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ABSTRACT 

A country’s Balance of Payments, a reflection of the state of its economic transactions 

(positive or negative) with the rest of the world, is heavily impacted by its trade partners. 

Research on the impact of choice of trade partners are relatively few. This research study 

investigated the effect of changing trade partners (from West to East) on Kenya’s 

Balance of Payments as measured by Balance of Trade (imports and exports) and 

Balance of Payments. The study used a sample of seven countries from the West and 

seven from the East. Using annual time series trade data for the period 1997 to 2011 the 

study evaluated trade volume trends with a view to ascertain if first, Kenya had changed 

trade partners; and two, if this change had had any impact on its Balance of Payments; 

and if yes, to ascertain if that impact was positive or negative. Primary data was collected 

through questionnaires. Secondary data was collected from Kenya National Bureau of 

Statistics (KNBS). Regression analysis, correlation analysis and descriptive statistics 

were used to analyze the data collected using statistical package for social sciences 

(SPSS) and Microsoft Excel. The research found that the Balance of Trade with Eastern 

trading partners is worse that the Balance of Trade with Western partners. In addition, the 

research clearly demonstrated that there has been a shift from Western trading partners to 

Eastern trading partners mainly for imports and that this has resulted in a corresponding 

worsening of Kenya’s Balance of Payments.  
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CHAPTER ONE: INTRODUCTION 

1. 1 Background of study 

The world economy has progressively become interdependent leading to more focus on 

international trade and trading partners. Due to its global positioning and abundance in 

natural resources Sub-Saharan Africa has increasingly become an import part of this web. 

In the last 15 years Asia has come out as one of Africa’s fastest growing export/import 

market mainly because Asian countries are much more open to trade than Europe or 

America (Subramanian & Matthijs, 2007).  On the other hand, trade between Africa and 

Europe has been affected by stringent requirements for cost, quality, delivery, product 

variety, innovation, safety and quality systems set by European countries (Dolan & 

Humphrey, 2010). This is attributed to the fact that developing nations have experienced 

successive financial crises due to rapid globalization exposing their citizenship to 

possible fatal destruction of economic, ecological and social resources key for their 

survival. This has led to developed countries only agreeing to liberalise trade only after 

environmental and social consequences have been assessed and mitigated against (Kirton 

& Trebilcock, 2004). 

 

A country’s balance of payments status is determined by its trade partners which are 

often affected by world trade demand. Kenya’s balance of payment is deteriorating with 

its exports position stagnating mainly due to low demand from its trading partners and 

increased competition from emerging markets (The World Bank website, 2014). The 

Kenya National Bureau of Statistics (2012) statistics show that although Kenya has 

always been a net exporter of agricultural goods, when all imports and exports are 
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considered, the country has been an overall net importer since independence. In 2008 its 

current account balance was Kshs.-136,598m and Kshs.-187,677m in 2010. Kenya 

Economic Update (2013) reports that in 2012 net exports contributed a negative of 4.1 

percent thereby negatively impacting the country’s GDP growth and widening the gap 

between exports and imports. In 2012 exports growth dropped to 4.7 percent from 6.6 

percent in 2011 and imports growth dropped from 15.6 percent to 12.5 percent in the 

same period.   

 

Osoro (2013) found that despite Kenya’s rapid economic growth its balance of payments 

position from 1963 and 1970 remained in deficit except in 1963, 1964, 1965, 1977, 1993, 

2003, 2009 and 2010. This he found out was due to trade deficit and growing 

indebtedness caused by fluctuations in the country’s main primary exports commodities. 

He hypothesized that this could be as a result of serious mismanagement of 

macroeconomic policies as well as challenges of governance of international resources 

with development policies that were not keen on the critical contribution of foreign trade, 

private sector and foreign investment. 

 

1.1.1 The concept of International Trade 

Trade in firms is driven by the search for economies of scale which make markets 

imperfectly competitive. It is this imperfectness that encourages trade between countries 

with similar needs (Krugman, 1979). The rivalry of oligopolistic firms serves as an 

independent cause of international trade (Brander & Krugman, 1983). In the end 

international trade should be a tool for countries to achieve mutual gain (Broadman, 
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2007). Over the centuries various theories have been proffered to explain international 

trade.  Ricardo’s and Smith’s classical trade theories dictates how a country exports and 

imports compare to its trading pattern with other nations. It describes a situation where a 

country devotes its resources to the production of goods and services that it has 

competitive advantage in, consumes them and exports any surplus (Ricardo, 1817; Smith, 

1776). In Hecksher- Ohlin’s Factor proportion theory countries focus on the production 

and export of products and services from their most abundant production factors and 

import products and services that require huge amounts of scarce production resources 

(Learmer, 1995). This theory when compared to the classical theory explains the 

differences in advantage shown by different countries.  

 

However these two theories are deficient in that they cannot explain current trends in 

international trade. The international product life theory, which looks at technological 

innovation and market expansion, is more successful at explaining patterns of 

international trade. The Internalization theory proposes the expansion, control and 

merging of the direct operations of a company’s activities to markets that link the firm to 

customers (Vernon, 1979; Buckley, 1988).  

1.1.2 The concept of Balance of Payments 

Balance of payments is a statistical statement that systematically summarizes, for a 

specific time period, the economic transactions of an economy with the rest of the world. 

