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* Inflation is a general increase in the price of goods and services in
an economy over a period of time.

e Papua New Guinea is currently experiencing imported inflation
caused by the coronavirus pandemic, the war in Ukraine and Kina
exchange rate reform.

* Monetary and exchange rate policy instruments cannot effectively
address current inflation. Fiscal policy tools can, but at a cost to
the government.

e Some fiscal policy options that the government may consider in
addressing imported inflation include providing tax relief measures
on imports, reducing goods and services tax, reintroducing fuel
subsidy, and lowering personal income tax.
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Inﬂation is a general increase in the price of goods and

services in an economy over a period of time. In Papua

New Guinea (PNG), it is generally measured as a quarterly
percentage change using the consumer price index. When
prices increase, the Kina buys fewer goods and services. This
implies that inflation reduces the purchasing power or value of
the Kina. Inflation is generally bad for the economy because it
reduces the demand for goods and services, increases the cost
of living, increases the cost of doing business, discourages new
investments and expansion of existing businesses, and slows
growth. It is an important macroeconomic indicator because
it directly affects the consumption decisions of households,
investment decisions of firms, and decisions over service
delivery by the government.

The main types of inflation PNG has experienced since
political independence are demand-pull, cost-push, and
imported (Wangi, 2024). Demand-pull inflation is caused by
developments on the demand side of the economy. When the
demand for a good or a service exceeds the supply, the price
automatically increases. Cost-push inflation is caused by the
effect of higher input costs on the supply side of the economy.
That is, as input costs increase, producers sell their products
at higher prices. Imported inflation occurs when there is an
increase in the price of goods and services imported into the
country. Specifically, the surge in import prices is triggered
mainly by higher taxes on imports, a weaker domestic currency,
and inflation in the exporting country. Understanding the
types and causes of inflation in PNG is essential in order to
provide appropriate policy responses.

Review of domestic inflation trend since 1975

According to Figure 1, inflation has been fluctuating between
1.0 percent and 18.0 percent since independence. Inflation
remained stable at 5.9 percent on average between 1975
and 1994, when PNG had the fixed exchange rate regime.
However, this regime caused some economic instabilities such
as overvalued real exchange rate, low export growth, shortage of
foreign reserves, and rising foreign public debt (Wangi, 2023).
These issues forced the government, through the Central Bank,
to float the Kina in 1994, in which the domestic exchange rate
was determined by the market forces with limited intervention.

Under the floating regime, the nominal exchange rate
depreciated significantly, averaging 23.6 percent in the first five
years of operation (Wangi, 2023). In 2002, the nominal value
of the Kina against the United States (US) dollar dropped
drastically to an all-time low of 0.257. Depreciation of the
Kina caused high prices for imports. In 1995, following the
floating of the Kina, inflation reached an all-time high of 17.3
percent. Between 1994 and 2003, PNG recorded an average
of 12.5 percent inflation contributed mainly by exchange rate
depreciation, external high food prices, and a domestic drought.
However, strong commodity prices led to appreciation of the
Kina exchange rate and subsequent fall in inflation between
2004 and 2007 (see Figure 1). In 2007, PNG recorded the
lowest inflation rate of 0.9 percent.

High commodity prices extended to surging international
food and oil prices between 2008 and 2011 (BPNG, 2011).
As an import-dependent economy, rising prices negatively
affected the cost of living through imports. Besides external
factors, high government spending, liquefied natural gas
(LNG) project construction, and increased business activities
injected substantial money into the economy, which generated
greater demand for goods and services, and subsequently led
to high prices. In addition, due to the large size of the LNG
project, it raised high expectations on income and employment
opportunities, which led to high business and consumer
spending. During this period, the average inflation rate was at
6.3 percent.

