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ABSTRACT
The study sought to understand the relationshipaséign Exchange Rates on Interest

rates in Kenya. The descriptive research designusad. It was a case study of all the
Foreign Exchange Rates, Interest Rates, InflatiatefRand Gross domestic Product in
Kenya. Central Bank of Kenya (CBK) was the sourEéntormation in the pursuit to
establish the relationship of foreign Exchangesate interest Rates in Kenya. The study
used monthly average foreign exchange rates, moatlgrage interest rates. Monthly
average inflation rates and Gross domestic proffoct 2010 to 2014.Multiple linear
regression was used to model the relationship leztviee three explanatory variables
and a response variable was used by fitting a dimemation to the observed data.
Multiple regression analysis was also used to assbether correlation exist .The study
found that 42.3% of the variation in the dependemtiable can be explain by the
independent variables, interest rates, inflatidas@and GDP,while 57.7% can be explain
by other factors outside the model. As a resultrésearch found that there was a positive
linear relationship between foreign exchange ratdsrest rates and inflation. However
there was a negative linear relationship betweaeidn exchange rates and Gross
domestic products (GDP). The study concluded thatet was a positive relationship
between foreign exchange rates and interest natéenya but not significant. The study
recommends that more research be carried out éordiete the effect of other factors line
relative employment, taxation policies, politicéliation and market adjustment on how

they affect the foreign exchange rates.



TABLE OF CONTENT

DECLARATION .ttt ettt e et e e e et e e e e e st te e e e e s s e e eneaneaeeeannaneaeenns ii
ACKNOWLEDGEMET ...ttt ettt mee e e snne s iii
D711 [ 2 [ ] PSSR iv
F N =Y I = A O SO Y
TABLE OF CONTENT ...ttt ittt sttt ettt e e s e nnste e e e e s meeeasnsbeeeeeas Vi
LIST OF FIGURES ...ttt et eeeeet ettt e e et ee e e e st e e e s annsaeaenann e e e annnneeeeeas iX
ABREVIATIONS AND ACRONYMS.....ooiiiiiiiiiiee ettt e e X
CHAPTER ONE: INTRODUCTION .....cciiiiiiiiiiies e etieeee e esiiteee e e siineee s ssneee e snes 1
1.1Background of the StUdY ........coooi oo 1
O 11 (=T (2] B = 1 PR URRTRPRR 2
1.1.2 Foreign EXchange Rate.........oooo oo, 3
1.1.3 Interest Rates and Foreign Exchange RateS. cu........uuvvviiiiiiiiiiiiiiiiiinnns 4.
1.1.4 Foreign exchange and interest rates in Kenya...........cccccvevimiineininnnnnnnnns 5.
1.2 Research Problem...... ... 6
1.3 Objective of the STUAY ........oooiiiii s 8
1.4 Value Of the STUAY .....coiiiiii e rr e e e e e eeeeeeees 8
CHAPTER TWO: LITERATURE REVIEW ......ccciiiiiieeieee e 10
P2 R [ 91 £ To (8 T i (o] o P PP PP PP P PP PRPUPP 10
2.2 ThEOretiCal REVIEW ......ccoiiiiiiiiiiit ettt ettt e e e 10
2.2.1 Purchasing Power Parity TNEOIY ......cccceeeeiiiiiiiiieiiiisee e 10
2.2.2 Interest RAte Parity ..........ooooiii oot 12
2.2.3 The Balance of Payments TheOory...... oo iiiiiiiiiiiiiiiiiiiiiiiiiiiiieieie e 13
2.3 Determinants of EXChange RAtes ........cceueeeeuiiiiiiiiiiiiiiiiises s 14
2.3.1 Relative INflation RALES. .........ooiieeemmmiiiiiieiiiieee e 14
2.3.2 Real INterest RAES. .......cooiiiiiiieeeee e 15
2.3.3 Relative Economic Growth Rate. .......cceeeeeiiiiiiiiiiiiiiiiiiiiiiiiiiiiiieiieiieienns 16
2.3.4 Political and ECONOMIC RISK..........cceeeee it 16
2.4 EMPINCAl REVIEW ... .o e e e e e e e eee e 16
2.4. Summary of Literature REVIEW ........ccoooeiieiieeeiee e 19

vi



CHAPTER THREE: RESEARCH METHODOLOGY .....cccovimiiriiiiiiiiiiiiens 20

I A [ 11 oo [T 1[0 o [P OP PP PRPPTPP PO 20
3.2 RESEAICN DESION ....ccciiiiiiiiiiie ettt 20
3.3 Data COllECHION .. ..ot e e e annnrne 20
3.4 DAtA ANAIYSIS ..uvvuuvuiiiiriiniiiuitietsmemennesaeeeesaeenrenrsaesarenaeanans e —a—————rrarnrrrrrrrnes 21
3.4.1 Analytical MOEl ..... ..o e 21
3.5 Operationalisation of the study variables...............ccuvvvviiiiiiiiiiiiiiiiiiiiiiieeeee 21
3.5.1 Measurement Of INTEreSt rate ..o 22
3.5.2 Measurement of EXChange rates...... oo 22
3.5.3 Test Of SIgNIfICANCE ........coiiiiiiii e 22
CHAPTER FOUR: DATA ANALYSIS, RESULTS AND DISCUSSION.................. 23
v o R 1 ({0 To [ 801 1T o TSP PP PPPPRPPPPP 23
4.2 DESCIPUVE STALISTCS ..evvvvveiiiiiiiiieeeeee e e e e e e e et ae e e aa e 23
4.2.1Foreign Exchange Rates Trend..........coooeiiiiiiiii e 24
4.2.2 Interest RAteS Trend.......ccooii i 25
4.2.3 Inflation RAtES TreNd ........eeiiiiiiiiieeee e 26
4.2.4 Gross Domestic ProducCt Trend.........ocecccciiiiieieeieeeee e 27
4.2.5 Foreign Exchange Rates and Interest Rat@&I Tre..............vuvvvvevivivininininnnn. 28
4.3 Regression ANAIYSIS .......ooooii i ettt bbbt bbb mnnnne e e e e eeeeeees 29
4.4 Correlation ANAIYSIS........oooii oo 31
CHAPTER FIVE: SUMMARY, CONCLUSION AND RECOMMEDATIOB ........... 33
TN [ o1 (oo [ Tox i (o] o IR PP PP PP PPPPRPUPP 33
5.2 SUMMArY Of FINAINGS ... 33
5.3 CONCIUSION ...ttt ettt e e e e e e s anmne e e e e e e e nnene e 34
5.4 RECOMMENUALIONS ... 34
5.5 Suggestions for further StUAY .......... oo 35
5.6 Limitations Of the StUAY..........uuuiiirimmmmmne e 35
REFERENGCES ... .ottt ettt smne e e e e e e 36
APPENDEX L.ttt ittt smmemeai ettt e ekttt e e e anbe e e e s e bbeeennbssee e e e nnbbeeae s 41