It is in essence a summary of international transactions between countries which indicates 

whether a country’s balance of payments overall net balance is zero or in deficit. The 

balance of payments accounting is important for finding out how well a country’s 
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economy is doing. It at the same time is useful for foreign creditors who it may warn or 

indicate deep-seated economic crises or a thriving economy (Hylleberg, 1989). In the 

event that the balance of payments is not zero then it becomes a crisis. This 

disequilibrium distorts the workings (that is, supply and demand for money) of the entire 

economy.  

 

The IMF website (2000) argues that balance of payments problems are due to the 

disequilibrium in the physical flows, namely exports and imports of goods and services. 

The immediate danger of an imbalance in balance of payments is when the trade 

relationships moves from complementary to competitive displacing young local/domestic 

industries and resulting in falling prices of goods and services. Nigeria suffered from 

balance of payments challenges due to overdependence on a one primary export but 

managed to recover after oil discovery in 1960s as did Kenya in 1970–1971 a situation 

made worse by the first oil shock two years later. The Asian financial crisis of 1997 as 

well as the United Kingdom’s stop-go 1950-1973 policies were also as a result of balance 

of payments crisis.  

 

There are three models that explain balance of payments. The Absorption model, which 

is the original Keynesian balance of payments theory, looks at the balance of payments, 

on current account as a macroeconomic phenomenon  in the economy where the (current 

account) balance of payments equal the difference between aggregate domestic output 

and income (O) and aggregate domestic expenditure (E), that is, O=E  (Alexander, 1952). 

There is a surplus when O is larger that E and a deficit if vice versa.  
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The Elasticities approach to the balance of trade looks at how changes in a country’s 

relative prices of both domestic goods and foreign goods resulting from a change in the 

exchange rate will affect its balance of trade. It basically looks at the behavior of the 

economic system (Magee, 1975). 

 

The Monetary Approach to the Balance of Payment (MABOP) is based on the premise 

that, balance of payments, in this case, the sum of the balance of trade, current account, 

and the service account, is determined by the net excess supply or demand for money. 

MABOP incorporates both the current account (trade in goods and services) and trade in 

financial assets unlike the Absorption and Elasticities approaches. According to this 

approach a balance of payments flow is one of the mechanisms by which actual money 

balances are adjusted to their desired levels using an adjustment mechanism (Kouri & 

Porter, 1974). 

1.1.3 International Trade in Kenya  

Kenya’s first involvement in international trade was in pre-independence, 1900-1920, 

Yabs (2007) when Kenya, then a colony of The United Kingdom saw its first businesses 

spring up. Kenya has traditionally traded with countries from Europe and America and 

has enjoyed long-standing cordial political and trade relations with the European Union, 

under the framework of the successive Lomé Conventions and the Cotonou Partnership 

Agreement.  In 1994 Kenya’s economy with the help of the World Bank and IMF became 

completely liberised and made it possible to reduce tariffs and thereby enhancing a 

vibrant international trade (Aullo, 2014). In the 1980s and 1990s Kenya was liberalizing 

its economy and was one of the first countries to sign a Structural Adjustment Loan with 
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the World Bank (Gertz, 2008). Its reform program included significant changes in trade 

policy as it replaced post-colonial import substitution policies with export promotion 

program. Despite all these efforts the policy did not produce sustained growth as 

anticipated.  

 

The intergral part of Kenya’s trade policy consists of the agreements with the other 

members of the East African Community (EAC), the EU and the U.S and this 

relationship has developed significant over the years (Bigsten, Arne, Kimuyu & 

Söderbom, 2010). Kenya’s economy is the anchor of the EAC and the region’s economic 

performance to a large extent depends on it (Kibe & Kimenyi, 2013). A KNBS (2013) 

economic survey found that Kenya’s top export countries in order are Uganda, Tanzania, 

UK, Netherlands, UAE, USA, Pakistan, Egypt, Rwanda, Germany; and  imports are 

India, China, UAE, Saudi Arabia, USA, Japan, South Africa, Indonesia, UK  and 

Germany.  

1.1.4 Kenya’s Eastern and Western trade partners 

According to the World Bank website from 2001 Sub-Saharan Africa became Asia’s 

fastest growing export market. In 2004 for example 2 percent of China’s trade was with 

Sub-Saharan Africa. Between 1999 and 2002 China-Africa trade grew by 700 percent. 

This increase was after the first China-Africa Forum in Beijing in 2000. Kaplinsky et al 

(2007) say that there is a risk of overestimating China’s historic and present impact as 

well as underestimating its potential future impact. China invests, trades and gives aid to 

Africa and is heavily involved in infrastructure developments. Njagi (2008) found that 

the changes in economies of Asia especially China and India provide new opportunities 
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for Kenya and other African countries to develop new Asia - Africa ties and provide an 

opportunity to negotiate for increased market access, trade facilitation and promotion of 

foreign direct investment. Kenya has been trading with China since A.D 618 (Sung 

Dynasty) and host its embassy and Confucius centres. Chinese companies also have 

tenders to construct roads and buildings. Trade between Kenya and China more than 

doubled from 2000 to 2007. According to IMF, Direction of Trade Statistics Yearbook 

between 1963 and 1999 Kenya’s trade with China was skewed. While the imports trend 

was on an upward trend beginning the early 19990’s the exports trend was flat during the 

period.  

