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The Kenyan insuranc 

development. It is in thi 

STRACT 

indu tr pin s a critical role in financial and economic 

th .. t understanding how inflation affects the sector and 
specifically invc ·tm nt "ill hd1 mnk' sound business decisions. Inflation is expected 
and has b n prov I l \ thts :tud to have a weak negative effect on the insurance 

th llu of investments products. 

Tht pmp\) ~)r th tud i · to investigate the effect of inflation on investment among 
in~uran'' · 1mp mic · in Kenya. This study was conducted through the use of a descriptive 
d ·..;ign. The target population for this study was 46 insurance companies in Kenya. The 
·tudy u ·ed purposeful sampling to pick 35 insurance companies authorized to transact 
mi cellaneous class of insurance business and by extension bid bonds business. The 
econdary data was collected from the companies audited financial statements, the central 

bureau of statistics and also CBK. The data collected was run through various models so 
as to clearly bring out the effects of change in inflation on firm's investment. The results 
obtained from the models were presented in tables 

The study concludes that inflation have a negative influence on the investment among 
insurance companies in Kenya. Inflation has a coefficient of -0.0668 which indicates that 
inflationary environment are detrimental to insurance investment. IIigh inflation brings 
with it le s predictable returns on capital purchased and the al o the expectation that 
demand will fall in the future while low inflation will encourage inve tment and a help 
bu ine e de\lelop a long term vie\ . 1 he tudy recommend that central bank hould 
con entrat on tho e policic " hich keep the inflation rat b low the first thr hold 
b cau ·e it may be helpful for the achievem nt nd nhan 
im· tment. 'I he companic ' management hould en urc that g d c rp rat p lict~'> ar 
implcm ntcd by the in. urancc companic off t the ef[i t of this rna ro-

me up with tru tur d oluti n , nd 

the I eel of inf1ati n. 

\ 
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PTERONE 

I TRODUCTION 

1.1 Background o th ' tud. 

The relationship l ·t" n inn tli< n and economic activity has long been of interest to 
cconomi ·ts ll ·nth n r · ·d d somewhat during the period of generally low and stable 

and early 2000s; however, with inflation resurging throughout large 
parts )r th · ' rld. particularly in less developed countries, and threats of deflation 
d ·~wher . thi que tion has returned to the fore (Li, 2006). 

1.1.1 Inflation 

Int1ation is an economic and monetary phenomenon which challenges almost every 
national economy in the world. Even though it can appear under various intensities and 
forms it always concerns monetary authorities, because accelerating inflation threatens to 
destroy the economic substance of every country. Inflation is the overall general upward 
movement of prices of goods and services in an economy and it's usually measured by 
the consumer price index (Cost-of-living indices), the producer price index, wholesale 
price indexes and the employment cost index. Other measures include commodity price 

indices. core price indices and GDP deflator. 

Inflation reflect a ituation where the demand for good and ervice e ceed their 

e onom (Hall 2002). Inflation cause man di t rtion in th econ m . lt 

who are retired and living n a ti ed in m When pri c n tht;Sc 
con umcr annot bu ·a. mu h a. the ' c uld pre iou ly. I hi dis ur 1 t.:S ·avings du t 
the f: t that the m ncy 1 w rth m re pr . ntly than in thc future . 1 hi c ·pc tation 
n.:du cc nom1c fO\\ th b au the c nom ' nccd a ccrt in lt.:vd ol \\Ill , to 

m n in • tm nt "hi h boo t on 1111 gro\\ h. ' I ), inflati{ n m · it h rdc · I )f 

bu in t pi n r th utun:. h L ' ry di 1cult to idc how mut:h to 1 r du c 



because businesses cannot predi th iemand for their product at the higher prices they 
will have to charge in order to COYCi ,heir costs (Aghion et al., 201 0). 

1.1.2 Investment 

Investments ref~ r to th • t r :lpitnl in cstcd in buying financial assets and securities. 
It is putting mon · H\1 s( t}h.'thin 1 with the expectation of gain, that upon thorough 
unalysis, h 1 • 1 lu •h I· t ' of security for the principal amount, as well as security of 
rt:tum. \\ ithin un · · ted period of time (Graham and Dodd 2001). They include the 
inv ·~tm ·nt · m de in hares, bonds and equities. Most insurers do not report a separate 
',ltcgory r ·h rt-term investments but instead include them in cash or investment in 
·e ·uritie . h rt-term investments include primarily short-term fixed income instruments 
uch a commercial paper and T-bills. 

The e investments are reported at either fair value or amortized historical cost which, due 
to the short-term nature of the instruments, approximates fair value (Lee, Petroni and 
Shen, 2006). On the other hand, long term investments include stocks and bonds of other 
companies and real estate. Given the importance of business investment as a determinant 
of output growth and contributor to aggregate supply, much recent work has focused on 
the determinants of inv stment (Hussain, 2005; Aghion, Angeletos, Banerjee and 
Manova 201 0). 

1.1.3 Relation hip between Inflation and Inve tment 

Inflation. a tax on real balance reduce real return to a ing which in turn cause an 
informational friction afflicting the financial tem. The e financial mark t fri ti ns 
n: ·ult in red it rationing and thu limit the aYailabtlit of imc tmcnt and finall this 
reduction in inve tmcnt adYcr. ely impact ec nomic gr '' h ( u. 2 ). 'I he major ciTe t 
o intl tion on fim1 is to di courage inve. tm nt. I Iigh tnllati n brin 1 

• with it lcs 
pre iictablc r tum on apital pur h d md the' I. the c:p tation th t demand will fall 
in th future. 'I hi di tm tm nt i th~.: \\ h~ the 

nt ti n. L \ ·in Hi n '' ill en u in\'c tm nt nd hdt 



According to Bloom, Bond and \'ar: Reenen (2007), inflation causes uncertainty about 
future prices, interest rates, and e L nnge rates, and this in turn increases the risks among 
potential trade partner , di ur gin trade and investment. The uncertainty associated 
with inflation increa th ri. k , s~) 'i'lkd with the investment and production activity of 
firms and mark ts . 

More lbnnall ', th ·r · i .111 \. k.nsi literature on the effects of uncertainty on investment. 
s ' 1ball ·r,1 .. ( ( I n t • . th · structure of the model determines whether the effect of 

um: ·ttltinty will h' ncgati c or positive. With risk averse firms, the effect is negative 
( 'raint. . 'ith competitive firms and symmetric (quadratic) adjustment costs, the 
dlcct r uncertaint · i positive (Abel, 2003). 

Yertime a the cost of goods and services increase, the value of the Kenya shilling has 
c ntinually fallen. Meanwhile the annual rate of inflation has fluctuated from time to time 
o er the past fifteen years. Inflation also adversely affects capital accwnulation and 
in estment and deteriorates income distribution. Inflation hurts economic growth through 
declining Financial Development especially by damaging the operation of financial 
markets including insurance. 

1.1.4 In urance Companie in Kenya 

The insurance sector can play a very important role in the development of the private 
sector and the modernization of the securities markets. By covering economic and 
financial ri k it enables enterpri es to better manage their financial affair and protect 
hou hold from the financial lo ses ari ing from accident and injurie . In addition, th 
indu tl"). e p ciall) the life in urance ector, mobili.1e l ng-term ·a ing that an 
fa ilitat the financing of both enterpri 

mu h 1 nger maturity than traditional loan. fr m the banking ·c tor I h hk .. l ). 

In r cr to play it c onomt nd tlnan ial r h.: the in:uran e c l< r r quire 
nd libcral rc ul tion th t pr vide •1dcquat im:entivc r t 

mp m 

rc ulati n mu t im t r tin 

innm· t . A 

r t th t i < n t n ' nu .. 



by qualified companies and fa ilitat the exit of insolvent firms . It must also aim at 
safeguarding the stability of the se or and the solvency of individual companies and at 
protecting the interests ofpoli ) h lders. 

insurnn'' 'ompanics in Kenya. All are members of AKI the 

I is involved with protecting, promoting and advancing 
the comtnoll 1111 ·r • ·t { f m mbcrs, and acting as a mediwn of consultation and 
C<Hl1111ltni · 1ti m "ith th · .iovcrnmcnt. AKI is involved in promoting knowledge of 
u\surun · -. ' th ·ring data information and the market statistics from members of the 

rding to a survey done by AKI on the market in 2007, it is clear that the 
indu ·tr) h· not penetrated the insurable market. In 2007, the industry contributed a 
marginal_. ·oo ofthe GDP. 

