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ABSTRACT

High inflation in developing economies has a wide-ranging impact, eroding purchasing power,
impeding economic stability, competitiveness, and investment, and ultimately leading to decreased
demand for goods and services.

The primary goal of this study was to comprehensively evaluate the drivers of inflation and their
impact on the economic growth of Kenya, Rwanda, Tanzania, and Uganda over a 22-year period
spanning from 2000 to 2022. The study also sought to achieve specific objectives, including the
exploration of the factors influencing inflation, an assessment of the extent of economic growth as
influenced by these inflation drivers, and an analysis of the effects of these inflation determinants
on the economic growth of the aforementioned East African nations.

To achieve these objectives, the study harnessed secondary panel data and conducted rigorous data
analysis through panel regression analysis, utilizing data curated from the World Bank. An
econometric model was constructed to gain a more profound comprehension of the intricate
relationship between inflation drivers and economic growth, measured by Gross Domestic Product
(GDP), in the Rwandan, Kenyan, Tanzanian, and Ugandan economies.

The results of this study underscore the significance of various variables, including Foreign Direct
Investment, interest rates, the money base, population growth rate and exchange rate (all p-values
< 0.05), in influencing inflation levels across the four countries. These variables also showed a
nuanced relationship with GDP, with Foreign Direct Investment and exchange rate showing a
negative impact and the money base, population growth rate and interest rate demonstrating a
positive influence. The R-squared value of 0.927 suggests that 92.7% of the economic growth
variations in the studied nations are explained by the independent variables. Furthermore, the F-
statistics result with a p-value less than 0.05 confirms the strong fit of the regression model,

offering convincing evidence of its reliability.

Keywords : economic growth, inflation drivers, fixed effects, East African Countries.
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CHAPTER 1: GENERAL INTRODUCTION

1.0. Introduction

Inflation is a pivotal economic indicator with far-reaching implications for a nation's economic
stability and growth. In the context of developing economies, East African countries represent a
region of increasing economic significance and complexity. As these nations navigate the
intricacies of globalization and regional integration, understanding the dynamics of inflation and
its primary drivers becomes essential for formulating effective policy measures to foster
sustainable development. This study embarks on an exploration of inflation and its key drivers—
interest rates, money base, foreign direct investment, and population growth—while shedding light

on their interconnectedness with economic growth in East African countries.

East Africa, encompassing countries such as Kenya, Rwanda, Tanzania, and Uganda, has
witnessed substantial economic transformations over the past few decades. These nations exhibit
unique economic structures, face distinct challenges, and possess varying degrees of exposure to
external economic influences. The need for a comprehensive understanding of inflation dynamics
becomes increasingly apparent as they aim to harness the opportunities and overcome the
challenges presented by their evolving economic landscapes.

The drivers of inflation are multifaceted and deeply intertwined with the broader economic fabric.
Interest rates, as determined by central banks, influence borrowing costs, consumer spending, and
investment decision (Ben S., Jean, & Eliasz, 2005). The money base, which reflects the quantity
of currency and reserves in circulation, has a direct impact on overall price levels (Friedman,
1970). Foreign direct investment, a catalyst for capital inflow and job creation, plays a pivotal role
in economic development (Blomstrom & Kokko, 1998). Meanwhile, population growth directly
affects supply and demand dynamics within these economies (Bloom, Canning, & Sevilla, 2003).

In an effort to unveil the nuanced relationship between these inflation drivers and economic growth
in East African countries, this research will employ a robust methodological approach,

encompassing data analysis, econometric modeling and statistical testing. The anticipated
1



outcomes of this study will provide valuable insights for policymakers, economists, and various
stakeholders, empowering them to make informed decisions that contribute to the sustainable

economic advancement of the region.

1.1.Background of the study

Inflation refers to the percentage increase in prices observed within a specific timeframe. It is
generally measured as a comprehensive indicator, encompassing the overall price rise or the cost
of living within a country. However, inflation can also be computed for specific categories of
goods, such as food, or services, like a haircut. Irrespective of the context, inflation signifies the
extent to which the designated range of goods and/or services has become more expensive over a

specific period, typically a year (Yahaya, Mansor, & Okazaki, 2016).

After the significant increase in inflation around the world during the 1980s and 1990s, global
inflation rates have remained relatively stable since the start of the 21st century, typically
fluctuating between three to five percent annually. The global economic crisis, commonly referred
to as the Great Recession, led to a significant spike in 2008, yet inflation remained stable
throughout the 2010s until the recent inflation problem emerged in 2021. In the face of the
economic repercussions caused by the coronavirus pandemic, the global inflation rate experienced
a decline to 3.25% during the initial year of the pandemic. However, it rebounded and reached 4.7
percent in 2021. This upswing was primarily driven by the mounting impact of supply chain
disruptions on consumer prices, which was subsequently aggravated by the Russia-Ukraine
conflict. A series of problems including increasing energy and food costs, fiscal uncertainty
resulting from the pandemic, and consumer insecurity have contributed to a fresh worldwide
economic downturn, with global inflation in 2022 projected to have reached 8.75% (Matés-Barco
& Vézquez-Farifias, 2023).

Venezuela has the world's highest individual inflation rate which reached 235% in 2022. While
this statistic is more than 100 times higher than the world average in most years, it represents a
decline in Venezuela's inflation rate, which peaked at more than 65,000% in 2018. Venezuela

faced hyperinflation between 2016 and 2021 because of the government's excessive spending and

2



printing of money in an attempt to curb the country's already-high inflation rate, and the invasion

of migrants resulted in one of the world's worst refugee crises in recent years.

After the initial oil shock, African countries have struggled with significant inflation since the mid-
1970s. Over the past 15 years, inflation rates of 20 percent or higher per year have become
commonplace in many African nations. Shockingly, a few countries have even witnessed rates
surpassing 50 or even 100% annually. This persistent inflation has had far-reaching consequences
for African economies, affecting various aspects of economic performance. The financial sectors
of these nations have particularly suffered from ongoing inflation, along with key macroeconomic
indicators such as consumption, savings, investment, and foreign exchange markets in countries
with exceptionally high inflation rates. Despite recognizing the inflation issue in Africa, there has

been a notable dearth of analysis on this phenomenon to date (Arndt, Loewald, & Makrelov, 2020)

In October 2011, East Africa experienced a significant increase in inflation, with the average
reaching 20%. This increase in prices was a matter of worry for both policymakers and the general
population. Specifically, Ethiopia had an inflation rate of 34%, while Kenya aw its highest inflation
rate for that month at 18.9%. Tanzania also faced a notable inflation surge, peaking at 17.9% in
October 2011. (AFDB, 2011), Uganda recorded the second-highest inflation level in the region,
reaching 30.5% during the same period in April 2011, for Rwanda the all-urban general index was
established at 108.6 this stands for an increase of 1.40% over the previous month, which was 107.1.
In annual change, it increased by 4.98% compared to 4.11% in the previous month. A rise in
inflation carries adverse consequences for nations, especially impacting the poor communities
(IMF report, 2011). With a significant portion of the population living in rural regions of these
countries, the implications are significant. This phenomenon diminishes people's quality of life,
potentially giving rise to political disorders on a scale similar to the ones witnessed in the Maghreb
and the Middle East (Yousef, 2020).