Figure 1: Annual Headline Inflation: 1978-2023
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The end of high commodity prices and resources boom had
harmful impacts on export revenues, foreign reserve inflows,
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balance of payments, and exchange rate. Hence, the Central
Bank introduced exchange rate trading bands in 2014 to
stabilise the Kina from further depreciation. Under this regime,
the exchange rate dealers were restricted to trade within the
trading bands. Between 2014 and 2022, the nominal exchange
rate remained generally flat while inflation was averaging at
5.1 percent (see Figure 1). However, in 2023, inflation fell to
2.3 percent. Despite the outbreak of coronavirus pandemic,
the war in Ukraine and Kina exchange rate reform, domestic
inflation has remained largely stable since 2020.

Sources of current inflation

The current inflation pressure has developed since 2020
following the outbreak of the coronavirus pandemic. The
lockdowns and travel restrictions had affected production and
movement of goods and services within and between countries.
For instance, a fall in production generated high demand,
which had led to increase in external food and energy prices.
As the pandemic slowed down in 2022, the war in Ukraine had
begun. The imposition of trade restrictions and destruction of
the production facilities during the war has led to disruption
of global oil and gas supply. The undesirable impact on supply
has increased prices of these commodities. The external price
hikes have transmitted to the local economy through imports,
which negatively affected the cost of living and cost of doing
business. Firms have passed the additional import costs to
consumers through high retail prices. Moreover, as an import-
dependent economy, PNG has been highly vulnerable to
import price fluctuations.

On the domestic front, under the current International
Monetary Fund (IMF) exchange rate reform program, the
Central Bank has widened the trading bands since January
2024 to give more room for the Kina to fluctuate in the
market. Following the implementation, the Kina depreciated
by 30 basis points against the US dollar by the end of March
2024 (BPNG, 2024). Prior to implementation of the reform,
the Kina depreciated by 5.5 percent against the US dollar in
December 2023. The continuous depreciation of the Kina
against the currencies of major trading partners in recent
months implies that PNG’s imports are becoming expensive
in the market. Furthermore, removal of fuel subsidy is exerting
a huge price pressure on fuel products across the country. The
fuel subsidy was introduced by the government in 2022 to ease
price pressure emanating from the war in Ukraine but removed
in June 2023. High import taxes and increased government
spending have also contributed to inflation.

Existing macroeconomic policies

Three macroeconomic policies available to address inflation
in PNG are monetary, fiscal, and exchange rate. The main
objective of monetary policy is to maintain price stability
through the adjustment of the policy rate, known as the
Kina Facility Rate. Open market operations and cash reserve

requirement are other monetary policy instruments that targets
money supply and bank liquidity in the economy. During
high inflation, the Central Bank employs a tight monetary
policy, that is increasing the policy rate or raising the cash
reserve requirement. To illustrate, a high interest rate reduces
borrowing and consumer spending in the economy, which
eventually lowers demand-pull inflation. Furthermore, high
domestic interest rate may not stimulate foreign capital inflows
and improve the Kina exchange rate because PNG’s capital
market is underdeveloped. Hence, this policy cannot address
imported inflation through exchange rate appreciation.

Fiscal policy uses government spending and taxes to maintain
full employment, promote economic growth, and keep prices
stable. During high inflation, the government usually reduces
spending and raises taxes to influence money supply. These
fiscal policy responses contain high demand and lower price
of goods and services. However, given the nature of current
inflation, tax reliefs and incentives are better options to ease
high price pressure on households and firms. For instance,
provision of tax incentives to businesses on imported inputs
may lower cost of production, which in turn addresses cost-
push inflation. Furthermore, a subsidy helps a supplier to
keep the price of a good or a service low. The concern with
price support schemes in PNG is the sustainability issue. For
instance, the government introduced fuel and freight subsidies
in the past, but that policy did not last long due to funding
constraints. The fiscal policy initiatives can potentially ease the
current inflation pressure but are costly to the government.
Specifically, tax relief efforts can reduce government revenue
and subsequently impinge on the provision of public goods
and services.

