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V.   ASIAN LOW-INCOME AND PACIFIC ISLAND COUNTRIES: 
MANAGING INFLATION RISKS AND STRENGTHENING 

GROWTH PROSPECTS  
   This chapter highlights a few issues facing Asian 
low-income countries (LICs) and Pacific Island 
countries (PICs). For most Asian LICs, headline 
inflation has picked up following the rise in global 
commodity prices in 2010 (Figure 5.1). Section A 
suggests that Asian LICs need to be vigilant in 
their inflation-fighting efforts, despite a recent 
slowdown in commodity prices. For Asian PICs, 
the main issue remains how to achieve higher and 
sustainable growth. As section B shows, over the 
last decade PICs have grown more slowly than 
emerging Asia and similar comparators. To 
increase their resilience, the PICs should continue 
to rebuild policy buffers and implement growth-
oriented structural reforms. 

A.   Recent Inflation Trends in 
Asian LICs 

   Headline inflation for Asian LICs reached a 
three-year high in 2011. Generally, food inflation 
has been the main driver of inflation (Figure 5.2). 
In some cases, however, the procyclicality of 
macroeconomic policies, along with second-order 
effects of higher food prices, contributed to raise 
core inflation rates. As of September 2011, futures 
prices for rice and wheat imply price increases for 
these major staples of about 10 percent through 
end-2012. Higher food and commodity prices 
carry with them a risk of more generalized 
inflation if they destabilize inflation expectations. 

What Distinguishes the Current Inflation 
Episode? 

   A few factors distinguish the current inflation 
episode in Asian LICs from the one in 2007–08.  

–––––––– 
   Note: The main authors of this chapter are Nombulelo 
Duma, David Cowen, Joedianna Mohammed, Shiu Raj Singh, 
Patrizia Tumbarello, Yiqun Wu, and Yongzheng Yang.  

Figure 5.1.  Selected Asia: Inflation and World Prices 
(Year-over-year percent change) 

 

Figure 5.2.  Selected Asia: Headline Inflation, January 2005–
Latest1  
(Cumulative percent change) 

 
 Incomplete pass-through. Headline inflation has 

increased by less in the current episode in Asian 
LICs, reflecting the smaller run-up in global oil 
and food prices (particularly rice prices) and a 
lower pass-through to domestic prices owing to 
efforts to contain the cost of basic foodstuffs 
and related inputs.21 

_______ 
   21 For example, the increase in official food imports and 
fertilizer subsidies in Bangladesh; selling off of strategic food 
stocks (meat) in Mongolia; and a new rice policy in 
Cambodia. 
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 Subdued core inflation. Asian LICs’ core (or 
nonfood) inflation has been lower for the 
most part in the current episode, even though 
it is increasing in some countries—in 
particular Vietnam. Core rates have also risen 
more slowly than in emerging Asia suggesting 
that inflation may not yet have run its course 
in Asian LICs. Indeed, wage pressures in 
Mongolia, Nepal, Timor-Leste, and Vietnam 
have been rising in recent months. 

    A few factors suggest inflationary pressure may 
continue in the near future in Asian LICs: 

 Inflation persistence. Inflation persistence is 
higher (Figure 5.3) in countries where the 
pass-through from international to domestic 
prices is low in the first 12 months 
(Figure 5.4). Among Asian LICs, Nepal has  

Figure 5.3.  Selected Asia: Inflation Persistence, 2005–111 

 
 

Figure 5.4.  Pass-Through from International Prices to 
Domestic Prices1   

the lowest pass-through and highest degree of 
inflation persistence. 

 Regional spillovers. Headline inflation in Asian 
LICs is more affected by inflation in China 
than in India or advanced countries 
(Table 5.1). Given the heavy weight of China 
in imports of Cambodia, Lao P.D.R., 
Mongolia, and Vietnam, this is unsurprising. 
However, the spillovers from Chinese 
inflation appear stronger than those from 
India even in Asian LICs for which India is a 
major trade partner, such as Bangladesh. This 
suggests that China has an indirect impact on 
price movements even where direct trade ties 
are relatively small (see Box 1.2). Inflation 
spillovers from China and India tend to be 
lower in economies that have relatively more 
flexible exchange rates, such as Mongolia, 
Papua New Guinea, and Sri Lanka, than in 
economies with less flexible rates. 

   Amid unusual uncertainty over the global 
economic outlook, Asian LICs may be reluctant to 
withdraw policy stimulus rapidly. But 
accommodative policy stances can add to inflation 
pressures over the near term.  

