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Rising inflation hits developing countries

Global inflation is rising substantially, driven by higher energy and
food prices, persistent supply chain disruptions, and tight labor
markets in major developed economies. In the United States, infla-
tion has reached multi-decade highs in recent months, prompting
the Federal Reserve to raise interest rates and initiate a global
monetary tightening cycle. Rising inflation in the developed econ-
omies has received considerable attention.

At the same time, inflation in developing countries — gener-
ally higher and more volatile than in developed countries - is
also rising markedly and becoming more widespread as well. The
return of inflation as a more prevalent phenomenon in developing
countries marks a major turning point in macroeconomic condi-
tions, creating greater challenges for policymakers. Over the past
few decades, inflation in developing countries has generally been
on a downward trend, thanks to demographic changes, technolo-
gy-driven efficiency gains and improved macroeconomic policies,
including more credible monetary policy frameworks. While infla-
tion in developing countries was on average well above 10 per cent
between 1990-2000, it fell to 5.6 per cent between 2001-2010 and
4.8 per cent between 2011-2020. In 2021, inflation surged to 6.3 per
centand is projected to rise substantially further in 2022 (figure 1).’

The rise in inflation comes at exceptionally challenging times
as many developing countries are still struggling to recover from
the pandemic. For a large number of countries, a significant slack
in domestic labor markets remain, and poverty levels are much
higher compared to 2019. Debt levels have increased significantly,
leading to a higher risk of debt distress. Moreover, faster-than-ex-
pected monetary tightening by the Federal Reserve could generate
adverse spillovers. As previous episodes of high inflation illustrate,
a deterioration in global financing conditions could trigger signif-
icant capital flow outflows and severe depreciation of domestic
currencies in developing countries, fueling inflation further.?
Against this backdrop, central banks face difficult policy trade-offs
in efforts to contain the rise of inflation while supporting a fragile
economic recovery and preserving financial stability.

The return of inflation to the developing world

Inflationary pressures first began to spread out through 2021,
particularly in Africa, Western Asia and Latin America and the

KEY MESSAGES

» Inflation is rising in many developing countries, driven by
higher energy and food prices, supply chain disruptions
and, in some cases, release of pent-up demand. Many
central banks have responded with significant interest
rate hikes.

» The rise of inflation, gradually becoming more
widespread across the developing world,
disproportionately affects the poor, worsening poverty
and inequality prospects, already damaged due to the
COVID-19 pandemic, even further. It also risks fueling
social unrest and political instability.

» Central banks are facing a major policy dilemma.
High inflation and rising interest rates in the United
States create pressure to tighten monetary policy. But
this could undermine the still incomplete and fragile
recovery from the COVID-19 pandemic.

Figure 1
Inflation in developing countries, 2010-2022
Percentage
7]
6
5 |
Average inflation
4| 2010-2022 is 4.8%
3]
2 T T T T T T T T T T T T
2010 2012 2014 2016 2018 2020 2022

Source: UN DESA, based on data from World Economic Forecasting Model.
Note: Data for 2021 is partly estimated; data for 2022 is a forecast.

1 The World Economic Situation and Prospects as of mid-2022 will be launched on 18 May 2022. The report will provide a comprehensive assessment of the impact of the
war in Ukraine on the world economy, including its implications for growth and inflation prospects.

2 Monetary tightening can also worsen debt sustainability risks. By the mid-90s, the tightening cycle implemented by the Federal Reserve, together with domestic
vulnerabilities, led to the collapse of the Mexican peso and the “tequila crisis”. By the end of the 70s, the Federal Reserve raised interest rates up to 20 per cent. This
triggered a severe debt crisis in Latin America, with long-lasting development consequences - the so-called “lost decade”. The current tightening by the Federal Reserve
is unlikely to be as severe; however, there may still be a significant impact on debt sustainability.

