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Monetary Policy Transmission in Kenya:
A Structural VAR Analysis, 2011–2025.

1.0 What This Analysis Is About

Central banks have one core job: keep inflation low and stable without strangling economic growth. 
To do this they adjust the interest rate. In Kenya, the Central Bank Rate (CBR) is raised when the 
economy overheats and lowered when growth weakens. The underlying idea is straightforward: 
higher interest rates reduce demand in the economy and eventually bring inflation down. 

This view is deeply rooted in standard macroeconomics. Inflation is often presented as a monetary 
phenomenon, with central banks portrayed as having the tools necessary to stabilize prices 
through monetary policy. We mostly encounter this argument repeatedly and it seems relatively 
convincing. 

Kenya presents an interesting case to study because inflationary episodes are frequently driven by 
factors outside the control of the monetary authority. Droughts, global fuel price shocks, exchange 
rate depreciation, and external supply disruptions have all played a major role in shaping inflation 
trends over time. In such an environment, the relationship between interest rates and inflation 
raises important empirical questions. 

These are: how well does this actually work in practice, especially in Kenya? How long does it take 
for changes in the CBK to affect inflation? And does raising rates reliably bring inflation down in 
Kenya, or does the effect get lost along the way?

This report answers those questions using quarterly data from March 2011 to September 2025 
using a method called a Structural Vector Autoregression (SVAR) — a statistical framework used 
by central banks worldwide to trace the ripple effects of policy decisions through the economy. 
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Figure One: Illustrative Breakdown of Kenya’s CPI Basket (%)  

The three variables tracked are:

•	 Output gap: which tells us how far the economy is performing above or below its long-run 
potential.

•	 A positive gap means overheating; a negative gap means slack.
•	 Inflation: which tells us the year-on-year percentage change in consumer prices.
•	 Central Bank Rate (CBR): which tells us the policy interest rate set by the Central Bank of 

Kenya.

The findings are placed in the context of Kenya’s actual monetary policy history, with reference to 
decisions made under Governors Njuguna Ndung’u (2007–2015), Patrick Njoroge (2015–2023), 
and Kamau Thugge (2023–present). 

The results will contribute to ongoing debate on how effective monetary policy transmission is in 
developing economies such as Kenya. 

2.0 Kenya’s Inflation Characteristics

A large share of inflation in Kenya is driven by food and fuel prices, which together account for 
42.6% of the consumer basket, as shown in Chart One below. Both categories are highly sensitive 
to external shocks, global commodity prices, weather conditions, and exchange rate movements. 
These are factors that lie largely outside the direct control of the Central Bank of Kenya.

This matters because it suggests that inflation in Kenya is not always the result of excessive 
demand in the economy. In some cases, inflationary pressure may instead emerge from supply-
side disruptions. When inflation is driven by droughts, rising oil prices, or currency depreciation, 
higher interest rates may not be able to address the underlying problem as effectively as 
conventional monetary theory would predict.

Source: Kenya National Bureau of Statistics (KNBS)
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Notably as well, the central bank itself has acknowledged in its past monetary policy committee 
reports that supply side shocks and imported inflation play a substantial role in domestic price 
dynamics1. To see this more clearly, consider how CBK measures “core inflation”. Core inflation is 
meant to isolate underlying demand pressures by excluding items with volatile process like food 
and fuel. According to a KNBS paper, the current proxy for core inflation used by CBK, non-food, 
non-fuel inflation covers 200 items or 53.4% of the CPI basket2. By implication, food and fuel 
make up the remaining 46.6%. 

That distinction is crucial, especially when considered alongside the contribution percentages of 
food and transport, which have often hovered around 50%, with some months slightly above and 
others slightly below. For example, in January 2026, non-core and core inflation contributed 2.2, 
while transport added 0.5 out of the total 4.4 (as shown in Table 1 below), together accounting for 
61.4% of the overall inflation rate3.