The East African Community (EAC) Partner States are currently engaged in a joint effort to carry
out an Integration program, which is based on the goal of strengthening economic, social, and
political collaboration among them. The EAC Partner States are striving to attain equitable
progress and advancement throughout the region. Notable progress has been achieved in the

3



integration process, including the establishment of the Customs Union in 2005, the Common

Market in 2010, and the endorsement of the Monetary Union Protocol in November 2013.

Furthermore, it is important to note that the groundwork for establishing the Political Federation
is currently in progress. It is crucial to emphasize that one of the primary and fundamental goals
of the EAC is to promote trade, thereby fostering economic growth and development among its
Partner States (Wama, 2014)

1.2. Problem Statement

Inflation poses a significant challenge within the economy, requiring an appropriate response from
the monetary authority to mitigate its effects. High inflation detrimentally affects the economic
activity of a country by eroding the purchasing power of the population. As a result, there is a
decrease in demand for goods and services, leading to reduced levels of investment. In such
circumstances, individuals may opt to refrain from saving in commercial banks and instead invest
in tangible assets like bonds or real estate. However, it is important to note that investment
accumulation occurs primarily through saving, and the decrease in savings leads to a decline in

investment levels, ultimately hampering economic growth (Bodie, Kane, & Marcus, 2013)

(Osei & Ogunkola, 2022) conducted a research study on the factors influencing inflation and
identified key determinants such as inflation expectations, federal spending, wages and salaries,
and personal consumption. Similarly, Anthony Simpasa's investigation in 2020 revealed that a
surge in money supply accounted for 40% and one-third of short-run inflation in Ethiopia and
Uganda, respectively. Meanwhile, in Kenya and Tanzania, inflation appeared to be driven by oil
prices, contributing to 20% and 26% respectively, although money growth also played a significant
role in recent inflationary increases in these countries (Nguyen & Dridi, 2017). In Rwanda, lower
domestic food supply linked to unfavorable weather conditions and higher prices of agriculture
inputs such as fertilizers and seeds led to an increase in food prices and distribution across the
country (Ndagijimana, (2023). However, the aforementioned studies did not delve into the effects
of interest rates, population growth rates, import prices of goods and services, and the money base,

despite their potential high influence on inflation.



This study aims to address the existing research gap by examining additional factors that influence
inflation and hinder economic growth in East African Community (EAC) countries. Building upon
the aforementioned research, this study will shed light on these unexplored variables to provide a
more comprehensive understanding of the inflationary dynamics within the region. By doing so,
it will contribute to a deeper analysis of the factors that impede economic growth in East Africa

Community (EAC) countries.

1.3. Purpose of the Study

The purpose of the above study is to investigate and analyze some of the factors that influence
inflation in EAC (East African Community) countries. The study aims to fill a research gap by
examining additional variables that have not been previously considered. By identifying and
understanding these factors, the study intends to provide a more comprehensive understanding of
the inflationary dynamics within the region. Furthermore, the study seeks to evaluate the impact
of inflation drivers on economic growth in EAC countries. Ultimately, the findings of this research
will contribute to the existing body of knowledge and provide insights for policymakers,
economists, and stakeholders in effectively managing inflation and fostering sustainable economic
growth in the EAC region.

1.4. Objectives of the Study

1.4.1. General objective

The general objective of this study is to analyze drivers affecting inflation and its impact on

economic growth in Kenya, Rwanda, Tanzania and Uganda over the period from 2000-2022.
1.4.2. Specific Objectives

i. To examine the drivers that influence inflation in Rwanda, Kenya, Uganda and Tanzania.

ii. To assess the extent of GDP in Rwanda, Kenya, Uganda and Tanzania through inflation drivers.



iii. To analyse the relationship between drivers of inflation on GDP in Rwanda, Kenya, Uganda

and Tanzania

1.5. Research Questions

I. What are the main factors contributing to inflation in the East African Community countries, and

how do they vary among the member states?

ii. What is the extent of GDP in Rwanda, Kenya, Uganda and Tanzania through

inflation drivers?

iili. What is the relationship between inflation drivers and GDP in Rwanda, Kenya, Uganda and

Tanzania?
1.6. Research Hypothesis
This study focuses on the following three hypotheses:

HO: interest rate, foreign direct investment, money base, population growth rate and exchange

rate have no influence on GDP in Rwanda, Kenya, Uganda and Tanzania.

HO: There is no trend of GDP through inflation drivers in Rwanda, Kenya, Uganda and

Tanzania.

HO: interest rate, foreign direct investment, money base population growth rate and exchange

rate do not affect GDP in Rwanda, Kenya, Uganda and Tanzania.
1.7. Scope of the Study

This section highlights the study's limitations in terms of domain, time, and geography. The
research study titled "Analysis of Inflation Drivers on economic growth in the East African
Community Countries namely Rwanda, Tanzania, Kenya, and Uganda" is an investigation into
the complex relationship between inflation and economic growth within a specific regional
context. This study utilized Gross Domestic Product (GDP) as a primary indicator to measure

economic growth, which is a commonly accepted metric for assessing the economic performance
6



of a country or region. The selection of GDP as a key indicator provides a standardized and widely

recognized measure, allowing for meaningful comparisons and analysis.

The research is distinctly focused on the East African Community (EAC), which is a regional
economic organization consisting of several East African countries. The specific countries
examined in this study are Rwanda, Tanzania, Kenya, and Uganda. These countries were chosen
as the primary case study, likely due to their membership in the EAC and their shared regional
characteristics. This focus on a select group of countries within a regional context enables a deep

and contextually relevant analysis of inflation and its drivers on economic growth.

The study spans a substantial 22-year period, from 2000 to 2022. This extended timeframe allows
for a long-term perspective and the examination of trends and patterns in inflation and economic
growth within the selected countries. The choice of this timeframe might is based on the
availability of accurate and consistent data for the study variables over this period. However, it's
important to note that the study's findings may be less representative of more recent developments

and may not account for economic changes that occurred after 2022.

The domain of the research is centered around international economics and economic growth.
The study investigates deeply into the intricate dynamics of international economic interactions
and their impact on the economic growth of the East African Community countries under
consideration. It likely involves the analysis of factors such as foreign investments, exchange
rates, and regional economic integration, among others, to understand the relationship between
inflation and economic growth within this specific regional context.

In Conclusion, this research study is a thorough exploration of the impact of inflation on economic
growth within the East African Community, with a primary focus on Rwanda, Tanzania, Kenya,
and Uganda. It utilizes GDP as a key measure of economic growth, spans over two decades to
assess long-term trends, and operates within the domain of international economics and economic

growth to provide valuable insights into the economic dynamics of this region.



1.8. Significance of the study

In all EAC Partner States, the primary objective of monetary policies is to ensure price stability.
Therefore, conducting a thorough empirical investigation to quantify the impact of inflation on the

economic growth of Rwanda, Kenya, Tanzania, and Uganda is of great significance.

