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Abstract 

This paper investigates the effects of monetary policy on economic growth in Kenya. It used annual 
time series data from 1987-2016 with the objective of investigating the effects of different monetary 
policy instruments (Broad money supply, Treasury bill rate, Exchange rate and Cash reserve 
requirement) on economic growth in the country. The study used the error correction model (ECM) 
to capture the effects of the different monetary policy instruments on economic growth. The study 
found out that only Treasury bill rate and exchange rate had significant effects on economic growth 
while Money supply and Cash reserve ration had no significant effects on growth. The low R- squared 
of 0.328. The findings from this study show that monetary policy did not have any significant effect 
on economic growth during the period under review due to the shortcomings of the monetary 
instruments used. The study recommended that the central bank should formulate robust policies that 
will enhance financial deepening to increase the number of participants in the formal financial 
services thereby enhancing the effectiveness of monetary policies. 

Keywords: Monetary policy, Money supply, Treasury bill rate, Exchange rate, Error correction 
model 

Introduction  

Kenya's Long-term development blueprint places a high premium on macroeconomic stability as one of the key foundations 
to spur rapid economic growth. To maintain a stable macroeconomic environment the government uses both monetary and 
fiscal policies to correct any imbalances within the economy and bring it back to equilibrium. Monetary policy is usually 
the first line of defense for any government in the event of any imbalance within the economy as it does not require any 
approval from the executive and legislative authorities. It has been used by governments and central banks as an 
interventionist measure, as a way to influence the level and pattern of economic activity through money supply. 

The overall objective is to correct any imbalances in the economy that might slow down economic activities. The use of 
Monetary policy is different from government to government as each uses it to achieve certain desired goals/objective that 
are different from each other for example developed countries use monetary policy to stabilize and maintain equilibrium in 
the economy while developing countries use it to create a suitable environment for economic progress. These desired 
macroeconomic goals include stable prices, full employment, economic growth, stable exchange rates and achieve 
equilibrium in the balance of payments. 

The Central Bank of Kenya is responsible for formulating monetary policy and promoting price stability in the country as 
stated in Article 231 of the Kenya Constitution 2010. The establishment of the Central Bank of Kenya in the Constitution 
was because of the need to give it autonomy devoid of any control from any individual or authority in the exercise of its 
powers. The central bank is responsible for ensuring a stable macroeconomic environment by formulation monetary policies 
that are aimed at maintaining low levels of inflation, a stable exchange rate, and low-interest rates. Under the Economic 
pillar of Kenya's long-term blueprint Vision 2030, Kenya aims to achieve and maintain an annual economic growth rate of 
10%. To achieve this the country must formulate monetary policies that aim to maintain low levels of inflation at below 
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5%, stable positive real interest rates to facilitate adequate expansion of credit to the private sector to support the envisaged 
economic activities and a stable exchange rate. This study aims to investigate the effects of monetary policy on economic 
growth in Kenya. 

Statement of the Problem 

Monetary policy is used to influence the level and pattern of economic growth by influencing the quantity, cost and 
availability of money in an economy. The Central bank of Kenya is solely responsible for formulating and implementing of 
monetary policy in the country with the aim of ensuring a conducive environment for growth such as a favorable balance 
of payments, stable prices, employment and low-interest rates. 

Kenya's long-term economic blueprint "Kenya Vision 2030" recognizes the importance of a stable macroeconomic 
environment as a necessary condition to achieve economic growth. To achieve this, prudent monetary policies must be 
pursued by the Central Bank of Kenya (CBK) to ensure the economy is operating in a favorable environment that promotes 
growth, poverty reduction, and employment. The average GDP annual growth rate of Kenya averaged 3.73 percent from 
1987 until 2016 which is below the targeted Gross Domestic Product (GDP) growth rate of 10 % per annum as specified in 
Kenya’s long-term economic blueprint. The low rate of economic growth shows that the monetary policies being pursued 
have not been effective in achieving their objectives.  This may be attributed to the shortcomings of the monetary policy 
instruments used by CBK limiting its ability to effectively maximize its policy objective. (Onderi, 2015) in his study found 
that even though the central bank of Kenya formulates and implements policies that are aimed to achieve the objective of 
fostering economic growth it has not been able to ensure a conducive environment for growth since the country has been 
experiencing sluggish growth and high levels of inflation implying that there is still a point of disconnect between what 
Central bank of Kenya Pursues and the outcome of the objectives.  