The Monthly Briefing on the World Economic Situation and Prospects is part of the monitoring and analysis activities of the Global Economic Monitoring Branch, Economic Analysis and Policy
Division, UN DESA. This issue was prepared by Sebastian Vergara under the supervision of Hamid Rashid (Chief, Global Economic Monitoring Branch) and general guidance of Shantanu
Mukherjee (Director, Economic Analysis and Policy Division). Andrea Grozdanic provided statistical assistance. Contact email: vergaras@un.org.
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Caribbean. In these regions, headline inflation figures reached
double-digits due torising oil and food prices (figure 2), supply chain
disruptions, and depreciation of domestic currencies. For example,
Argentina, Chile, Nigeria, Lebanon, and Turkey faced significant
depreciation pressures throughout 2021. Inflation in sub-Saharan
Africa was mainly driven by higher food prices, particularly wheat,
corn, and sorghum. In Latin America, inflationary pressures
became broader due to the accommodative monetary stances that
remained in most countries as part of the pandemic response, wage
indexation and, in some cases, strong aggregate demand. In Chile,
for example, pandemic-related support, together with pension
withdrawals, boosted consumer spending considerably, fueling
inflationary pressures. In Brazil, headline inflation surged mainly
due to higher oil and commodity prices, reaching 10.3 per cent
in December 2021 (figure 3). Meanwhile, inflation in South Asia
remained relatively elevated but not rising further. By contrast,
inflationary pressures were muted in East Asia, including China.’

Figure 2
Commaodity prices, January 2018-March 2022
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Source: UN DESA, based on data from IMF, Primary Commodity Price System and Trading
Economics.

Notes: All Commodity Price Index includes fuel and non-fuel price indices; All Food Price Index
includes cereal, vegetable oils, meat, seafood, sugar, and other food; Energy Index includes
crude oil, natural gas, coal price and propane indices.

Global inflationary pressures have intensified in recent
months. The war in Ukraine and the sanctions against the Russian
Federation have pushed oil and food prices to record highs, while
worsening supply chain disruptions and shipping bottlenecks.
In addition, China’s rolling lockdowns to control COVID-19 are
aggravating global supply chain problems. By March 2022, supply
chain disruptions in China were close to record highs.*

3 InAsia, the falling price of rice mitigated the rise in inflation.

4 G.Benignoand others (2022), “Global Supply Chain Pressure Index: March 2022
Update,” Liberty Street Economics, Federal Reserve Bank of New York, 3 March.
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Inflation in developing countries
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Inflationary pressures are becoming more entrenched
across the developing world, with inflation in many large devel-
oping economies accelerating considerably in recent months
(figure 4). In Egypt, annual inflation increased from 6.6 per cent
in September 2021 to 10.5 per cent in March 2022, while in India
it increased from 4.4 per cent to 7.0 per cent. A similar upward
trend has been observed in Saudi Arabia, Colombia, Mexico, and
South Africa. Notably, the rise in inflation is not constrained to
headline numbers, which include volatile energy and food prices.
Even core inflation (which excludes food and energy price and is
considered indicative of the broad underlying trend in price levels)
is rising significantly in many countries, including Brazil, Egypt,
and Turkey, and it remains elevated in Argentina and Nigeria.
Furthermore, the rise in inflation is not only limited to large devel-
oping economies but also affecting many others, including some
least developed and low-income countries. In the last six months,
headline inflation figures increased - or remains elevated - in
Angola, Burundi, Ethiopia, Mongolia, and Sri Lanka, among others.

The rise in global commodity prices is particularly hurting
poor households as they spend a much larger share of their income
on food items. The sharp increase in food prices risks pushing
millions more into poverty, while exacerbating inequality even
further. Worryingly, surging food inflation could worsen food inse-
curity in many developing countries that are still struggling with
economic shocks from the pandemic. Higher food prices are hitting
the most vulnerable in challenging times. Labor markets remain
with a substantial slack, including lower employment and higher
unemployment rates than pre-pandemic levels in many countries
across Africa and Latin America and the Caribbean.®

Amid a relatively weak and fragile recovery and limited
macroeconomic policy space, the rise in inflation will constrain

5 International Labor Organization (2022), World Employment and Social Outlook:
Trends 2022, Geneva.
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Figure 4
Inflation in selected developing economies

Figure 5
Share of interest rate decisions in developing countries
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Source: UN DESA, based on official data.

many countries’ capacity to reduce poverty rates, further pushing
back prospects of achieving the Sustainable Development Goal
of ending extreme poverty. Furthermore, if inflation remains
elevated, poverty rates will not decline to pre-pandemic levels
anytime soon. Against this backdrop, the risks of social unrest and
political instabilities across developing countries are rising.

Putting the genie back in the bottle?

In 2021, as oil and food prices increased steadily, prospects of infla-
tion and of the Federal Reserve unwinding its monetary support
led to a few central banks raising their interest rates. The central
bank of Brazil was among the forerunners, embracing monetary
tightening as early as March 2021. Over time, it increased its Selic
rate in stages to 11.75 in March 2022. By mid-2021, other central
banks gradually started to raise their interest rates as well. While
inflationary pressures were a major reason, the rise in interest
rates ahead of the Federal Reserve — especially in countries more
integrated to global financial markets like Chile, Mexico, and
South Africa - sought to contain potential capital outflows and
depreciation pressures, too.

