanatory variables will lead to a rise in the value of the coefficient of
determination (R ” 2> 0.9) where this value in the case of full linear correlation equal to one.

It can be inferred on this issue after calculating the value (VIF), If (VIF>5), this indicates a problem with a linear

correlation after this test, the results were as shown in the table. It can be inferred on this issue after calculating
the value (VIF), If (VIF>5), this indicates a problem with a linear correlation after this test, the results were as
shown in the table.

The presence of high correlation between regressors will be tested on the basis of the significance of the
correlation coefficients of the repressors as suggested by Farrar and Glauber (1967). However, to determine
whether multicollinearity is really a problem, models will be constructed based on all the regressors and the
equations estimated will be passed through a battery of statistical tests and assessed on the basis of their adjusted
R-squared and the number of insignificant t-ratios.

Table 4.2: VIF test results

Dependent Variable VIF
Economic growth 2.156
Capital Formation 1.936
Government spending 3.591
Inflation 2.051

3.2 Findings and Analysis

After making sure that there is no statistic problems in variables, this research used the software of (Eviews 8) for
estimation the model, as per shown in the below table:

Table 4.3: Study Model Regression Output

Variables Coefficient t-statistics Prob.
intercept -0.06 -0.52 0.517
Economic growth -6.83 -1.68 0.091
Capital Formation -5.45 -3.15 0.002
Government spending -7.51 -7.81 0.001
Inflation 0.02 1.21 0.110
R — Squared 0.76
Adjusted R — Squared 0.75
F — Statistic 42.5
Prob. (F —statistic) 0.001

Table 4.3 shows the regression output for estimated study model. It gives the variables of study (economic
growth, fixed capital formation, government spending, and inflation), their beta coefficients, t-statistics, and the
probability values. The economic growth is negatively related to the unemployment in Bahrain and has
insignificant impact on unemployment in Bahrain. This is consistent with theory in which it is postulated that
when the economy grows, more and more labor units of inputs are required to take part in the production. From
the theory of labor, labor demand is a derived demand. This implies that the demand for labor as a production
input depends on the level of economic activity of the country (Herbener, 2011). When the national income
increases, firms respond by increasing the supply of goods and services to reap from the income rise and the
increased purchasing potential. As this happens, more labor units are demanded so as to take part in the
production of the increased product demands. Thus, at any given time, it is expected that when the GDP of a
country increases, more employment opportunities are created. Thus, GDP and unemployment are negatively
related (Herbener, 2011).
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The probability value of 0.091 implies that the coefficient of economic growth is significant at percent. The
coefficient of fixed capital formation in the regression model is -5.45 which shows that it has a negative
relationship with the rate of unemployment in the country. The magnitude of 5.45 implies that a percentage
increase in the rate of fixed capital formation in the economy would result into a 5.45 percent reduction in the rate
of unemployment in Bahrain. The level of significance of -0.02 shows that the beta coefficient is significant at 1
percent. These findings are in agreement with a number of studies which found a negative relationship between
the two variables. Forder (2010) for instance argued that the changes in capital stock over a given period can be
due to depreciation of the existing capital stock, disposals of existing stock, and replenishments of stock. Thus,
the rate of capital formation differs from the previous period’s stocks by the net change in capital stock (Forder,
2010). According to the study, positive changes in the capital stock are good for the economy since capital is an
essential input component in production. However, the positivity of the contribution to employment would
depend on a number of things (Forder, 2010). First, it would depend on the stage of production of the firm. At low
levels of capital stock, an additional unit of capital stock to the existing stock would generate higher productivity
than at higher levels of capital (Forder, 2010). Secondly, there is a differential in returns to capital depending on
the sector of the economy. However, holding all these factors constant, a quick rate of capital formation is good
for the economy because it engages more labor and thus increase it would decrease unemployment. These
findings are thus confirmed by the findings of the study.