The study investigated into the intricate relationship between inflation drivers and economic
growth, offering clarity on whether specific factors facilitate or hinder economic progress in East
African nations. This knowledge serves as a guiding light for governments and businesses,
assisting them in formulating investment and policy decisions that foster sustainable growth,

thereby ensuring the region's long-term prosperity.

Such research provides governments in these countries with evidence-based insights, enabling
them to further enhance their policy-making processes. Additionally, this study expands the
knowledge base of researchers, offering valuable information for academic courses in the field.
Furthermore, this research serves as a key reference for future investigations on related
development topics, helping researchers delve deeper into the subject matter. School
administrators also benefit from this study by gaining insights into appropriate measures to orient
both teachers and students. Completing this study successfully also contributes to the attainment
of a master's degree with honors. Moreover, it provides valuable guidance to businesspersons and

entrepreneurs on resource allocation strategies.

1.9. Limitation of the study

The study titled "Analysis of Inflation Drivers on Economic Growth in the East African
Community (EAC) Using a Fixed Effect Panel (2000-2022)" presents valuable insights into the
relationship between inflation and economic growth within the EAC region during the specified
time frame. However, it is important to acknowledge the limitations of this research. One main
limitation is the potential for omitted variable bias, as there may be unaccounted factors that
influence both inflation and economic growth, which are not considered in the analysis.
Additionally, the study's findings are constrained by the availability and quality of data for the
chosen time period, and the generalizability of the results may be limited to the specific

8



characteristics of the EAC countries during this time frame. Nevertheless, this research lays a
foundation for further exploration into the complex interplay between inflation and economic
growth in the EAC region and offers valuable insights that can inform policy decisions and future

academic investigations

1.10. Expected Outcomes

The study provided valuable quantitative data, shedding light on how these drivers have evolved
over time in the region. This data will enhance our understanding of the East African economic

landscape.

Moreover, the research delved into the correlations and causation between these inflation drivers
and economic growth. It clarified whether changes in these drivers directly influence economic

growth, offering practical insights for policy formulation.

The study identified the key drivers among the factors, helping policymakers allocate resources
effectively. It will culminate in policy recommendations for governments and central banks,

guiding them in managing inflation drivers to foster economic growth.

Additionally, the research may yield sector-specific insights, highlight regional differences, and
explore the effectiveness of foreign direct investment and the influence of population growth on
the economic landscape. Its academic contribution is expected to inspire further research in
economics, particularly in the East African context. The findings could boost investor confidence
and encourage foreign investment, ultimately contributing to economic growth and sustainable

development in the region.

1.11. Structure of the thesis

The introductory chapter encompasses the study's introduction, problem statement, research
objectives, research hypothesis, research questions, significance of the study, and the study's
scope. Chapter 2 focuses on the literature review, offering theoretical insights into the drivers of
inflation and its impact on economic growth. Additionally, empirical evidence regarding the

relationship between inflation drivers and economic growth will be provided.



Chapter 3 offers a concise overview of the Research Methodology, encompassing details about the
study area, research design and data collection methods, including sources, types, and collection
techniques. Additionally, it provides insights into the specification of the econometrics model and

the definition of variables.

Chapter 4 presents the findings and discussions related to Descriptive Statistics, the outcomes of
the Econometrics model, and the analysis of the relationships among the variables being

investigated in the contexts of the EAC countries.

The final chapter summarizes the main findings, draw conclusions, and provide potential

recommendations based on the study's outcomes.
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CHAPTER 2: LITERATURE REVIEW

2.1. Introduction

Inflation is a critical economic phenomenon that affects countries worldwide. Understanding the
drivers of inflation and its impact on economic growth is of great importance, particularly in the
context of East African countries. This literature review aims to explore and synthesize the existing
research on the relationship between inflation drivers, including interest rates, population growth,
foreign direct investment and the money base, and their influence on economic growth in the East

African region.

2.2.Theoretical Framework

This section emphasizes different theories for similar authors about the topic based on the specific

objectives.

2.2.1. Inflation and Economic Growth Theories

The relationship between inflation and economic growth has been of great concern to most
countries and regions across the world. Several studies have attempted to explain the linear
association, long run and causal relationship between inflation and economic growth however their
findings have been somewhat inconsistent. For East African Community (EAC) countries, studies
on the linear association, long run and causal relationship between inflation and economic growth
have also been done although mainly dwelling on time series analysis. Coincidentally, their results
have also shown inconsistent findings. The community being a trading block and in pursuit of
regional integration, available studies have failed to explain the exact relationship that exist

between inflation and economic growth in the region.

2.2.1.1. Quantity Theory of Money

The Quantity Theory of Money (QTM) originated in the 16th century when classical economists

like Jean Boldin attempted to understand the reasons behind rising French prices. Boldin

concluded that increases in the supply of gold and silver, which were used as currencies, led to
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greater demand for French goods and subsequently higher prices. This concept linked changes in
prices to alterations in the money supply. In the 1690s, John Locke further developed the quantity
theory, exploring the impact of money on trade, interest rates, and the economy's demand for
money. Notably, this period marked the emergence of the idea that money serves as a medium of
exchange to facilitate trade transactions. Economists of that time inferred that the amount of money
required for such transactions depended on the circulation speed of money and the balance between
money supply and demand. When there was more demand than supply, interest rates would rise,
and vice versa (Cantillon, 1755; (John, 1691), as cited in Ajuzie, et al., 2008).

The Quantity Theory of Money is based on the Irving Fisher equation of exchange, which states
that the quantity of money in an economy to the price level. It is represented by the equation MV
= PQ, where M is the quantity of money, V is the velocity of money, P is the price level, and Q is
the quantity of goods and services produced. The theory assumes that in the short run, the velocity
of money and the quantity of goods and services produced remain relatively stable. Consequently,
changes in the money supply directly influence the price level. By understanding this relationship,
economists can explain how changes in the money supply can lead to inflation when V and Q are
relatively constant. Various versions of the Quantity Theory of Money exist, but the theory
simplifies complex economic dynamics, assuming a constant velocity of money and constant
goods and services production, which may not fully hold in reality. In the long run, additional
factors such as real economic growth and changes in the money demand function become crucial

in explaining price level changes.

2.2.1.2.Endogenous Growth Theory

This new growth theory termed endogenous growth theory describes economic growth which is
generated by factors within the production process such as economies of scale, increasing return
or induced technological changes, as opposed to exogenous factors such as increase in population.
When endogenous growth models are set within a monetary exchange framework of (Lucas, 1988),

the inflation rate (tax) lowers both the return on all capital and growth rate.
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According to (Gokal & Hanif, 2004) a rise in inflation reduces the marginal values today, last want
of consumption equals marginal product of cost of last unit of work. This theory assumes

technological progress as endogenous, it assumes that the marginal product of capital is constant.

Endogenous growth theory, as described by (Gillman, Harris, & Matyas, 2002) emphasizes that
economic growth primarily relies on the rate of return on capital. In this framework, factors within
the production process drive growth. However, this crucial factor, the return on capital, can be
adversely affected by variables like inflation. When inflation occurs, it tends to erode this return,
resulting in a decrease in capital accumulation and a subsequent slowdown in overall economic
growth.

