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The distribution of interest rates, therefore, needs to be well understood to reduce the risks of losses
associated with it. The Binomial Option pricing model assumes that interest rates are constant, with no
returns, throughout the life of the option. Another common assumption of the underlying economic variables
is that their returns are normally distributed with constant volatility. These assumptions have been used in
pricing derivatives and currencies and has led to over-pricing and in some cases under-pricing. These
assumptions have been considered inaccurate and misleading. This research uses mixture models
exhibiting properties that appropriately capture the peakedness and skewness of interest rates as
fundamental variables in pricing. The models of the Normal Variance-Mean Mixtures shows better
performance than the normal distribution. The GARCH model is used under the assumption that 91-day
Treasury Bills interest rates follow a Generalized Hyperbolic distribution while the Commercial Bank interest
rates follows a Normal Inverse Gaussian distribution.
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Secondary data for 91-day Treasury Bills interest rates and Commercial Bank Weighted average interest
rates (Base lending rates) from the Central Bank of Kenya from 1991 to 2021 were used. The log was used
to eliminate the unit root behavior intrinsic to It and therefore achieving stationarity. Maximum likelihood
method was used to estimate the parameters.
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