The coefficient for the government expenditure is -7.51 which also shows a negative relationship between it and
unemployment rate and shows that the government expenditure has a significant impact on unemployment in
Bahrain. The implication of the magnitude and sign of the coefficient is that a percentage increase in the
government expenditure would result into 7.51 percent decrease in unemployment and vice versa. The p-value of
0.111 however rules out the significance of this relationship thus we can conclude that there is no significant
relationship between the two variables. These results are consistent with many researches which state that the use
to which the government spends determines the unemployment outcomes. If the government spends on
investment activities in the country which compete with the private sector, it may crowd out the private sector and
thus lead to decreased levels of employment. On the other hand, if the expenditure is done on complementary
services to private sector production, the results would be that more jobs are created. On the other hand, the
outcomes of expenditure by the government may depend on the sources of expenditure funds. For instance, if the
expenditure is financed from tax revenues, the government can have the effect of discouraging savings and thus
cut done on employment creation through the saving deposits in the commercial banks.

The capital expenditure by the government can create employment if the productive assets bought by the public
spending authority are put to use in productive ways. If they are not put to use in more productive ways, they can
turn down to slow employment growth because they are a reflection of unutilized assets because the government
could have had more productive alternatives for using them. Also, it is worth noting that the use to which they are
put cannot create employment immediate but there are lags. For instance, if the government builds roads, it will
take time for the private sector investors to put money in the investments schemes (Fasano & Goyal, 2009). Those
schemes will be a creation of employment so that government expenditure as a determinant of employment would
depend on the nature of the expenditure and the time lag effect of the employment creation by the government.

As for inflation, the results of benchmark analysis, it has reached the decline of inflation rate coefficient (0.02).
This means that whenever the rate of inflation increased by 1% will lead to increased unemployment rate of
0.0027%, but (insignificant) in the case of other independent variables held constant, and vary this result with the
theory economic conditions in the inverse relationship between inflation rate and the unemployment rate
according to Phillips curve, so that the relationship inversion between the two did not prove absolutely in all
countries despite its presence in the case of developed countries, but in the case of developing countries, the
relationship be between the inflation rate and the unemployment rate a positive because of the existence of a state
of stagflation (stagflation) experienced by developing countries. Thus, this result does not agree with the fourth
hypothesis that assumes (an inverse relationship between the rate of inflation and the rate of unemployment in
Bahrain).The adjusted R-squared of 0.76 shows that the estimated model explains about 76 percent of the
variations in the unemployment rate in Bahrain. The remaining 24 percent is explained by factors other than those
estimated in the model. The overall significance of the model is shown by the F-statistic which is 42.5. The
critical value for the F-statistic is 5 per cent or 10 per cent depending on the researcher’s choice of the level of
significance. Regardless, the value of 42.5 is greater than either 5 percent or 10 percent. It thus implies that the
overall model is significant and can thus be relied on in predicting the variations in the unemployment in Bahrain.
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5. Conclusion

5.1 Unemployment and Economic Growth

The study findings in chapter 4 of this study show that there is a significant relationship between economic
growth and unemployment rate in Bahrain. Actually, the two are negatively related which implies that an increase
in the rate of economic growth would translate into a reduction in the level of unemployment. This is a strong
indicator of the dire requirement by the government to pursue strong policies to promote economic growth
(Khadaroo, 2002). Among these policies are those of adoption of technology to ensure that the firms in the
country can go beyond the production frontiers and produce more efficiently. The findings of this study are
consistent with the growth theories discussed. From the theory of labor, labor demand is a derived demand
(Khadaroo, 2002). This implies that the demand for labor as a production input depends on the level of economic
activity of the country (Herbener, 2011).

When the national income increases, firms respond by increasing the supply of goods and services to reap from
the income rise and the increased purchasing potential. As this occurs, more labor units are demanded so as to
take part in the production of the increased product demands. Thus, at any given time, it is expected that when the
GDP of a country increases, more employment opportunities are created (Lucas, 1990). Thus, GDP and
unemployment are negatively related (Herbener, 2011). Other policies to promote employment through pursuing
economic growth policies include the employee training which would ensure that the country at any one time has
sufficient pool of employees to take part in the production process. The government should also ensure that the
economy is open to trade to external world to promote trade through increasing export demand which enhance
growth of the economy (Kay, 2009). It is also important hat all the growth policies as suggested in the literature
be pursued including promoting basic and intermediate level education among and pursuing policies to attract
foreign direct investment (Kay, 2009). All these would ensure that there is a flow to capital by enhancing
economic growth which is an important channel through which employment can be promoted.