1.2 tatement of the Problem 

Recent data from the central bank of Kenya show that Kenya has been experiencing high 
le els of inflation in the last three year (CBK, 2011 ). It is for this reason that the 
government has directed a lot of effort towards the stabilization of the high rates of 
inflation being currently experienced in the country. High inflation rates are viewed to 
have adverse effects on the companies especially those in the financial sector in the 
country in many of its aspects. One is therefore left to wonder if inflation has any effect 
on the investment decision of the companies. 

The relation hip bct\vecn inflation and investment remain a contr cr ial one in b th 
theory and empirical finding with po iti e, negati e and e en no r lati n hip bctwc n 
the two b ing c cmplifi d. barlicr tudic ho\ mt r ult ab ut the rclati n hip 
b t\\CCn inflatiOn and inv tment. I· \\' pr di t ncgati\ c r l tion. hip ( 'usir and anna, 
2010: Li 2006) \\hilc other confim1. itivc rclutt n hip bct\\ccn inllation and 
im tm~::nt Lu , \9 1 Jlik , nd wdhury. - 1 and ,iJiman d a\. 2002: 
1:. tim hin ki 2011 . R nt lit raturc. h \\c\t.:r cmph tz thc c i tcn c 
n n lin r rei, ti n hip t o ' ri bl nd upp rt 

ti n r m t im• tm nt hil hi ,h r infl ti n ntl: 



negative effect on investment (K mn nd Senhadji, 2001; Sweidan, 2004; Lee and Shin, 
2000; Hussain, 2005). Aghion. et 1., (20 1 0) demonstrate that a negative relationship is 
particularly strong in le d v l p~.:d ountri s, where prices also tend to be more volatile. 
Yet despite this fa t nd p rh 1 :s \: ing to data limitations, most empirical work in this 

area has focu d on I ountrics. Moreover, these studies tend to focus on 
country or indu ·tr im till •nt a grc latcs, which pose challenges for identifying the 
precis · ·h 11111 ·I 1111 u h hi h inflation uncertainty reduces investment. 

Lo · tl ,· tudi · · h ' b ·en conducted on the effect of inflation. Opati (2009) did a study on 
·usu1l r ·lati n ·hip etween inflation and exchange rates in Kenya and found a positive 
r luti n~hip. Iaina (20 1 0) did a study on the relationship between inflation and Financial 
Perf nuance of Commercial Banks in Kenya and found that they always hedge 
them elYe and so not very significantly affected while Masila (2010) conducted a study 
on the relationship between inflation and land prices in Kenya the case of Nairobi and 
elected en irons and noted that inflation causes a rise in land prices. To the best of the 

researchers knowledge, none of these local and international studies has ever focused on 
the effect of inflation on investment among insurance companies. The study therefore 
seeks to fill this gap by investigating the effect of inflation on investment among 
insurance companies in Kenya. 

1.3 Objective of the tudy 

The objecti e of the tudy i to in estigate the effect of inflation on in e tment am ng 
in uran e companic in Ken a. 

1.4 ignificanc of the tud 

'I h~.: gov~.:rnmcnt thr ugh th~.: cntral bank ha th~.: r~.: p n. ibilit • of cnsurin 1 that th 
pr~.:v, ilin 1 rate of' inflation is favora I' to th c on my. 'I contain lu 1h rat o inflation, 
th g v mm m put in pia ~.: prud~.:m m n t ry p li : b · en urin 1 that r l\\ th in m nc.: 

uppl} r m in in t n I m \\ith c on mi tr n i nd yen urin t hilit ' < l the hillin 1 

tr in in r 



of the level up to which the rate ·in tion affects investment, the government would be 
able to determine the inflation rate. that would be necessary in a developing economy 
like Kenya. It is al o very n r t) determine how inOation affects investment as this 
would guide the gO\ mm nt in m 1kin) th ~ right economic policy adjustment necessary 
in containing inl1atl mtn I 'l: 1.·. 

The study woul I tl invaluahl to the investors in the insurance companies as it will 
pwvid · 111 in i •Ill n he' inflation on investment among insurance companies in Kenya. 
'ompam · n · · I t knO\: how inflation will affect investments. This is so that as they 

for· ·ast mt c n mic conditions, they can predict the effect on the interest rates that 
the) "ill charged. the cost of capital, the returns they can expect and how much capital 
g od the) can procure to expand their business. 

The financial institutions, investment bankers and others bodies involved with provision 
of capital. These bodies need to know how inflation will affect the interest rates that they 
can charge, the savings that can be made, the investments that will be made, the cost of 
capital, and all the linkage between the above factors. 



2.1 Introduction 

This chapter dL ·us 

PTERTWO 

LIT RATURE REVIEW 

th r. tuli s that have been done in the area of study. The specific 
areas cover ·d h r tn ·lu h.: th thcorctical review (economic theory, the fundamental 
theory 111d theory), concept of inflation, effect of inflation on 
inv · ·tm ·ut. '1111 iri ul r '' ic and the summary. 

mi u the rettcal explanations are documented in literature to explain the inflation 
inve tment nexu . The study is hinged on the fundamental theory economic theory, and 
the option pricing theory. 

2.2.1 The Fundamental Theory 

This theory argues that at any point in time; an individual security has an intrinsic or true 
value, which is the present value of the future receipts, accruing to the security holder. 
This iew is based on the assumption that the analyst needs to consider the major factor 
affecting the economy, the industry and the company when making investment decision 

(Daferighe and Aje 2009). 

To make an appropriate in estment decision, the en ironment v ithin the company and it 
reaction to that en ironment in terms of inve tment and financing p licie det rmin th 

futur net rc ipt . It i al o affected b th tate of national rnm nt 
con mt p I icics uch a· the ntrol of inOati n, the balan c r pa mcnt , g 'crnment 

budg tary and intcrc. t rate p lici (Dafl righ nd jc. 2 0 ) I h f c t ore< h c the ·c 

f th c mpany t tivitics. 

fund rm:nt , n ly i b u ed a a guide to in\'e tmcnt de i i n. the l U_' , nd ell 
d on th di l\\ th~.: 

n th m rk t th in tor h ul i bu nd II i tl m 

7 



greater than intrinsic pnce. The an :)tmt of discrepancy and speed with the market 
approaches an intrinsic value may ' regarded as indications of the degree of perfection 
in the market (Daferighe and j , _009). 

2.2.2 Economic Th ory 

Economic th or · ·.m r It t ith r a positive, negative, or zero effect of trend inflation . 
on the specific assumptions of the model. Tobin (1965) 

pr ·s ·n( · 1 11w I ·I ' h ·r inflation reduces accumulated wealth, which in turn raises 
l'llrt' ·nt ,· n mg . im c tmcnt, and growth. fn contrast, Stockman (1981) shows that in an 
··on 1111) "ith a cash-in-advance constraint on both consumption and investment, 
inllati n will 1 \ er investment. Sidrauski (1967) constructs a model of the super
neutralit) of inflation. 

c nomic theory re eals that developed financial sector mobilizes savings efficiently and 
reallocates the resources to productive projects and hence stimulates economic activities 
in the country. However, high rate of inflation worsens the efficiency of financial sector 
through financial market frictions and slows down the economic performance. Inflation 
tends to induce volatility in equity returns as well as lowers the real return on savings. In 
inflationary periods, governments are inclined to impose additional tax burden on the 
financial sector to reduce their budget deficits (Sepehri and Moshiri, 2004). It is observed 
that inflation impedes the performance of financial markets by reducing the level of 
in e tment in the economy. 

2.2.3 Option Pricing heory 

The thcoreti al lit ratur concerning the effect of unccrtaint n bu inc · im e ·tment i 
in onclu iYe. Th traditional literatur a ·uming r , ·er ·ibilit f im cstmcnt uggcsts a 
p siti\'e impa t from un crtaint. n bu m inYcstmcnt l Iartman, l 72 . th r . tudics, 
,,hi h rcali. ti all: que ·tion the a . . umpti n that irw stmcnt pcndin 1 1s 1 ric tl • 

a co t to ommittin an irwc tmcnt pr ~c t • nd h ndit t 

rcum nt in n nmcnt '' hich n he m cptu liz d u in 1 

pt i ll th 



Drawing on option pricing the P iyck (1988, 1991) generalizes this observation to 
show that uncertainty increa e. til. option value of delaying irreversible investment. 
Huizinga (1993) dra\ s on thi r~. ult to build a theoretical link between inflation 
uncertainty and redu dim stmc.;nt. 

