
QUESTIONS 

 

NUMBER ONE 

a) You are given the following information about the commodity and Money 

markets of a closed economy without government intervention. 

 

 The commodity market 

 Consumption function: 

 C = 50 + 2/5Y 

 Investment function: 

 I = 790 – 21r 

 

 The Money Market 

 Precautionary and Transactions demand for money 

 MDT = 1/6 Y 

 

 Speculative demand for money 

 MDS = 1200 -18r 

 

 Money supply 

 MS = 1250 

 

Required: 

i) Determine the equilibrium levels of income and interest rate for this 

economy. (8 marks) 

ii) Using a well labeled diagram, illustrate the equilibrium condition in part (i) 

above. (4 marks) 

 

b) A central bank is largely referred by economists as the bank at the apex with 

monetary authority. 

 Clearly explain the major functions of a central bank. (8 marks)         

(Total: 20 marks) 

 

NUMBER TWO 

a)   How do commercial banks „create credit‟?  What are the limitations to this 

credit creation?  

 (12 marks) 
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b) Explain the concept of liquidity trap  (8 marks) 

 (Total: 20 marks) 

 

 

   

 

NUMBER THREE 

a)     Define the term unemployment (2 marks) 

b)     i)    Discuss the main causes of unemployment    (10 marks) 

        ii)  Suggest the possible measures that you would implement to contain 

unemployment problems in your country    (8 marks) 

  (Total: 20 marks) 

 

   

 

NUMBER FOUR 

Modern economies can be highly influenced by the way their budgets are frame 

worked.  Required: 

 

a) Clearly explain the role of budgetary management in economic development.

 (8 marks) 

b) Briefly explain the types of budgets. (3 marks) 

c) i)Define taxation. (2 marks) 

      

 

 (ii) Clearly explain the principle functions of taxation. (7 marks) 

(Total: 20 marks) 

 

NUMBER FIVE 

a) Clearly explain the meaning of deficit financing of the national budget. (4 

marks) 

b) To what extent can an economy be supported by deficit – financing?(10 marks) 

c) Explain what fiscal policy entails. (6 marks) 

(Total: 20 marks) 

 

NUMBER SIX 

a) Define inflation.  (2 marks) 

b) What are the major causes of inflation? (10 marks) 
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c) Explain the economic effects of a high rate of inflation. (8 marks) 

(Total: 20 marks) 

 

   

 

NUMBER SEVEN 

a) What is meant by the term international trade? (4 marks) 

b) In the context of international trade, explain the concept of comparative 

advantage with specialization. (10 marks) 

c) Define and briefly explain Balance of Payments (BOP). (6 marks) 

(Total: 20 

marks) 
 

 

 

 

 

 

 

 

 

 

 

                                  ANSWERS 

 

NUMBER ONE 

a) i) The income equation for the economy is given by  

 

 Y = C + I 

 Substituting for C and I we have 

 Y = 50 + 2/5 Y + 790 – 21r 

  

 Y = 1400 – 35r ……………….(1) 

 

The money market will be in equilibrium where 

MD = MS 

 

1/6Y + 1200 – 18r = 1250 

Y = 108r + 300 ……………..(2) 

  

Thus by equating functions (1) and (2) we have 
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108r + 300 = 1400 – 35r 

143r = 1100 

∴  r = 7.69              (Equilibrium level of interest rate) 

 

 

Substituting the value of r in either the 1
st
 or 2

nd
 functions we get Y as follows: 

 

Y = 1400 – 35(7.69) = 1130.76 

Y = 108(7.69) + 300 = 1130.76 

∴  Y = 1130.76        (Equilibrium level of income) 

 

ii)               

                                    

                       Interest rate (r) 

 

                                                                                     LM            

                                    

                                    

                                     (7.69)r                           ●e 

     

                                                                                             

                                                                                     IS                                                                

                                                           

                                                                            

                                                0                       Y                    Income (Y) 

                                                                     (1130.76) 

Fig 30.1:  Commodity – money markets equilibrium 

 

Where LM: Money market equilibrium where L & M stand for the demand and 

supply of money respectively. IS: Commodity market equilibrium where I & S 

represent investment and savings respectively. 

 

b)   The Central Bank 

Governments need to hold their funds in an account into which they can make 

deposits and against which they can draw cheques.  Such government deposits 

are usually held by the Central Bank. 
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Commercial banks need a place to deposit their funds; they need to be able to 

transfer their funds among themselves; and they need to be able to borrow 

money when they are short of cash.   

 

The Central Bank accepts deposits from the commercial banks and will on 

order transfer these deposits among the commercial banks.  Consider any two 

banks A and B.  On any given day, there will be cheques drawn on A for B and 

on B for A.  If the person paying and the person being paid bank with same 

bank, there will be a transfer for money form the account or deposit of the 

payee. If the two people do not bank with the same, such cheques end up in the 

central bank.  In such cases, they cancel each other out.  But if there is an 

outstanding balance, say in favour of A then A‟s deposit with the central bank 

will go up and B‟s deposit will go down.  Thus the central bank acts as the 

Clearing House of commercial banks. 