Vii



LIST OF TABLES

Table 1: Descriptive Statistics Table...... ... 23
Table 2: Model Summary Table...... ..o e e e 30
Table 3: Coefficient Table ... e 31
Table 4: Correlation Analysis Table..........ooii i e, 33

viii



LIST OF FIGURES

Figure 4.2: Foreign Exchange Rates Trend...........c.oooi it ciccmee e 24
Figure 4.3: Interest Rates Trend. ... .. ..ottt e e e ermmee e e e 25
Figure 4.4: Inflation Rate Trend.........ooo i e e e e e 26
Figure 4.5: Gross Domestic Product Trend...........coooevie e ii it ieimeee e ceviieeenaes 28
Figure 4.6: Foreign Exchange Rates and InteregsRREeNd.............cccovvviivimnns 29



ABREVIATIONS AND ACRONYMS

CBK - Central Bank of Kenya

CBR - Central Bank Rate

CIRP - Covered Interest Rate Parity
GDP - Gross Domestic Product

KSH - Kenya Shillings

NER - Nominal Exchange Rate

RER - Real Exchange Rate

ush - United State Dollar

UCIRP - Uncovered Interest Rate Parity

VAR - Vector Autoregressive



CHAPTER ONE: INTRODUCTION

1.1Background of the Study
Exchange rate stability is one of the main factbed promote investments, price stability

and stable economic growth. Foreign exchange sateei conversion of one currency into
another currency. Foreign exchange also referBeg@lobal market where currencies are
traded virtually around the clock (Ngari, 2011)ré&ign exchange rate can also be said to
be the rate or price of the currency of one couirtryerms of currency of another for
example value of Kenya shilling expressed in USadsl It is widely believed that
changes in exchange rates have important implicdtio financial decision making and
for the profitability of the firm (Frankel &Rose0R2).Exchange rate movement affects
both the prices of imported goods and the costngborted inputs The economic
performance is judged by the stability in macro@soit variables such as exchange rates

and interest.

The interest rate parity theory was developed byniés (1923), to link the exchange rate
and interest rate. The theory has two forms, cavererest rates parity and uncovered
interest rates parity. The covered interest ragegypdescribes the relationship of the spot
market and forward market of exchange rate wittminal interest rates, while

uncovered interest rates describes the relationgifiphe spot and expected exchange
rates with nominal interest rates of two economi@dmed & Khan, 2005).This

relationship can be rationalized on the basis timanticipated money disturbance are
likely to affect both the interest rates and exggarates (Ndung'u ,2000).The raise of

the home interest rates is usually followed by ititizease of the home currency, and a
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fall in the home interest rates is followed by ardase of the home currency. High
interest rates currencies tends to increase whemasnight expect the investors would

demand higher interest rate on currencies expéctidl in value (Fama,1984).

Exchange rates in Kenya have been fluctuating tverlast few years with a raising
trend. The exchange rates for the one shillingi® &S dollars was 79.23 in 2010,88.81
in 2011, 84.53 in 2012, 86.12 in 2013 and 87rB2014 respectively, while the interest
rate was 6.4, 8.4, 15.8, 8.8 and 8.5 in the spem®d. This trend indicates there is
either an increase or decrease in exchange ratenterdst rates in Kenyan economy.
This fluctuation came as a wakeup call to the ratgu] Central bank of Kenya (CBK) on
how to regulate the interest rates and foreign a&xgh rate instability. In May 2013 the
central banks through the monetary policy committeeided to peg and stabilize the
interest rate at 8.5 as a measure to tam instalmliforeign exchange rate and attract
investment. The foreign exchange rate continuemsh¢oease sharply despite aggressive
monetary policy adopted by the CBK to address dlattbn and stabilize the exchange
rate. The foreign exchange rate increased from788tShe end of the year December
2010 to 90.44 in December 2014 and interest rate f6 to 8.5 respectively (CBK,

2015).

1.1.1 Interest rates
Interest rate is the price a borrower pays for ke of money they borrow from a

lender/financial institutions or fee paid on boremhassets (Crowley, 2007). Interest can
be thought of as "rent of money". Interest ratesfandamental to a ‘capitalist society’
and are normally expressed as a percentage ratéhevperiod of one year. Interest rate

2



as a price of money reflects market informationardqng expected change in the

purchasing power of money or future inflation (NgW&§01).

According to Cowley, (2007) interest rate is the@rthe borrower pays for the use of
money borrowed from the lender or financial ingtdn. It is the fee paid for the use of
borrowed assets. Interest rate risk is the expositiee firm’s financial position due to
fluctuations in interest rates. Excessive intemggé fluctuation can pose significant
threats to a firm’s earnings and capital base cbsagd increase its operating expenses.
Changes of interest rates may also affect the ydgrvalue of assets, liabilities and

present value of future cash flows, (Cliff & Will2000)

Its primary role is to help mobilize financial resoes and ensure the efficient utilization
of resources in the promotion of economic growtd development (Ngugi, 2001).The
study further argues that interest is the rent f@ignoney. The interest rate measures the
rate of return expected by the lenders. It shouls treflect all the information regarding

future changes in the purchasing power and theunslertaken.

1.1.2 Foreign Exchange Rate
An exchange rate is defined as a price at which ameency may be converted into

another. Exchange rate is referred to as the ndrexthange rate (NER) when inflation
effects are embodied in the rate and as the redlasge rate (RER) when inflation
influences have not been factored in the rate ({2ope 1989:4, Lothian, and Taylor,
1997). Before 1972 all countries of the world wengerating a fixed exchange rate

regime where each country currency had affixed amgh rate relative to the USA dollar.
3



The significance of exchange rate is that it allosvsontinuous adjustment of the
exchange rate in line with the demand and supphgitions of foreign exchange in the
economy. It equilibrates the demand and supplyocéiin exchange by changing the
exchange rate rather than the level of reservealdivs the country to pursue its own
monetary policy without having to be overly conatrabout the balance of payments
effects. External shocks and imbalances are refieict exchange rate movements rather
than in reserve movements or Central Bank intef@erib control the adjustment process
(Ndungu, 2000).The Exchange rates are driven barigglmarket supply and demand.
Using the flexible exchange rate system regimeptice of currencies is determined by

supply and demand of the currency in the forex eiark

1.1.3 Interest Rates and Foreign Exchange Rates
High interest rates policies destabilize excharagesr by raising corporate bankruptcy

levels while accelerating capital outflows (Furm&arstiglitz, 1999).0n the other hand
low interest rates stabilizes the exchange ratgs dktracting more investment and capital
inflows. The effect of high exchange rates variapih stabilizing interest rates is that it
releases the pressure off the economy and pronstéédity in such macroeconomic
variables, such as the interest rates, money suaplly output (Reinhart, 2001). An
increase in interest rate is necessary to stahilizeexchange rate depreciation and to
curb the inflationary pressure and thereby helpatmid many adverse economic

consequences (Alvo & Reinhart, 2000).



