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ABSTRACT
This study assessed the determinants of balanpayhent performance in Kenya
using time-series data for period thel975 — 20The study adopted unrestricted
VAR model which had lag four as the maximum lagegiimate the relationship
between balance of payments in Kenya and previalabes in balance of payments
account, money supply, exchange rate, real inteagst terms of trade, openness of

economy, gross capital formation and political ality .

The VAR model showed that all variables and thagsl were highly significant in

determining the balance of payment in Kenya. Theysfound a positive relationship
between current balance of payment and previowmnbalof payment at first, second,
and third lag, differenced money supply at fourdlgy, | differenced exchange rate,
terms of trade at second lag, differenced openofessonomy at third and fourth lags,

real interest rate at second and fourth lags aossgrapital formation at fourth lag.

On the other hand, negative relationship was fobatlveen current balance of
payments and previous balance of payment at fdagha differenced money supply
at first, second and third lags, terms of traddfist and third lags, differenced
openness of economy at first and second lagsjmeakst rate at first and third lags,
gross capital formation at first, second and theds and all lags of political

instability.

The study recommended that the Government of Ke@gatral Bank of Kenya, all
financial institutions and other stakeholders whastkvities influence money supply,
terms of trade, openness of economy, real inteegst gross capital formation, and
political instability ought to apply relevant palieneasures for better management of

Kenya’'s balance of payment.

Vi



TABLE OF CONTENTS

DECLARATION ..ottt e Error! Bookmark not defined.
DEDICATION ...ttt ettt e e e et nr e e e eeeas iv
ACKNOWLEGEMENT ... et e e e e e e e e V.
N 1S N ¥ P Vi
TABLE OF CONTENTS ..ot cee e e e eeas Vii
LIST OF TABLES . ....c o ee e en e e e iX
LIST OF FIGURES ......coiiiiiiiiitii ettt X
LIST OF ACRONYMS L.ttt e e e e e e eeeas Xi
CHAPTER ONE: INTRODUCTION ..ottt 1
1.1 Background StatemMent............ieiiis e 1
1.2 Kenya's Balance of PaymentS............ooiiieiiiiiiiiieeiiiiiei e 4
1.3 Indicators of Balance of Payment Performand€einya...................cccceeeeeeennnnn.e. 7
1.4 Balance of Payment Policies Adopted in KenyarQiie Years...........ccccvvvennn. 11
1.5 Statement of the Problem ...........ccoo e 14
1.6 Objectives Of the StUAY.........cooeviiiieree e 15
1.7 Significance of the StUAY ..........oooii e 15
CHAPTER TWO: LITERATURE REVIEW ... e 17
2.1 TheoretiCal LItErature............ccooiei e e e e e 17
2.1.1 Elasticity Approach to Balance of Payment..............ccooeevveviiiiiinnnenn. 17
2.1.2 Absorption Approach to Balance of Payment..............cccccvvviiinenenn. 18
2.1.3 Monetary Approach to Balance of Payments (M#&B......................... 20
2.2 EMPIrICAl LILEIrAtUIE ... ..o eeeee e e 21
2.3 OVEIVIEW Of LItEIatUIE......iieiiiieiiiie ettt eeeeees 26
CHAPTER THREE: METHODOLOGY ....ciiiiiiiiiiieie et 28
3L INEFOTUCTION ..ttt et e e et e e e e e e ren e e e e e eeees 28
3.2 Theoretical FrameWOrK ...........uuuuiiiiee e 28
3.3 Model SPEeCIfiCAtION .......ccuviii e 29
3.4 Estimation Technique and Procedure .... . .ooeeeeieeeeeiiiieeeieiiieeeeinnnen2.30
3.5 Definition of Variables ...............oovmeeeiiiiiiiii 31



3.0 Pre-EStiMatiON TS S . iuuieiiiniiriie s o e e e e et s eaeea e eaeen e e e esseasesaeeneeseneeneenres 34

3.6.1 StAtiONANTLY TEST...uvuuiiiieeiiieeit ettt e e e 34
3.6.2 Cointegration TeST........ccciiiii e eeea 34
3.6.3 NOrMaAlity TSt ...uuiiiiiii e e e 34
3.6.4 MUIICOINEANTLY......cceviiieeeii e e 34
3.6.6 AULOCOITEIALION ....uvviiiiiiiiiiiiiit et eee ettt ennees 35
3.7 DAtA SOUICES.....ccuuiieiiieii ettt s ettt e e e et e e et e e e e e e e ennn e e e ennnnas 35
CHAPTER FOUR: ESTIMATION RESULTS ....cooiiiiiiiieiieeee e 36
vt R L T oo [F o3 1T ] o ST PPPRRUPPPPPTTRTIN 36
4.2 DESCHIPLIVE STALISTICS......eeiiiiieittmmms ettt e e e e 36
4. 3 Patterns of the Determinants of the Balandeaginents in Kenya. .................. 37
4.4 DIiagNOSHIC TESES ...vvuuiieeeeiiiiiit e e e ettt e e et e e e e e e eee e e e e e e ennennnas 43
4.4.1 Correlation Matrix (Spearman’s Rank correlatMatrix)...................... 43
4.4.2AULOCOITEIALION TESE......eviiieieietes e e et e e e e e e e e e e eees 45
4.4.3 NOIMANLY TESE ...t 45
4.4.4 Testing for Non Stationarity ..........cccceeeeeeeviiiee e e 46
4.4.5 CoINtegration TeSt......cccviii e e 48
4.4.6 Short run Granger Causality TeSt........cccceviiiiiiii e 49
4.5 Lag Determination for VAR MoOdel ..........coomiiiiiiiiiiiiie e 49
4.6 Vector Autoregressive Model Estimation ..., 50

CHAPTER  FIVE: SUMMARY, CONCLUSION AND  POLICY

RECOMMENDATIONS . ...t e e e 94

5.1 INEFOTUCTION ...ttt e et e e e e eeren e e e e eeees 54
5.2 Summary and CONCIUSION ........coouuuii e 54
5.3 Policy RecOmMMENAtiONS..............ii e eee e eeee e ee e e e e e e enn s 55
5.4 Areas for Further Research ..., 56
REFERENCES ... ..ttt e ettt e e aeeee e e 57
APPENDIX: DATA ettt ottt e e e et nnne e 62

viii



LIST OF TABLES

Table 3.1: Postulated Signs of the CoefficientExjplanatory Variables................ 33
Table 4.1: SuMMary StatiStiCS............uiicmmmmmeeee e e e e e e 36
Table 4. 2: Correlation MALriX ...............eeeeeeiieiiiiiiiee e 44
Table 4.3: Breusch Godfrey Langrage Multiplier TiestAutocorrelation............... 45
Table 4.4: Jargue Bera TeSt.........u i 46
Table 4.5: Testing for Stationarity .........cccceeeeeiiiiii e, 47
Table 4.6: Johansen Test for CoiNtegration oooccec....iveeeiiiiiiie e 48
Table 4.7: ENgel Granger TSt .....c.ouuui i ccceeee et e e e e 49
Table 4.8: Selection Order Criteria for Balancéayments.............cccooooeeevviiinnnnnnn. 50
Table 4.9: Regression Results for the Vector Agi@ssive Model ............ccceeeee.. 52



LIST OF FIGURES

Figure 1.1: Trends in Kenya's Current Account BalnCAB) and Capital &
Financial Account Balances (CFAB) as percentage®3DP for the period 1990-

FIQUIE 2.1: The J-CUIVE ... e e e e 18
Figure 4.1: Overall Balance of PAyments .....cccccccooviiiiiiiiiicciiiicceeeeeee, 37
Figure 4.2: Broad MONEY SUPPIY ....ciiiiiit e 38
Figure 4.3: Official Exchange Rates ..o 39
Figure 4.4: Openness of the ECONOMY........cueeieeiiiiiieeeiiie e e eeens 40
Figure 4.5: Terms Of Tra0e .........uoi oo e 41
Figure 4.6: Real INtereSt RALE.......... .. coemmm oot 42
Figure 4.7: Gross Capital FOrmation .........cccccovuuiiiiiiiiiiiiii e 43



ADF-

BOP-

BOT-

CBK-

EPC-

FDI-

GDP-

IMF —

KENGEN-

KNBS-

KPA-

KPLC-

KR-

MPC-

NFA-

NSE-

OLS-

OMO-

SAPs-

WB-

LIST OF ACRONYMS

Augmented Dickey Fuller

Balance of Payment

Balance of Trade

Central Bank of Kenya

Economic Promotion Council
Foreign Direct Investment

Growth Domestic product
International Monetary Fund

Kenya Electricity Generating Company
Kenya National Bureau of Statistics
Kenya Ports Authority

Kenya Pipe Line Corporation
Kenya Railway

Monetary Policy Committee

Net Fixed Assets

Nairobi Stock Exchange

Ordinary Least Square

Open Market Operation

Structural Adjustment Programs

World Bank

Xi



CHAPTER ONE

INTRODUCTION
1.1 Background Statement
From the time of independence the economy of Kdrgsbeen facing problems of
uncertainty and economic instability. The governtngnkKenya has been concerned
with fundamental policies pertaining to trade, talpflows, inflation management,
exchange rate system, economic growth, creatioengfloyment opportunities and
commercial policies geared towards ensuring thatyldebecomes economically a
viable state. Kenya like any other country is predato achieve both domestic full
employment with price stability (Internal balan@)d equilibrium in the balance of
payment (External balance). Both monetary and [figoalicies are the main
instruments applied by the government to accompiskarget of economic stability

in Kenya.

The concept of balance of payment was discussed®@®s and 1970s by Mundell
(1961), Fleming (1962) and Johnson (1972). It wasrgrovement on the Keynesian
model of income determination in an open econonafaBce of payments account is
composed of four main elements namely; current @acdalances, capital and
financial account balances, balancing items (Eramdg Omissions) and reserves

balances.

Current account balances are further subdividealtiatde balances, income balances
and transfers balances. Trade balances recorcgithe of exports and imports of both
goods and services. Examples of goods are finadwuoar goods, raw materials and

intermediate capital goods while services includangportation, construction

1



services, communication services banking, insurartoerrism, travel services,
financial services, computer and information sesjcroyalties and license fees,
personal, cultural and recreational services, govwent services and expenses on

education.