 

In most countries the central bank has the sole power to issue and control notes 

and coins.  This is a function it took over from the commercial banks for 

effective control and to ensure maintenance of confidence in the banking 

system. 

 

Commercial banks often have sudden needs for cash and one way of getting it 

is to borrow from the central bank.  If all other sources failed, the central bank 

would lend money to commercial banks with good investments but in 

temporary need of cash.  To discourage banks over-lending, the central bank 

will normally lend to the commercial banks at high rate of interest which the 

commercial bank passes on to the borrowers at an even higher rate.  For this 

reason, commercial banks borrow from the central bank as the lender of the last 

resort. 

 

The Central Bank acts as the Government‟s representative in international 

financial negotiations eg. with international organizations like the World Bank, 

the International Monetary Fund, The Donor Consultative Meeting, The Paris 

Club etc. 

 

It is responsible for the sale of Government Securities or Treasury Bills, the 

payment of interests on them and their redeeming when they mature. 

 

The central bank is also responsible for the implementation of monetary 

policies.Monetary policy is the regulation of the economy through the control 

of the quantity of money available and through the price of money i.e. the rate 
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of interest borrowers will have to pay. Expanding the quantity of money and 

lowering the rate of interest should stimulate spending in the economy and is 

thus expansionary, or inflationary.  Conversely, restricting the quantity of 

money and raising the rate of interest should have a restraining, or deflationary 

effect upon the economy 

 

NUMBER TWO 

a) Commercial banks „create‟ credit through a process known as credit creation.  

Credit creation is defined as a process by which commercial banks advance 

loans from deposits net of a statutory cash ratio requirement.  This involves 

lending out money (from deposits) at an interest.  This is because banks know 

from experience that only a fraction of its deposits will be demanded in cash at 

any particular time.  Thus, the ability of banks to create deposit money depends 

on the fact that bank deposits need to be only fractionally backed by notes and 

coins. 

  

Because banks do not need to keep 100 percent reserves, they can use some of 

the money deposited to purchase income-yielding investments.  The multiple 

expansion of credit arises from the re-deposit (created deposit) of money which 

has been borrowed.  Nevertheless, banks cannot distinguish between their initial 

deposits and created deposits. 

 

Assuming a 10 percent cash ratio, banks are then able to repeat the process of 

lending out nine-tenths and retaining one-tenths. 

 

In a more realistic situation, what is usually found is where the bank receiving 

the new deposit is one of several independent banks.  Thus, the bank will not 

seek immediate expansion of deposits to the number of times the cash ratio by 

extending loans.  To be taken into account is the fact that borrowers will use the 

money (credit) advanced to them to pay for goods and services or repay debts; 

they will therefore be writing cheques out to other individuals who may have 

accounts in other banks.  The bank can thus expect to lose cash to other banks.  

Either the borrowers will withdraw cash directly, with which to pay individuals 

who then deposit this cash with other banks, or if they pay by cheque these 

cheques will be deposited with other banks, and the other banks themselves 

present them for cash at the first bank. 

 

The amount of credit that banks can make is largely subject to the variable 

reserve requirement (cash 
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and liquidity ratios) which shows the relationship between the cash/reserve 

assets retained against                   total liabilities. This can be expressed in the 

formula: 

 

                             D = 1 C 

                                                 r 

 

Where D is the amount of bank deposits, r is the cash ratio, C is the cash held 

by banks and 1/r is the bank/credit creation multiplier.  Taking an arbitrary cash 

ratio of 10 percent and an initial deposit of Ksh. 10,000 the amount of bank 

deposit is given by: 

 

   D = 1/0.1 (10,000) = Kshs. 100,000 

  
The effect of any additional deposit of cash into the system upon the level of deposits 

can be given by the formula: 

 

   ∆D = 1∆C 

                                                 r 
where ∆D is the effect upon total deposits as the result of a change in cash deposits, 

∆C. 

 

Example: 

TCC = C – C 

            r 

                    

Where C:     Initial cash deposit 

      r:      Cash ratio 

     D:     Total Deposit 

      Tcc:  Total credit created 

 

At D = 10,000 

      r = 10% 

 

 Tcc = (10,000) – 10,000 

                    10% 

          

 ∴ Tcc = 90,000 

 

 D = C = (10,000) = 100,000 
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              r         0.1 

 
Therefore out of the initial deposit of 10,000 the bank can create credit to a maximum of 

90,000. 

The process stops where the total deposit (arising from the multiplicity of the 

initial deposit) is equal to the sum of the total loan and total cash maintained by the 

bank in accordance with the cash ratio requirement. 

 

 

 

 

 

 

 

 

 

 

Deposit Cash 

Ratio 

(10%) 

Loan 

(90%) 

(Sh) (Sh.) (Sh.) 