The relationship between exchange rate and inteaés is seen in the fluctuations of
prices of foreign currencies due to the movemehtinterest rates (European
commission,2013).High interest rates may mean higgbrn on investments therefore
attracting more investors. This increases the ddnwdrthe currency of that particular
country and hence raising the foreign exchange .fdt¢he same time this relationship
may be complicated since high interest rate casult® to high inflation rate, which
reduces purchasing power of consumers resultingwer demand for foreign currency

and hence lower exchange rate (Elbanna &Yunnie@3)20

1.1.4 Foreign exchange and interest ratesin Kenya
The liberalization experience in Kenya shows thl@hdstic interest rates have remained

high even when inflation has been low and declirng exchange rate volatile (Ndungu,
2000). In the 1990s the Kenyan Government libezdlithe financial, foreign exchange
and domestic goods markets. The liberalizatiorhefforeign exchange market in Kenya
was gradual, from a fixed exchange rate regimeoup982 to crawling peg during the
period 1983 to 1993 before a floating exchange ratgme was adopted in 1993.
Following the liberalization of the foreign exchangiarket, Kenya attained monetary
independence to control inflationary pressureddmsitthe nominal anchor to tie domestic
prices down and thus globalization effects are sim@tied directly into the country

(Moses & Leonard, 2008).

The financial sector in Kenya suffered from seveqgession prior to implementation of
its structural adjustment programme (SAP) in 1988rest rates were maintained below
market clearing levels, and direct controls of dredhs the primary monetary control
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instrument of the authorities (William, 1995).Accpamying the SAP, interest rates de-
regulation took place. In September 1991,the mawineading rate was increased from
10 to 14% .The discounting rate for crop financpguavas raised to 11.25%,while the

maximum savings deposit rates was raised to 12.5%.

According to William (1995) between 1983 and 19&%¢ differential between the
interest rates of banks and other financial instins were narrowed. This improved the
competitiveness of commercial banks. One of thet fitep towards freeing interest rates
was taken in 1989,when the government startedngeltieasury Bonds through the
auctioning .In 1991 interest rates were completftyto the force of demand and supply,
and since then, interest rates have been follovengteep upward ascent (William,
1995).The interest rate in Kenya had been peggetresmsury bill rate which was being
used as yield stick for measuring the interestesrabut from August 2005,the central
bank committee on monetary policy changed to ckbtaiak rate (CBR) (Central Bank,

2005).

1.2 Resear ch Problem
An increase in the interest rate mean a decragaskei foreign exchange rate for the

country’s currency and inflow of capital attractbgl attractive interest rate. This is
because high interest rates lead to fewer invedsrmtause investors will find it hard to
get loan with very high interest rate hence dedngathe exchange rate. As a result
investors move their investment out of the couritiig reduces the demand for the

country’s currency leading to lower exchange r&eshe currency (Otuori, 2013).



Interest rates and foreign exchange rates lieseaténtre of monetary policy, not just a
passive reflector on money supply but rather as ainéhe main policy instrument.
Exchange rates and interest rates have playedteakesie in macroeconomic policy. In
developing country like Kenya, interest rates aockifjn exchange rates have enjoyed
high popularity as policy instruments. For instgriugh interest rates has been essential
component of many stabilizing programs with chrohigh exchange rates(Asgharpur
et.al 2007).Interest rates have been fluctuatingenya with the central bank of Kenya
putting more tight monetary measure to controtaising trend since it has high impact
on exchange rate. The high interest rate regimaess#ted in Kenya although an
instrument to meet the goals of the monetary aiitesy jeopardize chance of an early
economic recovery and over the years have discedraryestment necessary for future
economic growth hence exchange rate. On the otiret, Horeign exchange rate has also
been moving up and down for example from year 2012014 the trend has been 79.23,

88.81, 84.53, 86.12 and 87.92 respectively.

Nyamute (1998) did a study which focused on thesahuvelationship between stock
prices and financial variables such as money syjpigrest rates, and inflation rates arid
exchange rates in Kenya. The study establishedatpasitive relationship exist between
stock prices and exchange rates. Kisaka (1999)@aducted a study to establish the
causal relationship between exchange rates and gaces. The results indicated a
unidirectional causality relationship from foreigrchange rates to stock prices in Kenya.
Musyoki, Pokhariyal and Pundo (2012) did study eal exchange rates equilibrium and

misalignment in Kenya,; they established that actaal exchange rate was more often
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above its equilibrium value and country internasilonompetitiveness deteriorated over
the study period. The result concluded that hideeels of interest rates leads to higher
profitability and higher levels of export and impodeads to higher profitability of

commercial bank in Kenya. From the studies reviewex studies have been done in
Kenya so far to establish the empirical relatiopsbetween interest rates and foreign
exchange rates in Kenya. Hence this study seeldl tthis gap by answering the

following question; what is the relationship betwethe foreign exchange rates and

interest rates in Kenya?

1.3 Objective of the Study
To establish the relationship between the foreigohange rates and interest rates in

Kenya.

1.4 Value of the Study
The findings of this study benefit players in thenigan financial markets in monitoring

the behavior of foreign exchange rates using theallonterest rates. Current and
prospective investors will be able to understarniteb®n how to mitigate on the risks of
the possible interest and foreign exchange ratesgufitions. The finding will also help
the management of the Nairobi stock exchange, imesg Banks, and risk managers
with information on how to monitor the behavior fofeign exchange rates using the

local interest rates.

The finding of this study is of paramount importann assisting the policy makers to
enable them come up with the necessary regulatmgside the central Bank of Kenya
in drafting a foreign exchange rate and base lendates regulatory frameworks. This

8



will also help the law makers to come up with ajppiate laws and regulations which

protect the economy specifically the members oligraent.

This study finally makes a contribution to the badyacademic knowledge on the debate
of the relationship between foreign exchange ratesinterest rates and its application in
a sector. This will form the basis for more studyd analysis of the relationship of
exchange rates and interest rates and how thealace related to other economic

variables.



CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction
This chapter discusses the theoretical frameworiclwimcludes: theoretical review,

empirical review and summary of the literature egwi

2.2 Theoretical Review
In this theoretical review consideration will bevgn to foreign exchange rates and

interest rates theories, which are Purchasing P&aety (Cassel ,1918), Interest Rate
Parity (Keynes, 1923) and finally Balance of Paytrtbeory that have been developed

over a number of decades and which are relevahigstudy.