Income balances are comprised of items such asemsagon of employees, interest,
rent, profits, dividends and royalties receivedroreign countries and paid out to
foreign countries. Items that make up transferoactbalances are gifts, grants and
reparation receipts and payments to foreign coemtiransfers can be government
transfers or private transfers. Government trasstae normally given either for

economic, political or humanitarian reasons (H.Gnlur, 2012). On the other hand,
private transfers are remitted or received froneigm countries on person —to- person

basis.

Capital and financial account balances are compotedpital transfers, net Foreign
Direct Investment (FDI), portfolio investment anétroans. Capital transfers are
provided either in cash or in kind. It is in casthem money is given without
compensation relating to a fixed assets and in Wihdn ownership of fixed assets is
transferred or through debt forgiveness. FDI timee components namely equity
capital, reinvestment earnings and intra-compargngo FDI by home country
citizens and firms in foreign countries is consatklas debit item while the direct

investment by foreigners in home country is treaedredit item.



The flow of capital is influenced by differences mofit rate between the home
country and the rest of the world. Portfolio invesnts are done either in domestic or
foreign securities, stocks, bonds and shares. Bbdlows of portfolio investments
depend on differences in interest rates, dividemdshe rate of return on capital
between home country’s financial assets and thb&ar@ign nations. Loans given by
home country are treated as debit items and loacsived by home country are
treated as credit items. A loan into the country Adavourable effect on the balance
of payment but both lending to foreigners and negidn of profits by foreigners to

their home countries have unfavourable effect.

Capital inflows shift the external balance to tight thereby enhancing consumption
that leads to appreciation of real exchange r&teseign capital inflow has benefits
such as increasing the host country’s capital actation and production capacity,
introducing new technology, knowledge, improvemaeit country’s balance of

payment and creation of employment opportunitiesyw rbusiness avenues and

ultimately economic development.

Outflows of long term capital through direct invesint can lead to balance of
payment problems to the investing country. This exdenced in 1960s when United
States was faced with persistent deficit (Soderateh Reed, 1994). Through direct
investments and actions related to control of eispand imports by multinationals,
balance of payment is affected. The influence froaitinationals may be in the form
of sharp increase in capital flows which the hasirgry will be unable to control.

Multinationals can even make government policiesfaoctional in case they refuse

to adhere to directives given by government autiesti
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The balancing items component of balance of paymedats to Errors and Omissions
which capture all international transactions thaghthhave not been recorded. ltems
included in Errors and Omissions account are asduioe have resulted from

statistical and recording errors, smuggling, illegad secret capital movements and
imperfect estimation procedures. These items ireeorded transactions account
represent a difference in the sum of recorded teettl debit transactions in current

account balance and capital and financial accoaliatioes.

1.2 Kenya's Balance of Payments

In Kenya, current account balance has been dedérig thereby reflecting a deficit
especially after the oil shock of 1973. This detexiion of current account balance is
as a result of faster growth in the merchandiseomnpill relative to merchandise
exports, slow economic growth and continuing risenflation. Deterioration in terms
of trade contributes to excess of import bills oegport earnings. However, in the
last decade, Kenya’s current account balance ingglon the year 2002, 2003 and
2009. The balance in 2003 was in surplus resuftiogn increased tourism earnings
and grants inflows from abroad. Kenya frequentlgisters surpluses in its trade in
services and deficits in trade in goods. Kenyarbasined a net importer of food and
net exporter of agricultural raw material sinceependence (Osoro, 2013). This has
resulted to an export —import gap which is worsehgdnelasticity of demand for
Kenya’'s primary products in foreign markets. Theréigh consumption for foreign

goods compared to locally produced and processedsgo



In order to minimize effect of deficit, policy ma#s in Kenya advice adoption of
policies that stabilize domestic prices, improveremmic management and discourage
unnecessary imports while encouraging exports tiitaaxes and policy measures
that would improve the general competitivenesshef économy in the international

market.

Kenya’'s capital account balance was liberalisedhia year 1995. Consequently,
capital inflows have increased in the successivarsy@nd this explains increasing
surpluses in the capital and financial account enya. Other factors causing an
increase in capital inflows to Kenya are attraciiverest rates regime, commodity

price boom and relatively stable exchange ratell@mo and Carmen, 1999).

These surpluses in capital and financial accoreuged to finance the deficit in the
current account. The balance in capital and firmraccount declined in 2003, and
2008. The decline in capital inflows was attributedear of outcome of both general
elections in 2002 and 2007.The overall balanceaghpent in Kenya has usually been
in surplus except in 2008 and 2011 when it wasdficd. The deficit in 2008 was

attributed to decrease in inflows of foreign direotestment and short term capital
inflows. Deficit in year 2011 was explained by migiimport bills especially as a

result of rise in oil prices in the global market.

According to World Bank (2012) Kenya's economy iensidered to be more
vulnerable to both internal and external shocks &K price, export price fluctuations,
poor harvest and domestic instability. In ordergduce a large and widening current

account deficit, the government resorts to usentdrhational Monetary Fund (IMF)
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credits to support the balance of payment and temudn international foreign
reserves. Borrowing from IMF was also found harnasilit resulted to an increase in

external debt and cost of servicing the debt.

Figure 1.1: Trends in Kenya’s Current Account Balarce (CAB) and Capital&
Financial Account Balances (CFAB) as percentage (¥9f GDP for the period

1990- 2012

15

10

1985

-10

=—4—CAB % of GDP  —li=CFAB % of GDP

-15

Source: Republic of Kenya (various issues)

In most years current account balances had defitit either small improvement or

deterioration. The current account witnessed anrorgment in 1990-1993, 1996,

1999, 2001-2003, 2009 and 2012. In most yeardrtipspovement was not sustainable
accept in the year 1990-1993 and 2001- 2003. @uaecount balances deteriorated
continuously from 2003- 2008. Balances in capitad &inancial accounts were also
inconsistent with improvement in 1993, 1995-199898, 2003, 2005, 2007, 2009
and 2011-2012. Capital and financial account baanpersistently deteriorated

between 1990- 1992 and 1998-2002.



1.3 Indicators of Balance of Payment Performance iKenya
Balance of Payment performance is influenced byraber of factors. Among these
indicators are trade balances, terms of trade, etimgmess, domestic money supply,
exchange rate, fiscal deficit, economic growth ,rademestic capital formation,
inflation rate, net foreign direct investment, ¢apimarket, remittances and loans.
Some of the indicators of balance of payment aseudised here below;

a) Exports
The volume of exports in Kenya has relatively bégfowing an increasing trend
over time but has been less than imports acrogectase years under study. There
was growth in volume of exports in the first decaaféer independence which
slackened in 1970s. The main reasons were unfaeurarice fluctuations in
international markets and high domestic competitioom imports. In order to
enhance productivity of the export sector in Kersteategies which include lowering
of tariffs, liberalization of exchange rate, exgosubsidies, duty exemption, import
licensing, import quotas and bans have continuobelBn developed to achieve the

required objectives.

Export Promotion council (EPC) is tasked with idigtimig market opportunities and
formulation of appropriate strategies which theiess community can exploit for its
benefit. These opportunities are market reseanchimavestigations, trade fairs and
exhibitions, buyer- seller meetings, trade missi@s marketing Kenya as a
preferred destination for trade, tourism and invesit. All these contribute to the

improvement of internal and external trade polinyionment.



b) Imports

The volume of imports has constantly grown at fasies compared to exports in
each year since 1980s. The huge volume of impestslts to deficit in the balance of
payment. In order to enhance adjustment in a cpdatred with deficits, quotas are
imposed on imports and subsidies are given to Iqmalducers to encourage
exportation, imposing restrictions and taxes onitabputflows and reduction in
amount of foreign aids. Moreover import substitntgirategy has been adopted since
1970s.

c) Inflation Rates

One of the main goals of Central bank of Kenyaoisathieve and maintain stable
prices (low inflation) at the target of 5%. Thardet has never been achieved over
the past years. In the Republic of Kenya, inflatitas been fluctuating with the
highest value of 46.0% experienced in 1993 andldheest attained was 1.6% in
1995. The main policies used to move inflationtsoimtended level are interest rates
and reserve money (Gichuki et al, 2012).

d) Foreign Exchange Rates

Immediately Kenya achieved her independence, iptdbfixed exchange rate regime
at Kenya shillings 7.1 to the US dollar which lastéll 1975. The regime was
subsequently shifted to crawling peg system betwi¥b and 1982 that was later
changed in 1990 to an official dual exchange rgstesn which again changed to a
floating exchange rate system (Ndung'u, 1999). Ken$hillings has been weakening
against US Dollars over time for the entire peniodler study. This weakening of the
Kenya shillings is considered to have sometimesltex$ from debt crisis in Euro
zone, pressure from Kenya's BOP problems, highgpomation costs and post

elections violence due to political instability.
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Despite frequent depreciation, the Kenya Shillirgrgythened against the US Dollar
during some years under study. This appreciatoatiributed to tight monetary
policy adopted by monetary policy committee (MPC}hee Central Bank of Kenya,
disbursement from IMF through enhanced Credit itgcprogramme, liberation of
cross border financial flows, remittance from alr@nd higher foreign exchange
from exports and tourism sector. It is worth notitigit deviation of actual real
exchange rate from equilibrium rates (misalignmengly have adverse effects on
allocation of resources in an economy (Oduor andaikda, 2010). Over-
depreciations lead to domestic inflationary pressuthat increase debt payment
obligation of indebted countries. On the other hangler-appreciation causes
reduction in export volumes and restricts domegstciuction.

e) Real GDP Growth Rates

Growth in real GDP in Kenya has never been condisBefore and after the time of
independence till 1990, there were two years ofatieg growth in real GDP which
occurred in 1961 and 1970 at the rate of -7.8 dnd respectively. The other years
after 1980 were characterised by positive growtheal GDP but which varied from
year to year.

f) Net Foreign Direct Investment (FDI)

FDI has benefits that include inflows of foreignce&nge, new technologies, local
employment, managerial skills, tax revenues anduwstion of additional domestic
investment through backward and forward linkagesnanufacturing and extractive

industries.