2.3 onccpt of lnO.uiun 

In nat ion 1: th · n •t til ' n 1 a! upward movement of prices of goods and services in an 
l'l'(>tWlll 111 I i( 11 uull. m 'asurcd by the consumer price index and the producer price 
ind~ ·. Inlluti )11 m b' defined as the persistent rise in the general price level across the 
~con 1!11) l1\Cr time. fild inflation is considered to be desirable for economic growth and 
inv 'lm nt (Kite '. 2008). However, high and variable inflation, in general, leads to 
uncertaintie in income and expenditure decisions of the different groups of the society; 
di tort economic growth; lowers savings and investments; and makes more expensive 
co t of capital. 

Inflation is measured by observing the change in the price of a large number of goods and 
services in an economy, usually based on data collected by government agencies (White, 
2011 ). The prices of goods and services are combined to give a price index or average 
price level, the average price of the basket of products. The inflation rate is the rate of 
increase in this index; while the price level might be seen as mea uring the ize of a 
balloon, inflation refers to the increase in its siLe. There is no ingle true mea urc f 
inflation, becau e the alue of inflation " ill depend on the weight given to each g od in 
the index. The common mea ure of inflation include: nsum r price indexe PI ), 
Producer price indexc (PPis), Who\ ale price ind e (WPI ), c mmodit price indc es, 

DP deflat r. and bnplo mcnt co t ind 

1, ny pn 

t 

br 

k th pnc 

k th pn 

tatisti . nrc available t k ep t b n average pn e · ome, like th~.: 

e Indc . · ( PI or the Per onal on. umption I!. p~.:nditurc indc. (P I ~ , 
on umer p. • or thin . ther like the Pr du er Pri 1.: lnd .·e (l PI . 

1 r u~.: r r~.: i vc 

. lik th DP hi hi b Ill )(ll 



price statistics are more specializ d for example, the Employment Cost Index tracks 
changes in labor costs, and the lnh: rnational Price Program (IPP) tracks price changes in 
the foreign trade sector (Taylor. _QQ, ). 

The consum r pri ' tn PI is a w·i )hted price index which measures the monthly 
change in th pn · · I, .lnd : rviccs. The spending patterns on which the index is 

• 1 ·h ar mainly using information from the Family Expenditure 
1 ·nditur' of some of the higher income households, and of pensioner 

hou: ·h{1\d · mainl) dependent on state pensions, is excluded. As spending patterns change 
ov ·r tim . the \\eightings used in calculating the CPI are altered. 

Pr ducer price indices (PPis) which measures average changes in prices received by 
dome tic producers for their output. This differs from the CPI in that price subsidization, 
profit . and taxes may cause the amount received by the producer to differ from what the 
consumer paid. There is also typically a delay between an increase in the PPI and any 
e entual increase in the CPl. Producer price index measures the pressure being put on 
producers by the costs of their raw materials. This could be "passed on" to consumers, or 
it could be absorbed by profits, or offset by increasing productivity. In India and the 

nited tates, an earlier ·ersion of the PPI was called the Wholesale Price Index. 

Commodity price indices, which measure the price of a selection of commoditie . In the 
pre ent commodity price indices are weighted by the relati e imp rtance of the 
component to the "all in" co t of an employee. ore price indice : be au c [i d and il 
pnc can hange quickl due to change in upply and demand c nditi n in the fo d 
and oil mark t • it an b diffi ult to d tc t th I ng run tr nd in pri lc el. when th ·e 

als rep rt a m l sur r 'core..: 
int1 tion' "hi h n:movc the most ,. latilc c mp ncnts ( uch as fl d and oil rn m 

br d pri c indc. · like th lc ted b · 11l 11 run uppl · 

ntr I b nk rd) on it tl h tt r nH.: ur th~ 
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2.4 Effect of Inflation on Invest cot 

It has been shown that inflation at f t investment in several ways, mostly inhibiting 
investment. The em ct f intl ti n n inv tment occurs directly and indirectly. Inflation 
mcreases transact! n 1ntl information costs, which directly inhibits economic 
developm nt. I• )J' ' h n inflation makes nominal values uncertain, investment 
plmmin, b ··om Iiiii ult. Indi iduals may be reluctant to enter into contracts when 
inll 1tion · lllll~ll b · pr • 1 ted making relative prices uncertain. This reluctance to enter 

Ill inhibit investment which will affect investment. In this case 
inl1ution "til inhi it investment and could result in financial recession (Hellerstein, 
19 7). ln an inflationary environment intermediaries will be less eager to provide long
term financing for capital formation and growth. Both lenders and borrowers will also be 
le willing to enter long-term contracts. High inflation is often associated with financial 
repres ion as governments take actions to protect certain sectors of the economy. For 
example interest rate ceilings are common in high inflation environments. uch controls 
lead to inefficient allocations of capital that inhibit investment (Morley, 2001). 

Recent studies have concentrated on the impact of inflation on output, investment, 
producti ity and growth in the short run and long run while others have concentrated on 
welfare costs of inflation. In the former models, the growth rate of the economy is the 
dependent ariable ' hile the inflation rate i the xplanatory ariablc. 1 hey have hown 
that the effects of inflation on growth work through the effect f inflation on the 
productivit) of im e tment (Barro 2006· Levin and Rene It 1992). It ha thcr fore ftcn 
b n ugge ted that a table macr on mi envir nm nt pr m t gr wth b pr viding 
a mon: c ndu iYe m ironment for pri ate in e tment. 

Ju t a the litcratun.: on the of inllati n on gr '' th. th litemtur on the 
un at inty-inn: tmcnt rdati nship i at o di\'i i\'c. I· r c amp\ . .t alkro (200 l m tc 
th t th tru tur of th modd d tcnnin \\ hcthcr the ffc l of un crt tint; on im c. tmcnt 

ti r p itiv . In ith ri k- ' firm th 

n ti th y r r in r m 1 n •-t rm in tm nt. 11 rtc .. ( 00 
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use a cash-in-advance model t that risk-averse agents tend to save more during 
periods of uncertainty. Thi p ol of. dditional savings will lead to higher investment and 
growth. On the other hand, in m icL (~.:.g. Hartman, 1972; Abel, 1983) with competitive 
firms and symmctri ( lU'l ra ti n iju::;tm 'nt costs, the effect of tmcertainty is positive. 
When investment 1 p )~I )11,\l k l ut itT 'vcrsiblc, i.e. with asymmetric adjustment costs, 
uncertainty · ut u 11h h . ff ·t in cstmcnt (Dixit and Pindyck, 2003) . As noted in 
Pinu ·k ·u• 1 00 ), the decision to invest is like an option. Firms can either 

in e ting, or delay the investment and continue to hold the option. 
(ir ·ut ·r un · rtaint rai ·c the option value of waiting in the sense that it raises the 
r ·quir d rut f return on current investment projects, resulting in the postponement of 
·ome im e tment project. 

The tructuralists believe that inflation is essential for investment, whereas the 
monetari t see inflation as detrimental to investment progress. arlier works (Tun Wai, 
1959) failed to establish any meaningful relationship between inflation and investment. A 
more recent work by Paul, Kearney and Chowdhury ( 1997) involving 70 countries (of 
which 48 are developing economies) for the period 1960-1989 found no causal 
relationship between inflation and investment in 40 per cent of the countries; they 
reported bidirectional causal ity in about 20 per cent of countries and a unidirectional 
(either inflation to in estment or vice versa) relationship in the rest. More intere tingly, 
the relationship v a found to be positive in orne ca es, but ncgati e in thcr . Moreover, 
mo t of the e studie arc conducted in developed countrie · who c tratcgic appr ach and 
financial footing i different from that of Ken a. Thu thi tud ught t t bli h the 
r \at ion hip that c. ·i t in the Ken ·an a. . 

n trand of the thcor ti al litcratur h p intcd t ward a p itiYc relation. hip 
b t\\~.: n un rt int · and im•c ·tm nt ( b I 19 Hartman 1 72) . In b th n: ult 

from the r~.: liz ti n that i th linn pr fit fun tion i om·c. · 111 pn · .md 
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depend almost entirely on the 1 i f capital and its expected marginal profitability, 

which, as in Abel and Hartman. is tmv x with respect to prices. A Jensen's inequality 

argument shows that th ptim I n.; ponsc to uncertainty is to increase investment. In 

contrast, when comp titi n is imp rr· ·t, an increase in investment today makes it more 

likely that a firm will 1 m n ha 'too much capital relative to its desired level. When 

adjustm nt costs 11 tri (i.e., net of direct costs, it is more costly to reduce 

capital th 111 t l in., 1 · it ha ing too much capital is worse than having too little. Here, 

the un · ·rt.tinl) -im • tmcnt relationship can turn negative. 