2.2.1 Purchasing Power Parity Theory
This theory was advanced by Cassel (1918) whichlss called inflation theory of

exchange rates. Cassel (1918) argued that withahiere word be no meaningful way to
discuss over-or-under valuation of a currency. Tthisory states that exchange rates
adjust at least in the long run so that comparbhket of goods from different countries

will cost the same when denominated in a commorenay (Fisher, 2000).

According to Cassel (1923) the purchasing poweitypéneory is an operational theory
with two propositions. The first is that monetaagtiors are the most important long-run
determinants of the exchange rate under a flexdktdhange-rate standard. The second is
that tariffs and hindrances to trade, transportssasapital flows, and expectations are
random deviations aside, the remaining determinaftshe exchange rate under a
flexible exchange-rate standard. Cassel (1923) dtated this theory so that it applied

not only to a flexible exchange rate standard led & the gold standard. In this more
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general formulation the primary determinants of thece of a country's goods
domestically were monetary factors, and the seagndaterminants were tariffs and
hindrances to trade, transport costs, capital floarsd expectations. Two different
interpretations of Cassel's purchasing-power-pdnigépry are given in the literature. The
first interpretation is that changes in monetagtdes, measured by some index of prices
in one country relative to another country, aredbke determinants of the ex-change rate
of any importance. The second interpretation i$ thanetary factors in two countries
measured by the ratio of some pair of price indéxesmch country exactly determine the

exchange rate (Holmes, 1967).

The movements in exchange rates affect the prdittabf multinationals and increase
exchange exposure to enterprises and financiatutishs. This theory has faced support
and criticism in equal measures. A stable exchaagemay help enterprise and financial
institutions in evaluating the performance of inmesnts, financing and hedging and thus
reducing their operational risks (Nieh and Wang)3®20Rahman and Hossain, 2003).
Fluctuations in the exchange rate may have a sgnif impact on the macroeconomic
fundamentals such as interest rates, prices, wagesnployment, and the level of
output. This may ultimately results in a macroecuoiwodisequilibrium that would lead to
real exchange rate devaluation to correct for edleimbalances (Parikh and Williams,
1998). The economist have criticized this by arguimat it does not consider transaction

cost, transport cost and other trade barriers.
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2.2.2 Interest Rate Parity
This theory was developed by Keynes (1923) it iatdis that the price of asset play a role

in exchange rate variation. According to Keynes2@)9in the early periods of gold
standard, monetary policy makers found that exchaate were influenced by changes
in monetary policy. The rise of the home interestisually followed by the appreciation
of the home currency, and a fall in the home irgerates is followed by a depreciation of
the home currency. The theory links the exchante naterest rate and inflation. It has
two forms: covered interest rate parity (CIRP) andovered interest rate parity (UCIRP)
Under the condition of free capital flow, coveraterest rate parity states that the
forward premium of a foreign currency should beado the interest rate differential
between a domestic asset and a substitute foreggt.€IRP implies the equality of the
return on comparable financial asset denominatedifferent currencies. Chinese
university of Hong Kong (2000).The underlying memisan for CIRP is covered interest
arbitrange.Covered interest arbitrage is the teansf liquid funds from one monetary
center to another to take advantage of higher aitesturn or interest, while covering the

transaction with a forward currency hedge.

According to the Chinese University Hong Kong (20@0npirical deviations from CIRP
are always explained as violations to the assumgtid free flow and the substitutability
of assets from different countries. The possiblelanation includes: There may be
transaction costs, which introduces “transactiondbanto CIRP;There may be possible
capital controls, which actually adds cost to tH&R~There may be difference in tax

rates on interest income and foreign exchange $oasd or gain in different countries.
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These differences contribute to the non-substitligbof investments in different

countries and makes investments in a country m@feiable than the other.

Uncovered interest rate parity (UCIRP) states thainds flow freely across a country
boarders and investors are risk-neutral, after siajent of expected depreciation, the
expected rates of return to substitutable assetsmli@ated in different currencies should
be equal. Algebraically, it is expressed as theaktyubetween the expected changes in
spot exchange rates and interest differential af twuntries. Like that of CIRP, the
underlying mechanism of UCIRP is interest arbitraggvities. For example, if domestic
interest rates are lower than the expected ratestofn on an identical foreign asset,
investors will borrow from the home country and ast in foreign country. The
borrowing and investing process will cause domesterest rates to increase and foreign
interest rates to decrease until two kinds of rtureach the same level.Dimitrios &
Nikolaos,(2005) is that rational investors actiamgpurchasing one currency and selling
another will move exchange rate until excess pfadin uncovered interest rate arbitrage
are eliminated, hence bringing interest rates aiffgals into with spot exchange and

expectations of their movement.

2.2.3 The Balance of Payments Theory
The balance of payments theory of exchange raaéssnamed as ‘General equilibrium

theory of exchange rate. According to this theting, exchange rate of the currency of a
country depends upon the demand for and supplypreign exchange. If the demand
foreign exchange is higher than its supply, theeof foreign currency will go up. In
case, the demand of foreign exchange is lesser iteasupply, the price of foreign

exchange will decline (Kanamori & Zhao, 2006). Tdemand for foreign exchange and
13



supply of foreign exchange arises from the debd aredit items respectively in the
balance of payments. The demand for foreign exahamgnes from the debit side of
balance of payments. The debit items in the balah@ayments are (1) import of goods

and services (2) Loans and investments made ak@axamori & Zhao, 2006).

The supply of foreign exchange arises from theitgdde of the balance of payments. It
is made up of the exports of goods and servicescapdal receipts. If the balance of
payments of a country is unfavorable, the rateocdiin exchange declines. On the other
hand, if the balance of payments is favorable, rdte of exchange will go up. The
domestic currency can purchase more amounts afyforeirrencies (Kanamori & Zhao,
2006). When the exchange rate of a country fallevibéhe equilibrium exchange rate, it
is a case of adverse balance of payments. Thetsxporease and eventually the adverse
balance of payment is eliminated. The equilibrivateris restored. When the balance of
payments of a country is favorable, the exchande reses above the equilibrium

exchange rate resulting in the decline of expdtamori & Zhao, 2006).

2.3 Deter minants of Exchange Rates
Some of the factors that influence currency suplg demand that is exchange rates are

inflation rates, interest rates, economic growttd political and economic risks.

