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Abstract 
For the last year, one of the most critical topics in many countries was the exchange rate . 
Daily news affecting economy may have some explanation power. However, if we look 
from a broad view there should be bigger and more general factors for exchange rate 
movements . These general factors can be listed as a differential in inflation rates and 
changing in interest rate. In addition, this study aims to estimate the impact of exchange 
rate system on the inflation, the data of Kuwait Central Bank has been used for the period 
of 1990-2019. In addition, OLS has been applied on the data. The relationship between 
exchange rate and inflation rate in Kuwait was showed by (OLS) method. The estimated 
coefficient between inflation and real effective exchange rate was 0.01 and was not sig-
nificant. The results of this study concluded that the rate of inflation rate not effected ex-
change rate in Kuwait during the period of this study. 
Key Words: Exchange rate, Inflation Rate, OLS, Time Series. 
1. Introduction 

Exchange rate plays an important role in economic activities, whether commercial or in-
vestment activity and it's as a highly sensitive economic variable due to internal and ex-
ternal factors, especially in view of the expansion of the international trade cycle in eco-
nomic development. Where the exchange rate occupies a central position in monetary 
policy. 
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Exchange rates are influenced by various political and economic factors, including eco-
nomic factors such as inflation, which reflect their effect on the exchange rate of the na-
tional currency. Inflation is one of the major issues of macroeconomic instability in coun-
tries. Its impact includes many economic indicators, such as the exchange rate. Moreo-
ver, high levels of inflation shake the confidence of the economic system. 
Inflation is the continuous rise in the overall level of prices so that it leaves a real feeling 
among individuals in a society that their ability to obtain their needs in general has been 
reduced and that this rise has continued over a period of time (Hasan & Ali,2019). Inflation 
is also defined as a surplus of aggregate demand for aggregate supply at the prevailing 
price level. Since the exchange rate is a tool linking the economies of different countries 
of the world and its impact on the economic activity of the state through its effects on the 
movement of exports and imports and the movement of capital and inflation rates, all this 
requires  a good authorities to manage exchange rate. 
Moreover, the importance of this research is to identify the impact of inflation as an im-
portant reason among other reasons that impact on the exchange rate in the parallel 
market, thus diagnosing the mistakes made by the monetary and financial authorities 
alike during the period of research and try to develop appropriate solutions to avoid re-
currence. However, Monfared and Akın (2017) argued that it is very important for devel-
oping countries to examine the relationship between the domestic inflation and exchange 
rate from time to time. This will help the countries to sustain stability in domestic produc-
tion and able to compete the external productions without falling into the foreign exchange 
bottleneck or effected by the exchange rate risk. On the other hand, Dornbuch (1976) 
confirmed that the vacillations of exchange rate can significantly influence the general 
level of the prices in the country. Accordingly, the change in the level of the exchange 
rate will follow by the change of the price level of all goods and services especially the 
imported one. This improved that there is a significant relationship between the exchange 
rate and inflation rate.    
2. Literature Review 
Different scholars confirmed that the importance of studying the impact of macroeconomic 
variables on other macroeconomic factors, economic growth, financial development, and 
portfolio such as; Bahloul et al., (2017); Mugableh and Oudat (2018); Oudat et al., (2019); 
Alsmadi et al., (2020); Oudat et al., (2020); and Bhuiyan and Chowdhury (2020).  
One of the main reasons to study the linkage between exchange rate and inflation rate is 
that both of them are keys to sustain the stability of the price in the country. Once the 
depreciation of the currency against other currencies accrued that will directly affect the 
consumer price index which means inflation happened. Consequently, the increasing in-
flation will eliminates export competitiveness among the international markets and this 
decrease the economy growth for the country. 
During the last few decades there are different researches have been done concentrated 
on the examining the linkage among the exchange rate and inflation rate, Albuquerque 
and Portugal (2005) studied the relationship between exchange rate and inflation. 
GARCH model has been used for test a relation between exchange rate and inflation 
variances. Berument (2002) examined the effects of foreign exchange rates on inflation. 
He found that the foreign exchange rate effects inflation. In addition, he tested the effects 
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of CPI and producer price index separately. The results showed that the producer price 
index is affected by foreign exchange rate more than CPI.  
Utami and Inanga (2009) while examining the influence of interest rate differentials on 
exchange rate changes based on the IFE theory and the influence of inflation rate and 