10,000 1,000 9,000 

 9,000   900 8,100 

 8,100   810 7,290 

- - - 

- - - 

            -___           -__             -__ 

100,000 10,000 90,000 

   

  
Some other limitations to credit creation may be by way of: 

 

 The availability (supply) of collateral security – bank credit is largely in form of 

secured loan that is, banks have to take something in return, such as title deeds, 

an insurance policy or bill of exchange, as a security in case the loan is not 

repaid.  The availability of such assets large influence (through the intermediary 

of demand) the ability of banks to make loans. 
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 Monetary authority‟s (central bank‟s) intervention through such other 

requirements as the deposit protection fund (DPF) and the sale of treasury bills 

(TBS) at high interest return.  Speculators in the  stock market will then invest 

more in such securities than they save, thereby constraining the ability of 

commercial banks to make more credit. 

 Nature of political and economic atmosphere and thus the level of savings – in 

case of insecurity and exchange rate instability, for instance, the tendency is for 

people to withdraw large amounts of money and banking it elsewhere, most 

likely in foreign accounts; potential savers will again be discouraged by the 

impact of inflation.  This situation is an example of an election period such as 

Kenya‟s (1197) where there are frequent calls for comprehensive political and 

economic reforms. 

 Inefficient credit management by commercial banks themselves  - lending on 

grounds which are not purely on business terms may lead to large amounts of 

bad debts.  This reduces the profitability and additional lending money.  In fact 

(some) banks have been known to increase their base lending rates in order to 

compensate for he debts written off.  The effect being a reduction in demand for 

credit which is again constraining on the credit creation process. 

 

b) Liquidity trap: 

 

Refers to the minimum rate of interest payable to persons to persuade them to 

part with money in terms of savings or investment i.e. interest being the 

payment for the loss of liquidity.  It inversely relates the speculative demand for 

money to the interest rate (as a return). 

This concept is derived from the Keynesian Theory (monetary theory of 

interest) of speculative demand for money.  It states that the rate of interest is 

determined by the supply of money (savings) and the desire to hold one‟s 

wealth in money/cash (demand for money). 

It looks at money as a store of value (in itself), that is, money is held as an asset 

in preference to  income- yielding assets such as a government bond. 

Lord John Maynard Keynes (1936) explains the speculative demand for money 

in terms of the buying and selling of government securities or treasury bills 

(TBS) on which the government pays a fixed rate of interest. 

Its assumed that the speculative demand for money is interest elastic such that 

the demand curve slopes downwards from left to right. 

At the liquidity trap point, the demand cure is perfectly elastic implying that 

any interest rate below the persuasive minimum interest rate represents an 

absolute preference for liquidity situation i.e. no spectacular will be willing to 

(part with money) invest in government securities. 
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Interest 

rate       r2 

 

 

             r1 

                                           Liquidity trap 

            r0                                                                                 L 

 

                                                                                                          

 

   0          L2       L1            L0                Liquidity preference 

 

Fig 31.1: Liquidity trap 
 

The demand for money is high when the interest rate is low and low when interest 

rate is high.  At r2  its L2 and at r1 its L1 and vice versa. 

 

  

 

NUMBER THREE 

a) Unemployment generally refers to a state/situation where factors of 

production (resources) are readily available and capable of being utilized at 

the ruling market returns/rewards but they are either underemployed or 

completely unengaged. 

When referring to labour, unemployment is considered to be a situation where 

there are people ready, willing and able to work at the going market wage rate 

but they cannot get jobs.  This definition focuses only on those who are 

involuntarily not employed. 
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b) 1. All countries suffer unemployment but most developing countries 

experience it at relatively higher degree and the following can be some of 

the types and causes: 

 

i) Transitional unemployment:-  Transitional unemployment is that 

situation which prevails due to some temporary reasons.  The main 

reasons for this type of unemployment are: 

 

 Turnover unemployment:  Some individuals leave their present jobs 

and make efforts to secure better ones and in this way they remain 

unemployed for sometime. 

 Casual unemployment: Casual workers are employed for a specific 

job and when the job is completed such workers become eventually 

unemployed eg. shipping and building construction workers. 

 Seasonal unemployment: some industries for instance have seasonal 

demand and their products are manufactured for a specific period of 

time ( a specific period of the year).  The workers of such industries 

remain unemployed for that time eg. ice factories may remain closed 

during winter. 

 

ii) Structural Unemployment:  caused by structural changes such that there 

exist: 

 

 Cyclical unemployment: During depression, prices are too low and 

profit margins remain distinctively low.  In this case, investment 

decreases and unemployment increases. 

 Technological Unemployment (due to inappropriate technology):  

Technology is not inappropriate per se but in relation to the 

environment in which it is applied.  In most developing countries, 

most of their (current) production structures tend to be labour 

saving (capital – Intensive), which is not appropriate since these 

countries experience high labour supply.  Capital-labour ratios tend 

to be high implying that less labour is absorbed compared to 

capital in production ventures, thereby causing unemployment. 