There has been gradual slowdown in FDI in Kenyarfdv8ank 2013). This low
level of FDI is attributed to poor infrastructureenergy and roads, politically driven
economic policies, rampant corruption, governmemtfeasance and substandard
public services, high costs associated with crinmel ansecurity, low labour
productivity and hostile and excessive regulatoryimnment. These factors
contributed to higher investment costs. Besidesrimg higher costs, more time and
resources are wasted by investors. The final effentinvestors are low returns on
investments that translate to generation of lowfipib any. However, in order to
encourage FDI in Kenya, the government has embaddeduilding roads and
supporting the energy sector. In many countriesaritial incentives like tax
allowances and grants in forms of aid are empldgeattract FDI.

g) Capital Markets and Portfolio Investment

Investment in both stocks and bonds is taking nodfenya. Foreign investors and
domestic investors are attracted to invest at MaiBiock Exchange and the bonds
market because of higher returns (Mwega, 2010).nfpkas of domestic bond
investments include Kenya Electricity Generatingrpany (KenGen) infrastructure
bond (2009), Safaricom’s five year bond (2009) @&w/ernment’s 12 year Ksh 18.5

billion bond to finance energy, road, water andesage in Kenya (2009).

The Nairobi Stock Exchange (NSE) was however adfitdity the global financial
crisis which caused foreign investors to retreath®ir homes so as to buy safer
investment bonds. In order to restore trust andidence, the government opted to
adopt a tax free interest as well as reducing Wilding tax charge on interest
income earned from long term bonds from 15% to 1®Bdreover, it instructed stock

brokers and investment banks to publish their uadf full year financial results.
10



h) Remittances and Net Loans

Kenyans abroad remit money to their relatives bgickome. These remittances are
intended for different uses such as family upkespispol fees, medical expenses and
investments in Kenya. Remittances to Kenya in és¢ years were US $ 642 million,
US $ 891 and US $ 1.2 billion in the year 2010, 2@Ghd 2012 respectively.
According to World Bank (2013) the main sourceseshittances to Kenya are North
America (48%), Europe (28%) and rest of the woBd%). Aid is either in form of
grants or loans from both bilateral and multilatesaurces. Kenya receives loans
mainly from the World Bank Group, China and Eurapénion (Mwega, 2010).

These help in settling current account balanceiifi

1.4 Balance of Payment Policies Adopted in Kenya @vthe Years

a) Import Substitution Policies (1960-80’s)
This was adopted immediately after independence miain framework was the
Sessional paper No. 10 of 1965 that was focusddade development and protection
of domestic market to help develop industries. iffa@n objectives of the policy were
rapid growth of trade, easing balance of paymemissure, increasing domestic
control of economy and generation of employmenis Birategy was responsible a
growth of trade and development of trade over itts¢ decade after independence.

b) Trade Liberalization: Structural Adjustment Program mes (SAPs)
These were introduced in early 1980s to addresssthectural rigidities, price
instability and macro-economic imbalances that le@dto poor delivery of services
by the public sector. Their main goal was to createore competitive environment in
Kenya to facilitate increased use of local resosiraad support outward oriented

policies for employment creation and export expamsiMeasures taken were
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promotion of non-traditional exports, liberalizatiof market systems and reforms of
international trade regulations.

c) Export Oriented Policies- 1990s
These policies were covered under the Sixth Dewveép Plan (1989-1993) that
provided a framework for adoption of export proroatistrategy. The aim was to
create an enabling environment for growth of exgarhprove efficiency, stimulate
private investment and increase foreign exchangeiregs. The outlined objectives
were to be achieved through institutional reformexjuction and restructuring of
tariffs, abolition of export duties, introductionf cexport retention schemes,
improvement of foreign exchange and insurance ediguis and establishment of
National Export Credit Guarantee Cooperation.

d) Economic, Public Financial Management and Social $éce Reforms

(1996-1998)

In order to achieve significant reduction in uneoyphent and poverty Kenya as an
economy planned for a target average growth ra6ot year for several years. This
was to be achieved by adopting decontrol of pricemoval of import licensing,
removal of exchange rate controls, reform of th seervice, tight control on budget
and tax reforms aimed at reducing tax rates anddenoing the tax base, strict dealing
with mismanagement and corruption in financial ey, privatization of non-
strategic public enterprises and restructuringeyf gublic enterprises such as Kenya
Power and lightening Company (KPLC), Kenya Portsthauty (KPA). Kenya
Railways (KR) and Kenya Post and Telecommunica@onporation, reduced fiscal
deficit and strengthening of current account badaamd applying open market
operation (OMO) to ensure that money supply expandates consistent with growth

of economic activities by Central Bank of Kenya. dddition, implementation of

12



staffing norms for all cadres, improved establishtneontrol, rationalization of
selected ministries, pay reforms and enhancingiggaation of women were also
adopted. Finally, designing and funding of YouthvBlepment programme and
projects through Youth Self-Help Groups in bothatwand urban areas were initiated.
e) Vision 2030 and National Trade Policy (2004-to daje
Vision 2030 is geared towards making Kenya a glgb@mpetitive and prosperous
nation with high quality of life. Through a NatidnBrade policy, Kenya is expected
to grow into a stable economy capable of expandatgnal and international trade.
This is planned to be achieved through; promotidndecent, protected and
recognized informal sector, establishment of vibransiness supported by well-
established and functioning infrastructure and aloamenities, expansion of Kenya
exports that can enhance job creation and progpfenitthe people of Kenya and
lastly transforming Kenya into a regional serviegohThe First Medium Term Plan
(MTP) of Kenya Vision 2030 targeted a growth rat®d% and 10% in fiscal year
2011 and 2012 respectively. However, the actualtroates turned out to be 4.4%
and 4.6% indicating the targets were largely missed
f) Political Reforms

These are reforms meant to enable Kenya achieviécpbland economic stability
which will consequently improve the balance of paytn Kenya has experienced
numerous social, political and economic changesesindependent. Kenya has been
built to become a democratic society that respedividual liberties, freedom of
speech, association, worship and rule of 18wch reforms include; a change from
party state to multiparty state in 1992, promulgratof new constitution in 2010,
adoption of devolution governance system in 2013 anaking government

transparent and more accountable to its citizens.
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Although all or some of the above policies andtegges have been applied in Kenya,
the economy is still struggling in search of st&pihnd improvement of the balance

of payment.

1.5 Statement of the Problem

One of the main focuses of the Kenyan governmemesindependence has been to
achieve external balance in its balance of paymemtsg side other objectives such
as sustainable economic growth, improved livingqigéaids and internal balance. In
order to enhance stable external balance in Kepyadent policies that include
structural adjustment programmes (SAPs) in fiscalary 1980/1981, import
substitution, export promotion, liberalization afpital flows, financial sector policy
reforms, international trade regulation reformsyeggament budget rationalization,
parastatal reforms, use of suitable exchange esenes, strengthening of political

system, civil service reforms and privatization eadopted.

These policies were intended to spur economic itieBy gain low inflation rates,
create positive real interest rates, achieve stateinal exchange rates, attain price
stability and create an enabling environment fauatulation and efficient utilization
of financial resources which finally translate t@ble economy with favourable

balance of payment.

Despite the implementation of these numerous pdido enhance stability of
Kenya’'s balance of payment, there are still pe¥sisimbalances in the BOP. There
have been continuous deficits in current accouctice of the balance of payment in

Kenya thereby making external balance sustainglimajor problem. Instability in
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balance of payment is a problem because it cant@eaddecline in economic growth
and higher level of poverty by creating unemploytreamd unstable macroeconomics

environment.

Persistent deficit is a serious problem for it casult into crises like currency crises,
external debt crisis, selling of assets and rednatf international reserves. This calls
for understanding of the underlying dynamics. Ttisdy is aimed at filling this gap

by identifying the determinants of this level offf@@mance with a view to suggesting

appropriate prescriptions for better managemeth@balance of payment in Kenya.

1.6 Objectives of the study
The General Objective of the study is to assess ti@wvBalance of Payment has
performed over time in Kenya.
The specific objectives are;
a) To identify the factors that affect Balance of Payperformance in Kenya
b) To derive policy solutions that can be used to stdg@alance of Payment in

Kenya so as to achieve the desired goals and olgect

1.7 Significance of the Study

A study of determinants on balance of payment perémce in Kenya is crucial to

policy makers, planners, investors and the pulblactors that influence balance of
payment performance will be identified and analysedexamine their effects on

Kenya’'s balance of payment. Findings on the study ime used to mitigate adverse

effects pertaining to balance of payment probleBased on findings, informed
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policies can be designed in order to enhance ingmewnt and stability in Kenya’s

external balance.

The study intends to investigate determinantshihae previously not been studied in
Kenya and therefore it will make constructive aidditto the available literature and
data on balance of payment in Kenya. This resdaarohe of the few researches done
on factors that influence balance of payment inettgyng countries. Consequently,
it can be used as a basis to carry out furthearekes that are of value in developing

countries.
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CHAPTER TWO
LITERATURE REVIEW
2.1 Theoretical Literature
In order to analyse Kenya’s Balance of PaymenttPosiit is crucial that we review
theories that explain concept of Balance of Paym&here are three approaches

explaining the balance of payment. These are;

2.1.1 Elasticity Approach to Balance of Payment

This is a theory that is associated with Robinst®37). It provides an analysis of
how devaluation of exchange rate and price levécafthe Balance of Trade

depending on the elasticity of supply and demamddceign exchange and foreign

goods. Prices are assumed to be flexible and thigstihe movement of prices that
determine the current account balance. Excharigas@he most important price that
is considered in this approach. This is becaushange rate is closely linked to trade
balance. The theory analyses markets of exportdrapdrts and concludes that it is
the difference between exports and imports thagéginse to a balance of payment
surplus or deficit. Elasticity approach ignoresome and assumes that capital

movements are excluded (fixed exogenously).