2.3.1 Relative Inflation Rates.
Suppose that the supply of Kenya shillings increaséative to its demand. This excess

growth in the money supply will cause inflationtlre Kenya, which means that Kenya
prices will begin to rise relative to prices of gisoand services for example in Uganda
shillings. Ugandan consumers are likely to buy fewe&nyan products and begin

14



switching to Ugandan substitutes, leading to aekes® in the amount of Uganda shillings
supplied at every exchange rate. The result istaded shift in the Ushs supply curve.
Similarly, higher prices in Kenya will lead Kenyaonsumers to substitute Ugandan
imports for Kenyan products, resulting in an inee& the demand for Uganda shillings
as depicted by. In effect, both Kenyans and ressdeihUganda are searching for the best
deals worldwide and will switch their purchasesaadingly as the price of Kenyan
goods change relative to prices in Uganda. Henbggleer rate of inflation in the Kenya
than in Uganda will simultaneously increase Uganegports to the Kenya and reduce

Kenyan exports to Uganda.

A new equilibrium exchange rate occurs. In otherdsp a higher rate of inflation in
Kenya than in Uganda will lead to a depreciationtte Kenya shilling relative to the
Uganda shilling or, equivalently, to an appreciatal the Uganda shilling relative to the
Kenya shilling. In general, a nation running a tigky high rate of inflation will find its
currency declining in value relative to the curiescof countries with lower inflation

rates.

2.3.2 Real Interest Rates.
Interest rate differentials will also affect thecbhange rate. A rise in Kenya’s interest

rates relative to Ugandan rates, all else beinglequll cause investors in both nations to
switch from Ushs- to Ksh-denominated securitietatee advantage of the higher Kenya
shilling rates. The net result will be depreciatairthe Uganda shilling in the absence of
government intervention. The real interest rqeals the nominal or actual interest rate
minus the rate of inflation. The distinction beémenominal and real interest rates is

critical in international finance. If the increaseKenya interest rates relative to Ugandan
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rates just reflects higher Kenya inflation, thedicted result will be a weaker Kenyan
shilling. Only an increase in the real Kenyan iagtrate relative to the real Ugandan rate

will result in an appreciating Kenya shilling.

2.3.3 Relative Economic Growth Rate.
Similarly, a nation with strong economic growth lvattract investment capital seeking to

acquire domestic assets. The demand for domestétsam turn results in an increased
demand for the domestic currency and a strongeeweay, other things being equal.

Empirical evidence supports the hypothesis thaneeoc growth should lead to a

stronger currency. Conversely, nations with poawgh prospects will see an exodus of
capital and weaker currencies.

2.3.4 Palitical and Economic Risk.

Other factors that can influence exchange ratelidecpolitical and economic risks.

Investors prefer to hold lesser amounts of riskigsets; thus, low-risk currencies—those
associated with more politically and economicaltabte nations—are more highly

valued than high-risk currencies.

2.4 Empirical Review
Braildford et al (2006) tested for Granger caugdlietween interest rates and foreign

exchange rates in four Asians countries (south &&talipines,Thailand and Malaysia)
over the Asian financial crisis period from 1 Jul997 to 1July 1998.The results
indicated that sharply interest rates helped tgsrtipthe exchange rates of Korea, the
Philippines and Thailads,for Malaysia, no significaausal relation was found from the
rate of interest to exchange rates, as the atigteorn Malaysia did not actively adopt a

high interest rate policy to defend the currency.
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Cliff and Willy (2014) did a study on macroeconorfliectuation effect on the financial
performance of listed manufacturing firms in Kenfyam 2003 to 2012.The study
applied descriptive research design. There findeuncluded that the effect of
macroeconomic factors such as exchange ratesgsht@tes and inflation on financial

performance was insignificant.

Cho and West (2001) did a study to establish tlaioaship between exchange rates and
interest rates in five East Asian crisis countrigeom 1982 to 1990;
Korea,Philipines,Thailand and Malaysia and Indamefhe study used monthly data
from the five countries stock exchange databake. dbjective was to find the causal
relationship between exchange rates and interdst rafter the Asia crisis. The
conclusion of the study was that high interestgatabilized the exchange rates in the

five Asian countries.

Goldfajn and Gupta (1999) did a study to establish relationship between exchange
rates and interest rates, using monthly data foc@thtries for 1902 to 1998.The study
used data from the 80 different countries stockharge databases. The objective of the
study was to establish whether the 80 countriesreést rates and exchange rates exhibit

the same trend. The study found that high inteeget helped to stabilize exchange rates.

Kwan and Yoonbai (2004) did a study to establish éimpirical relationship between
exchange rates and interest rates in post AsiasCiied they used call rate to represent
interest rates. They employed weekly data obtainech DataStream’s for the period

January 1993 to July 2002 for Indonesia, Korealiphes and Thailad.The study
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concluded that all Asian crisis countries appedreadjust their exchange rate more

sensitively in the post —crisis period to changthneighbor’s exchange rates.

Leonard and Moses (2001) did a study on externatksh and real exchange rates
movement in Kenya. The study employed monthly diaden 1996 to 2007.The model

also incorporated domestic variables such as r&& Growth, interest rates differential
and government spending. The result showed thatrmeadt shock to a large extent

influence real exchange rates.

Musyoki., Pokhariyal and Pundo (2012) did a stodyReal Exchange Rates (RER)
misalignment in Kenya by using Johansen Co integraand error correction technique
based on single equation and Vector Autoregreq8i¥dR) specification. It was found

that actual real exchange rates was more oftenealt®\equilibrium value for the study
period of June 1993 — December 2009 and the cdantriernational competitiveness

deteriorated over the study period.

Ndung’u (2000) presented a discussion paper omellagionship between real exchange
rate movement and real interest differential in y@&na monetary and fiscal policy
dilemma. The study concluded that the nominal emgbarate deviates from the
perceived long term equilibrium level determined Ipyrchasing power parity

relationship and this deviation are governed bgrgt rates differential.

Tobias (2011) examined the effect of short ternergdt rate on the volatility of the
foreign exchange rate. In his study he used Trgabilr rates from august 1991 to

December 2007. He used the GARCH model to anahaeata. The results of the study
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were consistent with the hypothesis that the Mdlatis positively correlated with the
level of short term interest rates. The key findingvealed that there exists a link

between short term interest rates and the volatfiforeign exchange rate in Kenya.

2.4. Summary of Literature Review
Exchange rate and interest rate policies are kalg in economic management and in the

stability in developing countries. In order to nmmize the possibility of the financial loss
and country economic downturn, it is therefore e8akto stabilize exchange rates and
interest rates by indentifying appropriate measunesre effectively. Studies by
Braildford et al., (2006), Kwan and Yoonbai (200&pldfajn and Gupta (1999) found
that high interest rates helped to stabilize exgbamtes in a country. Nyamute (1998)
and Kisaka (1999) established that there is urgtdoreal causality relationship from

foreign exchange rates to stock prices in Kenya.