 Industrial change:  the establishment (entry) of new industries 

decreases the demand for the products of existing industries eg.  

the rapid increase in the demand for Japanese industrial products is 

one reason for greater unemployment in some European countries. 
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 Keynesian Unemployment:  According to Keynesian theory of 

income and employment, unemployment occurs due to lack of 

effective demand.  If effective demand is less, production of goods 

and services will fall, which will further result in the 

unemployment of labour.  Another feature of Keynesian 

unemployment is  that unemployment of labour is associated with 

unemployed capital such as plant and machinery which tend to be 

idle during depression. 

 Urban unemployment: Due to availability of more facilities in 

urban areas,  more and more people tend to move to these areas.  

The employment opportunities available are not sufficient to 

absorb all those people settled in the urban areas.  This kind of 

unemployment is therefore due to rural-urban migration. 

 Disguised unemployment:  a situation where some people are 

employed apparently, but the total production (output) would still 

remain the same even if such people are withdrawn  from the 

present jobs.  In most developing countries, this type of 

unemployment is estimated at 20 to 30% (especially in the public 

sector) and measures should be taken to employ such people in 

other sectors of the economy to enhance productivity. 

 

iii) Insufficient capital:  Shortage of capital is a hindrance to the 

establishment of more industries and other productive investment and in 

this regard more employment opportunities are not created. 

 

iv) Nature of education system:  Education systems for most developing 

countries are white – collar oriented yet the nature of productive 

capacities of their economies are not sufficiently supportive.  Moreover, 

inadequate education and training facilities render most people unable to 

secure those job opportunities that require high skills and specialized 

training. 

 

v) Rapidly increasing population:  The population growth rate far exceeds 

the amount of job opportunities that an economy can generate.  Thus in 

summary, some of the causes of unemployment can be said to include: 

 Rapidly increasing population 

 Inappropriate technology 

 Insufficient capital base 

 Demand deficiency/structural changes 
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 Presence of expatriates 

 Education systems – white – collar orientation 

 Rural-Urban migration 

 One person for more than one job 

 Corruption and general mismanagement 

 Inadequate knowledge on market opportunities. 

 

2. The measures appropriate as remedies for unemployment will clearly depend 

on the type and cause of the unemployment.  Such measures take the form of 

demand side (demand management) and supply side policies aimed at 

increasing aggregate demand and the economy‟s potential rate of output 

respectively. 

 

 Some of these measures include: 

 

 

 Decentralisation of industries:  Industries should be encouraged to establish 

in different regions of a country through enhanced provision of incentives 

such as tax relief, free room for expansion, security and improvement of the 

infrastructure.  This helps reduce rural-urban migration and urban 

unemployment. 

 Use of monetary and fiscal policies:  The government can use fiscal and 

monetary policies (to influence activities) to create more employment 

opportunities by way of selective credit to those projects that have potential 

capacities to absorb more labour (supporting declining industries with 

public funds, cutting taxation etc) 

 Population growth control through family planning education programmes:  

This will then become a long-term remedial measure to the problem of 

unemployment. 

 Provision of more education and training facilities including retraining 

schemes to keep workers who want to acquire new skills to improve their 

mobility. 

 Changing the attitude towards work i.e. eliminating the white-collar mentality 

and creating positive attitudes towards the mainstay (economic) activities 

such as agriculture and other technical vocational jobs. 

 Moving towards greater investment in research and development …greater 

use of natural resources. 

 Increasing information dissemination on labour market opportunities – 

Kenya has made some progress in this regard by making it known through 
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the print media the existence of off-shore employment opportunities (done 

by the Directorate of Personnel Management (DPM) 

 Assistance with family relocation to reduce structural unemployment.  This 

is done by giving recreational facilities, schools and improving the quality 

of life in general in other parts of the country, and even the provision of 

financial assistance to cover the cost of movement and home purchase. 

 Special employment assistance for teenagers many of whom leave school 

without having studies work-related subjects and with little or no work 

experience. 

 

  

 

NUMBER FOUR 

a) The budget is a summary statement indicating the estimated amount of revenue 

that the government requires and hopes to raise.  It also indicates the various 

sources from which the revenue will be raised and the projects on which the 

government intends to spend the revenue in a particular financial year.  The 

budget in Kenya is presented to parliament by the Minister for Finance around 

mid June.  In the budget, the Minister reviews government revenue and 

expenditure in the previous financial year.  The minister presents tax proposals 

i.e. how he intends to raise the proposed revenue from taxation for parliament to 

approve. 

 

The budget fulfills three main functions: 

 

 To raise revenue to meet government expenditure 

The government of a country provides certain services such as 

administration, defence, law and order environmental services and economic 

services.  Also it must meet charges on the public debt.  Sufficient revenue 

must be raised to pay for this 

 

 It is a means of redistributing wealth 

In many countries a situation has arisen where a small proportion of the 

population own a more than proportionate share of the nations wealth, while 

the majority of the population own only a small proportion of it.  One 

method of redressing such inequalities of wealth is through a progressive 

system of taxation on income and capital. A progressive system is one 

whereby the wealthy people do not only pay more tax than the poor, but also 

pay a greater proportion of their income or wealth. 
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 To control the level of economic activity 

The government uses the budget to implement fiscal policy, i.e. the 

regulation of the economy through governments spending and taxes. 