Within the realm of endogenous growth economics, the general consensus is that the impact of
inflation on growth is relatively modest. Elevated inflation rates can, however, lead to lower
employment rates, as demonstrated by (Gomme, 1993) .Inflation tends to erode the marginal value
of today's consumption, discouraging individuals from engaging in work. Consequently, this

diminishes the marginal product of capital and hinders the accumulation of capital.

Conventional wisdom regarding inflation suggests that it should be maintained at moderate and
stable levels to facilitate optimal economic growth. (Lucas, 1988) argues that low inflation
enhances economic growth by making wages and prices more adaptable. (Tobin, 1965) suggests
that inflation can have a positive long-term effect on growth, viewing capital and money as
potential substitutes. In contrast, (Sidrauski, 1967) maintains that inflation, due to the concept of

money neutrality, exerts no influence on growth.

(Stockman, 1981) introduces the "cash in advance model," which postulates that capital and money
are complementary. His research identifies a lasting relationship between economic growth and
inflation rates. Additionally, (Dornbusch & Frenkel, 1973) propose that the real effects of money
usage hinge on its specific application. The interplay between inflation and the tax system can
impact lending decisions, investment, and the cost of capital, potentially leading to a reduction in

economic growth, as articulated by (Feldstein, 1982).
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2.2.2. Interest Rate and Economic Growth Theories

2.2.2.1. Financial Repression Hypothesis

Financial repression” refers to a wide array of policies that allow a government to place its debt
with financial institutions at relatively low interest rates. Financial repression refers to the notion
that a set of government regulations, laws, and other non-market restrictions prevent the financial
intermediaries of an economy from functioning at their full capacity. The policies that cause
financial repression include interest rate ceilings, liquidity ratio requirements, high bank reserve
requirements, capital controls, restrictions on market entry into the financial sector, credit ceilings
or restrictions on directions of credit allocation, and government ownership or domination of
banks. Economists have commonly argued that financial repression prevents the efficient

allocation of capital and thereby impairs economic growth (McKinnon & Shaw, 1973).

Ronald McKinnon (1973) and Edward Shaw (1973) were the first to explicate the notion of
financial repression. While theoretically an economy with an efficient financial system can achieve
growth and development through efficient capital allocation, McKinnon and Shaw argue that
historically, many countries, including developed ones but especially developing ones, have
restricted competition in the financial sector with government interventions and regulations.
According to their argument, a repressed financial sector discourages both saving and investment
because the rates of return are lower than what could be obtained in a competitive market. In such
a system, financial intermediaries do not function at their full capacity and fail to channel saving
into investment efficiently, thereby impeding the development of the overall economic system.

2.2.2.2. Liquidity Preference Theory

The Liquidity Preference Theory, first introduced by British economist John Maynard Keynes in
his seminal work "The General Theory of Employment, Interest, and Money" (1936), lays the
foundation for comprehending the intricate relationship between interest rates and economic
growth. This theory delves into the dynamics of money demand and its repercussions on interest
rates. It revolves around several pivotal concepts. Firstly, Keynes portrays interest rates as the
"price" of holding money, highlighting the trade-off between holding cash or non-interest-bearing

assets and the foregone interest income. Secondly, he identifies three motives for holding money:
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the transaction motive, which entails using money for day-to-day exchanges; the precautionary
motive, where money serves as a financial safety net for unexpected expenses; and the speculative
motive, under which money is held as a means to exploit anticipated interest rate fluctuations. The
Liquidity Preference Theory underscores the influence of these motives on interest rates and,
consequently, their impact on economic growth. It underscores how fluctuations in money
demand, associated with these motives, can drive changes in interest rates, subsequently affecting
investment and overall economic activity. The theory also underscores the importance of
differentiating between nominal and real interest rates, as real interest rates account for inflation
and offer a more precise measure of the actual cost of holding money. Moreover, it implies that
effective monetary policy can be a tool for influencing interest rates, which, in turn, can be
harnessed to stimulate economic growth, aligning with the Keynesian perspective on government
intervention during economic downturns (Keynes, The general theory of employment, interest and
money, 1936). Understanding these intricacies is of paramount importance for policymakers and
economists when formulating monetary policies and assessing their implications for the broader

economic landscape

2.2.3. Theories on Population growth and Economic growth Model

In the Solow-Swan growth model, a short-term production function is employed, wherein labor
and capital are utilized as inputs for production. When one of these production inputs is held
constant, an increase in the other input leads to a decline in input productivity. For instance, if we
assume that labor is a fixed input, then an increase in capital in the production process results in

diminishing returns in terms of output (Solow, 1956).

Within the Neo-classical growth model, technological advancement plays a pivotal role in the
economy. Technological progress that enhances the productivity of both capital and labor
postpones the onset of diminishing returns and accelerates the pace of economic growth. It's worth
noting that this growth process doesn't necessitate high capital accumulation, in contrast to the
Harod-Domar model. Under a given capital stock, higher technology leads to higher output
(Solow, 1956). Solow, however, has acknowledged that assuming a constant general price level is

somewhat unnatural.
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(Mundell, 1963) introduced a novel perspective within the Neo-classical framework to elucidate
the link between economic growth and inflation. He highlighted that inflation or inflation
expectations could erode wealth, distinct from the traditional notion of excessive commodity
demand impacting growth. Mundell's insights revealed that rising inflation or inflation
expectations could diminish wealth, leading individuals to increase their savings by investing in

assets, which, in turn, reduces prevailing interest rates and fosters economic growth.

Expanding upon Mundell's ideas, (Tobin, 1965) introduced the concept of money serving as a store
of value, functioning as a financial capital asset. This perspective encourages economic actors to
invest their money in capital instead of hoarding cash reserves, thus increasing capital intensity

and promoting economic expansion.

Stockman's 1981 neo-classical model predicts that when inflation rises, output stabilizes at a lower
level, and people's welfare decreases. Money is considered complementary to capital in
Stockman's model, explaining the conflict between the steady-state level of output and the inflation
rate. In Stockman's depiction, a cash-in-advance restriction on both consumption and capital
purchases results in reduced purchases of cash goods and capital when the inflation rate rises,

thereby decreasing the steady-state level of output in response to inflation.

A review of neo-classical theory, as discussed by (Sidrauski, 1967), integrates monetary factors
with the neoclassical growth model, assuming money neutrality. Sidrauski suggests that an
increase in inflation may have varied effects on output: it could increase output (Tobin effect),
decrease it (Stockman effect), or have no impact on the output growth rate (Mundell, 1963) and
(Tobin, 1965), building on the neoclassical growth theory, explain the effect of inflation on
economic growth. They argue that an increase in nominal interest rates due to inflation encourages

investment over consumption, leading to capital accumulation and stimulating economic growth.

In summary, according to (Mundell, 1963) and (Tobin, 1965), there is a positive relationship
between inflation and capital accumulation, which implies a positive impact on economic growth.
The Mundell-Tobin effect suggests that, as money and capital can be used interchangeably, an

increase in inflation reduces the purchasing power of money balances, leading to resource
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substitution and an allocation shift from money to real assets in portfolios. Consequently, the rate
of economic growth is accelerated (De Gregorio, 1992); (Boyd, Choi, & Smith, 1996).