This should be a concern for the monetary authorities since an effective monetary policy regime has the ability to influence 
the level of growth of any economy. If monetary policies pursued by the CBK are not effective then the targeted level of 
inflation of below 5% and double digit economic growth of 10% as envisioned in our long-term blueprint "Vision 2030" 
may not be achieved. This study seeks to investigate the effects monetary policies on economic growth in Kenya and provide 
information to the monetary authorities on which policy instruments are more effective in fostering growth in Kenya. 

Theoretical Literature 

Classical Approach: Quantity Theory of Money 

The quantity theory of money is a classical theory that related the amount of money in the economy to nominal income. 
This theory states the changes in the quantity of money tend to affect the purchasing power of money inversely, That is, 
with every increase in the quantity of money, the unit of money tends to buy a smaller quantity of goods and services while 
a decrease in the quantity of money has the opposite effect.  

The Quantity Theory of Money (QTM) was formulated by economists Irvin Fisher and Cambridge Economists Arthur C. 
Pigou and Alfred Marshall. Fisher formulated the most common version of QTM known as the Fishers theory of demand 
for money which laid emphasis on the medium exchange function of money. This theory is given by the equation of 
exchange; MV=PT Where M is the quantity of money in circulation, V is the Velocity of money circulation, P is the price 
level and T is the number of transactions. The equation of exchange is an identity which states that the current market value 
of all final goods and services (nominal GDP) must equal the supply of money multiplied by the average number of times 
a shilling is used in transactions in a given year. 

Keynes’s Theory of Demand for Money 

This theory is also known as the liquidity preference theory and was developed by an economist known as John Maynard 
Keynes.  The theory suggests that individuals demand money because of its perfect liquidity characteristic. Keynes believed 
that money demand was given in terms of liquidity preference and the demand for money was due to three motives i.e.  The 
transactions motive, precautionary motive and speculative motive. 
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Transaction Motive- Keynes agreed with the classical theory that money is used as a medium of exchange. So people’s 
demand for money is for the purpose of transactions; and as income rises, people have more transactions and will hold more 
money. 

Precautionary Motive- It refers to the desire of people to hold cash for unforeseen contingencies. People hold a certain 
amount of money to provide for contingencies requiring sudden expenditure (unemployment, sickness etc.) and for 
unforeseen opportunities of advantageous purchase. 

Speculative Motive- Keynes suggested that people also hold money as a store of wealth. Because wealth is tied closely to 
income, the speculative motive for money demand is related to income. Keynes assumed that people stored wealth with 
either money or bonds 

Friedman Theory of Money Demand 

A noted monetary economist, Milton Friedman put forward a money demand function which played an important role in 
the determination of prices. He stated that the Money demand is influenced by the same factors that influence the demand 
for any asset. He treated money as one type of an asset in which wealth holders can keep a part of their wealth. He believed 
that money like any other capital good yield returns. The theory of asset demand indicates that the demand for money should 
be a function of the resources available to individuals (their wealth) and the expected returns on other assets relative to the 
expected return on money. 

Thus Money demand can be formulated as: 

 

Where w is wealth of individuals, h is the proportion of human wealth to the total wealth held by individuals, rm is the rate 
of return or interest on money, rb is the rate of interest on bonds, re is the rate of return on equities, p is the price level, ∆P/P 
rate of change in price level, and u is institutional factors. 