 

In 2008 Japan organized a summit with African leaders in Tokyo and promised aid and 

low interest loans. India had earlier that year made similar promises. The Kenya – Japan 

balance of trade has always favoured Japan. Kenya – Japan bilateral trade relations go 

way back before 1952 when Japan established a consulate in Nairobi. After Kenya’s 

independence in 1963 these relations became stronger and were solidified in 1964 when 

Japan upgraded the consulate to an embassy in Nairobi which was followed by Kenya’s 

embassy in Tokyo. The two countries enjoy good diplomatic relations and Kenya is the 

regional headquarters for all Japan’s major trading companies and agencies, JICA, 

JETRO and JBIC.  

 

Kenya and Germany have been traditional trading partners since the attainment of 

Kenya’s independence in 1963. Germany and the United Kingdom are some of Kenya’s 

most important export destinations. In 1984, within the then European Economic 
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Community (EEC), EEC accounted for 45 percent of all Kenya’s exports and 29 percent 

of imports. In 1988 EEC accounted for 48 percent of Kenya’s exports and 48 percent of 

its imports. West Germany and The United Kingdom accounted for more than 2/3 of 

those exports and imports (Nyangito, Ndii & Nyoro, 2001). Germany – Kenya bilateral 

trade relations are reinforced by constant contact in promotion programmes to trade, with 

Germany importing about 8 percent of Kenya’s commodities. 

 

1.2 Research problem 

For most developing countries bilateral trade imbalance is increasing and their state of a 

net importer worsening attributable mainly to the fact that more than half the population 

in developing countries live in rural areas, a population that relies heavily on agriculture 

(Aksoy & Beghin, 2005). This notwithstanding, there are some developing countries who 

are experiencing large surpluses (Gruber & Kamin, 2006). Bilateral trade relationships 

must not always be balanced but consistent and wide gaps in trade deficits can be 

construed to be evidence of underlying trade constraints. Persistent trade imbalances 

affect a government’s ability to achieve economic growth and social development. 

Globally and even regionally studies on balance of payments exist. In Kenya however, 

though the topic has been studied widely few researchers have focused on the impact of 

Kenya’s shifting bilateral trade partners.  

 

Thirlwall (1979) found that balance of payments issues can constrain growth. Berger and 

Nitsch (2010) examined patterns of trade between a sample of 18 European countries 

over the period 1948 to 2008 and found that trade deficit had widened substantially 
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between the European countries after the introduction of the euro. Thirlwall and Santos-

Pauline (2014) analysed the effect of trade liberalisation on export growth, import 

growth, the balance of trade and the balance of payments for a sample of 22 developing 

countries that have adopted trade liberalisation policies since the mid-1970s. They found 

that liberalisation raised import growth more than it stimulated export growth and 

consequently worsen the balance of trade and payments. Perraton (2003) studied balance 

of payments constrained growth and developing countries.  

 

Umo and Fakiyesi (1995) analysed the profiles and determinants of Nigeria's balance of 

payments for the period 1950 to 1988 current account component. Osoro (2013) studied 

the long-run determinants of balance of payment dynamics in Kenya between 1963 and 

2012. He found that there is not enough theoretical literature on balance of payments in 

Kenya. Mambo (2012) analysed the relevance of the monetary approach to Kenya's 

balance of payments for the period 1969 to 2002. Ntara (2011) studied factors influencing 

bilateral trade between Kenya and India and found that the trade imbalance between the 

two countries is widening. Kipngetich (2002) analysed the relationship between fiscal 

deficits and the current account balance in Kenya for the period 1964 to 2000. Ng’eno 

(2000) researched on external debt and capital flight in Sub-Saharan Africa where he 

highlighted out how the effect of withholding of aid by donors in 1991 contributed to the 

worst balance of payments crisis in Kenya. This study seeks to answer the question: What 

is the impact of shifting trade partners from Western to the Eastern on Kenya’s Balance 

of Payments? 
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1.3 Research objective 

By analyzing Balance of Payments and trade statistics the research will aim to examine if 

Kenya has shifted trade partners from West to East and if yes, to ascertain the impact this 

shift has had on her Balance of Payments. 

 

1.4 Value of the study 

The research findings will be useful for proactive national and international policy 

formulation a process key in economic and policy planning; to point out where the 

healthy international trade relationships are and therefore enable the government 

formulate relevant policies to sustain if not improve those relationships in order to ensure 

a viable growth strategy for the nation.  

 

It is expected that the results of the study will be useful to international money lenders, 

private investors as well social investors as they do their due diligence in the process of 

making the decision whether to invest in a Kenya or not. The study is also useful for 

potential bilateral trade partners. 

 

The study’s research findings will reveal the relationship between trade partners and 

balance of payments and reduce the knowledge gap in those areas. These findings will 

therefore benefit other researchers as they will add to already existing pool of knowledge 

and will open up other possible areas of study. 

.  
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CHAPTER TWO: LITERATURE REVIEW 

2.1 Introduction 

This section reviews theoretical foundations and literature of the study and covers; 

theoretical foundations, international business transactions and balance of payments. 

 

2.2 Theoretical foundations of the study  

There exists a considerable amount of academic research in the field of balance of 

payments. Following the seminal papers by (Alexander, 1952) of the IMF, (Salant & 

Henderson, 1978) which gave rise to more works by (Krugman, 1979) and (Obstfeld, 

1984) many other researchers have come up with different models to explain balance of 

payments, balance of payments crises and international trade. 

 

2.2.1 The Heckscher-Ohlin model  

Developed by Eli Heckscher (1919) and Bertil Ohlin (1933) the Heckscher-Ohlin model 

links countries export-import patterns to factor endowments and methods of production. 