There exist conflicting conclusions on the relasioip between the foreign exchange rate
and interest rate from studies in different paftthe world call for similar study here at
home. Studies reviewed here at home have focusedlyman other macroeconomic
variables like share prices, inflation, GDP andefgn exchange of firm performance,
various ways of mitigating risks. The studies rexgd have not looked at the relationship
between foreign exchange rates and interest rat&®mya, a country that experiences
very irregular movement of foreign exchange rates iaterest rates. Other studies done
elsewhere have given mixed results. It is agaihgt backdrop that, from studies
reviewed there is no study which has been doneenyK on the relationship between

foreign exchange rate and interest rate hencestinty seeks to fill this gap.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction
This chapter discusses the research design, dig¢atmm instruments and data analysis

techniques that is used to meet the objectiveisfstiudy.

3.2 Resear ch Design
This study used the descriptive research desigsciipive research design is an attempt

to collect data from number of population in ortedetermine the current status of that
population with respect to one or more variablesr(ian and Fraenkel, 2001).The
descriptive research design is suitable to desc¢hbeanterrelationships between interest
rates and exchange rates in Kenya. This study wassa study consisting of all

observations on interest rates of the central Batk and the Monthly foreign exchange

rates of Kenya shillings per US dollar for the y2810 to 2014.

3.3 Data Collection
The study used secondary data, where, monthly K8HSD closing values of the

nominal exchange rate and the closing central Bat&k will be obtained from Central
Bank of Kenya for 5 years from 2010 to 2014. Theéadset consist of monthly
observations of the nominal value of the daily solg average exchange rate represented
by the Kenya shillings price of one US dollar aggr@gated interest rate, represented by
Central Bank rate between 2010 to 2014. The Utds used for it is the most traded
currency and the most transactions in Kenya arggueggainst the US dollar which also

acts as the intermediary in triangular currenci{émya.
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3.4 Data Analysis
This study used both descriptive and inferentiatistics to analyze the data. The

Regression analysis and correlation analysis isl usecheck for causality between

independent variable and the dependent variable.nbminal exchange rate is treated as
the independent variable to test whether past satdieCentral Bank rates predicts the
current value of the interest rate. The statistp@aikage for social science is used in the

data analysis.

3.4.1 Analytical Model
The model that is used in this study is similaot@ used by Zhang (2009).The research

is based on the following,

Yi =0 +B1x; +B2x; +Bax3 +€, Where:

Yi= Exchange rate

X1= Interest rate

X, and X-Inflation rate, GDP (control variables)

€, =Error term

B0 is a constant ar{dy [3, B3 are coefficient of regression equation
3.5 Operationalisation of the study variables

The dependent variable of the study is Exchangss rathile the independent variable is

interest rates.

21



3.5.1 Measurement of interest rate
The measurement of interest rate is the Centrak Bate (CBR) while its indicator is the

annual interest rate fluctuations obtained frontre@Bank of Kenya.

3.5.2 Measurement of Exchangerates
Exchange rate movements have been a big conceinviestors, analyst, managers and

shareholders since the abolishment of the fixeth&xge rate system. Given the frequent
changes of supply and demand influenced by numemiesnal factors, this new system
is responsible for currency fluctuations (Abor, 2DThe indicators for exchange rate is
the annual exchange rate fluctuation in Kenyaislilper US dollar, while the measure
of exchange rate is the average annual exchangemafenya shilling per US dollar

(KSH/US$) obtained from Central Bank of Kenya.

3.5.3 Test of significance
To test for statistical significance between intéreates and foreign exchange rates

Coefficient of determination {r was used to measure the extent of variation le=iviiee

independent the dependent variables in the modelsths used to test the significance of
the whole model and T-test to test the significaoteach individual parameter in the
model. Test of Significance of 5% is used sinces tid the generally accepted

conventional level in social science research.
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CHAPTER FOUR: DATA ANALYSIS, RESULTS AND DISCUSSION

4.1 Introduction
This chapter consist data analysis, findings aneérpnetations on the data collected to

address the objective of the study. Descriptiveissies, charts, regression analysis,

model summary and the coefficient of determinatitso presented in this chapter.

4.2 Descriptive Statistics
This section sought to provide a description of Hagiables used in describing the

relationship between foreign exchange rates aretast rates. The results are presented

in figures and graphs.

Table 1: Descriptive Statistics

Descriptive Statistics

N Minimum | Maximum | Mean Std. Deviation
Exchange Rates 20 76.49 93.87| 85.3325 4.27502
Interest Rates 20 5.83 18.00] 9.4285 3.68659
Gross Domestic

20 3.10 11.50| 6.0750 2.39382
Product
Inflation Rate 20 3.33 15.17] 6.4545 2.81401

Table 1 provides the descriptive statistics of deleat variables represented by foreign
exchange rates and independent variables thataesest rates, GDP and inflation rates.
The table includes the Mean, Standard Deviatiomimiim and maximum for both

dependent and independent variables.
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The exchange rate appreciated over the five yeategwith low of ksh.76.49 and high
of ksh.93.87.The period recorded a mean exchange afa85.3325 while standard
deviation at 4.2750.The interest rate recordedwadb5.83 and high of 18.00 over the
five period of study. The mean was 9.4285, while tstandard deviation was
3.6887.Therefore, from the descriptive statistilis; increase in interest rate from 5.83 to
18 resulted to higher margin increase in Foreigohaxge rate from Ksh 76.49 to 93.89
at maximum. The other independent variables, Gdossestic product and Inflation rate
recorded a low margin increase over the five yparsod with low of 3.10 and 3.33 and a
high of 11.50 and 15.7 respectively. They recortiiedmean of 6.0775 and 6.4545 with
the standard deviation of 2.3938 and 2.8140 owes#ime period respectively.
4.2.1Foreign Exchange Rates Trend

The monthly average date of foreign exchange mates the period of January 2010 to
December 2014 was used to analyze the trend ofexthange rate. The trend is

described below.

Figure4.2: Foreign Exchangerates Trend
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The results in the figure 4.2 above shows,inntie of 2010 the foreign exchange rates
average Ksh.78.93 with a slight rise in the nexiqoeupto January 2011.This rise in

Kenyan shillings against dollars indicates the Keskillings was lossing value over the
dollar.

However,the shilling continued to lose till mid Ober to December 2011 wthere the rate
reached ksh.101.27.Thereafter the shillings staieghin over the year 2013 where the
foreign exchange reached Ksh.87.50 in the monthugiust 2013.In the same year 2013

October the shillings continusly lossed value agfadollar from Ksh.85.31 to 90.44 in

the year 2014.
4.2.2 Interest Rates Trend
The monthly average data of interest rates ovepénmd of January 2010 to December

2014 was used to describe the trend of the rate tha¢ period.The trend is described

below.