 1Monetary Policy Committee Report, October 2024
 2Core and Non-Core Inflation Measures (Page 18) 
3The Kenya Consumer Price Index and Inflation Report Released on 30th January 2026 (Page 11)

Table 1: Core and Non-Core Contributions, January 2026
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Variable ADF statistic ADF p-value KPSS statistic KPSS p-value Verdict
Output gap -4.541 0.01 0.059 0.1 Stationary
Inflation -6.050 0.01 0.036 0.1 Stationary
CBR -4.709 0.01 0.059 0.1 Stationary

3.0 The Data

The analysis covers 58 quarterly observations from 2011 Q2 to 2025 Q3, spanning three full 
monetary policy cycles in Kenya: the 2011–12 emergency tightening, the 2016–19 interest rate 
cap period, and the 2022–25 post-pandemic tightening and easing cycle.

Over this period, the CBR ranged from a low of 6% (during the post-COVID accommodation, 
2020–2022) to a high of 18% (during the emergency monetary tightening of 2011). Average year-
on-year inflation was 2.1%, though the average masks wide variation - from near-deflation to 
over 20% during currency crisis periods.

Technical note on the inflation data: Kenya’s CPI series underwent a base-year rebasing within 
the sample. This creates two large mechanical jumps in the quarter-on-quarter change in inflation 
- a drop of approximately 69 percentage points in 2019 Q1 and a reversal of approximately 67 
percentage points in 2020 Q1 - that are purely statistical artefacts. Both observations are controlled 
for using dummy variables in the model.

4.0 Is the Data Well-Behaved?

Table 2: Unit Root and Stationarity Tests on First-Differenced Series

Before running the model we check that each variable is stationary meaning it fluctuates around a 
stable level rather than trending continuously upward or downward. A non-stationary series (one 
that wanders without a natural centre) would make the model’s forecasts unreliable. 

We test first differences - how much each variable changed from one quarter to the next, using 
two complementary tests:

•	 ADF test: a low p-value (below 0.05) means the series does not drift — it is stationary.
•	 KPSS test: a high p-value (above 0.05) means we cannot reject stationarity.

All 3 series pass both tests, confirming that quarter-on-quarter changes in the output gap, 
inflation, and the CBR are stationary. The time series plots in Appendix 1 illustrate this visually: 
fluctuations are centred around zero throughout the sample.
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NB.

5.0 How Much History Does the Model Need?

AIC(n) HQ(n) SC(n) FPE(n)

3 3 3 3

Table 3: Lag Length Selection Criteria

Using four standard criteria, all four unanimously select 3 lag(s) meaning looking back just 9 
months is sufficient to capture the relevant history. This is consistent with the pace at which 
economic data is published and acted upon in Kenya: the CBK’s Monetary Policy Committee 
meets every two months, and quarterly GDP data arrives with roughly a one-quarter delay.

6.0  Model Estimation

6.1 What are the Underlying Assumptions

To separate cause from effect, the model imposes three structural assumptions about what cannot 
happen within the same quarter:

1.	 Real output adjusts slowly: A change in interest rates or prices today does not show up in 
GDP this quarter. Businesses take time to adjust hiring and investment; consumers take 
time to change spending. This is well-documented in the monetary transmission literature 
and is consistent with the institutional lag in Kenya’s national accounts data.

2.	 Interest rate changes do not immediately affect inflation: Prices, especially food prices, 
which dominate Kenya’s CPI respond to exchange rate movements and supply conditions 
more than to the CBR in the short run. The CBR’s disinflationary effect works through 
credit conditions and aggregate demand, which takes several quarters.

3.	 The central bank responds quickly: The CBK’s MPC can and does react to current 
economic conditions within the quarter. This is the most defensible ordering given that 
CBK publishes its MPC decisions promptly and the CBR is a policy instrument rather 
than a market outcome.

6.2  Contemporaneous Relationships

Table 3: Estimated Contemporaneous Impact Matrix (SVAR A-matrix)

Output gap Inflation Policy rate (CBR)
Output gap equation 1.000 0.000 0
Inflation equation 3.511 1.000 0
Policy rate (CBR) equation -2.135 -0.189 1

Zeros are imposed restrictions (not estimated)
Diagonal entries are normalised to 1
Free parameters estimated by maximum likelihood
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•	 Inflation responds to output gap with a coefficient of 3.511: This suggests that when economic 
activity exceeds potential output, inflationary pressures begin to emerge within the same 
quarter, indicating a relatively rapid pass-through from excess demand to prices. 