Empirical Review 

(Kamaan, 2014)In her study sought to quantitatively measure the effect of Monetary Policy on Economic Growth in Kenya. 
Using VAR the study found that economic growth does not respond to monetary policy shocks alluding that there are other 
factors that influence the economic growth in Kenya. (Suleiman & Migiro, 2014) Did a causality test to determine the link 
between monetary policy and economic growth in Nigeria. The results of the study indicated that monetary policy has a 
noticeable influence on the growth of the economy, while economic growth does not influence monetary policy equally 
significantly. 

(Fasanya, Onakoya, & Agboluaje, 2013) Examined the impact of monetary policy on economic growth in Nigeria. The 
study used time-series data covering the range of 1975 to 2010. Using error correction model they explored the effects of 
stochastic shocks of each of the endogenous variables and found out there a long run relationship exists among the variables. 
Also, the core finding of this study shows that inflation rate, exchange rate and external reserve are significant monetary 
policy instruments that drive growth in Nigeria. 

(Baghebo & Ebibai, 2014)Empirically examined the impact of monetary policy on selected macroeconomics variables such 
as gross domestic product, inflation, and balance of payment in Nigeria from (1980-2011). Using econometric tools such as 
Ordinary Least Square regression analysis and Error correction method the study shows that the provision of investment 
friendly environment in the Nigerian economy will increase the growth rate of GDP. 

(Chipote & Palesa, 2014) Did a case study on the South African Economy the role played by monetary policy in promoting 
economic growth in the South African economy over the period 2000-2010.  The study found out that adjusting the monetary 
policy through the repo rate and money supply has an insignificant impact on economic growth.  
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(Shah, Ayub, & Maqbool, 2015) Explored the impact of monetary policy on gross domestic product (GDP) of the state of 
Pakistan and concluded that there is an immense effect of monetary policy on GDP of the country.  

(Naser & Afza, 2015)Tried determine the influence of fiscal and monetary policy on the economic activity in Bangladesh. 
They used time series analysis on the annual data for the period 1980-2012. The results obtained show that both monetary 
and fiscal policies are equally effective in simulating economic growth in Bangladesh. Moreover it has long run relationship 
with cointegrated impact on economic growth. 

(Udude, 2014) Examined the impact of monetary policy on the growth of Nigeria economy between the period of 1981 and 
2012 with the objective of finding out the impact of various monetary policy instruments (money supply, interest rate, 
exchange rate and liquidity ratio) in enhancing economic growth of the country within the period considered and concluded 
that monetary policy did not impact significantly on economic growth of Nigeria. 

(Nwoko., Ihemeje, & Anumadu, 2016)Their work examined the extent to which the Central Bank of Nigeria Monetary 
Policies could effectively be used to promote economic growth, covering the period of 1990-2011. The influence of money 
supply, average price, interest rate and labour force were tested on Gross Domestic Product using the multiple regression 
models as the main statistical tool of analysis. Empirical findings from this study indicate that average price and labour 
force have significant influence on Gross Domestic Product while money supply was not significant. Interest rate was 
negative and statistically significant. It is therefore, recommended that Central Bank Monetary Policy could be an effective 
tool to encourage investment, reduce unemployment, reduce lending rate and stabilize the economy of Nigeria. 

(Suleiman & Migiro, 2014)Did a study that evaluates the nexus between the Nigerian economic growth and monetary policy 
from 1981 to 2012.They measured economic growth using gross domestic product and the indices of monetary policy that 
include: cash reserve ratio, monetary policy rate, exchange rate, money supply, and interest rate. Monetary policy has a 
noticeable influence on the growth of the economy, while economic growth does not influence monetary policy equally 
significantly. This suggests that the monetary policy transmission mechanisms contribute positively to the productivity of 
the Nigerian economy – thus enhancing economic growth. 