Higher population growth (n) means that the labor force (L) is increasing at a faster rate. This can
lead to an increase in output () in the short run due to a larger labor force. However, in the long
run, the impact of population growth on economic growth is not as straightforward. The model
suggests that while population growth can contribute to an initial increase in output, it does not

lead to sustained economic growth on its own.

This is because, in the long run, the economy tends to reach a steady state where the per-worker
production function (y = f(k)) determines the growth rate of output per worker. Population growth

does not affect this steady-state level of output per worker.

2.2.4. Balassa- Samuelson Hypothesis

The Balassa-Samuelson Hypothesis, inspired by the research of Balassa and Samuelson in 1964,
provides a theoretical framework to explain the long-term patterns of real exchange rates (RER).
According to (Garcia Solanes & Torrejon-Flores, 2009), this hypothesis is founded on the idea of
a positive connection between relative economic growth and the real exchange rate. Consequently,
it suggests that rapidly advancing economies tend to experience real exchange rate appreciations,
in contrast to slower-growing nations. The theory contradicts the widely held belief that currency
depreciation is conducive to economic growth. The hypothesis has been extensively tested

empirically and has been found applicable in certain countries, such as Japan and Korea.

The theory is based on several key assumptions, including the existence of two sectors within the
economy producing tradable and non-tradable goods, an equivalence in production functions,
world market determination of tradable goods prices and interest rates, adherence to Purchasing
Power Parity in the tradable sector, and labor mobility within the country but limited mobility
across borders. Additionally, wage developments initially occur in the tradable sector and then

extend to the non-tradable sector, leading to wage equalization across sectors.

The primary determinant of real exchange rates is the productivity gap between the tradable and
non-tradable sectors (MacDonald, 2000). Since improvements in tradable sector productivity are
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typically associated with economic growth, the hypothesis posits a correlation between relative
economic development and the real exchange rate (Garcia Solanes & Torrejon-Flores, 2009).
Consequently, it is expected that fast-growing countries will tend to witness real exchange rate
appreciations compared to slower-growing economies, challenging the notion that rapid economic

growth corresponds to depreciated currencies.

2.2.5. Theories of Inflation

Inflation is defined by the following theories:

2.2.5.1. The Demand-pull theory

Economists, central banks, and governments face a challenging task when attempting to formulate
effective strategies for managing or lowering inflation rates. The concept of demand-pull inflation
aligns with what can be referred to as the conventional explanation for inflation. Essentially, this
theory suggests that inflation arises from an overabundance of demand, where people are spending
more than what is readily available in terms of goods and services at their current prices. According
to classical economists, the primary determinant is the money supply, as indicated by the quantity
theory of money, which asserts that only an expansion in the money supply can elevate the overall

price level.

As a result of this surplus in demand, prices will increase, leading to the emergence of excess
demand inflation, commonly known as demand-pull inflation. Nevertheless, demand-pull inflation
can also occur without a direct expansion of the money supply when factors such as an increase in
Marginal Efficiency of Capital (MEC) or Marginal Propensity to Consume (MPC) drive up
expenditures, subsequently causing price hikes. Given that inflation stems from an overabundance
of demand, it is generally believed to be manageable through the implementation of demand-

restricting monetary and fiscal policies (Selden, 1959).

2.2.5.2. Cost-push theory

Cost-push inflation occurs when disruptions in the supply of goods and services cause prices to
increase. In situations where the supply is reduced, but the demand either stays the same or rises,

companies respond by raising their prices, leading to inflation. Cost-push inflation can happen
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even if demand remains steady or increases as prices climb. If, however, demand for these goods
or services decreases in response to higher prices, inflation remains in check. Cost-push inflation
is relatively uncommon, except for essential goods and services. To witness cost-push inflation,
the demand for the affected product must remain constant while production costs are changing. To
offset the increased production expenses, producers increase prices for consumers to maintain their

profit margins while aligning with the expected demand (Homburg C. , 2017).

2.2.6. Drivers of Inflation
2.2.6.1. Interest Rate

Interest rates play a pivotal role in shaping economic conditions, particularly in relation to inflation
and economic growth. The theoretical underpinning of the relationship between interest rates and
inflation primarily draws upon the Quantity Theory of Money. According to this theory, the
quantity of money in circulation exerts a direct influence on the general price level. When interest
rates are on the rise, individuals and investors tend to allocate more of their wealth into interest-
bearing assets, such as bonds and savings accounts. This shift in investment preferences results in
a decrease in the money supply available in the broader economy, thereby exerting downward

pressure on inflation.

The impact of interest rates on inflation is thus two-fold. First, the increased preference for interest-
bearing assets reduces the money in circulation, curbing the overall demand for goods and services.
This diminished demand subsequently exerts downward pressure on prices, which, in turn,
contributes to lower inflation rates. Second, the potential dampening effect of interest rates on
inflation aligns with their role as a tool for inflation control. Central banks often employ interest

rate adjustments to maintain price stability by restraining inflationary pressures.

However, while higher interest rates have a potential to control inflation, they also possess the
capacity to influence economic growth. Increased borrowing costs for businesses and consumers
can lead to a reduction in investments and consumption, ultimately slowing down economic
activity. Businesses may postpone investment projects due to the increased cost of borrowing, and
consumers may reduce their spending, given the higher costs of financing loans. Consequently,

the impact of interest rates on economic growth needs to be carefully managed. Striking the right
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balance between using interest rates to control inflation and maintaining conducive conditions for

economic growth is a complex and critical task for monetary policymakers (Taylor, 2000).

In summary, the interplay between interest rates, inflation, and economic growth is a multifaceted
process rooted in economic theory. The Quantity Theory of Money provides a foundational
understanding of how interest rates influence inflation by altering the quantity of money in
circulation. Higher interest rates tend to reduce inflation through diminished demand for goods
and services. However, this reduction in inflation may come at the cost of economic growth, as
higher interest rates can deter investments and consumption. Finding the appropriate balance
between these two objectives is a key challenge faced by policymakers when implementing
monetary policy in East African countries and across the world.

2.2.6.2. Population growth Rate

Population growth is a significant driver of economic dynamics, with implications for both
inflation and economic growth. The theoretical underpinning of the relationship between
population growth and inflation is largely based on demand-side economics, which posits that
more people can lead to higher consumer demand, potentially driving up prices. While the
Quantity Theory of Money provides a framework for understanding the general relationship
between the money supply and inflation, the transmission mechanism in this context differs. In the
case of population growth, the increase in the number of people translates to more individuals
demanding goods and services.

The impact of population growth on inflation is contingent on several factors, and it is not a
straightforward linear relationship. Rapid population growth can exert upward pressure on
inflation if it outpaces the economy's ability to produce an adequate supply of goods and services
to meet the increased demand. However, this impact is moderated by the productive capacity of
the economy. If the economy is flexible and can adjust to increased demand by expanding

production, it is less likely to experience inflationary pressures.