In brief the pattern of international trade is determined by differences in factor 

endowments. The Heckscher-Ohlin theorem states that: A country exports those 

commodities it produces with relatively large quantities of its relatively abundant factor. 

For example, if Spain was Capital abundant and Kenya Labour abundant their trade 

pattern would be as below: 

Figure 1: Example of Heckscher-Ohlin theorem 

 

Spain                                                   Kenya 

Capital 

Labour 
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Source: Researcher (2014) 

The Heckscher Ohlin model was instrumental in laying the ground for substantial 

development of the theory of international trade. Heckscher Ohlin was able to 

satisfactorily provide an analysis that could integrate the factor market into international 

trade theory (Lancaster, 1957). The model is useful to understand important aspect of 

patterns of international trade (Romer, 1986). The findings of the Leontif paradox 

(Leontif, 1953) which disputed Heckscher Ohlin theory as the predictor of the direction 

of trade are the only ones that changed economists view of causes of international trade 

(Learner, 1992).  

 

2.2.2 The theories of Absolute Advantage and Comparative Advantage 

The first formulation of the international trade theory was politically motivated. Adam 

Smith (1776) unhappy with the government intervention and control over both domestic 

and foreign trade published a paper on the wealth of nations. In his publication he tried to 

destroy the mercantilism philosophy which evolved in Europe between the 16th and 18th 

centuries, and is traditionally interpreted as the belief that the activity of accumulating 

precious metals is essential to a nation’s welfare (Ball et al, 2008). These metals were 

seen by mercantilists as the only source of wealth and because England had no mines it 

looked to international trade to supply gold and silver. Subsequently the government 

developed economic policies that promoted exports and stifled imports resulting in a 

trade surplus to be paid for in gold and silver. Import restrictions such as import duties 

reduced imports while government subsidies to exporters increased exports 

.  

file://The
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Adam Smith in the Theory of absolute advantage argued against mercantilism and put 

forward that market forces not government controls should determine the direction, 

volume, and composition of international trade. He proposed that under free trade, each 

nation should specialise in producing those goods it could produce most efficiently, that 

is, for which it had an absolute advantage (either natural or acquired). Some of these 

goods would be exported to pay for imports of goods that can be produced more 

efficiently elsewhere. In this case both countries will gain from trade. In 1817 David 

Ricardo, augmenting Smith’s work argued that even though one nation held an absolute 

advantage over another in the production of each of the two different goods, international 

trade could still create benefit for each country (thus presenting a positive-sum game, a 

“win-win” situation for both countries engaged in trade).  

 

2.2.3 The Absorption Model and Elasticities Approach of Balance of payments 

Alexander (1952) of the IMF developed the original Keynesian balance of payments 

theory, the absorption model which stated that the current account (balance of payments) 

will equal the difference between aggregate domestic output and aggregate domestic 

expenditure (with a surplus if output is larger and vice versa). Alexander’s model take is 

that instead of looking to explain the balance of payments directly one should rather look 

at the determinants of output and total domestic expenditure and the balance of payments 

will be automatically defined as a residual.  

 

The absorption model complements the elasticities approach as it takes into consideration 

the supply side and income effects. The absorption approach only considers these two 
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effects therefore the two approaches can be combined. A country’s balance of payments 

can only be improved if there is deflation, a fact that may be regarded as a fundamental 

contribution of the absorption approach most authors seem to have ignored (Frenkel & 

Johnson, 1970). It is often the case that after devaluation the trade balance deteriorates for 

a while initially before improving. This is because the initial demands tend to be inelastic.  

This is known as the J Curve Effect.  Devaluation causes import prices to rise in the home 

country and export prices to fall in foreign countries. The Internalization theory, an 

extension of the market imperfect theory proposes the expansion, control and merging of 

the direct operations of a company’s activities to markets that link the firm to customers 

to obtain a higher return on investment (Wilson, 1996). 

 

2.3 Trade policy – Tariffs and developing countries 

A UNCTAD (2013) report on Non-tariff measures to trade: Economic and Policy Issues 

for Developing Countries state that in practice, NTMs are measures that have the 

potential to substantially distort international trade, whether their trade effects are 

protectionist or not. For example, measures such as quality standards, although generally 

imposed without protectionist intent, may be of particular concern to poor countries 

whose producers are often ill-equipped to comply with them. The scarcity of data on 

trade policy measures has been the main problem behind the study of the effect of NTMs. 

The fact that they are increasingly used to regulate international trade makes the need to 

update data even more compelling. The reason behind the scarcity of databases on them 

is largely related to the difficulty of collecting the data and assembling consistent 

databases. 
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Using gravity to establish causality (Cavallo & Frankel, 2007) found that openness to 

trade is one factor that has been identified as determining whether a country is prone to 

sudden stops in capital inflows. They used the gravity instrument for trade openness, 

which is constructed from geographical determinants of bilateral trade. They found that 

openness indeed makes countries less vulnerable to crises and that the relationship is 

even stronger when correcting the endoeneity of trade. In studying the impact of trade 

restrictiveness on growth, poverty or unemployment (Kee, Nicita & Ola, 2002) found that 

poor countries tend to have more restrictive trade policies but they also face higher trade 

barriers on their exports. Yanikkaya (2003) in an investigation on trade openness and 

economic growth using a large number of openness measures for a cross section of 

countries over the last three decades demonstrated that trade liberalization does not have 

a simple and straightforward relationship with growth. An estimation of the results 

showed that trade barriers are positively and, in most specifications, significantly 

associated with growth, especially for developing countries and they are consistent with 

the findings of theoretical growth and development literature. Harrison (1996) tested the 

association between openness and growth and found that although the correlation across 

different types of openness is not always strong, there is generally a positive association 

between growth and different measures of openness. 