interest rate differentials in Indonesia using quarterly and yearly data for the interest , 
inflation differentials and changes in exchange rate over a five year period, 2003-2008 
used four foreign countries namely: the USA, Japan, Singapore and the UK and Indonesia 
as the home country, found that interest rate differentials have positive but no significant 
influence on changes in exchange rate for the USA, Singapore and the UK, relative to 
that of Indonesia. On the other hand, interest rate differentials have negative significant 
influence on changes in exchange rate for Japan. Also the results also that several infla-
tion rate differentials have significant positive influence on interest rate differentials. 
Nucu (2011) examined the effect of many variables on exchange rate such as inflation 
rate of Romanian against EUR for the period 2000 to 2010 and found an inverse relation-
ship between exchange rate, (EUR/RON), GDP, and money supply.  Ezirim, et al., (2012) 
investigated the relation between exchange rates and inflation in Nigeria. Using ARDL 
framework, they found that exchange rates movements and inflation are co-integrated. 
Thus, indicating that inflation targeting, policy aimed at exchange rates manipulation be-
comes a proper monetary action, and vice versa.  
Study of Achsani. et.al (2010) to identify the factors affecting movements in exchange 
rates on the domestic price index in Jordan during the period (1985-2006) where the 
researcher was employed (VAR) and found a strong correlation between the effect of 
movements in exchange rates Foreign exchange rates on Jordan's price indices. Abdul 
Rashid & Husain (2010) found out the effect of the change in the exchange rate (1974-
2009) by using ARDL to test the relationship of co-integration where they concluded that 
there is a long-term relationship between Parallel exchange rate and purchasing power 
are expressed in Algeria's consumer price index. 
Telatar (1998) analysed long-run PPP for Turkish currencies. Data of 1980-1993 have 
been used. Their findings did not show a relationship between exchange rates and prices. 
Bergen (2010) mentioned that high interest rate policy doesn’t defend currencies against 
speculative attacks. Utami and Inanga (2009) examining the influence of interest rate 
differentials on exchange rate changes based on the IFE theory and the influence of in-
flation rate and interest rate differentials in Indonesia using quarterly and yearly data for 
the interest , inflation differentials and changes in exchange rate over a five year period, 
2003-2008 used four foreign countries namely: the USA, Japan, Singapore and the UK 
and Indonesia as the home country, found that interest rate differentials have positive but 
no significant influence on changes in exchange rate for the USA, Singapore and the UK, 
relative to that of Indonesia. On the other hand, interest rate differentials have negative 
significant influence on changes in exchange rate for Japan. Also the results also that 
several inflation rate differentials have significant positive influence on interest rate differ-
entials. 
More recently, Fetai et al., (2016) examined the linkage between exchange rates and 
inflation in Western Balkan countries, they found that exchange rate is still the main 
source of inflationary pressures in these countries. Monfared and Akın (2017) in their 
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study found that there is a direct relationship between Exchange rate and inflation. Also, 
Osabuohien et al., (2018) examined the relationship between exchange rate and inflation 
rate in the Nigerian economy and they found that exchange rate instability has a positively 
and significantly influence the inflation rate in the long-run. Morover, Hoang et al., (2020) 
found that there is relationship between exchange rate and inflation, and exchange rate 
is related to international prices.  
3. Research Methods 
Time series data for the period of 1990 to 2013 were used in estimating the long run 
relationship of inflation and exchange rate in Kuwait. The data about these time series 
from the 1990 to 2013 was collected from the central bank of Kuwait and from other 
sources.  
3.1. Description of Data 
A. Inflation Rate: Inflation refers to the increase in the Consumer Price Index (CPI), which 
is a weighted average of prices for different goods. The set of goods that make up the 
index depends on which are considered representative of a common consumption basket. 
Therefore, depending on the country and the consumption habits of the majority of the 
population, the index will comprise different goods. Some goods might record a drop in 
prices, whereas others may increase, thus the overall value of the CPI will depend on the 
weight of each of the goods with respect to the whole basket. Annual inflation, refers to 
the percent change of the CPI compared to the same month of the previous year. 
B. Exchange Rate: An exchange rate is the price of a nation’s currency in terms of another 
currency. Thus, an exchange rate has two components, the domestic currency and a 
foreign currency, and can be quoted either directly or indirectly. In a direct quotation, the 
price of a unit of foreign currency is expressed in terms of the domestic currency. In an 
indirect quotation, the price of a unit of domestic currency is expressed in terms of the 
foreign currency. Exchange rates are quoted in values against the US dollar. However, 
exchange rates can also be quoted against another nations currency, which are known 
as a cross currency, or cross rate. 
 