Methodology 

The study adopts an econometric model in determining the impact of monetary policy on economic growth in Kenya. Long 
and short run dynamics are established using different techniques such as the Augmented Dickey-Fuller, (ADF) and Phillips 
Perron (PP) Unit Root test, Co-integration test, and Error Correction Model 

Model Specification 
Following the theoretical framework of the study expressed above the model to be estimated is expressed as follows; 

𝐺𝐷𝑃 = 𝑓(𝑀(, 𝑇𝑏𝑖𝑙𝑙, 𝐸𝑟, 𝐶𝑟𝑟) 
The regression equation is as shown below: 

𝐺𝐷𝑃 = 𝛽3 + 𝛽5𝑀( + 𝛽(𝑇𝑏𝑖𝑙𝑙 + 𝛽6	𝐸𝑟 + 𝛽8	𝐶𝑟𝑟 + 𝜀 
Where: GDP- Gross Domestic Product 
 𝑀(- Broad Money Supply 
 T-bill- Treasury Bill 
 Er- Exchange Rate 
 Crr- Cash Reserve Ratio 
ε- Error term 
 
Data Sources  
This study will use secondary data from various government agencies such as the Central Bank of Kenya (CBK) and Kenya 
National Bureau of Statistics (KNBS) economic surveys. 
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Data Analysis and Interpretation of Findings 

Descriptive Statistics 

The study conducted descriptive statistics analysis as way to establish the basic features of the data. A summary of the 
statistics is presented in table 1 below which shows the mean, standard deviation maximum and minimum statistics. 

Table 01: Descriptive Statistics 
 GDP M2 TBILL ER CRR 
 Mean  3.733333  0.612612  13.07800  64.58283  8.200000 
 Median  4.600000  0.329734  10.95000  72.64865  6.000000 
Maximum  7.000000  2.342624  39.34000  101.5000  20.00000 
Minimum -0.200000  0.001163  1.400000  16.51500  4.500000 
 Std. Dev.  2.127704  0.697043  7.737739  23.89971  4.630018 
 Observations  30  30  30  30  30 
 
From the table 2 above Kenya’s average growth rate during the period under study was 3.73 percent. The maximum growth 
rate during this period was 7 percent and minimum growth was -0.2. Broad money supply had a mean of 0.61 billion and 
its maximum and minimum value during the period was 2.3 and 0.001 billion respectively. The treasury bill rate averaged 
13.1 percent with it highest rate being 39.34 percent and lowest being 1.4 percent. The Kenya shilling averaged 64.6 against 
the dollar with the maximum and minimum exchange rate being 101.5 and 16.52 respectively. The Cash reserve ratio had 
an average of 8.2 percent with the maximum and minimum value of the CRR being 20 and 4.5 during the study period. 

The standard deviations of all the variables from 1987 to 2016 were 2.13, 0.697, 7.74, 23.8 and 4.63 for GDP, M2, TBILL, 
ER and CRR respectively. 

Unit Root Test 

Most macroeconomic time series data exhibit trending behavior or non-stationarity implying that they have a mean, variance 
and covariance that changes overtime which violates the assumption that variables in a classical linear regression models 
should have a constant mean, variance and the covariance of two time periods should be equal to zero. If these assumptions 
are violated then regressing the variables without testing for stationarity will lead to the problem of spurious regression. To 
avoid this unit root test was conducted using the Augmented Dickey Fuller (ADF) test and Phillip Perron test (PP) to test 
for stationarity or non stationarity of the variables. Table 4 below shows the summary of the ADF test and PP test which 
tested the null hypothesis of presence of unit root test. The test results rejected the null hypothesis of presence of unit root 
(non-staionarity) at first difference. The variables GDP, M2, TBILL, ER and CRR all became stationary at first difference 
meaning they are integrated of order one.  

Table 02: Unit Root Test 
Variable ADF test PP Test  

Intercept Trend and 
intercept 

integration 
order 

Intercept Trend and 
intercept 

integration 
order 

GDP -4.7122*** -4.6939*** I(1) -5.17427*** -6.1388*** I(1) 
M2 --6.0580***  -6.0732*** I(1) - 6.05499*** -6.0699*** I(1) 
TBILL -9.9289*** -4.1457** I(1) -9.92892*** -9.7576*** I(1) 
ER -7.9875*** -7.9394*** I(1) -8.03912*** -8.2919*** I(1) 
CRR -4.7770*** -4.7447*** I(1) -4.75186*** -4.7435*** I(1) 

***, ** and * imply rejection of the null hypothesis at 1%, 5% and 10% levels of significance respectively   

Since all the variables are integrated of order one we proceed to test for co-integration of the variables using the Engle 
granger co-integration test. The presence of co-integrating variables in the model implies an existences of long run 
equilibrium relationship. 