Figure4.3Interest Rates Trend
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The result indicates, in the early January 2010ritexest rates averaged 7% but dropped

to 6% in the same year. In the early January 2Bélinterest rates dropped to 5.75 up to
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February the same period where it maintained atannsate of 6% till July 2011 and

with yet another slight increase of 0.25% till Asg@011.

From September 2011 the interest rates had a shemgase from 7% to 18% in mid

2012.This represent 11% increase significantly with period of 9 months, as shown in
the graph above. The rate maintained a constamd fir a short period and started to
drop in the year 2012 till march 2013 where thernest rates was at 9.5% and with a

further drop to 8.5% continually. This due to ceahBank of Kenya pegging the interest

rate at 8.5% indefinitely.

4.2.3 Inflation Rates Trend

The monthly avarege data of inflation rates overghriod of January 2010 to December
2014 was used to anayls its trend as shown below.

Figure4.4:Inflation Rates Trend
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From the results,in early January 2010 the inftatiate avereged 5.95% with a slight
drop to 5.15% in the followed month of Februaryideed by a tremedeous drop to

3.18% in October in the same year.The same permeeidber 2010 the inflation start
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raising slightely to 3.84% and then in increasemiedeouly to 5.45% in Janauary 2011 to
19.72% in November the same period.This indicaktes Kenya shillings was losing

value to dollar and eroding the purchasing powemcbhemaking foreign exchange

expensive.

However,inflation rates dropped slightely from 134’ to 10% in the mid 2012.The drop
was mainteined till December 2012 at 3.2%,it sthrégain to raise slightely from
January 2013 to December 2013 from 3.20% to 7.19%6hwvmakes 4.5% increase in
inflation rates within the one year.Theresafteritiflation rate droped slightely for three
months from7.15% to 6.41% and then raise for amdtiree months in the same years to
8 36% in and August 2014 and then droped sigtiiiato 6.02% in December 2014.
4.2.4 Gross Domestic Product Trend

The monthly average data of Gross Domestic Proolt the period of January 2010 to
December 2014 was used to anayls its trend as shelow.

Figure 4.5 Gross Domestic Product Trend
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The from the figure 4.5,in January 2010,Gross ddimesoduct the average was at 5.3%
which increased significantely t011.5% in the sgpagod.The GDP dropped to 10.6% in
January 2011 and a decreased to 3.1% in the saarewyech shows 7.5% drop in

GDP.This indicates that the economy was not growing

However,in January 2012 there was slight incream@ 3.1% to 3.4%.In the following
month the rates increased significantely up t&@8i@ April 2013 which indicate the
economy was growing at 5.3%.There was a slight dnoDP from 8.7% to 3.2% in
December the same year 2013,then a increase t&o@Hdn a drop to 5.3% in August
2014.In December 2014 the GDP was 6.18% which stemwscrease from 5.3% to

6.18% in period of three months.

4.2.5 Foreign Exchange Rates and Interest Rates Trend
In order to establish the trend of foreign excharajes and interest rates, the researcher

compared the variables on the same graph as iedit&iow in figure 4.5

Figure 4.6 Foreign Exchange Rates and I nterest Rates Trend
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From the results, change in interest rates dichigtly affect exchange rates in months
of January 2010 to May 2010.However,an increaseniarest rates in month of
September 2011 to march 2013 shows a significaneé@se in exchange rates.

4.3 Regression Analysis

Multiple linear regression model was used to eshbklationship between Exchange
rates and interest rates in Kenya from the yea®202014.

Table2:Model Summary

Modd Summary
Model| R R Adjuste| Std. Error Change Statistics
Square| dR f1h ,
Square orthe (R Squard F dfl | df2 | Sig. F
Estimate| Change| Change Change
A 651 4os|  315| 3.53767 423 3.915 3| 16 .028

a. Predictors: (Constant), Inflation Rate , Grossn@stic Product, Interest Rates

Table 2 shows model summary of regressed variablthe study. The correlation
coefficient (R) value represents the degree andngth of relationship between
dependent variable and the independent variableeffi€ient of correlation ranges
between -1 and 1 and in this model the coefficedrdorrelation is 0.651 which indicates
a positive correlation between Foreign exchangesranterest rates, inflation rate and
GDP.The R Squared is the coefficient of determamativhich indicates how much of the
total variation in the dependent variable ,Foreggohange rate can be explained by the
independent variable, interest rate, inflation @te GDP.From the above the R squared
statistic gives the goodness of fit of the modeiclwhshows how good the regression

model approximates the real data points. An R sgliaf 1.0 indicates that the regression
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line perfectly fit the data. The R squared of timedel is 0.423 which shows that the

model is a good fit of the actual data. The cogdfit of determination of 0.423 implies

that 42.3% of the variance in dependent varialideeign exchange rate can be explained

by the independent variable, Interest Rates lwifetirate and GDP.

The model summary also indicates that the regnessiodel predicts the dependent

variable significantly well. The F test indicateBet statistical significance of the

regression model that was run. The P<0.028, wtidbss than 0.05 indicates that,oveall

the regression model statistically and significamtedicts the outcome variable that is

good fit for the data.

Table 3:Coefficients

Coefficients”
Model Unstandardized Standardize( t Sig.
Coefficients Coefficients
B Std. Error Beta

(Constant) 87.215 4.932 17.684  .000

Interest Rates -306 289 _264| -1.057  .306
1 Gross Domestic

Product -.665 432 -.372| -1.538 144

Inflation Rate 781 393 514| 1.086 064

a. Dependent Variable: Exchange Rates

The overall equation model for exchange rate, @sterates, inflation

contemplated before at 3.4.1 was as follows:

Yi=87.45- 0.306x, - 0.665x,+ 0.0781x3+4.932
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From the model, in any given month, the foreignhexge will be 87.215 when all the

predictor values are zero. The model indicates Wian the interest rates and Gross
domestic product changes by one unit the foreigrhaxge rate will decreases by 0.306
and 0.335 respectively. On the other hand whemtioft rate changes by one unit the

exchange rate increases by 0.0781, and 4.932 egprié® error term of the model.

To test the significance of each individual vareablhich was based at 0.05 the t-test was
carried out. The result indicates the interest amie Gross domestic product has a value
of 0.306 and 0.144 against the exchange rate imtidel respectively. This shows that

the relationship between exchange rate, interéstaad Gross domestic product is not
significant. The relationship between foreign exaand inflation rate recorded at rate

of 0.064 which is not significant since it's mohan p-value (P.0.05).