 

2.4 Foreign exchange and trade 

Barasa (2013) in a study to determine the relationship between exchange rate volatility 

and BOP found that the exchange rate affects the prices at which a country trades with 
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the rest of the world and is important for economic analysis and policy formulation. 

Exchange rates are significantly affected by political factor, balance of payment, average 

annual interest rate and inflation rates found (Jattani, 2013). Mwau (1984) in an attempt 

to analyze the impact of foreign capital inflows on the economy results showed that 

although foreign capital inflows have some stimulatory effects on domestic investment, 

their effects on economic growth are small. Ramolise (2002) found that the major cause 

of balance of payments disequilibrium in the LDCs was the adverse developments in the 

international economy which included the deterioration in the terms of trade associated 

with OPEC oil price hikes and high interest rates, increased protectionism and recession 

in the developed world.  

 

2.5 Foreign Direct Investments 

While reassessing the relationship between economic growth and FDI (Carkovic, & 

Levine, 2002) found that the exogenous component of FDI does not exert a robust, 

independent influence on growth. Borensztein, De Gregorio and  Lee, (1998) studied how 

foreign direct investment (FDI) affects economic growth by testing the effect of FDI on 

economic growth in a cross-country regression framework, utilizing data on FDI flows 

from industrial countries to 69 developing countries over the last two decades. Their 

results suggest that FDI is an important vehicle for the transfer of technology, 

contributing relatively more to growth than domestic investment. They however, noted 

that FDI contributes to economic growth only when a sufficient absorptive capability of 

the advanced technologies is available in the host economy.   

 

http://www.sciencedirect.com/science/article/pii/S0022199697000330
http://www.sciencedirect.com/science/article/pii/S0022199697000330
http://www.sciencedirect.com/science/article/pii/S0022199697000330
http://www.sciencedirect.com/science/article/pii/S0022199697000330
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Nguku (2013) studied the relationship between foreign direct investment and balance of 

payments. Using correlation design and secondary data from the global and local 

databases for a 20 year period from 1993 to 2012 he found that the relative price of 

imports had a positive and significant impact on imports at the 1% level of significance 

while GDP and FDI were not significant in the model.  

 

2.6 Politics and economic growth 

Economic growth within countries varies sharply across decades found (B. F. Jones and 

B. A. Olken, 2005) as they sought to analyse sustained shifts in growth vis-à-vis changes 

in the national leadership. Using deaths of leaders while in office as a source of 

exogenous variation in leadership, they found robust evidence that leaders matter for 

growth. The study identified that this is strongest in autocratic settings where there are 

fewer constraints on a leader's power. Leaders also appear to affect policy outcomes, 

particularly monetary policy. The results suggest that individual leaders can play crucial 

roles in shaping the growth of nations.  

 

Dollar and Krayy (2002) found that countries with better institutions and countries that 

trade more grow faster. Countries with better institutions also tend to trade more. 

Anderson and Marcouiller (2002) found that corruption and imperfect contract 

enforcement dramatically reduce international trade. Inadequate institutions constrain 

trade as much as tariffs do and the omission of indices of institutional quality biases the 

estimates of typical gravity models, obscuring a negative relationship between per capita 

income and the share of total expenditure devoted to traded goods. Sachs and Warner 

http://qje.oxfordjournals.org/search?author1=Benjamin+F.+Jones&sortspec=date&submit=Submit
http://qje.oxfordjournals.org/search?author1=Benjamin+A.+Olken&sortspec=date&submit=Submit
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(1997) offer some econometric evidence on the sources of slow growth in the region. 

They found that poor economic policies have played an especially important role in the 

slow growth, most importantly the region's lack of openness to international markets.  

 

2.7 Trade and income 

Bourguignon and Morrison (1990) while analyzing across-sectional evidence on income 

inequality in developing countries found that endowments in mineral resources, land 

concentration in agricultural exports, trade protection and secondary schooling are 

significant determinants of differences in income inequality across developing countries. 

There is significant convergence between countries comprising of major trade partners 

(Ben-David, 1996) found. Meschi and Vivarelli (2008) found that trade with high income 

countries worsen income distribution in DCs, through both imports and exports. Feyrer 

(2009) while trying to establish the causal relationship between trade and income found 

that trade has a significant effect on income with an elasticity of roughly one half. Ben-

David and Kimhi (2010) found that an increase in trade between major trade partners - 

and, in particular, increased exports by poorer countries to their wealthier partners - is 

shown to be related to an increase in the rate of convergence between the countries. 

 

2.8 International trade and balance of payments 

Danby (2009) defines balance of payments as a bookkeeping system that records all 

payments that directly affect the movement of funds between a nation (private sector and 

government) and foreign countries. The system has a “Receipts” and a “Payments” 

column where Receipts include exports (foreign purchases of local products), services 
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(purchases from foreign tourists), investment income (income earned from local country 

investment abroad), unilateral transfers (foreign gifts and pensions paid to local citizens) 

and capital inflows (foreign payments for local assets). Payments include imports 

(purchases of foreign products), services (international travel by locals), investment 

income, unilateral transfers (foreign aid and gifts and pensions paid to foreigners) and 

capital outflows (payments for purchase of foreign assets). Transaction payments from 

foreign countries are entered in the “Receipts” column with a plus sign (+) to reflect that 

they are credits and all payments are entered in the “Payments” column with a minus sign 

(-) to reflect that they are debits because they result in flows of funds to other countries, 

(Tsoukalas, 2003). The sum of Receipts and Payments is equal to balance of payments. A 

country's balance of payments is in surplus when the sum is positive in deficit when the 

sum is negative (Aziza, 2010). 