The theory applies devaluation for it to work. Diengion of domestic currency
increases the prices of imports in the economy ngaknports to be very expensive
thus discouraging imports. Elasticity approach enages exports and current
account deficit is corrected to surplus. This tigeleads to J. Curve effect which
refers to the pattern of Balance of trade (BOTIpfwing devaluation (see Figure 2.1).

The approach also applies the Mershall-Lerner ¢mmvhich states that the sum of
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price elasticity of demand for imports and expartast be more than one (1) in
absolute terms for devaluation of domestic curretmyimprove the balance of
payments.
The depreciation of currency is not effective baseau

1) Ittakes a long time to affect trade

2) Decline in currency value will initially worsen thieficit before improvement.

Figure 2.1: The J-Curve

Net Trade balance
change Currency improves
in trade depreciation

balance /

O\/ .

Trade balance
initially deteriorates

2.1.2 Absorption Approach to Balance of Payment

This is a Theory by Alexander (1952) that analymesle balance as difference
between aggregate domestic income and aggregatestioraxpenditure (absorption).

The theory emphasizes how domestic spending on stangoods changes relative to
domestic output. The theory focuses on currentaticbalance and balance of trade
which is viewed as the difference between whatebenomy produces and what it

takes for domestic use.
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The absorption approach is based on the natiooaivie identity;
Y=CH+I+G+ XM Q)

Where; Y = National income.

C = private consumption of goods and services [@asett at home and abroad.

G = Government expenditure.

| = Total investment by firms and government.

X = Exports of goods and services.

M = Imports of goods and services.

Then C + | + G are combined into a single term,which represents domestic

absorption (Total domestic expenditure).

A= CH I+ G (2).
Then
Y=A+X-Moiiiici i e (3)

By stating that national income equals absorptenttade balance,

From equation 4), it can be seen that trade balesnegqual to the difference between
domestic income and total absorption. Equationg4he fundamental equation of the
absorption approach. It can be concluded thathef tbtal absorption (expenditure)
exceeds income (production), then the imports eilteed exports and thus a deficit
in the balance of payment and if income exceedsrpben, the balance of payment

will be in surplus.
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2.1.3 Monetary Approach to Balance of Payments (MABP)

This study adopts the monetary approach to balaoicgpayment (MABOP)
framework which was discussed by Hume and Alexa(it@%2), Mundell (1968) and
Johnson (1975). The theory assumes that balangayafient is essentially a monetary
phenomenon which must be analyzed in terms of adprg of money stocks. Any
excess demand or supply of money is exactly refteat the movements in balance
of payment. An excess demand for money (ceteribps) causes absorption to be
less than income and thus produces a balance ofigratysurplus. The country here
absorbs less than it produces and thus sells eutett to the foreign countries as

exports.

In case of excess supply of money, absorption esatgr than income thereby
producing a balance of payment deficit. The couriteye receives from foreign
countries more than it supplies them. The moneyplsumentity, money demand

identity and equilibrium are therefore expressetbisws;

MS= (R +D).c.ovieieeiiieiie e (B)
ME = (Y, Py 1) et (B)
VS = M e e, (7)
Where,

M® = Money Supply

R = International reserve

D = Domestic credit

MY = Money demand

Y = Level of real domestic income

| = Interest rate
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P = Price level.
From equations 5, 6 and 7 above, we can get chamgeserves as shown below;
REM oD oo, (8)
Since M' = M® in equation (7), then equation (6) is transforrasdollow
S 2 = ) T o TR (°)
Taking percentage changes in both sides of equéionve get
AR =AY, Py 1] =AD. i (10)
Therefore, Equation (10) is the reserve flow equmatihich concludes that;
a) Changes in reserves are result of divergence batiteegrowth of money
demand and growth of domestic credit.
b) With stable money demand, an increase in domestiditcwill cause a
decrease in international reserves.
The coefficient ofAD shows the extent to which changes in domestiditcage offset

by changes in international reserves.

2.2 Empirical Literature

Some studies have been done regarding the fadtatsaffect balance of payments
performance in other countries. In Kenya most stsidocused on determinants of
current account balance and other studies onlyelddkto factors which influence

elements of capital and financial account. Theee\ary few studies conducted on
balance of payments in Kenya as a whole. Accorttingtudies carried out both in

Kenya and other countries some factors influendatance of payments include
terms of trade, country’'s economic growth, exchamgtes, net foreign direct

investment, domestic inflation, fiscal balanceeisst rate, trade liberalization, money

supply, openness of an economy and political stgbil
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Akpansung (2013) in Nigeria undertook a review ofipgical literature on the

balance of payment as a monetary phenomenon. Hhel filnat balance of payment is
monetary a phenomenon. The study showed a cauatbnship between domestic
credit and balance of payment. In addition, it sedwhat growth in income and
prices were associated with balance of paymentisep and that growth in domestic

credit generally led to a balance of payment disfand reserve outflows.

According to Selma and Kastrati (2013), FDI hasdfiés on the balance of payment
in both developing and developed nations. Theseflierninclude technology spill

over, human capital formation support and improwveined enterprise development.
Apart from host country benefiting from inflows chpital, FDI can be substitute for
imports of goods and services which lead to impnoset of BOP through the current

account.

Osoro (2013) while investigating determinants ofabee of payments in Kenya
found that the level of trade balance, foreign airavestment and exchange rates
were the main determinants of Balance of paymerenya. His study found that

balance of payment in Kenya is both a monetaryraabljphenomenon.

In Namibia, Eita (2012) conducted a study on théarxze of payment through

cointegrated vector autoregression method withatées being fiscal balance, GDP
and interest rate. These variables were found tthéenain determinants of balance
of payment in Namibia. An increase in GDP and mdérate was found to cause an

improvement in the Balance of payments, while GDRcp is used to increase export
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SO as to improve current account, interest rateyaevas used to ensure favourable

capital account.

Guglielmo and Mudida (2012) found that in Kenyaréhés a well-defined co -
integrating relationship linking the balance of pents to the real exchange rate and
relative income. Thus moderate depreciation of lerghilings may have a
stabilizing influence on the balance of paymenbtigh the current account without

the need for high interest rates.

Oladipupo and Onotaniyahuro (2011) did a researclmpact of exchange rate on
balance of payment in Nigeria and found that theharge rate had a significant
impact on the balance of payments’ position. Thisws that depreciation leads to
improved balance of payment if fiscal disciplineingposed. Moreover, they found
improper allocation and misuse of domestic crefigal indiscipline and lack of
appropriate expenditure control policies as beiomes of the causes of persistent
balance of payment deficit in Nigeria. Inadequatyaveign currency was found to
lead to balance of payment problem and therefageetivas need to manage foreign
currency resources properly so as to reduce adwdfeets that may result from

fluctuation of foreign currency in a nation.

In Pakistan, Ali (2011) carried out a study on bak of payment as a monetary
phenomenon using econometric evidence with vamaldech as excess money
supply, net foreign assets, exchange rate, inflagiod interest rate. It was evidenced
that there existed a strong relationship among foegign asset, exchange rate,

inflation and the balance of payment. In addititime study confirmed a strong
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negative relationship among money supply, domesédit and balance of payment.
Interest rate was found to have insignificant retathip with balance of payment.
The monetary approach was found to play partig olthe Pakistan’s Balance of

Payment.

Arfan (2008) studied the relationship between pallt stability and balance of
payment and found that stable political regime witkionary leadership leads the
nation to higher levels of favourable balance ofyrpant. He found that pure
theoretical macroeconomic policies cannot make ceomomic stability unless the
country is maintaining political stability. It wdeund that surplus of trade balance,
foreign direct investment and higher internatioreerve mostly depends on its long
term political stability under one party politicaystem. He further suggested that
political stability and economic freedom help inhewing international financial

stability.

Parikh (2004) after researching on the relationdhgtween trade liberalization,
growth and balance of payment in developing coastrrevealed that trade
liberalization can lead to faster import growth rthaxport growth and hence
unsustainable balance of payment position in d@wetpcountries. It was concluded
that trade liberalization could constrain growthotigh the adverse impact on the
balance of payments. He associated the increaser@nt account deficits of African
Economies during the period of 1980-1999 to Tralderalization in most African
countries.

In Nigeria, Onyemauma and Odii (2003) studied hownriprove balance of payment

through Agriculture. They found that interest raeechange rate and nation’s foreign
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reserve have direct relationship with balance ofnpent equilibrium. Hence , the
effect found was that as interest rate increabeshalance of payment increase, as the
foreign reserve increases, there tends to be afakite balance and the more Naira it
takes to buy a unit of foreign currency, the highee balance of payment. Other
factors like imports and exports were found to beersely related to balance of

payment.

Buscaglia (2003) studied sterilization of capita@flows and the balance of payment
crises in emerging market economies. The empificdings showed that external

factors are highly relevant to the determinatiohef timing and the magnitude of the
capital flows to developing countries. The resuljgested that an attempt to sterilize
the capital inflows which follow from reduction the international interest rate sets
the economy in a path leading to balance of paymasés associated with sudden

reversals of the flows.

In Zimbabwe, Dhliwayo (1996) carried out an econtiingesearch on the balance of
payments as a monetary phenomenon for the peridd tt91991 using reserves, real
income, price level, interest rates and domestaditr He concluded that money
played a significant role in determining the bakrmf payments. He established a
strong negative relationship and link between ddimesredit and the flow of
international reserves. It was thereby emphasideat talance of payment
disequilibrium can be corrected through approprifit@ncial programming and
monetary targeting.

In Nigeria, Tijani (2010) examined empirical anadyof balance of payment

adjustment mechanisms of monetary channel for dgreg 1970-2010. The results
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indicated that a positive relationship between dstinecredit, exchange rate, balance
of trade and balance of payment. Moreover, negaéilagionship was found between
inflation rate, gross domestic product and the rxdaof payment. It was concluded
that monetary measures partially influenced therzd of payment and government
should therefore apply expenditure reducing moggtaticies to promote favourable

balance of trade which stabilizes balance of paymen

2.3 Overview of Literature

Based on studies done in Kenya regarding balangayhent, little is known about
factors that could be influencing Kenya externdhbee due to insufficiency of the
literature. The findings on literature such as @rgb and Mudida (2012) and Osoro
(2013) indicated that some factors that positiveuence balance of payment in
Kenya include exchange rate, foreign direct investtneconomic growth, relative

income and trade balance.