I ciru (-0 0) n te that the fixed discount rate assumption of other studies is tantamount 

to ri k-neutralit\ . He builds a model of investment that incorporates shareholder risk 

aver ion and demonstrates that the uncertainty-investment relationship becomes 

indeterminate in this framework. 

Pindyck (1991) looks at the case of irreversible investments (i.e., largely sunk costs that 

cannot be recovered), focusing on those for which delay is possible and allows the firm to 

gather new information about prices and other market conditions before making the 

investment. While firms do not always have the opportunity to delay investments. they 

may for example, be subject to a short-lived strategic window. he argues that in mo t 

cases delay is feasible. In such case, the standard rule of investment decision , which ay 

that a firm should invest in a project when the pre ent value of it expected net ca h now 

exceeds its cost is no longer optimal. When inve tment are irre er ibl and dcci i n 

in e t can be postponed, increased uncertainty make firm more r luctant t invc t. 

Bloom (2000) how that \ hilc the r al ption ffc t f unc rtaint c n plain 1 rg, 

cla ti itic of hort-nm investment. it d c n t affc t long-t rm im trn nt lie p int out 

that \\bile rc 1 option motive increa. c th inv stment thr hold. reducing mvestment in 

time of. trong demand. they al. IO\ cr the di. in\'e trncnt thre h( ld r du in ' the rate of 

i ime tml:nl \\hl:n d mand i weak. In both c t. It pushe 1rm 

r m th ir in t ntane u Jy 1 timal v I o but it d tu I n '·h:nn 
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levels of initial fixed assets li r tt tl scope for downward adjustment, this reduced 

threshold for disinvestment rna) bt le of a factor. As shown by a number of authors 

(Caballero 1991, Lee and hin _000) when starting from a base of zero initial capital 

stock, the real option ff run' rt, int unarnbiguously reduces investment. 

2.5 Rmpiricnl R vi " 

Among th · n1 Ill • ·mrm al ·tudics that have tried to assess the effects of inflation on 

inv ·situ ·nt. 1 • n •ral agreement has only emerged that high inflation is bad for 

invt:slm ·nt h " 'cr. fi r low inflation rates say between 10 and 15, there is no consensus. 

idrau ' ki (I 7 e tablished the negative relationship while Tobin (1965) established the 

po itiYe impact of inflation on investment commonly known as the Tobin effect. 

umerou others point to the possibility of a positive relationship. Hartman (1972) and 

Abel (1983) demonstrate that uncertainty increases investment when adjustment costs are 

convex and the profit function is convex in prices. Dotsey and Sarte (2000) show that 

precautionary savings can also produce a positive correlation between inflation variability 

and investment, while Caballero (1991) shows the relationship between uncertainty and 

investment depends on industry structure. Some degree of imperfect competition is 

required for a negative relationship between inflation volatility and investment even in 

the presence of asymmetric adjustment costs. 

Khan et al. (200 1) estimate the threshold level of inflation, for 168 countrie by u ing 

LL estimation beyond which inflation had powerful negative effect on all mea ure 

of financial dept and below which inflation had in ignificant or en po iti e effect n 

financial depth. The founded that inflation betv e n th range f 3 t per cnt had 

n gati\' impa t. 1 lain and ichol (1994) u d ncv I d lop d time scrie. 

tc hniquc to tc ·t for a long-run relation hip b tm.:cn inflatt n and investment b · usin, 

L tim. cries data from 1929 t 19 7 . urprisingl · thcs , uth r found that 

in\'l: tml:nl and inflati n rl: posith ely orrd t d t c h ther. '1 h v r 'tll.:d that thi s 

fin in , i on i tl:nt "ith th int rprd ti n th t thl: in me tk t 

vin th in m 1 t H h r t I \\ th r ' I el t < un I nd th t l n 1 ri 



movements from inflation incr 1 e '11 corporate wealth, all leading to higher real 

investment, not lower. 

Li (2006) estimate th n n lin r r'lationship between inflation and investment for 27 

develop and 90 d I pin 1 ')ltntri~.:s over the period 1961-2004. He found that the 

efficiency of inv' tm ·nt i.· th ·hann I through which in11ation adversely and nonlinearly . 
affects c ·omHnt · tm slfn •nt Moreover, at low to moderate inflation, specifically, below 

untrics and below 42% for developed countries and inflation even 

hus u -:ignili ·•mth p ·iti c effect on the level of investment. Chadha and Sarno (2002) 

n:port n.: ·ult based on Kalman filtering on the price level, where the transitory 

camp nent of price olatility has a more substantial impact than the permanent 

component on the ratio of investment to output for the US. 

Holland (1993) summarizes 18 studies of the empirical link between inflation uncertainty 

and real activity in the United States; 14 find a negative relationship, three are 

insignificant, and only one (Coulson and Robins 1985) finds a positive relationship. 

Ramey and Ramey (1995) demonstrate a strong negative relationship between business 

cycle volatility and mean investment growth rates in 0 CD countries and suggestive 

evidence in a broader set of 92 countries. 

Mallik and Chowdhury (2002) in their cross country evidence for four A ian countrie 

established a positive relation between inflation and inve tment. There ult indicated that 

the en itivit of in e tment to changes in inflation i larger than that of growth t 

change in inflation rate . 

. orne r ent tudic have found out that r ountry idcn ·up rts th yj \\' th t 

long h.:ml im·c ·tnu.:nt i. advt:r cl · af c ted by inflation. ·r h c includ K rmcndi and 

1 guir (I I c ( 1r gori ( 19 and mvth (I 4 . 'I hey II tublishcd that 

in!l, tion al\\ )' harm. inH:!-it111cnt h0\\1.:\ r \\1.: kit j • [ fl.: 1 ri "') c t lhlishcd, 

i nifi nt n~: ativc c.: ~.: t o in1htil n nd it v riability m in c.: tJncnt r 1.. tin 

rn ri n c untrit: . 



Friedman (1977) argues that inflati '1 ' ttility and uncertainty may render market prices 

a less-efficient system for coordinat ir g economic activity, thereby reducing a11ocative 

efficiency. When nominal rigidities arc present, inJ1ation uncertainty generates 

uncertainty about the r lativ pri '' f final goods and input costs. Even without nominal 

rigidities, Lucas ( 00 ) .tr lll 'S incr 'nscd inflation uncertainty accentuates firms real 

responses to obs ·r-vt..' I 1 ri ·~ 'ariation and worsens the trade-off between output and 

inflation. Fisdt ·r ,utd I di "iani (1978) systematically catalog a range of channels 

through whi ·h inllati n can affect real outcomes, including what they consider to be the 

focus of practical men: inflation makes it difficult to plan in the absence of knowledge 

about futme price . 

Valdovinos (2003) tested the proposition that the investment and the level of inJ1ation are 

negatively correlated in the long run and the result was a clear negative relation between 

the two time series. Fischer (1993) in his cross sectional and panel regressions for a large 

set of countries found out that there exists a negative relationship between inflation and 

Investment. This is because inflation reduces growth by reducing investment and 

productivity. Smyth (1992) estimated a negative relationship between inflation and 

investment in the United States of America. The results indicated that for each one 

percentage point increase in US inflation, the annual investment rate is reduced by 0.223 

percent. 

Other studies have been able to demonstrate that harmful effects of inflation are not 

universal but appear only over the ''threshold" level of inflation. Bruno and ·a tcrly 

( 1998) examined the relation hip between inflation and in cstm nt for 127 Latin 

American countrie for the period 1960 to 1992. I h Y found no cvid nc of an 

con j ·tent relation hip between inv tmcnt and inflation at an · lr qucn ·. I lowe\ cr, the , 

found that invc tmcnt fall. harp! during dis rete high inflation ens and then n.:covcr 

~urpri ingly trongly aftc.:r inflation falls. 'I hey argue that the nc ,ath·c a ( ciation 

b tween inflation and invc trm:nt i due to hi ,h inll tion epi de c P iully in the Ion, 

run. 