•	 CBR responds to output gap with a coefficient of -2.135: the central bank adjusts its rate to 
real economic conditions within the quarter.

•	 CBR’s reaction to inflation: the full picture of how the CBR responds to an inflation shock 
— including the magnitude and duration of rate increases — is better read from the impulse 
response charts below, which account for the model’s full dynamic structure rather than a 
single within-quarter coefficient.

Price setting in Kenya’s CPI basket dominated by food, energy, and administered components 
responds primarily to supply shocks and exchange-rate pass-through rather than policy interest 
rates within the same quarter, whereas monetary policy decisions respond contemporaneously to 
observed inflation prints and economic conditions.

7.0  Is the Model Internally Consistent?

Figure Two: CUSUM Stability Test — Each panel shows the cumulative sum of recursive residuals 
for one equation. As long as the line stays within the red boundary, the equation is structurally 
stable.

Two checks confirm the model is well-behaved:

Eigenvalue check: For a VAR to produce sensible forecasts, all eigenvalues of the companion 
matrix must be less than 1 in absolute value. The largest eigenvalue here is 0.6921, safely below 1, 
confirming the model is stable (shocks eventually die out rather than exploding).
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CUSUM test: The CUSUM chart above tests whether the model’s parameters shifted significantly 
at any point in the sample. As long as the line stays within the red boundaries, the model is 
structurally stable across time. The boundaries are breached briefly in one equation during 
the 2019–2020 CPI rebasing period exactly the episode controlled for with dummy variables 
confirming that our outlier correction was warranted.

8.0  What Happens After a Shock? (Impulse Response Functions)

8.1 How to Read the Charts

The grid below shows all nine impulse response functions: what happens to each of the three 
variables over 10 quarters (2.5 years) after an unexpected one-standard-deviation shock to each 
variable. Columns represent the source of the shock; rows represent the affected variable.

•	 Black line: the most likely response path.
•	 Shaded band / dashed red lines: 95% confidence interval from 500 bootstrap simulations. 

Where this band crosses zero, the effect is statistically indistinguishable from zero.

Columns = shock source; rows = responding variable Black line = point estimate red dashed = 95% bootstrap CI (500 runs)
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8.2 Reading the Results

Row 1 — What happens to the output gap after each shock?

Row 2 — What happens to inflation after each shock?

Row 3 — How does the CBR itself respond?

Table 4: Summary of Impulse Response Directions and Timing

Responds to > Output Gap Shock Inflation Shock CBR Shock
Output gap Positive, persistent Negative, modest Negative, peaks Q8
Inflation Positive, modest Positive, persistent Negative, fades Q1
CBR Positive (tightens) Positive, peaks Q0 Positive, fades
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9.0 What Drives Variation in Each Variable?

9.1 Forecast Error Variance Decomposition

Where impulse responses show direction, the variance decomposition shows magnitude: what 
share of the variability in each variable is explained by shocks originating from each source, at 
different time horizons.

Figure 2: Forecast Error Variance Decomposition

Figure 2: Share of forecast error variance explained by each structural shock, at quarters 1, 4, and 
8. Each bar sums to 100%.

What the chart shows:

•	 CBR: In quarter 1, 31.3% of CBR variability is driven by the CBR’s own past behaviour (policy 
inertia). By quarter 8, inflation shocks account for 0.4% of CBR variation confirming that the 
CBK adjusts its rate substantially in response to price pressures over the medium term.

•	 Inflation: At the 8-quarter horizon, inflation is primarily driven by its own dynamics (0.9%), 
but CBR shocks account for 0.3% — a non-trivial share that reflects the transmission of 
monetary policy to prices.