Since the second half of 2021, the monetary tightening in
developing countries gained further momentum (figure 5). Between
Januaryand April 2022, at least 27 central banks decided to increase
their policy rates, especially in Latin America (Argentina, Peru,
Chile, and Uruguay) and Africa (Egypt, South Africa). Given the
relatively contained inflation numbers - partly due to more muted
increases of rice prices — central banks in East Asia have remained
more passive, at least for now. The People’s Bank of China decided
to even cut its loan prime rate last January, in efforts to boost
domestic demand. Despite rising inflation numbers, India’s central
bank has maintained its policy rates unchanged, prioritizing
economic activity and the recovery of employment.
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Sofar, higher interest rates in developing economies have had
little success in curbing inflation rates, due to the nature and size
of the underlying forces. Inflationary pressures have been driven
mainly by supply side factors, including production shortages,
supply chain disruptions, and shipping bottlenecks. Central banks
are not well-equipped to deal with those supply side shocks, many
of which are structural in nature. In addition, there is a consid-
erable lag for higher rates to curb consumer spending in those
countries where aggregate demand plays. Moreover, inflationary
pressures seem to gradually become more persistent. For instance,
commodity prices are projected to remain elevated throughout
2022, amid ongoing conflict in Ukraine. Also, lower fertilizer
exports from the Russian Federation might result in lower crop
yields globally over several successive growing seasons.® These
supply side disruptions are not projected to subside anytime soon.
The rolling lockdowns in a number of cities in China, including
major manufacturing centers and port cities, is likely to exacerbate
the shortage of semiconductors. As such, inflationary pressures
will likely not lessen significantly in the near term.

The spectre of high inflation poses major policy challenges
for developing countries, well beyond inflation and growth trade-
offs. On the one hand, aggressive interest rate hikes can derail
the recovery and worsen employment prospects even further. In
addition, rising interest rates will further limit fiscal space and
worsen debt sustainability risks, especially in many already vulner-
able countries, potentially leading to a widespread debt crisis. On
the other hand, a relatively loose monetary approach could lead
to a de-anchoring of inflation expectations and a further surge
in inflation, severely impacting consumer spending, investment,

6 In 2021, the Russian Federation was the world's largest exporter of fertilizers,
including nitrogen, phosphorus, potassium and urea ammonium nitrate, to
major grains producers such as Brazil and the United States.



and growth in the medium-term. Considering past episodes, this
remains a key risk, for example, for countries in Latin America,
where rising prices can feed into an escalation of inflation expecta-
tions and lead to a spiraling increase of wages and prices.’
Furthermore, adequate implementation of monetary and
fiscal policies should carefully consider the tightening global
monetary conditions.? Net oil and food importing countries are
more at risk of facing intensified pressures to their balance of

7 In recent decades, however, several countries in the region, including Chile,
Colombia, and Mexico, have established fiscal rules that favor a more
countercyclical behavior of fiscal policy. To some extent, these institutional
changes limit the role fiscal expenditures can potentially play in fueling
inflationary pressures.

8 Recentresearch suggests that the spillover effects from monetary policy in the
United States are relatively more disruptive in large emerging economies when
higher interest rates respond to inflationary pressures and a more hawkish turn
by the Federal Reserve. Also, higher macroeconomic vulnerabilities in emerging
economies make them more sensitive to change in US interest rates. See J.
Hoek, E. Yoldas and S. Kamin (2021), “Are rising interest rates destabilizing for
emerging market economies?”, FEDS Notes, Board of Governors of the Federal
Reserve System.

payment and fiscal positions.” Monetary policy requires careful
calibration, credible frameworks, and clear communication. On
the fiscal side, Governments, with adequate fiscal space, will need
to provide targeted support to alleviate the effects of higher food
and fuel prices to poorer segments of the population, while main-
taining fiscal and debt sustainability. This reinforces the recent
and widespread calls to accelerate the debt relief for the poorer
countries, particularly the least developed countries.

9 Theunfolding economic and debt crisis in Sri Lanka, a net oil and food importer,
is an illustrative example.

Monthly Briefing on the World Economic Situation and Prospects


https://www.federalreserve.gov/econres/notes/feds-notes/are-rising-u-s-interest-rates-destabilizing-for-emerging-market-economies-20210623.htm
https://www.federalreserve.gov/econres/notes/feds-notes/are-rising-u-s-interest-rates-destabilizing-for-emerging-market-economies-20210623.htm