Some studies though have failed o t1blish a meaningful relationship between inflation 

and investment. Kearney and houd mt ( 1997) involving 70 countries of which 48 were 

developing countrie for th p riod 1960- 1989, found no causal relationship between 

inflation and inve tm nt in -t 0 o of tht: ountries. The relationship was found to be 

positive in some in others. 

Furia and . in th Journal of Applied Economics used a bivariate time 

s •tits 111\)d ·I in ·tu tn inflation rate and real output in Brazil and found out that 

p ·rmun ·nl inilati n ·hock do not have significant permanent effect on investment rates. 

Sar ·I t 1 Q attempted an alternative empirical investigation of the problem and 

concluded that inflation affects investment only if it breaches a specific ' threshold" rate 

f inf1ation but not otherwise. These mixed empirical results suggest that the relationship 

between inflation and investment is far from clear. 

Epetimehin, F. M. and Fatoki, 0. (2011) states the nominal returns on asset of the 

insurance Industry have been less than 4% annually. The real returns on asset of the 

industry have been negative over the period 2003-2007. The negative returns were as 

large as -16% during 2005 and 2006. For the 5year period of2003-2007, the average real 

return has been -10% per year. This means the real assets and shareholder equity of the 

company are being eroded at rate of about 10% per year since 2003.The enough rate of 

inflation magnifies the claims of life insurance. 

2.6 onclu ion 

Th theoretical literature concerning th effect of inflati n n bu inc tn stmcnt i 

incon lu iv . Empiri al lit rature ha indicated diffi rent r lati n hips b tw n inflati n 

, nd inv tm nt for dil fer nt countne and tudie ~. ·1 h e idcn c n the ciTe t f inflation 

on im c.: tmcnt has not alway provided kar ·upp rt th ugh it is 1CI1 rail; a ccptc.:d that 

intl tion h neg, ti\c effect n invc tmc.:nt. It i thi. r a on that motiv. t thi stud;. 

K in, dc.:v lopin, 

imp< rt nt t d t nnin h ' m ti 
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H TERTHREE 

3.1 Introduction 

This chaptc1 pr ·s 111 th mdhodology of the study. It outlines how the study was carried 

out. 'I h · ·h tpt ·c 11 • ·nt th · research design, the population, sample and sampling 

lL' ·lmiqu ·. dat II · tion method and instruments and data analysis. 

3. Rc · •arch De ign 

Thi · tud) was conducted studied through the use of a descriptive design. Descriptive 

re earch portrays an accurate profile of persons, events, or situations (Kothari, 2000). 

De criptive design allows the collection of large amount of data from a sizable 

population in a highly economical way. The method was chosen since it is more precise 

and accurate since it involves description of events in a carefully planned way (Babbie, 

2004). Therefore, the descriptive survey was deemed the best strategy to fulfil the 

objectives ofthis study. 

3.3 Target Population 

Target population in statistics is the specific population from which information i 

de ired gechu. 2004). The target population for thi tudy wa 46 insurance ompanic 

in Kenya. 

A. ampl 

'gechu (2 4 under ·cores the imp rtancc o lccting a rcpr cntativ sample throu 'h 

makin' a ~ampling frame. From the p pulation frame the rcqlllr d numbc1 of firm. w· 

order to make a • mple. 'I he tud ' u cd purpo ·rut amplin' to t i k 

mp, m Ia of insu .111 c hu in , nd 

n bu in 

tan ith purp in mind nd th thu 

m1 lin 

int t t 



and exclude those who do not uit ·he purpose. Saunders and Thornhill (2003) also 

posited that purposeful sampling 1. s ful when one want to access a particular subset of 

subjects. 

3.5 Data Collection 

Sccondar (ht t · lll ti n m thod was used in this study. The secondary data was 

collect · I fr 1m th · mpani '· audited financial statements, the central bureau of statistics 

und \1:1 ' I K 

3.6 Data nal~ lethods 

Data \\a anal zed using Statistical Package for Social Sciences (SPSS Version 19.0) 

program. Being that the study was descriptive in nature, both quantitative analysis and 

inferential analysis was used as data analysis technique. The data collected was run 

through various models so as to clearly bring out the effects of change in inflation on 

firm's investment. The results obtained from the models were presented in tables to aid in 

the analysis and ease with which the inferential statistics were drawn. The study used the 

under-mentioned multivariate regression model to best predict the change in investment 

due to change in inflation, GOP and Money Supply, with ratio of investment as the 

dependent variable and inflation as the independent variable while GOP and Money 

suppl [M ] were used as dummy variables as used by petimehin and Fatoki (20 tl) in 

their empirical analysi of the impact of inflation on the igeria In urance Indu try. 

y ~o + ~,x, + ~2X2 + ~]x] t- e 

\\'her : y Inve tment [In ] (91 da T-bill , commercial pap r , b nd , t k)frotal 

A 

B = on tant 'I crm: 

B1• B2• p and p1 = B ta cocftici nt · 

~ • 1= Inflation !lnfl ( n uml:r pn 

.. ' 2= (yf P· 

uppl 

c I rror t nn 

m u ply 



Cl PTERFOUR 

DATA 

4.1 Introduction 

This chapter pr '111 · 1h 11\IMnHHion processed from the data collected during the study 
• 

on efT~ ·t or tnll tdon n II\ stm ·nt among insurance companies in Kenya. The sample 

t:()lllp()S ·u )I' 1 in uran c companies authorized to transact miscellaneous class of 

in~uran · · t u ·in and b extension bid bonds business for the period (2007-20 11). 

4.2 De ·cripth e tati tic 

Table 4.1 : de criptive tatistics 

I 
Investment GDP Inflation Money supply 

Mean 0.4645 4.2467 8.1367 1024.3433 

Std. Deviation 0.2969 0.4567 2.1128 208.1460 

The study established that for the five years, investment had a mean score of 0.4645 and a 

standard deviation of 0.2969, GDP had a mean of 4.2467 and a tandard deviation of 

0.4567, inflation had a mean core of 8.1367 and a standard deviation of 2.1128 while 

mone upply had a mean core of I 024.3433 and a tandard deviation f 208.1460. 

rea onable level of con i tcnc i ob erved b tween the mean and tandard de iation for 

all variable . 

4. R gr . ion R . ult. 

In addition to de: riptiY naly i the tudy condu ted tion I < L multipk 

1 ctcd ind~.:p ndcnt vari, bk over the ri d 2 7~2 11 and r ult of 

im trn nt. 



4.3.1 Year 2007 Analysis and I tcr retations 

Coefficient of determination e.·pl1 n th extent to which changes in the dependent 

variable can be explain db) th hnnge in th independent variables or the percentage of 

variation in the dep~nd nt ' ri 1hl' (investment) that is explained by all the three 

independent variabl lnfl.\lt n 1DP and Money supply). 

Tnblc 4. : \' \ t:tti ti • for 2007 Data 

Adjusted R Std. Error of the 

Mod l R R quare Square 

1 .825a .680 .56 1 

I~I del ! Sum of Squares df 

1 Regression .257 3 

Residual .121 8 

Total .378 11 

Table 4.3: Coefficient of 2007 Model 

Unstandardized Coefficient 

Model B td. Error 

.015 

Inflation 

upply 

stimate 

.12285 

Mean Square 

.086 

.015 

tandardized 

oefficient 

Beta 

F Sig. 

5.677 .022 

4.58 .002 

- 1.141 

- .277 

-.1 -1 



The data findings from 2007 1ark t statistics were analyzed and the SPSS output 

presented in table 2 and 3 aboYe. r m th ANOVA statistics in table 2, the processed 

data, which are the population p. rmnetcrs, had a significance level of 0.022 which shows 

that the data is id al fl r nukin' n 'Onclusion on the population's parameter. The F 

critical at 5% le' l )r st 1niti ;ln ' was 2.8 4. ince F calculated is more than the F 

critical (valu 

tubk in ltbl • 

• 1 • thi . hows that the overall model was significant. The coefficient 

' · ' a u cd in coming up with the model below: 

lnv '.01 - .0 4 Inf+ 0.326 GDP- 3.451E-S MS 

cc rding t the model only GDP and money supply were positively correlated with 

inve ·tment '' hile inflation was negatively correlated with investment. From the model, 

taking all factors (Inflation, GDP and money supply) constant at zero, investment will be 

.015. The data findings analyzed also shows that taking all other independent variables 

at zero a unit increase in inflation will lead to a -0.024decrease in investment. A unit 
' 

increase in GDP will lead to a 0.326 increase in investment while a unit increase in 

money supply will lead to a 3 .451E-5 increase in investment. This infers that GDP had 

more effect on investment followed by money supply while inflation had a negative 

effect. 