On the other hand, money supply and dependenay wiagie the main factors found
to be negatively influencing Kenya'’s Balance of iayt. Having considered that, we
realize that these studies failed to recognize emnghasize the significant effects of
political instability, openness to economy, ternistrade and real interest rate on

balance of payments in Kenya.

Gugliemo and Mudida(2012) and Osoro (2013) useevavariables in their studies
despite applying the techniques of fractional iriéign and cointegration methods by

the former and dynamic VAR model by the . Adoptadrfew variables may lead to
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errors of omission and model misspecification.olm study we used more variables

to forecast balance of payment situation in Kenya.
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CHAPTER THREE

METHODOLOGY
3.1 Introduction
This chapter presents theoretical framework, thedehaised and the estimation
procedure adopted, definition and measurementeot/éniables, pre- estimation tests

and data sources.

3.2 Theoretical Framework

This study adopted the monetary approach to balafceayment (MABOP)
framework because it captures most of the variabiaiswere used in this study. The
monetary approach to balance of payment (MABORhé&waork states that balance of
payment is essentially a monetary phenomenon wimigkt be analyzed in terms of
adjustment of money stocks.

Based on MABOP, Money Supply is expressed as; B + R and Money demand is
expressed as, M F(Y, P, I). Equilibrium is expressed as® #IM“ and thus,

D+ R=F(Y,P,I.

Changes in money supply through domestic credit wsgrves are reflected in
balance of payment (BOP) in that;

When there is excess money supply, domestic crediicreased and reserves are
reduced. This consequently leads to depletion iPBO

On the other hand, when there is a decreased ireynsmpply, domestic credit is
reduced and reserves are increased. Conseque@#y/jBimproved.

It can be concluded that a change in reserves ualeg a change in balance of

payments with a relationship expressed as;



By substituting money demand in Money supply eiguate get,
BOP=R = F(Y, P, ) = D (12)
By taking changes on both sides, we get;

AR = BOP ALY, P, [] =AD ..ot (13)

3.3 Model Specification

The model established the relationship between &enlgalance of payments and
selected fundamental variables assumed to deterntinén order to test the
relationship, the study used a standard modelefiibnetary approach to balance of
payment AR = BOP) to explore the balance of payments perdioce in Kenya and
its determinants. Factors identified to have dluémce on balance of payment such
as money supply, exchange rate, real interest rates of trade, openness of the
economy; gross capital formation and political afglity were regressed on the he
yearly basic balances of balance of payments irnyKerGiven the data used and the
dynamism of the analysis, we employed Vector Awoessive (VAR) method
because it tackles the multi-equation simultaneousdel (Thomas, 1987). This
methodology generalizes the univariate autoregreS#@R) model as suggested by
Stock and Watson (2001). The Autoregressive madekpressed as;

Ye=Bo+BiYeo1 +BoYVeo+ ot BuYem F (14)
Where; ¥ = is a vector of endogenous variables tifiids the kx1 vector of constant
terms, B1B2Bs.. Pm are k x k matrices of coefficients; is vector of serially
uncorrelated of zero mean and a vector of covagiamatrix.

By adopting VAR model, we explored each variablsdabon its own lags and lags of
all the other variables utilized by the model. &R model to be used in this study

has been adopted from related studies (Eita, 20&8ro, 2013).
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The relationship between BOP and its determinantequation (13) is further
extended by adding more variables and can now peessed as;

BOP;, = By + 1BOP;_1 + B,MS; + B3ToT; + [,O0E; + BsEXR; + B¢RIR;: +
BrGCFy + BaPOLp + g et (15)
Where;

BOP = Balance of payments

BOP;_,=0ne period lag of Balance of payments

MS = Money Supply

ToT= Terms of Trade

OE= Openness of the economy

RIR= Real interest rate

EXR = Real Exchange Rate

GCF = Gross capital formation

POL=Political Instability

& = Error term

Bo is the mean value of the VAR equation

B1 — B,Represent the parameters to be estimated.

3.4 Estimation Technique and Procedure

The parameters have been estimated using the VAatoregressive (VAR) model
which allows time series aspects to be modellediléémeously. The VAR model has
therefore been used to explore the relationshiywdxn the independent variables and
the Balance of Payment in Kenya using time serd¢a fbr the period 1975-2012 with

the aid of Stata version 12.1software.
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We have carried out cointegration test using Jodramasst of cointegration to ensure
that there was not only a stable but also long-teglationship between balance of

payments and independent variables in the model.

3.5 Definition of Variables

Money Supply: This refers to the entire stock of currency andeothiquid
instruments in an economy at a given time. It cannbcash, coins and balances held
in checking and saving accounts. An increase inep@upply lowers interest rates
and this in turn generates more investment ancde@sas money in the hands of
citizens, thereby stimulating spending. When thellef income increases due to a
rise in money supply, the interest rate is reduedule the level of imports is
increased. Consequently, the BOP is worsened. ©rotirer hand, a fall in money
supply increases interest rates and investmenrtlisced and thus a fall in spending by
the citizens of an economy. Money supply determiaesl of prices and inflation in

the long run in a country.

Exchange Rate:This is the price of a nation’s currency in ternigoother currency.
This price is determined by demand and supply cdifm exchange in an economy.
Demand for foreign exchange is derived from our aednfor foreign goods and
services of imports plus capital exports. Supply fimeign exchange available to a
country is made up of the foreign money earned Xjyoding various goods and
services, receiving unilateral transfer paymentenfrabroad and short term capital
imports or inflows. Exchange rate is used as thasme of competitiveness. There is
usually equilibrium exchange rate that prevails amexisting demand and supply

conditions of foreign exchange rate. Other factangch affect exchange rate include
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inflation rate, interest rates, speculation, gowent debt and position of balance of
payment. From economic theory, a fall (deprecigtioh an exchange rate will

improve BOP position since net export is increased.

Openness of the EconomyThis indicates the liberalization of the econorityis
calculated as the ratio of summation of imports arplorts to GDP. If openness of
the economy favours imports, then BOP will be madese off. However, if it

favours exports, then BoP will be better off.

Terms of Trade: This is the value of country’s export relative ts imports
multiplied by hundred. Terms of trade can eitherféeourable or declining. It is
favourable when prices of exports rise relativeptares of imports and declining

when export prices fall relative to import prices.

Real Interest Rate: This is interest rate adjusted inflation in ordereflect the real
cost of funds to the borrower and the real yieldht® lender. Real Interest Rate =
Nominal Interest Rate - Inflation (Expected or Aaddu The real interest rate depends
on the level of inflation, risk and demand for tlued to be borrowed or invested.
Thus higher levels of inflation lead to low realerest rate and vice versa. Moreover,
higher demand for capital/credit raises real irderate while a rise in the supply of
capital/credit reduces real interest rate. In aolditreal interest rate is also determined
by the level of risk such that higher level of rislads to higher real interest rate and

low risk level requires low level of real intereates.
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Gross Capital Formation: This refers to outlays or additions to the fixededs of

the economy plus net changes in the level of ironged. Fixed assets include land
improvements, plant, machinery, equipment purchasesthe construction of roads,
railways, schools, offices, hospitals, private destial dwellings, and commercial and
industrial buildings. Inventories are stocks of gedeld by firms to meet temporary

or unexpected fluctuations in production or sales.

Political Instability : This refers to the situations under which thentouis in a

political or political related crisis. It involvesctions that intend or actually contribute
to the disruption of peace in the country and cqueatly slows down economic
activities. For example, the eruption of violen&dated to elections or attack by
insurgents. The relationship between the depenraleditthe explanatory variables is

postulated to have the following signs;

Table 3.1: Postulated Signs of the Coefficients &xplanatory Variables.

Dependent variable Explanatory Variables Expected i§n
Balance of payment Money Supply
Exchange Rate +
Openness of the Economy - or +
Terms of Trade - or+
Interest Rate +
Gross Capital Formation +
Political Instability
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3.6 Pre-estimation Tests

3.6.1 Stationarity Test

We conducted a stationarity test to establish thesgnce of a unit root using
Augmented Dickey-Fuller (ADF) tests. The test waselto help avoid the problem

of spurious and inconsistent regression results.

3.6.2 Cointegration Test
Cointegration prior to the VAR analysis was conédadn order to determine whether
the variables exhibited long-run or short run lielahip. We used Johansen test to

detect presence of cointegration.

3.6.3 Normality Test
Normality of the data used was tested using JaBgm and established that all
variables were not normally distributed since theajue obtained was 0.00460 and

thus less than 0.05 significantly. In this testudl hypothesis was rejected.

3.6.4 Multicollinearity

This is common in time series data which occursniweo independent variables are
linearly related. Its presence leads to inflatibrih@ variance of parameter estimates
hence provision of incorrect magnitude of the eaterof the coefficients and signs.
This may further lead to incorrect conclusions. Bhedy did not find a problem of

multicollinearity between variables of interestie model.
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3.6.6 Autocorrelation

Autocorrelation refers to a situation where th@eterm is correlated to the preceding
error term. Its presence does not affect the useliaess of the estimates but leads to
poor conclusions due to wrong hypothesis testinge §tudy conducted Breusch

Godfrey LM test and confirmed that there was aut@dation.

3.7 Data Sources

The data for study has been collected from KenyanBmic Surveys, Central Bank of
Kenya (CBK) Reports, Kenya statistical abstractsl alorld Bank (WB) and
International Monetary Fund (IMF) publications dalde data used is a secondary

annual time series data covering 38 years from 2912
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CHAPTER FOUR
ESTIMATION RESULTS
4.1 Introduction
This chapter presents the study findings basecdhestigation of the determinants of
balance of payments in Kenya for the period 19720&2. It provides descriptive
statistics and comprehensively gives econometsalt® which are later used in the

next chapter for recommendations.