5.2 Unemployment and Fixed rate of Capital Formation

The study in chapter four estimated the way unemployment rate in Bahrain is affected by the rate of fixed capital
formation. This variable was defined as the growth rate of the capital stock of the country at any one time. From
theory, this is squarely a growth variable and it is thus a channel through which economic growth affects
unemployment. The beta coefficient of the fixed rate of capital formation was found to be negative which implies
that the two variables are negatively related. The findings were found to be consistent with the findings of Forder
(2010) in which it is argued that the changes in capital stock over a given period can be due to depreciation of the
existing capital stock, disposals of existing stock, and replenishments of stock. Thus, the rate of capital formation
differs from the previous period’s stocks by the net change in capital stock (Forder, 2010). According to the study,
positive changes in the capital stock are good for the economy since capital is an essential input component in
production.

5.3 Unemployment and Government Expenditure

Government expenditure can be on a number of items. These include recurrent expenditure and on capital
expenditure. When the government spends more into the economy, it increases money flow into the economy
whose significance on the macroeconomic outcomes would depend on the nature of aggregate demand at the time
(Arrow, 2012). When the aggregate demand in the economy is high, then the additional money flow into the
economy can meet the demand and thus cure the shortage.

However, it can increase the general price levels which would in turn become counterproductive because it would
increase inflation. However, for this study, the effect of the government expenditure on the unemployment rate is
found to be negative which shows that an increase in government spending would translate into a decrease in the
rate of unemployment in the country (Arrow, 2012). The results are consistent with many researches which found
that the effectiveness of government depends on the use to which the funds are put (Arrow, 2012). If the
government expenditure is on investment activities in the country which compete with the private sector, the
result would be that of crowding out the private sector and thus lead to decreased levels of employment. On the
other hand, if the expenditure is made on the services that are complementary to private sector production, the
outcomes would be that more jobs being created (Arrow, 2012). On the other hand, the outcomes of expenditure
by the government may depend on the sources of expenditure funds.
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For instance, if the expenditure is financed from tax revenues, the government can have the effect of discouraging
savings and thus cut done on employment creation through the saving deposits in the commercial banks.

6. Recommendations

First, the government should relax trade barriers between in and its global counterparts (Clague, Keefer, Knack, &
Olson., 2009). This will result into increased flow of goods and services and capital in and out of the economy. As
this continues, the government will realize increased growth in revenues from international trade and thus
improve the balance of payments (Clague, Keefer, Knack, & Olson., 2009). This will lead to an increase in the
arte of capital accumulation and thus growth in the economy. As the economy grows, more and more people will
be engaged to take part in the increased need for production and this will generate more and more employment in
the economy (Clague, Keefer, Knack, & Olson., 2009).

Secondly, the government should promote private sector activities through the provision of subsidies and other
incentives (Choe & Ranks, 2013). When the government provides incentives to the private sector, the cost of
production decrease and the relevant profit margin of the firms increase. This in turn makes the final product
prices increase and this makes the private sector not to pursue labor input substitution policies in production
(Choe & Ranks, 2013). When the costs of production increase, the private sector producers will be inclined to
pursue labor input substitution polices such outsourcing production function to cheaper labor services overseas or
through increasing the capital-labor ratio in the production (Choe & Ranks, 2013). Thus, the government should
increase its private sector incentivizing to ensure that the undesirable production decisions are not made by the
private sector.

Thirdly, the government should ease the restrictions on the capital movements into and out of the countries
(Jerome & Jacobs, 2006). Instead, capital movements should be allowed to be based on the nature of the market
outcomes and forces of demand and supply. As capital continues to flow in response to interest rate differentials
across the globe, domestic capital handling firms such as foreign exchange dealers, commercial banks and other
dealers will improve toward efficiency and this will make them get more and more competitive through learning
and exposure to the way other global partners carry out their practices (Jerome & Jacobs, 2006). This way, they
will realize efficiency improvement and in turn create more and more jobs as they continue to benefit from the
efficiency gains.
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