4.3.2 Year 2008 Anal is and Interpretation 

Table 4.4: A OVA tati tic for 2008 Data 

Adjusted R 

Model R R quare quare 

0.691 0.620 

~1odel 
df 

Rcgn: .ion .070 

R idu·tl 07 

·1 t I .77 

Estimat 

.19594 

II 



Table 4.5: Coefficients for 200 Rc r ssion Model 

Standardized 

n t nd rdicd o~,;flic ients Coefficients 

Model I , td. brror Beta t Sig. 

• 
1 ( \HI 'l llll .70 1 .734 .955 .368 

lntluti n -.034 .035 -.339 -.967 .362 

DP .001 .142 -.001 -.003 .998 

I one .013 .000 .410 1.082 .311 

supply 

The data findings for 2008 statistics were processed using SPSS and the output presented 

in table 4 and 5 above. According to the ANOV A table 4 above, the parameters predicted 

in the table above had a significance level of 0.029 which is inadequate to be used as a 

population parameter in predicting the effect of inflation on investment for the insurance 

companies. The regression model drawn from table 4.5 above i presented below: 

Inv = 0.701-0.034 Inf+ 0.001 GDP + 0.013 M 

According to the table, the in estment had an autonomou alue of -0.70 1 that i wh 11 

the value of all the independent ariable i zer . A unit incr a 'C in inOati n de r as s 

the im e tment b 0.034 \\'hen th m ne upply and DP ariabl arc h ld nstant \ 

unit increa e in OP, holding thcr \'ariabl nstant in reus d the investment by 

0. 1. A unit in rca c in m n : ·uppl · h !ding thcr variubl onst nt, in n.:u cd the 

1m tmcnt by 0.01 . 1 his h \\ that mon ' uppl 'and 1I P had p ith c r ·lati< n. hip 

h·t · 11 t1' 11 n ' th d ' inf1ucn d th \ ith th in' cstnu:nt \\ 1 c 111 • 
)111p.mic Ill\ c tm ·nt. 



4.3.3 Year 2009 Analysis and I ttcrp tations 

Table 4.6: ANOV A for 2009 tatis1ics 

Table 4.7: 2009 I 1 Jd ( '1a ffi •iutL' 

Standardized 

n tandardized Coefficients Coefficients 

IMod l B Std. Error Beta t Sig. 

1 Constant) 2.219 4.846 .458 .659 

Inflation -.211 .167 .418 1.257 .244 

GDP .503 .916 -.229 -.550 .598 

Money -.002 .003 -.316 -.736 .483 

supply 

From the finding of the tudy on the 2009 market stati tics as analyzed and pre en ted in 

the abo e table, the following regression equation was established by the study for the 

year 2009: 

Inv = 2.219 + 0. 211 Inf + 0.503 DP + 0.002 M 

From the finding of the data it can b concluded that ' h n th vatu fin Oat ion, m nc 

·upply and GDP ,.,.er :tcro, in\'c tmcnt wa · 2.219. 1 he tabl al h ws that holdmg 

mon y upply and G P c n tant. an incr ase by on umt of inflation decrease. 

invc ·tm nt by -0.211 ''hen othcr tor an.: held c n tant n incrcasc in ,r p b . on 

· · · t 11 11t b\' 0 -o If on unit of mon , uppl · ,,. untt m rl:a c 111\'c: 1 • · · 

h Jdin on t nt th irl\ c tm nt w uld d 

r I tim hip UpJI . 

Ill mp ru im tm nt lth u h th 111 tm nt 



4.3.3 Year 2009 Analysis and Interpretations 

Table 4.6: ANOV A for 2009 tati tics 

Table 4.7: 009 lod 'I o fficicnts 

Standardized 

U nstandardized Coefficients Coefficients 

Model B Std. Error Beta t Sig. 
~ 

1 (Constant) 2.219 4.846 .458 .659 

Inflation -.211 .167 .418 1.257 .244 

GDP .503 .916 -.229 -.550 .598 

Money -.002 .003 -.316 -.736 .483 

supply 

From the finding of the study on the 2009 market statistics as analyzed and presented in 

the above table, the following regression equation was established by the study for the 

year 2009: 

Inv = 2.219 + 0. 211 Inf+ 0.503 GDP + 0.002 MS 

From the finding of the data it can be concluded that when the value of inflation, money 

uppl and GDP were zero, investment wa 2.219. The table al o how that holding 

monc uppl and GDP constant an increase by one unit of inf1ati n de rca c 

invc tmcnt b -0.211. when other fa tor ar held con tant an incrca e in P b 

unit incrca:c im c tmcnt b · 0.503. If on unit of mone uppl ' a inc rca 'ed "' hilc 

holding other factors n tant. the in\'cstm nt '· uld de rca·' b WS that 

the Jl P ha a p sit1vc relation. hip with inv stm nt \ hi!' mflati n and monc ·uppl 

, If t companic imc tm nt, ,\thou 1h the Jl P inllucn cs inv tmcnt 
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positively most. However, the model was arrived at a significance level of 0.036 which 

means that the model is adequate in drawing a conclusion on the population parameters. 

4. 3.4 Year 2010 nal. '. L and Interpretations 

Table 4.8: 0 \ ~t:tfL Cics for 2010 Model 

Adjusted R Std. Error of the 

Mod ·l R R quare Square Estimate 

1 .821 a 0.674 .502 .27024 

Model Sum of Squares df Mean Square F Sig. 

1 Regression .217 3 .072 .992 .044a 

Residual .584 8 .073 

Total .802 11 

Table 4.9: Coefficients of model2010 

tandardized 

U nstandardized Coefficients Coefficients 

Model B td. rror Beta t I g. 

1 (Con tant) 3.080 1.688 1.825 .105 

Inflation -.069 .062 -.4 5 -l.\16 .2 7 

GOP -.425 .275 - 5 -1.544 .I I 

1oncy . 02 .0 )0 -.142 -4 )8 .6 )<J 

upply 



The market data for 2010 was regressed on SPSS and the output presented in table 8 and 

9 above. From the data analyz d and presented in the table above, the model for the year 

2010 is presented below: 

Tnv = 3.080 - 0.069 Inf + OA25 .,DP + 0.002MS 

According to th m i ·I 'lhOvt:, holding inflation, GDP and money supply constant at 

zero. inv ·~tm ·nt \\ill b' .080. When the money supply and GDP are held constant, a 

unit in 'I' ·us in inflation will decrease the investment by 0.069. When other factors are 

IPld c trtant. a unit increase in GDP will decrease the investment by -0.425. The model 

al o h w that money supply had a positive relationship with investment such that a unit 

increa es in money supply holding other factors constant will lead to a increase in 

in estment of 0.002. From the above model it can be concluded that money supply 

positively influenced investment while inflation and GDP had a negative influence on the 

same. From the ANOVA statistics table 8 above, it shows that the parameters in the 

model have a 0.044 level of significance which shows that it is significant in predicting 

the effect of inflation on investment. 

4.3.5 Year 2011 Analysis and Interpretations 

Table 4.10: ANOVA Statistics for 2011 

Adjusted R 

R 
Model 

R Square Square 

1 .8493 0.721 .569 

Model I Sum of quares df 

1 Regre sian .196 

Residual . 00 

'I otal .496 

Std. Error of the 

Estimate 

.19354 

Mean quare F tg. 