 Fiscal policy. Although fiscal deficits are 
expected to fall in 2011 in most Asian LICs, 
they are likely to remain larger than in 2008 
(Table 5.2), suggesting that policies are still 
accommodative. In the event of a larger-than-
anticipated rise in food or fuel prices, direct 
and indirect subsidy costs could rise more 
than expected, leading to larger fiscal 
imbalances and a higher public debt burden.22  

  Monetary policy. Strong monetary growth and 
negative real interest rates point to loose 
monetary conditions in some countries 
(Table 5.2).  

 Exchange rates. Negative terms-of-trade shocks 
and continued monetary and fiscal policy 

_______ 
   22 In Bangladesh and Nepal, some of these costs, especially 
related to oil, are being absorbed by state-owned enterprises. 
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accommodation have led to rising current 
account deficits in a few Asian LICs. 
Downward pressures on exchange rates could 
pose a further risk for inflation.  

B.    Pacific Island Countries: 
Improving Resilience to External 
Shocks 

   Most PICs seem to be stuck on a low-growth 
path (Figure 5.5). In the 10 years preceding the 
2008–09 global financial crisis, PICs grew on 
average by only 2 percent a year—a much lower 
rate than the Asian LICs (6 percent) and countries 
of the Eastern Caribbean Currency Union 
(ECCU) (4 percent). PICs were hit hard by the 
2008‒09 global crisis, and they are recovering only 
slowly—although at different paces. Commodity 
exporters (Papua New Guinea and Solomon 
Islands) have benefited from high global 
commodity prices, but, excluding them, real GDP 
for the PICs fell by 1.2 percent on average in 
2009. The flood in Fiji and the earthquake and 
tsunami in Samoa, in January and September 2009, 
respectively, further weighed negatively on growth 
performance. 

   The PICs’ recovery is also slower than that of 
Asian LICs and emerging economies. The slower 
recovery pattern reflects PICs’ relatively small 
export base, which does not allow the global 
recovery to feed into a large increase in external 
demand. Helped in part by the resilience of 
Australia during the crisis, the PICs have, 
however, recovered more strongly than some 
comparators in other regions, such as the ECCU, 
which relies more heavily on U.S. demand. 
Indeed, PIC growth performance appears to be 
strongly correlated to the business cycle in 
Australia and New Zealand (Figure 5.6). In 
particular, the strong appreciation of the 
Australian and New Zealand dollars supported the 
PIC tourism sector in 2011. 

   The PIC economies are also recovering more 
slowly this time around than in previous recessions. 

Table 5.1.  Selected Asia: Decomposition of Inflation and 
Exchange Rate Regimes1 

 

 
Over the past four decades, PICs have 
experienced five episodes of economic 
contraction—1975, 1980, 1987, 1997, and 2009. 
Only two of these five episodes coincided with 
global recessions (1975 and 2009). For commodity 
importers the 2009 contraction was milder than in 
previous downturns, yet the recovery has been 
much weaker (Figure 5.7). 

OECD China India Own

Bangladesh          3.0 2.4 12.2 6.2 79.2 Stabilized
12.0 11.3 43.5 8.5 36.7

Bhutan              1.0 2.4 1.4 8.5 87.7 Conventional peg
4.0 3.4 24.4 20.8 51.4

Cambodia            3.0 2.5 9.5 9.4 78.7 Stabilized (dollarized)
12.0 11.3 43.5 8.5 36.7

Lao P.D.R. 3.0 9.2 1.4 2.7 86.8 Stabilized
12.0 2.6 37.0 10.5 50.0

Mongolia            3.0 6.4 2.5 2.9 88.1 Multiple (flexible)
12.0 8.0 27.1 12.2 52.6

Nepal 3.0 8.3 1.2 11.6 78.9 Conventional peg
12.0 15.7 2.7 18.7 62.9

Papua New Guinea   1.0 1.9 1.3 18.5 78.3 Floating
 4.0 3.2 16.3 12.1 68.5
Sri Lanka 3.0 0.3 36.4 3.8 59.6 Stabilized

12.0 0.4 47.8 20.3 31.5
Timor–Leste 3.0 0.1 29.5 6.9 63.5 Dollarized

12.0 3.4 65.8 5.8 25.0
Vietnam 3.0 0.8 1.2 7.9 90.1 Stabilized

12.0 29.0 26.6 16.6 27.8

   Source: IMF staff estimates.

   2 Horizon in quarters for Bhutan and Papua New Guinea.

   3 Based on IMF Annual Report on Exchange Arrangements and Exchange Restrictions .

   1 Error variances (in percent) of 3- and 12-month-ahead forecasts of each country's inflation 
rates. Sample covers 2005–11 period.