The impact of population growth on economic growth is a subject of significant interest in

economic theory and policy. According (Solow, 1956), a well-known neoclassical growth model,
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an expanded labor force resulting from population growth can lead to higher economic output.
However, the quality of this population growth is crucial. It is not merely the quantity of people
but also their human capital, health, and job opportunities that matter. For population growth to be
a positive driver of economic growth, it must be accompanied by productive investments, job
creation, and human capital development. This notion is supported by the work of economists
(Barro & Becker, 1989), who emphasized that the educational and health levels of a population

play a critical role in economic development.

To illustrate, if population growth is associated with increased access to education and healthcare,
it can lead to a more skilled and healthy workforce, which is better equipped to contribute to
economic growth. In contrast, if population growth outstrips the capacity of the economy to create
jobs and provide essential services, it can strain resources and potentially lead to lower economic
growth. Hence, the quality of population growth, along with the capacity of the economy to absorb

and utilize the increased labor force, is pivotal in determining the impact on economic growth.

Population growth has effects on both inflation and economic growth. The theoretical
underpinning is rooted in demand-side economics, where an increase in population leads to higher
consumer demand, potentially affecting inflation. The impact on inflation is contingent on factors
such as the productive capacity of the economy. Furthermore, population growth can positively
impact economic growth by expanding the labor force, but the quality of this growth, including
factors like education, health, and job opportunities, is critical for determining the overall impact.
Becker and Barro's work highlights the significance of these aspects in understanding the
relationship between population growth, inflation, and economic growth (Barro & Becker, 1989).

2.2.6.3. Foreign Direct Investment

Foreign Direct Investment (FDI) is a critical driver of economic development, and its impact on

inflation and economic growth is subject to various theoretical perspectives.

FDI's impact on inflation is theoretically grounded in demand and supply-side effects. Firstly, FDI
can contribute to increased overall demand for goods and services in the recipient country,

potentially leading to inflation if the domestic supply cannot keep pace with the heightened
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demand. As more capital flows into the country, it boosts economic activity, stimulating consumer

spending and investment. This demand-driven effect can exert upward pressure on prices.

On the other hand, FDI can lead to the introduction of new technologies, improved production
processes, and increased productivity in the host country. This productivity-driven effect can have
a deflationary impact on prices. As businesses become more efficient and cost-effective, they can
lower the prices of their goods and services, thereby reducing inflationary pressures (Carkovic &
Levine, 2015).

The impact of FDI on inflation is context-dependent and influenced by several factors. The extent
to which FDI affects inflation depends on the absorptive capacity of the recipient economy. If the
host country has the capacity to absorb increased demand by expanding production and improving
resource allocation efficiently, it may mitigate inflationary pressures. Additionally, the sectors
targeted by FDI play a significant role in determining the inflationary impact. Investments in
sectors with inelastic supply, such as housing or specialized manufacturing, may have a more
pronounced impact on inflation. Conversely, investments in competitive industries with sufficient

capacity to respond to increased demand may have a lesser impact (Kurtishi-Kastrati, 2013).

The impact of FDI on inflation is also contingent on the extent to which FDI leads to increased
production and competition. If FDI fosters competition and enhances the supply side of the
economy, it is more likely to mitigate inflationary pressures. When FDI results in productivity
improvements, it can increase the production of goods and services, preventing prices from rising

excessively (lwasaki & Tokunaga, 2019).

FDI is often perceived as a key driver of economic growth. This view is supported by the
Endogenous Growth Theory, which highlights that FDI can contribute to technological progress
and increased productivity, key factors for long-term economic growth. Technological
advancements introduced by foreign investors can enhance a country's economic capabilities,
making it more competitive on the global stage. This leads to increased production, job creation,

and economic expansion (Kisswani & Kein, 2020).
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Furthermore, FDI can create jobs, stimulate economic activity, and lead to increased exports. As
foreign investors establish or expand operations in the host country, they often hire local workers
and engage in trade. This, in turn, has a positive impact on income, employment, and export
revenues, contributing to overall economic growth (Borensztein, Gregorio, & Lee, 1998).

FDI's impact on inflation and economic growth is shaped by the interplay of demand-side and
supply-side effects. The context-specific nature of these effects necessitates a careful analysis of
the recipient economy's absorptive capacity, the sectors targeted by FDI, and the potential for
productivity gains. When managed effectively, FDI can serve as a powerful driver of economic
growth by stimulating technological progress, productivity improvements, and job creation. It can
also have a nuanced impact on inflation, which depends on various factors including the local

supply capacity and the competitive landscape within the recipient country.

2.2.6.4. Money Base

The money base, or monetary base, represents the total amount of a country's currency in
circulation along with the reserves held by its central bank. The relationship between the money
base and inflation is anchored in fundamental monetary theory, primarily the Quantity Theory of
Money. This theory posits that changes in the money base directly affect the price level in the
economy. When the money base expands without a corresponding increase in the demand for

money or in economic output, it can result in inflation.

An expansion of the money base can lead to inflation when it surpasses the economy's capacity to
produce an adequate supply of goods and services to meet the increased demand. If there is more
money circulating in the economy than it can effectively absorb, it can lead to a general increase
in prices. The inflationary impact of an increased money base is, however, contingent on various

factors.

The velocity of money, which represents the speed at which money circulates in the economy,
plays a crucial role. If the velocity of money is low, an increase in the money base may not
immediately lead to increased spending and demand, mitigating the inflationary pressure.

Moreover, the overall health of the economy, including its productive capacity and the efficiency
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of resource allocation, can influence the impact of changes in the money base on inflation. In a
robust and efficient economy, an expansion of the money base may have a lesser impact on

inflation compared to an economy with structural inefficiencies (Gedeon, 2009).

The impact of changes in the money base on economic growth is multifaceted and depends on
various factors, including the overall economic conditions and the effectiveness of monetary
policy. An excessive and uncontrolled expansion of the money base can lead to economic
instability, uncertainty, and distortions. Misallocation of resources can occur as the value of money
erodes due to high inflation, potentially discouraging productive investments and economic
growth.

In the context of East African countries, where economic conditions and policy environments may
vary, the relationship between changes in the money base, inflation, and economic growth is
subject to unique dynamics. Careful analysis of these variables, the specific economic conditions,
and the effectiveness of monetary policy is crucial to understand how changes in the money base
can impact inflation and economic growth. The work of scholars like Arestis and Caner (2010)
underscores the importance of considering these multifaceted relationships within the local context

when formulating monetary policies and economic strategies (Arestis & Caner, 2010).

2.3.Empirical Literature Review

In his 1993 study titled "The Role of a Macroeconomic Factor in Growth," Fisher explored the
connection between inflation and economic growth. He analyzed data from 93 countries, focusing
on various macroeconomic indicators, including inflation. Fisher used a straightforward regression
approach to investigate this relationship. His research revealed that inflation affects economic
growth negatively. This impact occurs by reducing investment and diminishing the rate of
productivity growth. Fisher also argued that inflation distorts price mechanisms, leading to

inefficiencies in resource allocation, which, in turn, negatively affects economic growth.