 

IMF working paper (1997) found that the exchange rate as one of the main determinants 

of business profitability and a country’s balance of payments, (Kim, 2003). This is 

because of the continuing increases in the world trade and capital volatility that has 

affected exchange rate changes which directly influence the international competitiveness 

of firms (Joseph, 2002).  Cheung, Furceri and Rusticelli (2013) found that global external 

imbalances have widened persistently over the last several years and have narrowed 

abruptly over the course of the financial crisis. Araujo (2007) derived a balance-of-

payments equilibrium growth rate analogous to Thirlwall´s Law from a Pasinettian multi-

sector macrodynamic framework. This resulted into a formula called Multi-Sectoral 

Thirlwall´s Law, which states that the growth rate of per capita income is directly 
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proportional to the growth rate of exports, such a proportionality being inversely 

(directly) related to sectoral income elasticities of imports (exports). 

 

Osakwe (2007) found that many countries in the region run a current account deficit, with 

a number of economies maintaining high deficits above 5% for many years. This raises 

concerns about the sustainability of these deficits and the subsequent debts accumulated 

to finance them suggesting that these economies are maintaining deficits which are not 

beneficial for the economy over a longer horizon. He found that less democratic 

governments also have a higher probability of running a deficit. Nyongesa, Mukras and 

Momanyi (2013) in examining the sustainability of the current account deficits in the 

country that exports and imports are cointegrated with the cointegrating coefficient of 

0.21989 which is significantly not equal to one, but equal to zero, implying that the 

current account is not on the sustainable path indicating a weak form of sustainability. 

The however concluded that current account deficit may not be sustainable in the long-

run. 
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CHAPTER THREE: RESEARCH METHODOLOGY 

3.1 Introduction 

This chapter outlines of how the research will be carried out. It focuses on the research 

design, population of the study, sample and sampling techniques, data collection methods 

and data analysis.  

 

3.2 Research Design 

The study used survey research design. It used qualitative and quantitative. Quantitative 

research design is a more logical approach that has a high degree of standardization in 

data collection as it allows for use of data to measure findings from a statistical and 

numerical point of view (Flick, Kardoff & Steinke, 2004). The period 1997 to 2011 was 

selected as it is during this period that Kenya experienced a new, more democratic 

political dispensation change that was perceived to be more inclined to look East. Lynch 

and Crawford (2012) call this period the ‘third wave’ of democratization seen across sub-

Saharan Africa that began in the early 1990s.  

 

3.3 Population and Sampling Design 

The study sampled Kenya’s top 14 key trade partners from the East and West. These are 

as follows: Belgium, France, Germany, Italy, the Netherlands, United Kingdom, United 

States of America, Saudi Arabia, United Arabs Emirates, China, India, Indonesia, Japan 

and Pakistan. This is based on the assumption that these countries partners contribute to 

more than half of her trade and are therefore a good representation of Western and 

Eastern partners. 
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3.4 Data Collection  

Both secondary and primary data were used. Secondary data on all the variables under 

review was collected from Central Bank of Kenya (CBK) and the Kenya National Bureau 

of Statistics (KNBS). The annual time series data for Balance of Payments, Imports and 

Exports for a 15 year period from 1997 to 2011 was collected. Balance of Trade for 

Kenya with the sample countries blocks under study was calculated. Primary was data 

collected using questionnaires with the respondents being officials from embassies and 

organisations that deal with international trade. 

  

3.5 Data Analysis  

The data collected from the questionnaires was analysed using Microsoft Excel 

spreadsheets and presented in graphs that clearly presented the findings. Secondary data 

collected was tested using correlation analysis and multiple regression analysis facilitated 

by use of SPSS. 
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CHAPTER FOUR: DATA FINDINGS, ANALYSIS, RESULTS AND 

DISCUSSION 

4.1 Introduction 

This chapter presents the results of the study and their interpretation. The chapter is 

arranged as follows. The first section presents the qualitative and quantitative results and 

trends, followed by regression and correlation analysis results. 

4.2 Respondent rate 

The total number of questionnaires administered was fourteen, ten to embassies and four 

to other organisations that deal with or in international trade. Nine questionnaires were 

returned, a response rate of 64 percent. The breakdown of responses is as summarized in 

the table below: 

Table 1 

Total Number of Questionnaires administered 14 

Number of questionnaires returned by embassies 7 

Number of questionnaires returned by other organisations 2 

Total questionnaires returned 9 

4.2.1 Demographic information 

Of the sample interviewed fifty seven percent of the respondents have been employed for 

more between 5 and 10 years in the organisations they work for. Six out of nine of the 

embassies / organisation sampled have existing for more than 50 years in Kenya. 
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4.2.2 Respondents opinion on trade between Kenya and her partners 

 

From the 9 respondents 5 disagreed that trade between Kenya and her trade partners is 

balanced, 1 strongly agreed, 2 agreed and one was neutral. On if trade between Kenya 

and her trade partners has had a positive impact on the country 4 respondents disagreed, 4 

respondents agreed and 1 was neutral. When asked if Kenya’s trade has majorly shifted  

trade partners from West to East 4 respondents agreed, 3 disagreed and 1 was neutral. 