 

b) A budget takes any of the following forms: 

1.    Deficit budget 

If the proposed expenditure is greater than the planned revenue from 

taxation and miscellaneous receipts, this is a budget deficit.  The excess 

of expenditure over revenue will be met through borrowing both 

internally through the sale of Treasury Bills and externally from other 

organizations. 

 

2. Balanced budget 

If the proposed expenditure is equal to the planned revenue from taxation 

and other miscellaneous receipts this is a balanced budget.  Usually, 

balanced budgets are not presented for unless the expenditure is very 

limited it would mean the government would have to over-tax the 

population which can create disincentives.  It is to avoid this that the tax 

revenue is supplemented by borrowing. 

 

3. Surplus budgets 

If the proposed expenditure is less than the planned revenue from 

taxation and other miscellaneous receipts, this is a surplus budget.  

Usually, surplus budgets are not presented for they are deflationary and 

can create unemployment as the government takes out of the economy 

more than its put back. 

 

c) i) Taxation is the process of imposing compulsory contribution on the private 

sector to meet the expenses which are incurred for a common good, that is, 

transfer payment process from the private sector (including the public) to the 

government with a view to financing public expenditure (such as provision 

of public and merit goods). 

ii) The functions of taxation can be discussed from the activities of the 

government and what it is meant to achieve.  These are: 
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a) Raise revenue 

The revenue is required to pay for the goods and services which the government 

provides.  These goods are of two types – public and merit goods.  Public 

goods, such as defence and police are consumed collectively and no one can be 

prevented from enjoying them if he wishes to do so.  These goods have to be 

provided by governments.  Merit goods such as education and medical care, 

could be and often are provided privately but not necessarily in the amounts 

considered socially desirable and hence governments may subsidize the 

production of certain goods.  This may be done for a variety of reasons but 

mainly because the market may not reflect the real costs and benefits of the 

production of a good.  Thus public transport may be subsidized because the 

market does not take account of all the costs and benefits of the public transport 

system. 

 

b) Economic stability 

These are imposed to maintain economic stability in the country.  During 

inflation, the government imposes more taxes in order to discourage the 

unnecessary expenditure of the individuals.  During deflation, taxes are reduced 

in order to enable the individuals to spend more money.  In this way the  

increase or decrease in taxes helps to check the big fluctuations in the prices 

and maintain economic stability. 

 

c) Fair redistribution of income 

A major function of taxation is to bring about some redistribution of income.  

First, tax revenue provides the lower income groups with benefits in cash and 

king.  Second, the higher income groups, through a system of progressive 

taxation, pay a higher proportion of their income in tax than do the less well –

off members of society. 

 

d) Pay interest on National debt 

Taxes are also levied by the government to pay interest on national debt. 

 

e) Optimum allocation of resources 

Taxes are also imposed to allocate resources of the country for optimum use of 

these resources.  The amounts collected by the Government from taxes are 

spent on more productive projects.  It means the resources are allocated to 

achieve the maximum possible output in the given circumstances. 

 

f) Protection policy 
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Taxes are also imposed to give protection to those commodities which are 

produced in the country.  The government thus imposes heavy taxes, the 

individuals are induced to buy local products. 

 

g) Social welfare 

The government imposes taxes on the production of those commodities which 

are harmful to human health e.g. excise duty on wines, cigarettes etc. 

 

NB: When taxes are imposed certain conditions must be fulfilled.  These 

conditions are known as Principles  or canons of taxation.  According to 

Adam Smith who first studied the principles of taxation these are equity, 

certainty, economy, and convenience. 

 
NUMBER FIVE 

a) A national budget is a quantitative financial statement outlining ways in which 

governments plan to raise revenue and to spend it.  Such a budget may be 

surplus, balanced or deficit in nature.  Whenever expenditure exceeds revenue, 

a financing deficit may then be operated deliberately. 

b) Government expenditure refers to government outlays, in terms of recurrent and 

development expenditure in a given financial year.  If resources are less than 

expenditure requirements the external and internal borrowing may be relied 

upon to supplement available resource.  Whenever long term borrowings only 

partially cover the excess of state spending over current revenues, a deficit 

remains to be financed by other means such as short term borrowing from the 

Central Bank  and commercial banks.  It is this borrowing from the domestic 

banking systems which is known as deficit financing.  Such borrowings are then 

used to balance the budget. 

Deficit financing is residual items representing the part of current and capital 

spending which can not be met by current receipts and long term borrowing.  

Accurate control of such financing is difficult as it requires accurate predictions 

of revenues and expenditure which is difficult to do.  As an example revenues 

depend on taxation of imports and exports among other things.  Given the 

volatility of the world markets, it is difficult to forecast reliably export and 

import revenues.  Unpredictability in export proceeds transmit 

instability/unpredictability to the ability to import thus making it difficult to 

estimate receipts from import duties. 