3.2. Econometric Models Used 
Augmented Dickey Fuller (ADF) has been used to determine the order of integration for 
each variable in this study.  The reported statistics confined to the ADF approach includ-
ing intercept, with trend and without trend. ADF level one, two three were calculated to 
know the real situation (Dickey and Pantula, 1987). The results of ADF at level were re-
ported in the Table 1. 

Table 1: Unit Root Test (ADF and PP). 

     I(0)            I(1) 

Variables ADF ADF 

 Intercept  
  Intercept & 

Trend 
Intercept 

 
EX 

0.23 -2.13 -2.42*** 

 0.27 -2.71 -3.33*** 
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INF 

 
LnEx 

-0.83 -1.33 -4.17*** 

 
LnInf 

-0.17 -3.59 -2.19*** 

Source: output of Eviews 7.1 econometric software 
Notes: 1- *, **, ***, significance at1%, 5% and 10% levels, respectively; 2- ADF test examine the null hypothesis of unit 
root against the stationarity. The following variables have been investigated: Exchange rate (Ex) and Inflation rate (Inf).
  

The results concluded that all the variables of this study are stationary at their respective 
levels in ADF test at I(1). Thus, these results suggested that the null hypothesis of unit 
root for all series in ADF test is rejected. Thus, we can clearly rely on the ARDL approach 
to estimate and interpret the parameters of the models used in the study (Pesaran et al., 
2001) 
The ordinary least square (OLS) method was used to estimate the required coefficients. 
Following equation was developed to test the effects of exchange rate on inflation in Ku-
wait: 
LnEx= α0+α1LnEr+α2 LnInf+ +u 
Where:  
LnEr = Natural log of exchange rate 
LnInf = Natural log of Inflation rate 
U = error term. 
 
 
 4. Results and Discussion  
The long run relationship between EX and INF was found with ordinary least square (OLS) 
method and shown in following table. The coefficient of lagged EX 0.47 and was signifi-
cant at 0.01 probability level.  
Table 2: ordinary least square (OLS) 

Variable Coefficient Std. Error t-Statistic Prob. 

LnGm     0.223 0.213 0.822 0.471 

LnGq  -0.061 0.111 -0.365 0.511 

LnEx(-1)  0.471*** 0.110 3.145 0.000 

LnInf(-1)  0.522*** 0.078 4.611 0.000 
Note: ** Indicated that the coefficient was significantly different from zero at 0.05 probability level.  
*** Indicated that the coefficient was significantly different from zero at 0.01 probability level.  
Ln indicated that variables were in the logarithmic form. 

 
According to the above table the results shows that the rate of real exchange rate was 
found negatively related with the inflation rate in Kuwait. The estimated coefficient was 
0.01 which was insignificant in logarithmic form. In addition, the estimated coefficient was 
0.135 and which means significant without logarithmic form. So we can concluded that 
the exchange rate was effects on inflation in Kuwait. 
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5. Conclusion 
The main objective of this study is to find the impact of exchange rate on inflation rate in 
Kuwait for the period of 1990-2019. 
The relationship between exchange rate and inflation rate in Kuwait was showed by (OLS) 
method. The estimated coefficient between inflation and real effective exchange rate was 
0.01 and was not significant. The results of this study concluded that the rate of inflation 
rate not effected exchange rate in Kuwait during the period of this study. It's important to 
know that the inflation may not be valid in Kuwait as a case, which means there is no 
evidence of a significant of KWD depreciations to consumer prices in the short-term. This 
finding is consistent with recent theoretical analysis that suggests that a weak short-run 
association between exchange rate changes and inflation and this result is Identical with 
(Kashif, 20120). 
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