4.4 Correlation Analysis

The correlation table display pearsons correlatioefficient, significant values and the

number of cases. The pearsons correlation coeffide a measure of strength of

association between two variables.Pearsons coomrlabefficient assumes the data are
normally distributed. The value of the correlatiomefficient ranges from -1 to 1.The

sign of the correlation coefficient indicates theedtion of the relation whether positive

or negative.

When a pearson correlation analysis was run omldte to test the level of association
between, foreign exchange rate versus the valtleothree independent variables, the

results were as illustrated in table 4 below
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Table4: Correlation Analysis

Correlations

Exchangd Interest Gross Inflation Rate
Rates Rates Domestic
Product
Pearsor « s
Exchange Rate: Correlation 1 .248 -.529 .568
Sig. (2-tailed) 291 .016 .009
Pearsor « o
Interest Rates Correlation 248 1 -.532 611
Sig. (2-tailed) 291 .016 .004
. Pearsor 5 . o
S:ggzc?omestlc Correlation -.529 -.532 1 -.578
Sig. (2-tailed) .016 .016 .008
Pearsor - o .
| Correlation .568 611 -578 1
Inflation Rate g0 (5 tailed) .009 004 .008
N 20 20 20 20

*, Correlation is significant at the 0.05 level t@led).
**_Correlation is significant at the 0.01 leveH@&iled).

It is clear from table 4 that interest rate haweemk positive relationship with foreign

exchange rate at the rate of 0.248.The relationshipt significant since the recorded
value of 0.291 which is more than the p-value (B50The Gross domestic product have
a moderate strong negative relationship with foregxchange rate at the rate of -
0.529.the relationship is significant since it netarl a value of 0.016 which is less than
the p-value.However,the inflation rate recordettrang positive relationship with foreign

exchange rate at 0.568 and the relationship istipesat 0.009which is less the thep-

value.This shows that the correlation is significamd foreign exchange rate and

inflation rate are linearly related
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CHAPTER FIVE: SUMMARY, CONCLUSION AND
RECOMMEDATIONS

5.1Introduction
This chapter highlights the summary of the findingenclusion and recommendation for

the findings. It does also suggest areas for furtlesearch as well as limitations

encountered during the research study.

5.2 Summary of Findings
The study was necessitated to understand theamiip that exists between the foreign

exchange rates on interest rates in Kenya. Theystadnd that the interest rate
fluctuations do affect the foreign exchange rateKemya. From the study there is a
relationship between foreign exchange rate anddsteates in Kenya but not significant.
In the analysis of the regression model used, theysfound that the model was fit for
the data, but the interest rate could not be uketedo predict the changes in the foreign
exchange rate. Other variables should used togetitbr interest rate to predict the

changes in foreign exchange rate.

The coefficient of determination value was 0.428s tmeant that about 42.3% of the
variation of the response variable foreign excharage can be explained by the three
independent variables. This implies that the chossmables specifically interest rate,

inflation rate and GDP during the year of study @014 affects the foreign exchange
rate by 42.3% and therefore 57.7% of the variationforeign exchange rate was

associated with other unexplained factors. Theesgon result also indicates that the
relationship between interest rate, inflation rated GDP on foreign exchange rate was

significant at 5% level of significance with p-valof 0.028.
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The correlation analysis also found that the refeghip between foreign exchange rate
and interest was positive at a rate of 0.248 buitsignificant. The relationship between
foreign exchange rate and inflation rate was pasi@t the rate of 0.568 and the
relationship was significant. However Gross doneegiioduct indicated a negative

relationship of -0.529 and the relationship wasidicant.

5.3 Conclusion
From the findings, the study concludes that interate has no significant effect on

foreign exchange rate and it cannot be used alopeedict the movement of exchange
rate. This is because there is a weak but posilionship of 0.248 of between interest
rate and foreign exchange rate. However Gross dan@®duct has a moderate strong
negative relationship with foreign exchange ratd #re relationship is significant; also

inflation rate has strong and positive relationskipch was significant.

In conclusion also the study found that there vedationship between foreign exchange
rates and interest rates in Kenya but not sigmficance only 42.3% of the variations
could be explained by variable in the models an&%7of the variation in the dependent

variations was attributed to other unknown factors.

5.4 Recommendations
From the findings, the study recommends that irtroimg the exchange rate in Kenya,

the Central Bank alone through the use of centaaklyate is not enough as it is evidence
from the study that the level of inflation rate a@GdDP are important determinant of

exchange rate in Kenya since they have a significélnence on exchange rate.
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The government through Central Bank of Kenya (CBKyuld come up with monetary
policy that will have an impact on foreign exchamgee, thus making CBK intervention

significant in stabilizing and predicting the movemh of foreign exchange rate.

5.5 Suggestionsfor further study
The study as indicated was not all exhaustive enfdlstors affecting exchange rate and

its relation with other factors like relative emgphoent, relative corruption, taxation

policies, political situation and market adjustmantong others, which affect the foreign
exchange rates, therefore future scholars andrds®a should investigate these factors
in details. Further research also should be caoigdo find out the effect of government

intervention through CBK to control exchange rates.

5.6 Limitations of the study
The study limited itself to the relationship of Bange rate on interest rate, other factors

like relative taxation and market adjustment affeca foreign exchange rate.

The study was also limited to period of five yearamuch longer period will have

increased the accuracy of the findings.
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APPENDEX 1: Monthly Average Data

Gross
Exchange Domestic INFLATION

Timesin Months | Rates Interest Rates | Product RATES

Jan 10-Mar 10 76.49 6.83 5.3 5.03
Apr 10-Jun 10 78.93 6.5 7 3.68
July 10-Sep 10 80.93 6 9.5 3.83
Oct 10-Dec 10 80.58 6 11.5 3.84
Jan 11-Mar 11 82.24 5.83 10.6 5.83
Apr 11-Jun 11 86.12 6.08 7.4 6.08
July 11-Sep 11 93.02 6.5 4.2 6.5
Oct 11-Dec 11 93.87 15.67 3.1 1517
Jan 12-Mar 12 84.14 18 3.4 16.87
Apr 12-Jun 12 84.12 18 4.2 11.v8
July 12-Sep 12 84.28 15.33 4.9 6,38
Oct 12-Dec 12 85.58 11.67 51 3.53
Jan 13-Mar 13 86.72 9.5 7 4.22
Apr 13-Jun 13 84.61 8.83 8.7 4.99
July 13-Sep 13 87.26 8.5 4.3 7.67
Oct 13-Dec 13 85.91 8.5 3.2 7.24
Jan 14-Mar 14 86.33 8.5 4.2 6./78
Apr 14-Jun 14 87.25 8.5 6.1 7.03
July 14-Sep 14 88.24 8.5 5.3 755
Oct 14-Dec 14 89.88 8.5 5 6.18

Sources: Central Bank of Kenya
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