Quite often, there is systematic bias in budget estimates – under estimating 

current spending and over estimating receipts thereby underestimating the 

financing gap.  For this reason many government run financing deficits with 
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total spending exceeding the value of current and long term borrowing from 

abroad. 

Borrowing from abroad is mostly non inflationary as foreign exchange brings 

command over a large supply of imported goods and services.  The same 

applies to long term borrowing from local residents as it is matched by 

reductions in the purchasing power of general public. 

Short term borrowing from the Central bank and commercial banks has 

expansionary effects on money supply and total demand.  Deficit financing 

tends to increase the supply of money by the amount of the deficit.  It also leads 

to secondary increases in money supply by increasing the case base of the 

banking system and its ability to lend to the private sector. 

In view of the above, if the volume of deficit financing can spark off inflation, 

budget proposals should cut down on short term borrowing from the banking 

system.  This calls for reducing recurrent and development expenditure (in a 

way not to disorganize government activities and compromise future growth 

and availability of commodities). 

Deficit financing can also be limited through increasing income tax (which may 

discourage voluntary saving and affect long term investment and growth).  

Indirect taxes can be used but they may raise prices and worsen inflation. 

In conclusion, the economy can be supported by deficit financing to the extent 

that the expansionary effect of money supply is not necessarily inflationary. 

 

 

c) Fiscal policy refers to the manipulation of government revenue and expenditure 

to achieve policy objectives associated with: 

 

 Moderating resources allocation and adjusting price mechanisms in favour 

of the satisfaction of public wants by encouraging socially optimal 

investments as well as increasing rate of investment; 

 Redistributing wealth and income; 

 Guiding the national economy in terms of growth and stability; 

 Increasing employment opportunities; 

 Counteracting inflation; and 

 Improving the balance of payments. 

 

The usefulness of fiscal policy is often limited by: 

 

 Structural constraints in the economies; and 
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 Observed conflicts of objectives between long term growth and short term 

stability; social welfare and economic growth; income distribution and 

growth and personal freedom and social control. 

 

Basically, fiscal policy can be applied in many ways to influence the economy.  

For example the government can increase its own expenditure which it can 

finance by raising taxes, by borrowing from non bank members of the public 

and/or borrowing from the Central and Commercial banks.  Borrowing from the 

non bank members of the public often raises interest rates and reduces 

availability of credit to the private sector forcing a reduction in the sectors of 

consumption and investment expenditures.  Borrowing from the Central Bank 

increases money supply and may give rise to inflation and balance of payments 

problems. 

 

Taxes can be used to change the effective demand in the economy and to affect 

consumption of certain commodities. 

 

Difficulties in using fiscal policy 
 

There are several problems involved in implementing fiscal policy.  They 

include: 

 

 Theoretical problems 
 Monetarists and the Keynesians do not seem to agree on the efficacy of 

fiscal policy.  Monetarists claim that budge deficits (or surpluses) will have 

little or no effect upon real national income while having adverse effects 

upon the rate of interest and upon prices. 

 

The Net Effects Of The Budget 

 Unlike simple Keynesian view that various types of budgets have different 

effects, the empirical evidence is that the net effects of taxes and government 

expenditure are influenced by the marginal propensities to consume of those 

being taxed and governments expenditure. 

 

The Inflexibility Of Government Finances 
Much of the government‟s finances is inflexible.  One of the reasons for this is 

that the major portion of almost any departments budget is wages and salaries, 
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and it is not possible to play around with these to suit the short-run needs of the 

government. 

 

 

NUMBER SIX 

a) Inflation may be defined as a persistent rise in the general level of prices or 

alternatively as a fall in the value of money over a given period of time.  Any 

increase in the quantity of money, however small, can be regarded as 

inflationary. 

 

  Inflation can also be regarded as a situation where the volume of purchasing 

power is persistently  running ahead of the output of goods and services, so that 

there is a continuous tendency for prices (both of commodities and factors of 

production) to rise because the supply of goods and services and factors of 

production fails to keep pace with demand for them (persistent/creeping 

inflation). 

 Inflation can also mean runaway or hyper-inflation or galloping inflation where 

a persistent inflation gets out of control and the value of money declines rapidly 

to a tiny fraction of its former value eventually to almost nothing, so that a new 

currency has to be adopted. 

 Because of its impact on the general economic performance, inflation is indeed 

one of the most unstable macro-economic variables that has drawn extensive 

concern in many economies, especially in the developing world. 

 

a) Inflation is caused by factors arising from different situations.  However, there 

are basically three types of  inflation: 

 Cost-push 

 Demand-pull 

 Monetary. 
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Cost-push inflation  occurs from the supply side of an economy when the 

increasing costs of production push up the general level o prices.  It‟s largely as 

a result of the following:- 

Wage costs arising from institutional intervention:  Powerful trade unions, for 

instance will bargain for higher wages without corresponding increases in 

productivity.  Since wages constitute production costs, employers will usually 

pass the increased wage cost on to the consumer in terms of higher prices. 