3 .0 5 1.745 .025" 

8 .0 7 

II 



Table 4.11: Coefficients of model 2011 

Standardized 

t nstundurdizcd oef(icients Coefficients 

Mod·l B Std. Error Beta t Sig. 

l ( n tant 1.614 .844 -.727 .488 

Inflation .004 .023 .057 .188 .856 

GOP .250 .129 .594 1.929 .090 

Money 9.157E-5 .000 -.112 -.365 .725 

supply 

The data findings for 2011 were computed, analyzed and presented in table 10 and 11 

above. According to the ANOV A statistics in table 10 above, the model had a 

significance level of 0.025 which means that the model is appropriate to be used as a 

population parameter. From table 11, the regression model is presented below: 

Inv = 1.614 + 0.004 lnf + 0.250 GDP + 9.157E-5MS 

According to the regression model, when the values of inflation, GDP and money supply 

are zero, investment will be 1.614. When inflation is increased by one unit, the 

investment will increase by 0.004 while when GDP i increased by one unit, the 

inve tment will increa e by 0.250. 'I he investment will al o incrca ·c by 9.\ 57E-5 when 

the mone uppl is increa ed b one unit holding other factor c n tant. Thi hO\: that 

in thi ear, all the independent \ariablc had a po ·iti c c rrc\ation" ith in c ·tmcnt. 

4.-t ummary and Intcrpr tati n f inding 

l rom the above rcgrl! ion 111( d I I r thl: n~l: year ' th~.: stud ' found out that th~.:r~.: Wl:n: 

C\ era! factor. in flu ·ncin th inn: tmcnt o insur. n c companic. , "hich ar inflatil 11 
' 



GDP and money supply. They either influenced it positively or negatively. The study 

found out that the intercept vari d. The highest value was 3.08 and the lowest was 0.701 

with an average of 2.12 8 for all y ars. The study also found out that the coefficient of 

inflation varied from p it in· to nc )ativc. The highest regression value was negative with 

an average cocni ·it:nt r -0.0 )68. This means that inflation negatively influenced the 

investment. 

The ' lud · r und out that the GDP varied in value although it was positive in most cases 

·xcept r r _o 10. This means that GDP positively influenced the investment. The study 

fmther f und out that the coefficients of the money supply to be positive in fom out of 

the fi e regression models. This depicts that, according to findings, money supply 

positi el influences the investment. 

The four independent variables that were studied (Inflation, GDP and money supply) 

explain only 65.9 % of investment as represented by the average R2 (0.659). This 

therefore means the three independent variables only contribute about 65.9% of 

investment decision while other factors not studied in this research contributes 34.1% of 

the investment decision. 

There has been several studies carried out on the effect of inflation on firms in different 

sectors but findings have to a large extent corroborated the findings on the effect of 

inflation on investment among insurance companies in Kenya. The study concludes that 

inflation have a weak negative influence on the investment among insurance companies 

in Kenya. My results are consistent with prior research by Xu (2000) that the major effect 

of inflation on firms i to discourage inve tment. Xu ob er ed that inflation reduce real 

return to a ing which in tum cause an informational friction afflicting the financial 

. tem. Th finding are a\ o con i tent with Bl m, B nd and Van R ncn (2007) that 

inflation cau · unccrtaint about future price , intcre ' t rate . and c. ·change r t , and 

thi in turn in rca c th ri ks among p tcnttal trad p rtn r di · ouragmg trad and 

invc trm:nt. 



The study deduced that although the overall relationship between inflation and 

investment is negative, there ar ome cases showing positive relationship. Thus, the 

relationship between inflation, nd inve tment remains a controversial. This is in line with 

earlier studies that h wei mi l;d results about the relationship between inflation and 

investment with f·w pr-di tin) a negative relationship (Nassir and Saima, 2010; Li, 

2006) whil · th 'r nfirms positive relationship between inflation and investment 

howdhury, 2001 and Gillman et al. 2002). However, some 

point n th e.·i tcnce of a non linear relationship between these two variables and 

supp rt the h pothesis that low and stable inflation promotes investment while higher 

inflations rates have significantly negative effect on investment (Khan and Senhadji, 

2001; Sv eidan, 2004; Lee and Shin, 2000; Hussain, 2005). Chowdhury (1997) study 

invol ing 70 countries (of which 48 are developing economies) for the period 1960-1989 

Local studies have been conducted on the effect of inflation. Opati (2009) did a study on 

casual relationship between inflation and exchange rates in Kenya and found a positive 

relationship. The findings differ from this study in the investment is affected negatively 

while exchange rates are affected positively. He noted that inflation increase the demand 

for foreign currencies to stabilize the local currencies which in turn tend to increase the 

exchange rates. Further, Maina (20 1 0) did a study on the relationship between inflation 

and Financial Performance of Commercial Banks in Kenya and found that they always 

hedge themselves and so not very significantly affected even though interest rates are 

positively affected by inflation. This study clearly show that inflation affect investment 

hence companies can only invest when inflation is low. Ma ila (20 1 0) further conducted 

a study on the relationship betv een inflation and land prices inK nya theca e of Nairobi 

and elected environs and noted that inflation cau e a ri e in land price . The study 

deduce that when inflation rai e the alue form nc go dov n au ing price t go up. 

Fr m the finding . it an be ob ·crvcd that inflation affe t im c tmcnt n gati\ 1 . n 

time inflation raise invc t r will "ithh ld inYc. tm nt in the insuran c industric .. 

I IO\\C\'er, the ~tudy deduced that the dumm ' v ri blc ' )I r ·md 111( nc suppl 

po itivcly inllm::nce irn-estrn nt hen th n lu il 11 or thi tudy inllati n has \\~;, k 

2 



negative correlation with investment while GDP and money supply have strong and 

positive correlation with in e tment. Therefore it will be important for a firm's 

management to under tand the rdationship that exists between inflation, GDP, money 

supply and in tm nt . n l th ' dir ction that they affect the level of investment for 

effective dccisi n 111<\l..in '· 



CHAPTER FIVE 

SUMM RY, ON LU TON AND RECOMMENDATIONS 

5.1 Summary 

The second 11 ' ln~t in this analysis covered a period of 5 years from 2007 to 2011. The 

I O(Ulution r :tud comprised of all insurance companies operating in Kenya during the 

'lud p ri d. . ftcr the screening process, firms that were not dealing with bid bond were 

not con 'idered hence 11 companies were eliminated from the. The purpose of the study is 

to in e tigate the effect of inflation on investment among insurance companies in Kenya. 

This study \ as conducted through the use of a descriptive design. The study used 

purposeful sampling to pick 3 5 insurance companies authorized to transact miscellaneous 

class of insurance business and by extension bid bonds business for the period (2007-

2011) which was exposed to sensitivity analysis using OLS regression. 

The study found that the regression equations for the period 2007 to 2011 related 

investment of the companies to their inflation, GDP and money supply. From the above 

regression models for the five years, the study found out that there were several factors 

influencing the investment of insurance companies, which are inflation, GDP and money 

supply. They either influenced it positively or negatively. The four independent variables 

that were studied (Inflation, GDP and money supply) explain only 65.9 % of inve tment 

as represented by the average R2
. The study concludes that inflation have a weak negative 

but significant influence on the investment among insurance companies in Kenya. The 

stud recommend that the central bank hould concentrate on tho e policies which keep 

th inflation rate belo\ the fir t threshold becau e it may be helpful for the achie mcnt 

of robu t economic growth and enhance ime tment. 

5.2 nclu ion 

'1 his p p r c. amincs the cl fc intlati 11 11 tn\' tm nt , m c mp.1mcs in 

K rwa ·1 he studv con ludc:s th. t intl tion h.' c \\cak nc ' '\live intlut:n t: l n th 
" . . 



investment among msurance companies m Kenya. High inflation brings with it less 

predictable returns on capital pur ha ed and the also the expectation that demand will fall 

in the future while low inOation will encourage investment and a help businesses develop 

a long term view. 

In nation rcdu · '!' r · I r 'turns to savings which in tum causes an informational friction 

af'llicting th' tin.tn ial stem. Inflation also causes uncertainty about future prices, 

inl •r ·st rut ·s. and c change rates, and this in turn increases the risks among potential 

trade purtn r . discouraging trade and investment among company. 

The tud deduced that although the overall relationship between inflation and 

in estment is weak and negative, there are some cases showing positive relationship. 

Thus, the relationship between inflation and investment remains a controversial. This is 

shows there are mixed results about the relationship between inflation and investment 

with both a negative relationship and a positive relationship between inflation and 

investment. This also point on the existence of a non linear relationship between these 

two variables and supports the hypothesis that low and stable inflation promotes 

investment while higher inflations rates have significantly negative effect on investment. 