 



Singaporean Journal of Business Economics, and Management Studies 
 

   63 

Engel Granger Two-step Co integration test 

The study conducted a test for co-integration using the 2-step Engel-Granger test for co-integration. The test procedure 
involves running an estimated relationship of the variables to generate its residuals and then use the augmented dickey fuller 
test to test for stationarity of the residuals. The results from the ADF test of the residuals at intercept and trend are stationary 
at 10% level of significance as shown in table 4 below. Since the residuals are stationary it means the variables are co-
integrated therefore they have a long run equilibrium relationship. 

Table 03: Engel Granger test for Co integration 
Variable Trend Test Statistics Engel Granger 

Critical Values 
@ 5% 

Engel Granger 
Critical Values 
@ 10% 

Results 

Residuals Intercept -4.53889 -3.34 -3.04 S 
Residuals Trend and 

Intercept 
-4.929156 -3.34 -3.04 S 

 
Error Correction Model 

From the co-integration test above the model shows existence co-integrated variables in the model therefore using the error 
correction model is considered appropriate. The table below shows the results of the error correction model. 

Table 04: Error Correction Model Results 
Dependent Variable: D(GDP)   
Sample (adjusted): 1989 2016   
Included observations: 28 after adjustments  
Variable Coefficient Std. Error t-Statistic Prob.   
C 0.630492 0.468459 1.345883 0.1920 
D(M2) -0.229951 3.184303 -0.072214 0.9431 
D(TBILL) 0.119113 0.062490 1.906122 0.0698 
D(ER) -0.183411 0.065420 -2.803584 0.0104 
D(CRR) 0.010238 0.122728 0.083418 0.9343 
RESID01(-1) -0.701531 0.388318 -1.806588 0.0845 
R-squared 0.327986   
Adjusted R-squared 0.175255   
F-statistic 2.147481   
Prob(F-statistic) 0.097458    
  

The estimated model indicates an R-squared of 0.33. This implies that 33 percent of the dependent variable (economic 
growth) is explained of the independent variables (monetary policy).  The error correction model above shows that the 
money supply (M2) and cash reserve ratio have insignificant relationship with economic growth.  

The results of the Treasury bill rate has a positive but significant relationship with economic growth at 10 percent level of 
significance. The sign of the Treasury bill rate is contrary priory theory. From the model a unit increase in rate of Treasury 
bill will result in 12 percent unit increase in economic growth.  

The exchange rate which is measured as the rate of exchange of the Kenya shilling to the US dollar had results that showed 
a negative but significant relationship to economic growth. The coefficient of the exchange rate implied that a unit increase 
in the rate of exchange of Kenya shilling to the US dollar leads to 18.3 percent decrease in economic growth.  

The speed of adjustment to the equilibrium growth as measured by the error correction term RESID01 (-1) had the expected 
negative sign and was significant at 10% level of significance. The coefficient of the RESID01 (-1) is -0.70 implying that 
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the speed of adjustment to the equilibrium growth level is 70% in each time period. It implies that the system corrects the 
previous period disequilibrium at a speed of 70% annually.  

Conclusion 

The results from the study have established that monetary policy implemented in Kenya depends on the monetary instrument 
used such as Treasury bill rate and exchange rate. It is evident from the result that monetary policy did not have any 
significant effect on economic growth in Kenya within the period under review. The findings from this study show that 
monetary policy did not have any significant effect on economic growth during the period under review due to the 
shortcomings of the monetary instruments used. The study recommended that the central bank should formulate robust 
policies that will enhance financial deepening to increase the number of participants in the formal financial services thereby 
enhancing the effectiveness of monetary policies. 
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