The study (Sumon & Miyan, 2017) explored the 30-year period of Bangladesh's history to identify
whether inflation was linked with economic growth in this country. Their findings based on the

Johansen co-integration test and the two-step Engle-Granger test indicated a significant positive
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relationship between these two variables. However, these correlations were primarily visible in the
long-term perspective such as approximated figures based on five-year periods. It should also be
noted that the analysed country had two-digit inflation rates multiple times throughout the analysed
decades, which characterizes its economy as a relatively unstable one. Another piece of evidence
about developing states was provided by (Ahmad, 2022) who investigated the relationship between
inflation and economic growth in Pakistan. According to their findings, the first variable had an
adverse long-term effect on the second one if its prominence reached two-digit values. However,
moderate levels of stable inflation boosted trade and facilitated economic growth due to the

positive effects on the agriculture sectors and other industries.

In Ethiopia, (Teamrat, (2017) the objective of his study was to examine the main factors of inflation
using data for the period from 1975 to 2014. The study employed the ordinary least square method
to test for the existence of a short-run and long-run relationship between inflation and its
determinant variables. The co-integrating regression considers only the long-run property of the
model and does not deal with the short-run dynamics explicitly. For this, the error correction from
the long-run determinants of inflation is then used as a dynamic model to estimate the short-run
determinants of inflation. The exceptional empirical result of this study is that the GDP
significantly and positively affects the inflation rate in both the short and long run. The explanatory
variables accounted for 98% of the variation of inflation during the study period. This study
suggests that broad money supply is to be controlled and gross national saving is to be encouraged

to reduce inflation in the country.

(Mallik & Chowdhury, 2001) conducted a study spanning various periods for countries such as
India, Bangladesh, Sri Lanka, and Pakistan. Their findings revealed a significant and positive
connection between economic growth and inflation across these nations. Interestingly, the
sensitivity of growth to changes in inflation was found to be less pronounced than the sensitivity
of inflation to changes in economic growth. These results highlight the potential for inflation to
drive economic growth under certain conditions while acknowledging that the relationship is not

linear.
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In the Sri Lankan context, (Ahamed & Seeni, 2017) used the Auto Regressive Distributed Lag
framework to estimate the impact of inflation on economic growth. According to their findings,
these two variables were negatively correlated. At a practical level, a 1% increase in inflation
decreased GDP figures by $3,427.94 million in the short-term perspective with the adverse long-
term effect amounting to $107,263.8 million. These considerations further implied that national
rates had to be closely monitored with appropriate micro- and macro-economic policies being

promptly introduced to prevent these negative outcomes.

2.4. Review of related Literature in EAC

(Wilson & Muthoga, 2023) investigated the impact of interest rates on the economic growth of
Kenya, focusing on lending interest rates and central bank rates over a longitudinal period from
2001 to 2020, with data obtained from central bank financial reports. The study revealed that
commercial banks consistently had higher lending interest rates compared to central bank rates
over the research period. Lending interest rates showed a positive but statistically insignificant
relationship with GDP, while central bank rates had a positive and statistically significant
correlation with GDP. In a combined model, the study confirmed that interest rates do significantly
impact economic growth in Kenya, with central bank rates playing a more substantial role in this

effect.

Secondary evidence from (George, (2022), examines the relationship between inflation and
economic growth in Kenya from an analytical and empirical standpoint. The paper applies the
autoregressive distributed lag (ARDL) bounds testing approach and the multivariate Granger-
causality test using time series data covering 1970-2019. Structural breaks in the time series were
also conducted using the Perron (1997) (PPURoot) and Zivot-Andrews (1992) (ZAU Root)
techniques. Incorporating structural breaks into time series increases statistical inference's overall
validity. Inflation and economic growth in Kenya were found to have structural breaks in 1995
and 1991. These years are marked by Kenya's economic, financial, public sector and institutional
reforms. The other findings of the study revealed that inflation has a statistically significant
negative influence on long-term economic growth. The multivariate Granger-causality results

showed a distinct short-run unidirectional causality from economic growth to inflation in Kenya.
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In order to ease the negative effects of inflation and the impact of the coronavirus on the economy
and the well-being of the people, the research suggests that the Kenyan government should adopt

wise and cautious measures in its monetary, financial, and fiscal policies.

A study conducted by (Nkikabahizi, Ndagijimana, & Musabanganji, 2017) investigated the
connection between inflation and economic growth, focusing on the period from 2000 to 2015.
Utilizing data on the Consumer Price Index and GDP, the research revealed a short-term negative
relationship between inflation and economic growth. The findings indicated that inflation had an
adverse impact on economic growth in Rwanda, particularly during the specified time frame. The

research also determined an inelastic responsiveness of -0.7 in GDP to fluctuations in inflation.

(Sibanda, Ncwadi, & Mlambo, 2013), conducted a study examining the impact of real exchange
rates on economic growth in South Africa. Using the Johansen cointegration and vector error
correction model, the study considered various factors, including real exchange rates, real interest
rates, money supply, trade openness, and gross fixed capital formation. The study's key findings
revealed significant insights regarding the relationship between real exchange rates and economic
growth in South Africa. It was observed that real exchange rates, gross fixed capital formation,
and real interest rates had a positive and beneficial impact on the nation's long-term economic
growth. Conversely, money supply and trade openness were found to exert a negative influence
on long-term economic growth. Notably, the study also highlighted the dual nature of currency
undervaluation: while it had a significantly positive effect on short-term economic growth, it acted
as a hindrance to sustained long-term growth. Consequently, the strategy of deliberately
depreciating exchange rates to stimulate economic growth was effective in the short term but
proved unsustainable over extended periods. These findings provide valuable insights for
policymakers and stakeholders in South Africa, emphasizing the importance of carefully managing

exchange rates and considering the long-term implications of economic strategies

(Loiboo, Luvanda, & Osoro, 2021) explore the relationship between population growth and
economic growth in Tanzania, a topic that has sparked debate globally. The research employed the
Vector Auto-regression (VAR) estimation technique, utilizing annual time series data spanning
from 1971 to 2017. The findings revealed a complex relationship, with both positive and negative
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economic shocks attributed to population growth, potentially influenced by government spending
on healthcare and child survival programs. The study ultimately concluded that in Tanzania,
population growth tends to stimulate economic growth and development. As a recommendation,
it suggests that the government should focus on ensuring that economic growth outpaces
population growth to meet the rising demand for services and employment for a large, healthier,

and better-educated workforce.

(Issa, 2017), investigated the connection between Foreign Direct Investment (FDI) and the
economic growth of four member countries within the East African Community (Kenya, Rwanda,
Uganda, and the United Republic of Tanzania) during the period from 1990 to 2015. They
employed the Fully Modified Ordinary Least Square (FMOLS) technique and verifies the presence
of panel cointegration to assess long-term coefficients. The results suggested that FDI has a
favorable and statistically noteworthy influence on economic growth in the majority of East
African nations, especially at a 10 % significance level. The study proposed that these countries
should maintain open economic policies to attract more potential investors, especially in sectors

that can promote economic growth and contribute to achieving their developmental objectives.

In another analysis found in the BNR Economic Review vol_13, it was revealed that the threshold
level of inflation in Rwanda was 5.9%, which was lower than the EAC inflation ceiling of 8.0%
and fell within the BNR inflation target. However, in the fiscal year of 2018/2019, inflation

dropped significantly to 0.9%, which was far below the inflation target.