5.3 Recommendations for Policy and Practice 

Since the study established that inflation has a significant influence on the investment, 

central bank should concentrate on those policies which keep the inflation rate below the 

first threshold because it may be helpful for the achievement of robu t economic growth 

and enhance inve tment. Low inflation is also helpful for minimizing the uncertaintie in 

the financial market which in tum boo t the in e tment in the countr . Monetary polic 

mu 1 be de igned to tabili7e the price and urb inflation. L " inflati n i al o helpful 

for minimi1 ing the uncertaintie in the financial market " hich in tum b ·t in c tment in 

th country. Better o rdinati n b l\\ en mon tar ' and fi I p licic i required t 

achi ,.e both obj~.:cti\'c. 1.c. high and sustainabl invcstm nt ' llh low inflation. Monctar 

poli y hould be most onc~.:mcd with av iding protra ted p ri )ds { f temp rar . 

un crtninty. 



Since the study deduced that inflation generally affects the investment of the insurance 

companies negatively, the re earchcr recommends that the companies management 

should ensure that good orp )rat' policies arc implemented by the insurance companies 

to offset the cffc t of thi · mn ·r )- ' nomic factor. 

The mana ,crm;nt sh ul als( come up with structured solutions and strategies to mitigate 

the ·rtc ·t ()r inll 1t1 n. These include index-based solutions, international diversification 
' 

he lging with ii cd assets and hedging with derivatives. The industry should relax their 

invc 'tmcnt in hare and stocks during inflation to enable the companies have or 

determine their optimal mix of portfolio. 

Given the high rate of inflation being experienced in Kenya, the Insurance Industry 

should design cash surrender value insurance products which will provide at least a 

reasonable partial hedge against inflation. 

The study also recommends that insurers must stay vigilant in monitoring inflation. 

Insurers can reduce their exposure to inflation risk through carefully crafted contract 

terms, the use of reinsurance and investing in assets that perform well in high-inflation 

periods. 

5.4 Limitations of the Study 

There were challenges which were encountered during the study. ome officers from 

insurance companies that participated in the study were initially reluctant to relea e 

information related to and Annual reports making arguments that it a confidential. 

That reluctance delayed the completion of data collection. 

further the investm nt computation rna be incomplete. For exampl , the tent f 

firm ' oreign operation and own r hip tructur might impact on their in tment. We 

. clud d the. ariable due to data and c t c n traint . 



Further, the model may not be reliable due to some shortcoming of the regression models. 

Due to the shortcomings of regr ion models, other models can be used to explain the 

various relationship betw n the.: variables. 

Further, th data w 1 ' I ii )tiS to 'Olkct and compute as it was in very raw form. Due to 

lack of stand tr !ill' I fin.\n ·ial stat~ments from various insurance companies which made 

the dutu · mq utmi n ' en harder. 

5.5 ugge ·tion' for Further Research 

Thi paper examines the effect of inflation on investment among insurance companies in 

Ken a. Because of data unavailability, it was not possible to include all the insurance 

companies in our sample. Therefore I suggest further research on the effect of inflation 

on investment among all the insurance companies in Kenya. 

The study also recommends that a similar study to be done on other firms in the financial 

sector such as the banks and Saccos to allow for generalization of the effect of inflation 

on investment in the Kenya financial sector. This is because different companies have 

different strategic and investment approaches. 

Further studies should also be done on the impact of inflation on the profitability of 

insurance industry. This is because inflation is one of the major element of the external 

environment that affect a company performance. 

The study also recommends that further studies should be done on the effect of other 

factors in the external environment uch a GOP and intere t rate on inve tmcnt dcci i n 

in insurance companie . A similar tudy hould a! o b done ""h reb the data collecti n 

relie on primar data i.e. in-depth que ti nnairc and inter iew guid o a t 

mplcmcnt thi tud . 
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Appendix 1: Insurance Companies Authorized to Transact Bid Bonds 

1. APA Insurance Company Ltd 

2. Africa Merchant s.·urnn · ompany Ltd 

. British rn ·ri 'Jn ln: urancc ' ompany Ltd 

ann n ~ \ · urance Ltd 

5. harti Ken a Insurance Co. Ltd 

6. Concord Insurance Co . Ltd 

7. CIC Insurance Group Ltd 

8. Corporate Insurance Co. Ltd 

9. Fidelity Shield Insurance Co. Ltd 

10. First Assurance Co. Ltd 

11. GA Insurance Limited 

12. Gateway Insurance Co. Ltd 

13. Geminia In urancc o. Ltd 

14. In urance ompan of ·a t Africa Ltd 

15. Intra Africa urancc o. Ltd 

16. Inn: o Insurance o. Ltd 

17. Kcnindi. A su .mcc o. Ltd 



18. Kenya Orient Insurance Co. Ltd 

19. Lion ofKenya Insurance o. Ltd 

20. Madison Insuran c . Ltd 

21. Mayfair In uran ' ' . Ltd 

22. M ·r ' mtil · ln ·urance o. Ltd 

2 . ccidcntal Insurance Co. Ltd 

24. Pacis Insurance Co. Ltd 

25. Phoenix East Africa Assurance Co. Ltd 

26. Real Insurance Co. Ltd 

27. Takaful Insurance of Africa Ltd 

28. Tausi Assurance Co. Ltd29. The Monarch Insurance Co. Ltd 

30. The Heritage Insurance Co. Ltd 

31. The Kenya Alliance Insurance Co. Ltd 

32. Trident Insurance Co. Ltd 

3 3. U AP Insurance Co. Ltd 

34. Xplico Insurance Co. Ltd 

35. Jubilee Insurance ompany of Kenya Ltd. 
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Appendix II: Inflation data for 2007- 2011 

-
2007 2008 2009 2010 2011 

f~ - -
Jan 

. () 16.9 12.1 9.1 4.7 

i~ 1-
. I 

Ft.:b 
16.3 11.9 5.9 4.1 

,__ 
3.3 16.7 10.5 5.3 3.6 

1arch 

pril 
3.1 17.2 7.8 4.1 4.2 

May 
2.1 18.2 9.9 2.7 3.9 

June 
2.7 17.3 6.2 3.2 4.7 

July 
5.3 18.1 12.8 4.3 4.5 

Aug 
6.2 15.9 12.1 3.3 3.8 

Sep 
5.1 11.7 10.5 2.6 5.4 

Oct 
4.4 13 .9 9.9 3.1 9.2 

5.2 16.4 12.4 2.9 13 
0 

Dec 
9.5 15 .2 9.9 2.7 5.5 



Appendix III: Money Supply data for 2007 - 2011 

2007 2008 2009 2010 2011 

- 1-
f- r~-

996. 1 1003.8 1186.2 1299.4 
Jan 

I 07. ) 

-
l•eb 

667. 1273.5 1295.5 1080.9 1313.5 

- ~ -1-
998.6 1164.2 

March 
10 0. 893 .2 1396.8 

f-
746.9 873.6 

pril 
1011.3 1160.3 1292.9 

Ma 
677.7 804.4 942.1 941.4 1264.6 

604.4 731 .1 868.8 1278.1 1391.3 
June 

613.2 789.9 
July 

927.6 2032.7 2153.9 

778.1 904.8 1042.5 1371.5 1492.7 
Aug 

492.2 618 .9 756.6 1025.6 1146.8 
Sep 

646 .6 773.3 911 1060 1259.5 
Oct 

853 .9 980.6 847.4 946 .8 1246.3 
ov 

- 1-- - f- -- -
528.9 732.9 870.6 1122.3 1251.8 

Dec 



Appendix IV: GDP data for 2007-2011 

.~ 

2007 2008 2009 2010 2011 

1- 1-· - - -
Jan 7 0.9 2.2 4.9 5.4 

-
Fd) .9 0.9 2.1 5.2 5.2 

.. -
tlurch 7.4 1.1 2.6 5.1 4.9 

. April 6.2 1.3 1.9 5.4 4.4 

lay 7.3 1.4 2.7 5.3 4.3 

June 6.6 1.6 2.9 6.1 4.2 

July 7.6 1.1 2.6 5.6 3.9 

Aug 7.4 1.4 2.4 5.8 4.1 

Sep 7.4 1.6 2.6 6.1 3.9 

Oct 6.8 1.7 2.8 6.2 4.4 

No 7.2 1.9 3.2 5.7 4.1 

Dec 7.1 2.7 3.5 5.4 4.9 