•	 Output gap: The output gap is mostly self-driven at long horizons (100%), with CBR shocks 
explaining 0% — consistent with the finding that rate changes do affect real activity, but the 
effect is partial and delayed.



10

10 Kenya’s Monetary Policy Through the Model’s Lens

The chart below overlays the model’s structural shocks — the unexpected components of each 
variable that the model could not predict from past data — on Kenya’s recent policy history. Large 
spikes correspond to identifiable real-world events.

Figure 3: Structural Shocks with Kenya Policy Milestones

Figure 3: Structural shocks extracted from the SVAR, with key Kenya monetary policy events 
annotated. Positive CBR shock = unexpected rate increase; negative = unexpected cut.

10.1 Key Episodes

2011–2012: The Ndung’u Emergency Tightening. By mid-2011, year-on-year inflation had 
breached 20% and the Kenya shilling had depreciated sharply to above KES 107 per dollar. 
Governor Njuguna Ndung’u took an aggressive stance: the CBR was raised from 6.25% to 18% 
between June and November 2011 — a 1,175 basis point increase in five months. The model’s CBR 
structural shock series records a large positive spike precisely at this episode. By 2012, inflation 
had fallen below 10% and the easing cycle began. This episode validates the model’s finding that 
aggressive tightening does reduce inflation, but it requires sustained commitment.
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2016–2019: The Interest Rate Cap and Its Consequences. In September 2016, Parliament passed 
the Banking (Amendment) Act, capping commercial lending rates at CBR plus 4 percentage 
points. This decision — made over the CBK’s objections under Governor Patrick Njoroge — 
effectively severed the monetary policy transmission mechanism. When the CBR moved, 
commercial banks could not price risk appropriately, so credit contracted rather than becoming 
cheaper. The IMF, World Bank, and CBK all flagged the cap as damaging. The model’s variance 
decomposition shows relatively weak CBR-to-output transmission during this period. President 
Uhuru Kenyatta signed the repeal in November 2019, restoring the transmission channel.

2020: The COVID-19 Emergency. In March 2020, Governor Njoroge moved swiftly: the CBR 
was cut from 8.25% to 7.25% (and subsequently to 7%), the cash reserve ratio was reduced, and 
regulatory forbearance was extended to allow loan restructuring. The structural shock chart 
shows a cluster of large negative CBR shocks at this point — confirming these were genuinely 
unexpected cuts relative to the model’s baseline. GDP contracted sharply in 2020 Q2; the model’s 
output gap shock panel records the deepest trough in the sample.

2022–2023: Post-Pandemic Tightening. As global commodity prices spiked following the 
Russia–Ukraine war and domestic food inflation rose above 9%, the CBK — first under Njoroge, 
then under Governor Kamau Thugge (appointed June 2023) — raised the CBR from 7% to 
13% over eighteen months. The model identifies these as genuine positive CBR shocks, and the 
subsequent moderation in inflation is consistent with the disinflationary path predicted by the 
impulse responses.

2024–2025: The Thugge Easing Cycle. Beginning in mid-2024, Governor Thugge initiated a 
gradual easing cycle, cutting the CBR from 13% to approximately 9.5% by the end of the sample. 
The model predicts that the full stimulative effect on the output gap will not be felt until roughly 
8 quarters after each cut — suggesting the growth benefits of this easing will become more visible 
through 2026.

11. Does the Result Hold Under Different Assumptions?

11.1  Robustness Check: Alternative Variable Ordering

The main model assumes output is most exogenous (responds slowest), followed by inflation, 
then the CBR. An alternative view is that the central bank acts before inflation responds to 
output would place CBR second and inflation last. We re-estimate using the ordering CBR → 
Output Gap → Inflation and compare the key policy transmission IRF (CBR → Inflation).
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The two charts show broadly consistent patterns: a CBR shock reduces inflation, with the response 
fading over approximately the same horizon. The confidence bands are similar in width. This 
confirms that the main finding that monetary policy does transmit to inflation in Kenya  is not an 
artefact of the particular ordering chosen.

12.  Policy Implications and Recommendations

The findings carry direct implications for the Central Bank of Kenya, the National Treasury, and 
fiscal monetary coordination. These are stated directly below.