4.3 Quantitative analysis 

4.3.1 Descriptive Results and trends 

 

In this section the results on the trend of the series data used in the study are presented in 

charts and a descriptive summary presented in a table format. This analysis was done 

using Microsoft Excel 2013. 
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Figure 4.3.1: BoP trend 1997 – 2011 

 

Source: Researcher (2014) 

 

Figure 4.3.1 presents the trend of BoP over the period of study including a projection of it 

will look like if the same trend persists up to 2020. From the results Kenya’s Balance of 

payments has been progressively deteriorating form the first year of study, 1997, 

worsened further in 2007 and is on a downward spiral ever since 
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Figure 4.3.2: Total BoP versus West BoT and East BoT 1997 - 2011 

 

Source: Researcher (2014) 

Figure 4.3.2 shows the relationship between Total Balance of payments against Balance 

of Trade with West and East. East’s Balance of Trade is below Balance of Payments 

depicting a situation where trade with the East is a burden on Kenya’s Balance of 

Payments. 
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Figure 4.3.3: Trend of BoP, Total Imports from West, Total Imports from East (1997 – 

2011) 

 

Source: Research (2014) 

Figure 4.3.3 is a representation of the trends of Balance of Payments vis a vis Total 

Exports and Imports from selected countries from the West and East. The trend depicts a 

rapidly declining Balance of Payments and rapidly rising imports from the East. Exports 

to the East are stagnating.  Exports to the West and imports from the West are also 

stagnating. 
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Figure 4.3.4 

 

Source: Researcher (2014) 

Figure 4.3.4 projects how the trend of Total BoP versus total Imports from the East is 

likely to look like six years from now (in 2020) ceteris paribus.  
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Figure 4.3.5 

 

Source: Researcher (2014) 

Figure 4.2.5 shows the likely scenario of Imports and Exports from both East and West in 

2020 should the current trend persist. The gap between East’s Exports and Imports will 

continue widening as the West’s Exports and Imports though almost balanced they will 

continue being  of much impact on Kenya’s free falling Balance of Payments.  
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Table 4.3.6 Summary Descriptive Results 

Descriptive Statistics 

  Mean Std. Deviation N 

Total BoP for Year -68985.7467 94022.41709 15 

BoT with East -191414.8000 162454.76563 15 

 BoT with West -41894.4667 14088.99517 15 

Source: Research 

Number of countries under study is 15. The mean for Total BoP, BOT with East and BoT 

with West is -68985.7467, -191414.8000 and -41894.4667 respectively. The standard 

deviation for the same is 94022.41709, 162454.76563 and 14088.99517. 

 

4.4 Regression and Correlation Analysis Results 

4.4.1 Multiple Linear Regressions Using BoP 

 

Table 2. Regression Model summary 

Model Summary 

Model R R Square 

Adjusted R 

Square 

Std. Error of the 

Estimate 

1 .963a .928 .916 27286.72464 

a. Predictors: (Constant),  BoT with West , BoT with East 

b. Dependent Variable: BoP 
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Table 2 indicates that the influence of West BoT and East BoT have an R square of 0.928 

meaning that the correlation between BoP and BoT is very strong at 92 percent. This 

means that more than 92 percent of the variance can be explained by the model making 

this a strong model. 

4.4.2 Correlation Analysis  

Table 3. Pearson’s Correlation Statistics  

Correlations 

  

Total BoP 

for Year 

BoT with 

East 

 BoT with 

West 

Pearson 

Correlation 

Total BoP for Year 1.000 .963 .499 

BoT with East .963 1.000 .490 

 BoT with West .499 .490 1.000 

Sig. (1-

tailed) 

Total BoP for Year   .000 .029 

BoT with East .000   .032 

 BoT with West .029 .032   

N Total BoP for Year 15 15 15 

BoT with East 15 15 15 

 BoT with West 15 15 15 

 

Table 3 shows that the correlation between Balance of Payments and both East and West 

Balance of Trade is very significant at .000 for East and .029 for West. 

 

 



32 
 

 

4.4.3 Tests of significance results  

Table 3 ANOVA 

ANOVAa 

Model Sum of Squares df Mean Square F Sig. 

1 Regression 114828224714.739 2 57414112357.369 77.111 .000b 

Residual 8934784100.199 12 744565341.683     

Total 123763008814.937 14       

a. Dependent Variable: Total BoP for Year 

b. Predictors: (Constant),  BoT with West , BoT with East 

The Anova statistics for regressions conducted with the control variables as represented 

on Table 3 indicate that the overall regression model is useful (can be used to explain the 

variance in the independent variable). The reported probabilities were less than the 

conventional 0.05 (5%). This shows that when all the independent variables (East BoT 

and West BoT) are analyzed against the control variable (BoP) they are good joint 

predictors of Balance of payments. The significance of .000b is below .05b and is 

therefore very significant and therefore the hypothesis is acceptable.  

 

 

 

 

 

 



33 
 

Table 4 Coefficients 

Coefficientsa 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. B Std. Error Beta 

1 (Constant) 45812.458 22919.639   1.999 .069 

BoT with 

East 

.547 .051 .945 10.622 .000 

 BoT with 

West 

.241 .594 .036 .406 .692 

a. Dependent Variable: Total BoP for Year 

Table 4 represents the coefficients for the linear regression. Using the findings on the 

table we can express BoP in a linear as follows: 

 

BoP = 45812.458 + .945BoTE + .036BoTW 

Where: 

BoP = Balance of Payments 

BoTW = Balance of Trade with West 

BoTE = Balance of Trade with East 

45812.458 = Constant 

This means that a change in Balance of Trade with the East will impact Balance of 

Payments by 26.25 times more than the impact from BoT from the West. 