4.2 Descriptive Statistics

We considered average, standard deviation and #mger in illustrating the
characteristics of the study variables which ineldmhlance of payments, exchange
rates, Terms of trade, real interest rates, opesnpésghe economy, gross capital
formation and political instability. The Balance mdyments has an average mean of
Ksh12536.46 million with the range of between aaledf Ksh 33,162 and surplus of

Ksh 123,119 million respectively varying at Ksh281.18 million.

Table 4.1: Summary Statistics

Variable | Obs | Mean Std. Dev. | Min Max Skewness Kurtosis
Bop 38 | 11175 26955.78| -33162 123119 2.165173 8.408163
Bm 38 | 35.6194 6.489106 26.68185 51.1612 0.56242p5 28633

Ex 38 | 44.18607 | 29.77421 7.343193 88.81077 -0.263586915944
Ope 38 | 0.6023782 0.0744377 0.4770277 0.7361452 0.1914279 | 1.965668
TT 38 | 86.75895| 14.31255 50 114.02 0.4191629  2.586013
RIR 38 | 6.782787| 6.951532 -7.490084 21.09633 0.32617/07.385R229
GCF 38 | 20.1235 3.419795 15.00382 29.78929 0.2424681 56311

Pol 38 | 0.2894737 0.4596059 0 1 1.202082 2.445

Source: Author’'s computation.
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Where Bop is the Balance of payment, Bm is the dmo@ney, Ex is the exchange
rates, Ope is the openness of the economy, TTeigeitms of trade, RIR is the real
interest rates, and GCF is capital formation and<the political instability. Table 1

illustrates that all the variables are skewed padit except exchange rate and the
Kurtosis is not more than five except for balant@ayments at a significance level

of 0.05.

4. 3 Patterns of the Determinants of the Balance éfayments in Kenya.

Figure 4.1: Overall Balance of Payments
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Source: Author computation

We found out that Balance of payments initially weamstant from the year 1975-
1991 from which it started deviating with huge ghdluctuations which hit the
highest point in 2012. The huge deficit around 20089 may be attributed to

economic global crisis and post election violenc2007.
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Figure 4.2: Broad Money Supply
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Money supply in Kenya experienced an increasingdraith dynamic fluctuations
although in consistent as shown by Figure 4.2. & s fluctuation in money supply
between 1978 and 1987. This was attribution flusbnain economic activities and
instable leadership in the country. There was adstencrease in money supply as
from 1987 to 1995 which was followed by fluctuatipgtterns between 1996 and
2001. From the year 2002 to 2012 money supplybeas increasing but with slight

fluctuations. The increase is due to expansiortamemic activities in the economy.
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Figure 4.3: Official Exchange Rates
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Source: Author’'s computation.

Figure 4.3 shows trends of exchange rates in Karhjah depreciate at an increasing
rate to the year 1996. The Kenya shillings apptediain 1997 because of
linearization and good policies by leadership afté02 election.  During other
periods under the study Kenya shillings greatlyrdejated. This condition trend may
be attributed to decline in foreign exchange egsiand 2008/2009 global financial

crisis.
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Figure 4.4: Openness of the Economy
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Openness of economy was obtained as a ratio ofuh@mation of the exports and
imports to real Gross Domestic Product. This vagidias “W” pattern from 1975
which is a balanced fluctuation as can be obsefveth Figure 4.4.There was a sharp
fluctuation in openness of economy in Kenya 197& 8986. After experiencing the
lowest openness of economy in 1987, Kenya impratgetlade with other economies
the years after until 1993 when it dropped agalre decline in openness to economy
continued until 1998. It kept on increasing theteaalthough it was still fluctuating.
Increase in openness of economy at various penwdsbe attributed to an increase

of either exports or imports or both. It may algodue decrease in GDP level.
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Figure 4.5: Terms of Trade
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Source: Author’s computation

Terms of trade is reflected as a potential deteanttiof balance of payment from the
literature and we found that it is the only var@alaimong the study variables which
exhibited a downward bowed pattern which impliea@ttlit had a bidirectional
variation. It depicted “M” pattern. The prices ofperts were relatively fair in 1977,
1980 and 1994. The period between 1981 and 198%sded small variation in
terms of trade in Kenya. Terms of trade declinedeegkly in 1978 and 1990. The
period after 1994 had persistent decline in terfrisade. This resulted due fluctuation

of export prices and consistent increase in odg¥i
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Figure 4.6: Real Interest Rate
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In study, we further investigated the pattern @fl iaterest rate. From figure 6 above,
we found that in year 1978, 1994 and 1997 reateasterates increases. However, real
interest rate dropped drastically in 1980, 19920612008 and 2011 compared to
other study periods. The declines in interest ratesattributed to political crisis, post

election violence, liberalization of capital andlgghl economic crisis.
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Figure 4.7: Gross Capital Formation
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Finally, Gross capital formation was illustratecwsis fluctuations. It was at highest
level in 1978 but sharply declined 1979 becausehanges in leadership which
disrupted general production in the country. Thesre also decrease in capital
formation in 1984, 1992, 1999 and 2002. Gross @hpirmation reduction in the
outlined years is attributed to low confidence ioligcal leadership, changes of

regimes and insecurity in the country.

4.4 Diagnostic Tests

4.4.1 Correlation Matrix (Spearman’s Rank correlation Matrix)

We used spearman’s rank correlation matrix. We idensd those variables with
coefficients below |0.6]. We assessed the existationship between balance of

payments and independent variables and amonggtendent variables. From Table
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2, we found that balance of payments was positivelgted to all other variables but
negatively related to gross capital formation awditipal instability. Broad money
was negatively related to gross capital formatiad @ositively related to all other
variables. Exchange rate was also positively rdlgdeall other variables except gross
capital formation which was also negatively relatedterms of trade, real interest
rates and political instability. However, terms todde was negatively related to
political instability. We further investigated thseignificance of the relationship
established below where we found out that the icglahips between BoP and Bm,
Ex, TT; Bm and Ex, Ope, TT; GCF and Pol; Ex and RIR and GCF; Ope and RIR;
and lastly TT and RIR, GCF were significant. Itrigoortant to note that the study did

not find a problem of multicollinearity between iadles of interest in the model.

Table 4. 2: Correlation Matrix

Variables | Bop Bm Ex Ope TT RIR GCF Pol
Bop 1.0000
Bm 0.4800 | 1.0000
0.0023
Ex 0.541° | 0.802¢ | 1.0000
0.0004 0.0000
Ope 0.281¢ | 0.419¢ | 0.071: | 1.0000
0.0871 0.0087 0.6708
TT 0.445( | 0.547¢ | 0.570¢ | 0.090¢ | 1.0000
0.0051 0.0004 0.0002 0.5872
RIR 0.1618 | 0.3023| 0.5063 -0.3382 0.4258 1.00p0
0.3317 0.0651 0.0012 0.0378 0.0077
GCF -0.2839 | -0.4557| -0.5137 0.1631 -0.4993 -0.2242 @0OC
0.0840 0.0040 0.0010 0.3277 0.0014 0.176(
Pol -0.0344 | 0.3731| 0.1244 0.0397 -0.0288 0.17f3 -0.2249000
0.8376 0.0211 0.4570 0.8130 0.8872 0.287( 0.1746

Source: Authors computation
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4.4.2Autocorrelation Test

Since autocorrelation is associated with biasnéskeoestimates which can lead to
spurious regression, we conducted Breusch Godfkéyelst, and confirmed that the p
value of 0.4065 was indeed greater than the sagmifilevel of 0.05 and thus there

was autocorrelation.

Table 4.3: Breusch Godfrey Langrage Multiplier Testfor Autocorrelation

Breusch-Godfrey LM Test for Autocorrelation

lags(p) chi2 df Prob> chi2

1 0.689 1 0.4065

Ho: No serial correlation

4.4.3 Normality Test

The study conducted normality test to determinethdrevariables used in the model
were normally distributed through their residuals.

The hypothesis tested was;

Ho: Residuals are normally distributed

Ha: Residuals are not normally distributed

We used Jargue Bera test for normality and estaddighat all variables were not
normally distributed since the p-value of 0.00480eiss 0.05 significantly. However
on individual basis, Bop, DEx, TT, RIR and GCF wamemally distributed whereas

DBm, Dope and Pol were not normally distributed.
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Table 4.4: Jargue Bera Test

Equation Chi2 Df Prob> Chi2
Bop 0.74¢ 2 0.6879¢
DBm 7.94¢ 2 0.0188C
DEX 2.973 2 0.22622
Dope 13.384 2 0.00124
TT 1.100 2 0.57706
RIR 0.69( 2 0.7081%
GCF 0.272 2 0.87289
Pol 7.421 2 0.02446
ALL 34.535 16 0.00460

Source: Author’'s computation

4.4.4 Testing for Non Stationarity

We carried out a non stationarity test to avoidhesties changing along the period of
study. We tested non stationarity in all variabdassindicated by table 4.5 to avoid
spurious estimates. We found that money supplyhaxge rates and openness of the
economy were non-stationary and thus we differertbedh to period one and thus
reduced or eliminated the likely bias. The studgduthe Augmented Dickey Fuller
(ADF) test for stationarity.

The hypothesis tested was;

Ho: The variable is Non-stationary ;Hhe variable is Stationarity
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Table 4.5: Testing for Stationarity

Variables Test Statistic | Critical value at| P-value at lags
5% (0)
Bop -4.359 -2.966 0.0004
Bm -0.210 -2.966 0.9374*
Ex -0.395 -2.966 0.9109*
Ope -2.311 -2.966 0.1686*
TT -3.493 -2.966 0.0082
RIR -3.673 -2.966 0.0045
GCF -3.275 -2.966 0.0160
Pol -5.727 -2.966 0.0000
DBm -6.653 -2.969 0.0000
DEx -5.469 -2.969 0.0000
Dope -6.623 -2.969 0.0000

*These variables are non - stationary.
Source: Author’s computation.
The transformed model is:
Bop =
Lo+ BiBopi_m + B2DBmMy_,, + B3DEx;_,,+ B4DOpes_n+ BsTT;_,, +
BeRIR; 1, + B7GCF;_, + BgPOl; 1y + € neveeeeeeiiieiiiieeeee (16)
Where Bop is the balance of payment, DBm is thst fitifference of the money
supply, DEX is the first difference of the exchamngie, DOpe is the first difference of
the openness of the economy, TT is the terms dBfrRIR is the real interest rate,
GCF is the gross capital formation and Pol is tbétipal instability, £ is the error
term andB is the coefficients to be estimated wherfass the constant. All of these

variables are laggeu times in the model.
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4.4.5 Cointegration Test

Persistent non stationarity of data series may teagpurious relationship. To avoid
this problem, cointegration test was conducted gtaldish whether the variables
exhibited long-run or short run relationship. Wedislohansen test for cointegration
as indicated in the table 4.6 whereby we estaldisivat our variables were not
cointegrated.