1. The central bank must act pre-emptively, not reactively.

The model shows a 8-quarter lag between a CBR change and its peak effect on the output gap, and 
a further delay before inflation responds fully. By the time inflation is visibly rising, the economy 
has typically been overheating for at least one to two quarters. Waiting for confirmed inflation 
data before tightening means the CBK is perpetually behind the curve. The output gap is a better 
leading indicator than the inflation print itself. 

The CBK should establish explicit output gap thresholds that trigger pre-emptive rate adjustments 
— a practice already embedded in advanced inflation-targeting frameworks such as those of the 
Bank of England and Reserve Bank of South Africa.

2. Rate changes must be sustained to work. Reversals are costly.

The 2011–12 episode under Governor Ndung’u shows that deep, sustained tightening successfully 
broke an inflationary spiral. The 2022–23 cycle under Governors Njoroge and Thugge likewise 
required 18 months of consecutive hikes before inflation moderated sustainably. The impulse 
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responses confirm that the disinflationary effect of a rate hike does not peak until around quarter 
1. Premature easing — cutting rates before the transmission is complete — effectively resets the 
clock and wastes the output cost already paid. 

The MPC should communicate explicitly that rates will remain elevated until the IRF horizon is 
cleared, not merely until inflation falls.

3. The current easing cycle (2024–2025) will boost growth, but not immediately.

Governor Thugge’s cuts from 13% to approximately 9.5% will support the output gap, but the peak 
stimulus effect arrives at quarter 8 (roughly 24 months) after each cut. Policymakers should not 
interpret a slow growth response as evidence that cuts are not working — the lags are structural, 
not institutional failures. 

Premature re-tightening to respond to short-term exchange rate pressure would cancel the 
stimulus before it fully materialises. The risk to manage is inflation re-igniting from a supply 
shock, not demand.

4. The 2016–2019 rate cap was a serious policy error — and must not be repeated.

The variance decomposition shows that CBR shocks explain a meaningful but limited share of 
output and inflation variation (0% and 0.3% respectively at an 8-quarter horizon). During the 
rate cap period, this transmission share was further compressed. Any future policy that fixes 
or constrains the spread between the CBR and commercial lending rates — including informal 
“guidance” to banks on loan pricing — risks recreating the same transmission breakdown. 
Parliament and the National Treasury should treat CBK operational independence as a binding 
constraint, not a recommendation.

5. Fiscal-monetary coordination matters more than the model shows.

The SVAR captures only three variables. It does not model the fiscal channel: large government 
domestic borrowing in Kenya competes with private credit, potentially crowding out investment 
and blunting the stimulus from rate cuts. The persistent negative output gap from 2016 to 2023 
(visible in the data appendix) coincides with a period of significant domestic debt accumulation. 
A forthcoming extension of this analysis should incorporate a fiscal variable e.g., the fiscal deficit 
as a share of GDP to assess how government borrowing interacts with the monetary transmission 
mechanism.
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13. Appendix 1 — Time-Series Plots

Output Gap, Inflation, and CBR <U+2014> 2011 Q2 to 2025 Q3

All series expressed as quarter−on−quarter first differences.

Figure 5: Quarter-on-quarter changes in output gap, inflation, and CBR. Dashed line = zero. 
Large spikes in the CBR panel mark the 2011 emergency tightening and COVID-era cuts. The 
inflation outliers in 2019-2020 are controlled for with dummy variables.
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14.  Appendix 2 — Full Dataset

Table 5: Macroeconomic indicators: levels, derived series, and differences

NB: Extreme values in quarter-on-quarter changes in inflation in 2019Q1 and 2020Q1 reflect mechanical level shifts arising 
from CPI base-year rebasing rather than underlying price dynamics. These observations generate large spikes in differenced 
inflation (approximately -69 and +67 percentage points, respectively) but do not represent economic inflation shocks. To prevent 
contamination of the estimated dynamics, these episodes are explicitly controlled for using dummy variables in the SVAR 
estimation.
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