Exchange rate policy manages local currency in respect
to foreign currencies. A stable exchange rate protects the
local currency from market fluctuations, promotes foreign
investment, maintains balance of payments, and keeps price
stability. The Central Bank is currently undertaking exchange
rate adjustments through the IMF program to pursue Kina
convertibility. Consequently, the Kina is depreciating because
the demand for it is low in the foreign exchange market.
The Kina will continue to depreciate until the completion
of exchange rate adjustment in 2026. The immediate impact
of exchange rate adjustment is that imports are becoming
expensive. The economic agents are passing the additional
cost of imports to consumers in the form of increased price of
goods and services. This policy is not free to be readjusted to
control imported inflation because it is currently tied to the
IMF loan condition.

Policy options to address inflation

The inflation pressure in the country since 2020 has been
caused mainly by high taxes on imports, inflation in the
exporting countries due to the global coronavirus pandemic
and the war in Ukraine, and weaker Kina resulting from the
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domestic exchange rate reform. The pandemic has passed,
but the war and exchange rate reform are active. Therefore,
inflation is expected to continue mainly through imports for
an indefinite period. While considering the nature of inflation,
monetary policy may have limited influence in controlling
imported food and fuel prices in the short and medium terms.
Furthermore, exchange rate policy can potentially address the
problem of imported inflation through a managed floating or
pegging the Kina to a basket of currencies, but it is currently
tied to the IMF loan condition. Fiscal policy tools are available
but costly to the government. The following are specific fiscal
policy options the government may consider in addressing the
current inflation situation.

* DProvide tax relief measures on imports: Most imports
are subjected to custom fees and charges at the entry
point. Reducing or removing import tariffs and duties
on selected consumable items and fuel products will
ease price pressure faced by households and businesses.
The selection should consider essential items that
consumers need for living and inputs that firms require
for production.

*  Reduce goods and services tax (GST): GST is a
consumption tax applied to most goods and services at
the point of sales. The current GST rate is 10 percent and
is considered as one of the main sources of government
revenue. Reducing GST on selected items will provide
direct relief to consumer spending. The selected list
should include essential items such food, toiletries,
housing and fuel products.

* Reintroduce fuel subsidy: Given the current high fuel
prices, the government may consider reintroducing fuel
subsidy which ended in 2023. A fuel subsidy is a form of
financial support provided to individuals, especially the
vehicle owners and firms, by the government through
the budgetary process. This implies that government
pays a portion of the price to ease spending pressure on
consumers and businesses.

*  Lower personal income tax: Reducing personal income
tax rates is not an inclusive policy response to high
inflation pressure in the country, but can support wage
and salary earners to meet high cost of living especially
in urban areas. The government collects personal
income tax from wages and salaries every fortnight and
reducing the rates would be a great relief for taxpayers.
This intervention must be done in conjunction with
increasing employment and business opportunities so
that tax revenue for Government can still be maintained
with lower tax rates but broader tax base.

*  Substitute imports: Another policy option to consider
for long-term inflation control is import substitution,
mainly through the agriculture sector. Under the guide

of existing government policies such as Customary Land
Policy 2023 (draft) and National Food Security Policy

e A

2018-2027, the private sector in partnership with the
government can utilise customary land for large-scale
agriculture production. The produce from this sector can
replace food imports and address imported inflation.

Conclusion

Inflation directly affects the welfare of people and cost of
business. PNG is currently experiencing imported inflation
caused by the coronavirus outbreak, the war in Ukraine and
Kina exchange rate reform. Of the three macroeconomic
policies, monetary and exchange rate policy instruments
cannot effectively address the current inflation. The exchange
rate policy is undergoing the IMF reform while monetary
policy focuses on demand-pull inflation through interest rate
adjustment and money supply control. Fiscal policy tools
can reduce the current inflation pressure but at a cost to the
government. Some specific fiscal policy options to consider
in addressing imported inflation include providing tax
relief measures on imports, reducing goods and services tax,
reintroducing fuel subsidy, and lowering personal income tax.
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