The hypotheses tested were;

Ho: There is no cointegration ;Hrhere is cointegration

The trace and max statistic were lower at 88.7088 83.8134 respectively,

compared to the 5% critical value of 94.15 implythgt we failed to reject the null

hypothesis. There was no long run relationship betwbalance of payment and its

determinants.

Table 4.6: Johansen Test for Cointegration

Sample 1978-2012

Max Parms LL Eigen Trace statics | Max Critical values
rank values statistic %
0 72 -841.2527 | . 145.3873 85.067: 156.00
1 87 -798.7191. | 0.9012( 118.320: 48.616t¢ 124.2¢
2 10C -774.4108 | 0.7506¢ 88.703! 33.813: 94.1¢
3 111 -757-5041 0.6194: 54.890: 26.165! 68.52
4 12C -744.4214. | 0.5264! 28.724¢ 13.471¢ 47.21
5 127 -737.6855. | 0.3194¢ 15.252¢ 10.873¢ 29.6¢
6 132 -732.2458 | 0.2670! 4.3791 3.265¢ 15.41
7 13E -730.6158' | 0.0890¢ 1.113¢ 1.113¢ 3.7¢€
8 13€ -730.0590: | 0.033: - - -

Ho = No cointegration (Max rank zero)

Since variables were not cointegrated, we couldumotvector error correction model
but we run unrestricted vector autoregressive md@u@R). Our trace and max
statistics told the same thing. Note that tracdissia of maximum rank zero

represents the null hypothesis of no cointegratibrereby it is expected to be less

48



than the critical value at 5% significance levelvdfich it is not as per our study
findings. We further determined the short run cltyssince our findings indicated no

presence of long run association.

4.4.6 Short run Granger Causality Test

From the Johansen test for cointegration, we astadd that our variables exhibited
the short run association. Therefore, we conduEtegel Granger test to investigate
whether in the short run balance of payments msifsigintly caused by the respective
variables. We revealed from the Table 4.7 thatallables were highly significant in

granger causing balance of payments in the shortFurther we found that when all
of these factors were combined, they were all Smgmt in causing balance of

payments.

Table 4.7: Engel Granger Test

Equation | Excluded | chi2 | Df | Prob> chi2
Bop Independent Variables

Bop DBm 5.4e+26 4 0.000

Bop DEx 4.8e+26 4 0.000

Bop Dope 3.8e+26 4 0.000

Bop T 3.5e+2( 2 0.00(

Bop RIR 6.4e+2( 3 0.00(

Bop GCF 6.5e+2( 4 0.00(

Bop Pol 4.7e+26 4 0.000

Bop Al 9.5e+26 13 0.000

Source: Author’s computation.

4.5 Lag Determination for VAR Model
Having considered all the requirements needed termine the right model to
employ; we determined the number of lags which seduo estimate our model. We

had five information criteria for lag selection tha Likelihood Ratio (LR), Final
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Prediction Error (FPE), Akaike Information criterighlC), Hannan and Quinn
information criterion (HQIC) and Swartz Bayesiarommnation criteria (SBIC). In

determining the criteria, we considered the lowasie which made our model better.

Table 4.8: Selection Order Criteria for Balance ofPayments

Sample; 1980 - 2012 Number of obs = 33

| ag LL IR df FPE AC  HIC  SBIC

-826. 683 1.3e+12  50.5869 50.7089  50.9497
-742.865 167.64 64 0.000 4.3e+11 49.3858 50.4844  52.6509
-666.799 152.13 64 0.000 4.5e+11 48.6545 50.7296 54.8219
-491.345 350.91 64 0.000 9.0e+09* 41.8997 44.9514  50.9694

7630.07  16243* 64 0.000 . -446.428* - 442. 4% -434.456*

s W N e O

Endogenous:  Bop DBm DEx DOpe TT RIR GCF Pol
Exogenous: _cons

Source: Author's Computations

From Table 4.8, we identified lag four as the eshber of lags needed in estimating
the VAR model since most of the information criéedescribed earlier actually
supported it. Therefore, the model which is est@dan section 4.6 was interpreted

the same way ordinary least squares (OLS) is done.

4.6 Vector Autoregressive Model Estimation

This study was concerned with identifying the deieants of balance of payments in
Kenya. We identified and estimated the effect ofney supply, exchange rates,
openness of the economy, terms of trade, grossatd&pimation, terms of trade and
political instability on balance of payments in KanWe employed unrestricted VAR
model after conducting the pre- estimation tests rion stationarity and non

cointegration which are important before estimationavoid spurious results and
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model misspecification. The VAR model showed thttvariables and their lags
based on selection criteria were highly significahiherefore we found that Bop,
DBm, DEx, DOpe, TT, RIR, GCF and Pol with their dagignificantly affected
balance of payment in Kenya. The model is giverowehnd the interpretations are
done as shown below;

BoP

= 3379392 + 1.42LBop + 6.9L2Bop + 5.71L3Bop — 1.21L4Bop

—27301.75LDBm — 57904.69L2DBm — 8041.43L3DBm + 10268.57L4DBm

+ 23373.88LDEx + 27201.44L2DEx 5985.48L3DEx + 1092.63L4DEx
—10624.82LTT + 993.51L2TT — 10276.32L3TT — 6769.2LATT

—1920347LD0Ope — 2466025L2D0pe + 281805.1L3D0pe + 175866.2L4D0pe

— 6980.3LRIR + 22135.91L2RIR — 11655.92L3RIR + 10438.3L4RIR
—21374.16LGCF — 16816.43L2GCF + 4449.8L3GCF — 25204.71L4GCF

— 233924.3LPol — 89016.87L2Pol — 83432.83L3Pol

— 75125.55L4P0L ... cos sos et oo e v e e e eee eee s e ane v e enee (17)

Where Bop is the balance of payment, DBm is tru fiifference of the broad money
supply, DEX is the first difference of the exchamnge, DOpe is the first difference of
the openness of the economy, TT is the terms dBfrRIR is the real interest rate,
GCF is the gross capital formation and Pol is thétipal instability. All of these

variables were lagged to four time periods.

The VAR model (see Equation 16) shows that if atitérs are held constant, balance
of payment will be KSh 3,379,392 million. A unitartige in the first, second and third
lags of balance of payments led to an increaserirent balance of payment whereas

the fourth lag led to a decline in the current baéaof payment. The first difference
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of the money supply, through its first, second dmdd lags respectively led to a

decrease in the current balance of payment whdedbrth lag increased the current

balance of payments in Kenya. Similarly, the fitkird and fourth lags of Terms of

trade reduced current balance of payment in Kerfyigevthe second lag increases the

current Kenyan balance of payment. Both first amcbad lags of the first difference

of openness of the economy, led to a decreaseeirKénya balance of payment

contrary to the third and fourth lags of the sanfecv increased the current balance

of payments.

Interest rates as projected in the literature waealed to reduce the country’s current

balance of payment through the first and third ladgsle second and fourth lags

increased balance of payment in Kenya. In additibmvas revealed that the first,

second and fourth lags of the gross capital fownatesulted to reduction in balance

of payment in Kenya while the third lags of groapital formation led to an increase

in balance of payments in Kenya. Finally, we fotimak all lags of political instability

in Kenya led to a reduction in balance of payments.

Table 4.9: Regression Results for the Vector Autogressive Model

Sample: 1980 — 2012 No. Of Obs = 33

Log likelihood = 7630.07 AlC = -446.4285

FPE =. HQIC = -442.4002

Det(Sigma_ml) = 2.0e-211 SBIC = -434.4564

Variables Coefficients Std. Err. zP>z 5% Confidencetémval

Bop

Bop

L1. 1.420974 1.05e-13 1.4e+13 0.000 1.420974 1.4209
L2. 6.904614 3.78e-13 1.8e+13 0.000 6.904614 6046
L3. 5.70951! 3.77¢13 1.5e+1: 0.00c 5.70951! 5.70951!
L4. -1.214467 2.14e-13 -5.7e+12 0.000 -1.214467 214467
DBm
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L1. -27301.75 2.59e-09 -1.1e+13 0.000 -27301.75 302775
L2. -57904.69 2.70e-09 -2.1e+13 0.000 -57904.69 90869
L3. -8041.426 1.87e-09 -4.3e+12 0.000 -8041.426 41826
L4. 10268.57 8.16e-10 1.3e+13 0.000 10268.57 16268
DEXx

L1. 23373.88 1.13e-09 2.1e+13 0.000 23373.88 28873
L2. 27201.44 1.78e-09 1.5e+13 0.000 27201.44 24201
L3. 5985.484 1.38e-09 4.3e+12 0.000 5985.484 5845.4
L4. 1092.632 4.66e-10 2.3e+12 0.000 1092.632 1322.6
Dope

L1. -1920347 1.05e-07 -1.8e+13 0.000 -1920347 -3920
L2. -2466025 1.64e-07 -1.5e+13 0.000 -2466025 -0266

L3. 281805.1 6.16e-08 4.6e+12 0.000 281805.1 281805
L4. 175866.2 5.82e-08 3.0e+12 0.000 175866.2 172866
TT

L1. -10624.82 5.69e-10 -1.9e+13 0.000 -10624.82 6240182

L2. 993.5569 3.00e-10 3.3e+12 0.000 993.5569 983.55
L3. -10276.32 5.54e-10 -1.9e+13 0.000 -10276.32 276(B2