34 
 

 

4.5 Discussion and Interpretation of Findings  

The results from the study indicate that balance of trade with the leading trade partners, 

has an effect on a country’s balance of payments. There has been a shift of trading 

partners (from West to East) and the research shows that this has come with a 

corresponding worsening of the balance of payments position. The balance of trade from 

the East is seen to have a significant negative effect on the balance of payments. This 

indicate that it is not the volume of trade that matters but how balanced the imports and 

exports are. The increase in imports from the East have deviated the country’s balance of 

payments further from the ideal state of 0 and could mean the draining of its foreign 

reserve, the death of local manufacturing industries and increased unemployment.  
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CHAPTER FIVE: SUMMARY, CONCLUSION AND 

RECOMMENDATIONS  

5.1 Introduction  

This study examined the relationship between Balance of Payments and trade direction – 

from West (Belgium, France, Germany, Italy, the Netherlands, United Kingdom, United 

and States of America) to East (Saudi Arabia, United Arabs Emirates, China, India, 

Indonesia, Japan and Pakistan) as measured by imports and exports or Balance of Trade 

based on the annual reports of KNBS, CBS and CBK for the period 1997 to 2011. This 

chapter presents the conclusion of the study, highlights the contribution of the study and 

the recommendations for future research.  

 

5.2 Summary Conclusions 

The objective of this research was to examine if Kenya has shifted trade partners from 

West to East and if yes, to ascertain the impact this shift has had on her Balance of Payments. 

Linear regression and Pearson’s correlation analysis were used to analyse Balance of 

Payments and Balance of Trade. The study found significant association between the BoP 

behavior as influenced by Balance of Trade from East and West. According to the study 

the above BOT trends influence a country’s Balance of Payments performance 

significantly. This means that if the imports from the East keep rising and exports 

stagnating so will the Balance of Payments’ deficit keep increasing.  
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5.3 Limitations of the Study  

Balance of Payments is a result numerous other variables / factors that the study could 

not factor into the research such as foreign investments, foreign exchange among others. 

The study also focused on only top trade partners from the East and West and left out the 

contribution of African countries. The period of 15 years studied may not be adequate to 

establish long term trade trends and relationships. The study was also unable to 

administer adequate questionnaires to test and confirm the hypothesis that the country has 

shifted trade partners. 

.  

5.4. Recommendations for Further Research  

The study recommends that trade policies be analyzed to fill gaps in forging mutually 

beneficial trade relations with trade partners. It also recommends that the relationship 

between Balance of Payments and Balance of Trade be examined over a longer period so 

as to have a clear view of this relationship. The focus of study gives conclusive results on 

the impact of imports and exports from the countries studied and highlights the need to 

focus on containing imports and increasing the volume exports to ensure that the Balance 

of Payments is not overburdened. The current state is gravely not only affecting the 

country’s economic growth but is also impacting negatively on other macro and micro-

factors. 

 

The study suggests that a similar study is done for other African countries to establish if 

these findings hold true, that, Balance of payments deficit is as result of Balance of Trade 

with certain trade partners.  
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APPENDIX 2: QUESTIONNAIRE 

 

Date of interview: 

 

Name of organization: 

 

Position of interviewee: 

 

Part A: Background Information 

 

1. How many years have you worked for the organization? 

 

� Less than five (5)  

� Five (5) to ten (10)  

� More than Ten (10)  

 

2. How many years has your country traded with Kenya? 

(If applicable) 

 

      � Less than 10  

      � 10 to 20 

      � 20 to 30  

      � 30 to 40 

      � Above 50 

 

 

 

 

 

 

 

 

 

 

 

 



 
 

Part B:  Interviewee’s knowledge and opinion on trade between Kenya and her partners 

 

 

Conclusion 

Given the focus of this interview, is there any other information that you think will be 

useful in the study, which you would like to share with me?  

……………………………………………………………………………………………… 

……………………………………………………………………………………………… 

Thank you very much for your invaluable insights on this matter and for your time.   

 Strongly 

Agree 

Agree Neutral Disagree Strongly 

Disagree 

3. Trade between Kenya and your country 

is balanced 

           If not applicable please see 3a below 

     

           3a. Trade between Kenya and her    

                 trade partners is balanced 

     

4. The impact of trade between Kenya and 

your country has been positive on 

Kenya 

If not applicable please see 4a below 

     

4a. The impact of trade between Kenya 

and her trade partners has been positive 

on Kenya 

     

5. Kenya’s trade has majorly shifted from 

Western partners (US and Europe) to 

Eastern partners (Asia) in the last 12 

years 

     

6. Kenya now trades less with Europe and 

the United States and more with Asia 

(China, India, Pakistan, Japan etc) 

     



 
 

APPENDIX 3: LIST OF COUNTRIES UNDER STUDY 

West 

1. Belgium 

2. France 

3. Germany 

4. Italy 

5. The Netherlands 

6. The United Kingdom 

7. The United States of America 

East 

8. Saudi Arabia 

9. United Arabs Emirates 

10. China 

11. India 

12. Indonesia 

13. Japan 

14. Pakistan 

 

 

 

 

 



 
 

 



 
 

 