Country
Horizon 

(months)2

By inflation innovations in Exchange rate 

regime3

Table 5.2.  Selected Asia: Monetary Conditions 

  
Inflation 

bias1
Monetary 

growth2
Real interest 

rate3
Real effective 

exchange rate4
Change in 

fiscal balance5

Bangladesh down + – / –
Bhutan … + + + +
Cambodia / + + / +
Lao P.D.R. down + – + +
Mongolia / + + + –
Nepal up – + + +
Papua New Guinea … + / / +
Sri Lanka / + / + –
Vietnam down + – – +

   Source: IMF staff estimates.

   2 A "+" ("–") if money growth in 2011 (projection) is higher (lower) than in 2008.

   5 A "+" ("–") if the fiscal deficit in 2011 (projection) is higher (lower) than in 2008.

   1 The inflation bias points up if inflation is higher in both first and second quarters in 2011, "/" 
if inflation is higher in one quarter, or down if inflation is lower in both quarters in 2011 relative 

   4 "+" denotes one year appreciation of more than 3 percent in June 2011, "–" depreciation of 
more than 3 percent,  and "/" otherwise.

   3 Policy rates as of end–August 2011, except Cambodia, which is a weighted–average 
commercial bank rate.
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Figure 5.5.  PICs: Real GDP Growth  
(Year over year; in percent) 

 

Figure 5.6.  PICs: Real GDP Growth―Correlation with 
Australia and New Zealand, 2002–10 

 

Figure 5.7.  PICs (Commodity Importers): Real GDP Growth 
around Downturns1 
(Year over year; in percent) 

 
 
 

   What explains the current slow recovery of PICs 
compared to past episodes and relative to Asian 
LICs? A VAR analysis is carried out to identify 
which shocks have a larger and more persistent 
impact on PIC growth. Shocks to the terms 
of trade result in a considerably greater output 
loss than do shocks to external demand 
(Figures 5.8 and 5.9). This may explain the milder 
recession experienced by PICs in 2009 as well as 
the slower recovery, compared with previous 
episodes. By contrast, external demand shocks 
have a more substantial impact on output in Asian 
LICs (IMF, 2009), which may help explain the 
greater impact of the global recession on those 
economies.  

Resilience to Shocks: Looking Ahead 

   PICs remain vulnerable to external shocks, 
although vulnerabilities differ across countries. In 
the event of a global downside scenario, Fiji, 
Palau, Samoa, and Vanuatu would be affected 
through falls in tourism, which accounts for 
between 20 percent and 50 percent of GDP. 
Remittances would be one of the main channels 
of contagion in Samoa, Tonga, and Tuvalu, and to 
a lesser extent in Fiji and Kiribati. A deterioration 
in the terms of trade would negatively impact 
Papua New Guinea and Solomon Islands. A fall in 
stock prices in advanced economies would also 
impact PICs with large trust funds whose assets 
are invested offshore (Kiribati, Marshall Islands, 
Micronesia, Palau, and Tuvalu), worsening fiscal 
sustainability in Kiribati, Marshall Islands, and 
Micronesia. Aid flows to PICs are expected to 
hold up well, in line with the experience during 
the previous crises and planned increases in 
official development assistance from Australian 
and New Zealand.  

   Fiscal space is limited in PICs, with high public 
debt narrowing the scope for countercyclical 
policies in Fiji, Marshall Islands, Tonga, and 
Tuvalu. In countries with large trust funds, fiscal 
rules that prevent additional draw-downs to 
finance budget deficits in the face of a crisis could 
lead to procyclical policies. Papua New Guinea 
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and Vanuatu still have some fiscal space. Several 
islands have accumulated comfortable levels of 
foreign exchange reserves (Fiji, Papua New 
Guinea, Tonga, and Vanuatu), which could 
provide a temporary cushion. Greater exchange 
rate flexibility would be warranted in economies 
with relatively weak monetary transmission 
mechanisms. In Papua New Guinea, for example, 
the exchange rate channel of monetary policy 
continues to be effective, but excess liquidity is 
weakening the interest rate and credit channels. In 
Vanuatu, lower-than-anticipated inflation could 
allow a pause in monetary tightening. 
 
   To strengthen their resilience to shocks, PICs 
will need to step up the rebuilding of policy 
buffers and implement growth-oriented structural 
reforms, which would help boost investors’ 
confidence as well as ensure sustainable and 
inclusive growth. Focusing on the quality of 
spending, for example on education and 
infrastructure, could be key in lifting long-term 
growth potential. While rebuilding policy buffers, 
additional assistance from donors would also 
provide countercyclical support in several islands. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Figure 5.8.  PICs: Impulse Response of Output Loss to Terms-
of-Trade Shock 
(Percent deviation from baseline trend) 

 

Figure 5.9.  PICs: Impulse Response of Output Loss to External 
Demand Shock 
(Percent deviation from baseline trend) 
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