 

Structural rigidity:  Slow mobility of resources between the various sectors of 

an economy has an effect of increasing prices.  This is an example of most 

developing countries especially those which are predominantly agricultural, 

since such sectors are subject to natural and other factors which cause shortages 

and hoarding, hence frequent price increase. 

Import goods at relatively inflated prices:  Import prices could also be high 

depending on the import duty imposed on imported goods.  Capital goods, in 

this case, increase the cost of production and thus the final product prices. 

 

Exchange rates: The determination of exchange rates at any given time depends 

on whether or  not an economy has been liberalized. Any time a currency 

depreciates or otherwise devalued, domestic prices of goods and services tend 

to increase. 

 

Mark-up pricing decisions:  Many large firms set their prices on a unit cost plus 

profit basis.  This makes prices more sensitive to supply than demand influence 

and may tend to increase with rising costs, whatever the state of the economy. 

 

Uncertainty and expectation/speculation:  In the event of uncertainty and 

general expectation of prices to rise, demand increases and the overall effect is 

inflation.  This is exactly an example of a financial market (eg. foreign 

exchange market) instability such as Kenya‟s (1997). 

Demand-pull inflation is the excess of aggregate demand over the value of 

output (measured in constant prices) at full employment will create excess 

demand in many individual markets, and prices will be bid upward.  The rise in 

demand for goods and services will cause a rise in demand for factors and their 

prices will increase as well.  Thus, inflation in the prices of both consumer 

goods and factors of production is caused by a rise in aggregate demand. 

 

General shortage of goods and services:  Whenever there is supply deficiency 

of goods and services in times of say, disasters like earthquakes, floods, wars or 
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draught, the general level of prices will rise because of excess demand over 

supply. 

 

Government spending:  This certainly arises as a result of government action.  

Governments may finance spending through budget deficits; either resorting to 

print money with which to pay bills or what amounts to the same thing, 

borrowing from the Central bank for this purpose.  Many economists believe 

especially so due to fiscal indiscipline of most governments. 

 

Monetary type of inflation stems from the policy orientation/frameworks of the 

monetary authority (central bank) which may be in form of sale of treasury bills 

(TB‟s) at relatively high interest rates (return) and thus creating a tendency for 

commercial banks to increase their base lending rates; the overall effect is an 

upward pressure on the general level of prices.  This argument is a close relative 

of the quantity theory of money which states that a disproportionately large 

increase in money supply cause the general level of prices to rise faster. 

 

c) Inflation has different effects on different economic activities on both micro and 

macro levels.  Some of these problems are considered below: 

 

a. During inflation money loses value.  This implies that in the lending-

borrowing prices, lenders will be losing and borrowers will be gaining at 

least to the extent of the time value of money.  Cost of capital/credit will 

increase and the demand for funds is discouraged in the economy, limiting 

the availability of investible funds.  Moreover the limited funds available 

will be invested in physical facilities which appreciate in value over time.  

Its also possible the diversion of investment portfolio into speculative 

activities away from directly productive ventures. 

b. Other things constant, during inflation more disposable incomes will be 

allocated to consumption since prices will be high and real income very low.  

In this way, marginal propensity to save will decline culminating in 

inadequate saved funds.  This hinders the process of capital formation and 

thus the economic prosperity to the country. 

c. The effects of inflation on economic growth have got inconclusive evidence.  

Some scholars and researchers have contended that inflation leads to an 

expansion in economic growth while others associate inflation to economic 

stagnation.   However, if commodity prices rise faster and earlier than will a 

have positive impact on economic growth.  Such kind of inflation if mild, 

will act as an incentive to producers to expand output and if the reverse 
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happened, there will be a fall in production resulting into stagflation i.e. a 

situation where there is inflation and stagnation in production activities. 

d. There is always a trade-off between inflation rate and employment rate.  

Policy makers may undertake an inflationary measure t solve 

unemployment.  Creating more job opportunities raises peoples‟ income and 

their purchasing power which may eventually cause inflationary tendencies 

in the economy.  However, if inflation reduces the level of aggregate 

demand to the effect of excess production capacities, unemployment will no 

doubt occur. 

e. When inflation imply that domestic commodity prices are higher than the 

world market prices, a country‟s exports fall while the import bill expands.  

This is basically due to the increased domestic demand for imports much 

more than the foreign demand for domestic produced goods (exports).  The 

effect is a deficit in international trade account causing balance of payment 

problems for the country that suffers inflation. 

f. During inflation, income distribution in a country worsens.  The low income 

strata get more affected especially where the basic lie sustaining 

commodities‟ prices rise persistently.  In fact such persistence accelerates 

the loss of purchasing power and the vicious cycle of poverty. 

 

NB:   Both fiscal and monetary policies are used to control inflation. (check) 

 

 

 

 

 

 

 

  

 

NUMBER SEVEN 

a) International trade is the exchange of goods and services between countries (i.e. 

between one country and another).  This form of trade is either in goods, termed 

visibles or services termed invisibles eg. trade in services such as tourism, 

shipping and insurance. 