L4. -6769.196 5.85e-10 -1.2e+13 0.000 -6769.196 696106
RIR

L1. -6980.303 4.03e-10 -1.7e+13 0.000 -6980.303 80633

L2. 22135.91 1.07e-09 2.1e+13 0.000 22135.91 22135.
L3. -11655.92 1.44e-09 -8.1e+12 0.000 -11655.92 655192

L4. 10438.3 6.70e-10 1.6e+13 0.000 10438.3 10438.3
GCF

L1. -21374.16 2.14e-09 -1.0e+13 0.000 -21374.16 37216

L2. -16816.43 1.06e-09 -1.6e+13 0.000 -16816.43 816643

L3. 4449.597 1.21e-09 3.7e+12 0.000 4449.597 4879.5
L4. -25204.71 1.13e-09 -2.2e+13 0.000 -25204.71 202%1

Pol

L1. -233924.3 1.15e-08 -2.0e+13 0.000 -233924.3 3923.3

L2. -89016.87 6.94e-09 -1.3e+13 0.000 -89016.87 01887

L3. -83432.83 8.05e-09 -1.0e+13 0.000 -83432.83 43383

L4. -75123.55 7.80e-09 -9.6e+12 0.000 -75123.55 12355
_cons 3379392 2.15e-07 1.6e+13 0.00d 3379392 327939
Equation Parms RMSE R-sq chi2 P>chi2

Bop 33 0 1.000 5®=+26 0.0000

Source: Author’'s Computations

From Table 4.9, it was further revealed that alialsles with their respective lags

were highly significant in determining the balarafepayment in Kenya since the p

values of 0.000 was less than the significancel lek&%. Also, we found that all

variations from the (R-squared) results explaiteditalance of payments.
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CHAPTER FIVE
SUMMARY, CONCLUSION AND POLICY RECOMMENDATIONS
5.1 Introduction
This chapter summarizes the study objectives, ndellogy and concludes with
findings of the research. In addition, it offepalicy recommendations and suggests

areas that need further research.

5.2 Summary and Conclusion

The specific objective of the study was to identifg factors that affect the balance of
payment performance in Kenya. In order to achiévg abjective, the study adopted
unrestricted VAR model to relate Kenya balancenpayts to selected determinants
such as money supply, terms of trade, openneskseoét¢onomy, real interest rate,

exchange rate, gross capital formation and paliticstability.

In determining maximum lag for the VAR model, laguf was found as the best
number of lags needed in estimating the VAR moBaked on the regression results
for the Vector autoregression model, it was rewkdteat all variables with their

respective lags were highly significant in deterimgnthe balance of payment in

Kenya since the p values of 0.000 was less thagigimficance level of 5%.

The results showed that first, second and third laigbalance of payment increased
current balance of payment while the fourth lagucesdi it. In addition, all lags except
4™ lag of a differenced money supply led to a de@dasbalance of payment in

Kenya. This supports a study by Ali (2011) whicincladed that money supply had a

negative relationship with balance of payments. fidsalts for relationship between
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terms of trade and balance of payment showed miesdlts in that first, third and
fourth lags revealed a negative relationship witty dhe second lag giving a positive
relationship. This conforms to expected sign wipostulated that relationship could

either be positive or negative.

It was further found that all the lags of a diffieced exchange rate had positive
relationship with balance of payment in Kenyahkrefore shows the same results as
Tijani (2010), Oladipupo and Onotaniyahuro (201@%oro (2012), Guglielmo and
Mudida (2012). Moreover, it was found that firstdagecond lags of a differenced
openness to economy lead to a decrease in cumamtde of payment in Kenya while
third and fourth lags led to an increase in Keyecording to a Parkh (2004), trade
liberalization can led to unsustainable balancpayiment in developing countries.

The results further revealed that first, secordi third lags of gross capital formation
resulted in a decrease in balance of payment iry&eh was also found that while
the first and third lags resulted in deteriorationcurrent balance of payment in

Kenya second and fourth lags improved it.

Finally, all lags of political instability transked to unfavourable situation in the
current balance of payment in Kenya. This is ie kith a study conducted by Arfan
(2008) whose result confirmed that stable politiggjimes with visionary leadership

led a nation to higher level of favourable balaatpayments.

5.3 Policy Recommendations
It should be noted that balance of payments pedian® plays a very critical role in

an economy. For this reason, factors that infludfeeya’s balance of payment need
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to be closely studied and evaluated. Accordingh results obtained in this study,
current balance of payment is negatively influenbgdmoney supply, gross capital
formation and political instability. In order tos@ve their negative effects, policies
that enhance improvement in balance of payment Idhbe encouraged and
consistently implemented. The government of Ker@antral bank of Kenya, all

financial institutions and other stakeholders whastvities influence money supply,
gross capital formation and political instabilityght to take a lead in addressing

adverse effects found in Kenya’s balance of payment

In addition, openness of Kenyan economy, termsaafet and interest rate can either
have positive or negative impact on balance of gaymn pursuit of a stable balance
of payments through these variables, desirableyatieasures that may be applied
include strengthening export sector in Kenya, primgo local production of
importable goods, exchange rate stabilization andograging competitive real
interest rates that attract investors to invesfimancial sectors. Above all, good
policies and political stability are paramount inhancing equilibrium in Kenya’'s

balance of payment.

5.4 Areas for Further Research

The study has concentrated on effect of few detanis of Kenya’'s balance of
payments. There are so many other factors thatdcbel directly or indirectly
affecting balance of payments which are not ingaséd. It is therefore recommended
that effects of factors such as domestic credigs&rdomestic products, reserves,
economic growth rates, Inflation rates and fisa@lhhce on balance of payments be

done in future.
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APPENDIX: DATA

Year Bop Bm Ex Ope T RIR GCF Pol
1975 338 | 27.39467 | 7.343193 | 0.643353 50 | -1.64091 | 18.13989 0
1976 -712 | 28.18176 | 8.367145 | 0.642061 70 | -7.49008 | 20.24422 0
1977 -2254 | 32.79569 | 8.276561 | 0.66552 83 | -5.90234 | 23.72332 0
1978 1552 | 34.52913 | 7.729383 | 0.676235 53 | 6.712202 | 29.78929 1
1979 -1400 | 34.3548 | 7.475309 | 0.573642 59 | 4.128561 | 18.13278 1
1980 1444 | 29.9314 | 7.420188 | 0.654168 | 100.72 | 0.942589 | 24.50714 0
1981 1982 | 29.4702 | 9.047498 | 0.642802 88.11 | 1.410506 | 22.91344 0
1982 2096 | 30.42047 | 10.92233 | 0.582157 81.62 | 2.605412 | 21.86022 1
1983 -1364 | 28.17589 | 13.31152 | 0.541627 77.37 | 3.572394 | 20.92507 0
1984 -781 | 28.34209 | 14.41388 | 0.588039 87.02 | 3.83512 | 19.81103 0
1985 1725 | 26.68185 | 16.43212 | 0.554454 76.69 | 5.257538 | 25.32482 0
1986 1460 | 30.38808 | 16.22574 | 0.557414 85.5 | 4.864495 | 21.76804 0
1987 -2087 | 30.24395 | 16.45449 | 0.477028 77.86 | 8.15739 | 24.28943 0
1988 -1354 | 28.90107 | 17.7471 | 0.49975 81.06 | 8.026232 | 25.44904 0
1989 1610 | 28.39891 | 20.57247 | 0.531564 79.37 | 6.815212 | 24.86208 0
1990 -3379 | 29.57702 | 22.91477 | 0.570209 70.15 | 7.332797 | 24.16409 0
1991 -2866 | 30.98193 | 27.50787 | 0.555977 78.69 | 5.745513 | 20.97052 0
1992 -8660 | 36.5178 | 32.21683 | 0.529309 81.03 | 1.825329 | 16.92084 1
1993 25682 | 37.06523 | 58.00133 | 0.728585 94.87 | 3.413472 | 17.61044 0
1994 5297 | 38.01601 | 56.05058 | 0.712661 | 107.23 | 16.42811 | 19.29324 0
1995 -7378 | 42.23227 | 51.42983 | 0.717457 | 103.88 | 15.80165 | 21.81976 0
1996 22798 | 35.79169 | 57.11487 | 0.573121 | 108.25 | -5.77659 | 15.00382 0
1997 6725 | 38.42265 | 58.73184 | 0.540571 | 114.02 | 16.87957 | 15.14099 1
1998 -291 | 35.80718 | 60.3667 | 0.488972 | 109.91 | 21.09633 | 16.69272 1
1999 411 | 35.7708 | 70.32622 | 0.481923 98.08 | 17.45405 | 15.52142 0
2000 8243 | 35.16473 | 76.17554 | 0.53309 100 | 15.32743 | 17.41409 0
2001 13071 | 35.24074 | 78.5632 | 0.559468 95.07 | 17.8125 | 18.79034 0
2002 257 | 38.15891 | 78.74914 | 0.551727 91.88 | 17.35814 | 15.13822 1
2003 31339 | 39.02316 | 75.93557 | 0.541323 90.16 | 9.770511 | 16.48215 0
2004 3075 | 39.32703 | 79.17388 | 0.59477 89.32 | 5.045258 | 16.9625 0
2005 21163 | 38.90672 | 75.55411 | 0.644789 90.05 | 7.609988 | 17.64969 0
2006 44446 | 39.7084 | 72.10084 | 0.649442 88 | 5.426264 | 18.48836 0
2007 63250 | 42.31659 | 67.31764 | 0.644777 84.74 | 7.314818 | 19.1192 1
2008 | -33162 | 42.54033 | 69.17532 | 0.693549 84.31 | 0.710642 | 19.24008 1
2009 75182 | 43.94261 | 77.35201 | 0.613553 94.25 | 4.61571 | 19.84351 0
2010 12226 | 49.70303 | 79.23315 | 0.673485 92.32 | 11.85799 | 19.62737 1
2011 21847 | 49.95117 | 88.81077 | 0.736145 90.42 | 1.326266 | 20.75608 0
2012 | 123119 | 51.1612 | 84.5296 | 0.725652 89.89 | 12.07582 | 20.30396 1

62