Considering these various studies conducted using different types of data and time periods, it
becomes clear that there is a need for new research in EAC member states that takes into account
how technology and innovation influence inflation and economic growth in East Africa.
Investigate the impact of digitalization, technological advancements, and innovation on
productivity, which can influence both inflation and growth., conducting sector-specific studies to
understand how different sectors of the economy in East Africa respond to inflation drivers.
Focusing on key sectors like agriculture, manufacturing, and services to identify potential
variations in the impact of inflation on economic growth, investigate the relationship between

financial inclusion, access to credit, and economic growth in the context of inflation. This updated
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research can provide valuable insights into how changes in inflation affect economic growth and
can help policymakers develop effective strategies to maintain stable prices and promote
production. Additionally, this study can assist authorities in evaluating how the GDP growth rate

responds to fluctuations in the general price level.

2.5. Conceptual framework

A conceptual framework is a useful analytical tool utilized in various contexts and formats. Its
purpose is to differentiate between concepts and structure ideas. Effective conceptual frameworks
encapsulate real elements in a straightforward and practical way. This section outlines the

independent variables, dependent variables, and intervening factors in the study.

Independent variable Dependent variable
Population growth rate Gross Domestic Product
Foreign Direct investment (GDP)

Money base

Interest rate
Exchange rate

Intervening variable

Government policies

Figure 1: Conceptual Framework

Figure 1 above shows independent variables such as inflation and factors influencing that variable,
which are interest rate, Foreign Direct Investment, money base and population growth rate.
Dependent variable such as Gross Domestic Product. There are also intervened by Government
policies, that ensure price stability and other monetary policy objectives like economic stability
through conducting price-based monetary policy, which uses interest rate as an operating target to

control the amount of money in the economy and influence other macroeconomic activity
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CHAPTER 3: RESEARCH METHODOLOGY

3.1. Research Design

(Leavy, (2022), defined Research design, often described as the backbone of a research endeavor,
functions as the cohesive element that binds all components of a research project. In essence, it
serves as a blueprint for the intended research work. Social scientists define research design in
various ways; for instance, Jahoda, Deutch, and Cook offer different definitions of it “A research
design is the arrangement of conditions for the collection and analysis of data in a manner that

aims to combine relevance to the research purpose with economy and procedure”.

To satisfy the objectives of the study, the researcher used quantitative research design. Quantitative
research entails the gathering and analyzing numerical data, enabling the identification of patterns,
calculation of averages, testing of causal relationships, making predictions, and extending findings
to broader populations. (Blau & Schwartz, 2018). Economic Growth was used as a dependent
variable, and inflation, FDI, population growth rate and interest rate. Various statistical methods
were employed to summarize and display the data, followed by the utilization of the OLS
econometric approach to establish a clear cause-effect relationship between inflation and its

drivers, thus enabling us to make more accurate forecasts of future trends.

3.2. Source of data

The research utilized secondary data collection. Secondary data refer to information that has been
previously collected from primary sources and is readily accessible for researchers to employ in
their studies. These secondary data cannot be traced back to the level of individual cases of
statistical units. These secondary data included the information on Gross domestic product and
those on each driver of inflation. These data were obtained from the websites of the World Bank.
The dataset spans the period from 2000 to 2022. Past research studies, literature, libraries, and
articles were used as valuable sources for gaining insights into the issues. The researcher
thoroughly examined journals from online newspapers, archives, and other relevant media sources

to gain a deeper understanding of the studied variables.
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3.3. Methods of Data Analysis

This study used both descriptive and econometric analysis in the analysis. The descriptive statistics
shows the current and variability of the variables in the four (4) countries. STATA software version
16 and EVIEWS 10 were used in the analysis of the panel data. An Ordinary Least Square (OLS)
was used to determine the relationship between the variables.

3.3.1. Descriptive statistics

Descriptive statistics refer to concise summary measures used to depict a dataset, whether it
represents the entire population or just a sample from it. This approach focuses on numerical data
presented in tables or graphs and encompasses the techniques for analyzing such data. Descriptive
statistics encompass measures of central tendency such as the mean, mode, and median, along
with measures of variability like the standard deviation, minimum, maximum values, kurtosis, and
skewness. Analyzing data descriptively is essential because it aids in assessing the distribution's
normality (Adam, 2022).

3.3.2. Normality test

Normality test is often the first step in analyzing data. The normality test is employed to assess
whether a dataset can be accurately represented by a normal distribution and to calculate the
likelihood of the random variable behind the dataset conforming to a normal distribution (Vaclavik
& Sikorova, 2019). One of the most famous tests for normality of regression residuals is the test
of Jarque-Bera. (Samunderu & Murahwa , 2021) the Jarque-Bera test is described as an evaluation
of how well sample data's skewness and kurtosis align with a normal distribution. The test statistic
used in the Jarque-Bera test is consistently a positive value, and if it significantly differs from zero,
it implies that the sample does not have a normal distribution. A hypothesis test formally tests if
the population represented by the sample is normally distributed. The null hypothesis states that
the population follows a normal distribution, while the alternative hypothesis suggests that it not
normally distributed. Prism employs the conventional threshold of 0.05 to determine if the data
has passed the normality test. When the P value exceeds 0.05, the response is affirmative, whereas
when the P value is less than or equal to 0.05, the response is negative
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3.3.3. Stationary test

Stationarity holds significant importance as it forms the foundation for various invaluable
analytical tools, statistical tests, and models, upon which they rely. Stationarity implies that the
statistical characteristics of a time series, or the process responsible for creating it, remain constant
over time. A time series is considered stationary when its statistical attributes, such as mean,
variance, and covariance, remain consistent over time, or when these properties are not time-
dependent. Unit root tests assess whether a time series variable is non-stationary and possesses a
unit root. The null hypothesis typically assumes the existence of a unit root, and the alternative
hypothesis can encompass stationarity, trend stationarity, or explosive root, depending on the
specific test applied. The Dickey-Fuller test is designed to evaluate whether a unit root exists in an
autoregressive time series model, serving as the null hypothesis for this assessment (Perron, 1990).
The Augmented Dickey-Fuller test (ADF Test) is a widely employed statistical examination to
determine the stationarity of a specific time series. It assesses the null hypothesis, which states that
the presence of a unit root in the time series sample. A more negative ADF test statistic implies a
more robust rejection of the unit root hypothesis at a certain confidence level. Testing for
stationarity is crucial because it can significantly influence the validity of regression result (Saleem
& Sial, 2015).

3.3.4. Heteroskedasticity

Heteroskedasticity, also known as heteroscedasticity, means "differing dispersion."” In the context
of regression analysis, it signifies that the error variance (6?) is not constant for all values of the
independent variable(s). In simpler terms, it indicates that the spread or dispersion of the error
terms varies as the independent variable(s) change. When the error variance is not consistent, it
can lead to challenges in the statistical analysis of the regression model. This is significant because
it violates a fundamental assumption of classical linear regression, potentially affecting the

reliability and validity of statistical inferences drawn from the model (Gujarati & Porter, 2009).
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3.4. Description of Variables and Specification of Model

This part describes the variables used in this study and specifies the model built.

3.4.1. Description of Response variable

The Response variable is the expected effect, and it resp