 

 International trade is with a view to: 

 Acquisition of what cannot be produced eg. raw materials (imports) 

 Foreign exchange from exports 
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 Industrialization – mobilization of domestic resources for industrial 

development 

 Transfer of expertise 

 Competitive business environment which increases the scope of concern on 

quality and relatively stable commodity prices. 

 Attracting foreign direct investment (FDI) – establishment of international 

trade ventures and opportunities broadens the base for employment required 

to increase effective demand necessary for economic growth and 

development. 

 

b)   For a country to become richer or less poorer, it must increase it production of 

goods and services 

by putting to good use its available productive resources.  Efficiency in resource 

use is achieved through specialization.  Under specialization an individual an 

enterprise (farm or factory) or a country tends to work at the occupation for 

which it is most suitable in terms of training skill, resources, character etc.  

Through specialization incomes are maximized which can be exchanged for 

goods and services produced by other specialists.  Specialization then leads to 

the need for  a market in which goods and services can be exchanged.  The 

opposite of specialization is autarky or self  sufficiency which are obviously 

inefficient. 

Within the sphere of international trade, it is advantageous for any two or more 

trading countries in each to produce and supply products which it can produce 

efficiently and to supply each other through trade.  Even if a country has 

absolute advantage in the production of all its commodities the principle of 

specialization requires that it concentrate on the product in which its relative 

superiority in greatest while the other countries concentrate on the product in 

which their relative inferiority is least.  As a result, there will always be an 

incentive for specialization and trade between countries and even the least 

efficient producer can gain from trade. 

 
The problems in pursuing comparative advantage are as follows: 

 

 This doctrine is valid in the case of a classical competitive market 

characterized by a large number of informed buyers and sellers and 

homogenous products in each market, with world market places serving as 

efficiency determinants for global allocation of resources to their most 

suitable uses.  Unfortunately, world markets and their prices are largely 

inefficient showing influences of trade barriers, discrimination and market 

distortions. 
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 Individual countries systematically aim at maximizing their potential gains 

from trade rather than with optimizing the allocation of world resources. 

 By pursuing gains from trade in the short run young nations may jeopardize 

long term development prospects because: 

 

i) It is important to protect infant industries to acquire new skills, technology 

and home markets which are necessary in the early years of industrial 

development; 

ii) Concentrating on short term comparative advantage may lead to 

internalizing wrong externalities eg. promoting use of illiterate peasants and 

primary sector production; 

 

c) The balance of Payments of a country is a record of all financial transactions 

between residents of that country and residents of foreign countries.  

(Residents‟ in this sense does not just refer to individuals but would also 

include companies, corporations and the government).  Thus all transactions are 

recorded whether they derive from trade in goods and services or transfer of 

capital. 

 

 Like all balance sheets, the balance of payments is bound to balance.  For if the 

country has “overspent” then it must have acquired the finance for this 

“overspending” from somewhere (either by running up debts or using its 

reserves) and when this item is included in the accounts they will balance.  It 

follows, therefore that when reference is made to a balance of payments 

“deficit” or “surplus” this only looks at a part of the total transactions eg. that 

part involving trade in goods and services which is termed the “balance of 

Payments on current account”. 

 

 If the value of exports exceed the value of imports the balance of payments is 

said to be in Trade Surplus.  This is regarded as a favourable position because 

a persistent trade surplus means the country‟s foreign exchange reserves are 

rising and so its ability to pay for its imports and settle its international debts.  

Also persistent balance of payments trade deficit is regarded as a sign of failure 

in the country‟s trade with other countries and is therefore politically 

undesirable. 

 

The structure of the Balance of Payments takes three forms:  current, capital 

and monetary accounts. 
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 The current account reflects transactions involving recently produced goods and 

services rendered.  These include the visible and invisible trade transactions.  

Invisibles cover services such as insurance, shipping and tourism.  The account 

also includes transfer of interest, profits, dividends currently earned on assets 

abroad and other transfers such as gifts and migrant remittances, thus the 

current account records the imports and exports of goods and services and all 

the net private and government transfers. 

 

The capital account records movements of capital goods, investment and other 

short term capital movement.  All payments arising from transfers of capital or 

assets plus the extension of credit official or private fall under the capital 

account. 

 

At this point  a line is drawn to reflect the balance of all transactions current and 

capital struck and the out turn which may be a surplus or deficit is described as 

the balance for official financing.  The monetary account is then a balancing 

account including changes in foreign reserves.  This section shows all those 

official transactions including the use of or the addition to the external reserves 

and the use of funds borrowed from the IMF or other governments, the purpose 

of which is to accommodate or finance the balance on current and capital items. 

 
The processes leading to deficits are associated with: 

 

 Excessive imports over exports, 

 Excessive capital outflows; and 

 Overvalued domestic currencies 

 
Some steps necessary to correct the situation: 

 

 Limitation of imports through import substitution 

 Some degree of devaluation/depreciation 

 Improvement of the balance on capital account through encouraging more 

capital inflows (in form or FDI‟s foreign aid etc). 
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