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Introduction

The large inflow of foreign capital to fund PNG investments in natural gas pipeline and processing infra-
structure resulted in a surge in inflation beginning in 2011. Costs of production of tradable goods such as
coffee and palm oil rose more (in kina terms) than their output prices, reducing the profitability of these
sectors. These price distortions have continued to the present day, as restrictions on access to foreign
exchange (mainly through delays in the release of funds) as demand for foreign exchange exceeds sup-
ply made available to the public. This policy note reviews PNG’s exchange rate policies and uses an
economy-wide simulation model' to quantify the impacts of these distortions. We conclude with a discus-
sion of policy implications, highlighting the effects of a possible devaluation / depreciation of the kina.

The Evolution of PNG’s Real Exchange Rate

Faced with a shortfall in foreign exchange, PNG, like many other governments, has nonetheless at-
tempted to limit the depreciation of its currency, the kina, so as to avoid an increase in the domestic price
of imports and the kina value of interest payments and other capital outflows. Because of PNG’s policy
of restricting timely access to foreign exchange, the depreciation of the nominal exchange rate has been
far smaller than the rate of domestic inflation.

As shown in Figure 1, domestic inflation in PNG resulted in a total increase of 92 percent in the Consumer
Price Index between 2010 and 2024. In this same period, the nominal exchange rate (Kina/USD) depre-
ciated by only 42 percent, from 2.72 to 3.86 kina/USD. Using the US CPI as a measure of world prices,
a simplified real exchange rate (RER = ER * PW / CPI)? indicates: 1) a large appreciation of 26.1 percent
between 2010 and 2012, followed by 2) a depreciation of 5.9 percent per year until 2018 that restored
the RER to approximately the 2006 level, and then 3) little change through 2024 (averaging 1.7 percent
depreciation per year).® Using the weighted average of a basket of currencies and other adjustments, the
IMF calculation of the real exchange rate indicates total appreciation of 23 percent between 2010 and
2024.

" Details of the equations in the CGE model are found in Dorosh and Pradesh (2022). The simulations were run using a new 2023 economy
wide data base (Social Accounting Matrix).

2 As in much of the economic literature, this note adopts the definition of the real exchange rate as.the value of the foreign currency measured
in domestic currency (i.e. Kina/ USD). Using this definition, a depreciation of the exchange rate (an increase in Kina/USD), implies an increase
in the price of tradables relative to the price of non-tradables, i.e. PT/PNT = ER * PW / CPI.

3 Wangi (2025) discusses recent movements in the nominal exchange rate of the Kina relative to the US dollar, and suggests various policy
options to increase the supply of foreign exchange in PNG. This note extends his analysis by focusing on the real exchange rate, foreign ex-
change rationing and implications for PNG’s macro-economy.



Figure 1: PNG: Real Exchange Rates, Balance of Payments, 2010 — 2024
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Source: IMF IFS (2025) and authors’ calculations

However, this simple measure of the distortion in the real exchange rate captures only the changes in its
level. A more exact measure of the overvaluation of the real exchange rate is the difference between the
actual real exchange rate and an estimated equilibrium real exchange rate (the real exchange rate that
would result from the removal of all trade and foreign exchange rate distortions, given world prices and
assumed normal foreign capital flows). Using the estimates of the equilibrium real exchange rate from
the IMF’s simulation model, the average overvaluation of the kina in the years 2019, 2022 and 2023 was
10 percent.*

Impacts of the Real Exchange Rate Appreciation and Policy Options

CGE model simulations indicate that a real exchange rate depreciation to restore the real exchange rate
to close to its equilibrium level would have significant negative effects on household welfare in PNG. As
shown in Simulation 1, a 10 percent depreciation of the nominal exchange rate, holding domestic prices
(as measured by the consumer price index) constant, results in a sharp drop in total imports (both con-
sumer goods and intermediate inputs into domestic production).

Given PNG’s substantial trade deficit and relatively low responsiveness of export supply and import de-
mand to the exchange rate and price changes, the devaluation reduces consumption by 14.1 percent
and total expenditures (including investment expenditures) by 12.8 percent (Figure 2). Improved price
incentives spur a 2.6 percent increase in the production of export crops, but production of food crops
declines by 1.6 percent, as rural land and labor shift to export crops and other sectors (Figure 3).°

4 Estimates of the overvaluation of the kina were 11 percent in 2019 (IMF, 2020; p. 17), 13 percent in 2022 (IMF, 2023; p. 35) and 5 percent at
the end of 2023 (IMF, 2024; p. 34). See Krueger, Schiff and Valdés (1988) for a discussion of calculations of the equilibrium real exchange
rate, and Davies and Schroder (2022) for further analysis and estimates of PNG’s real exchange rate misalignment.

5 Here, we use absorption (the sum of consumption, investment and government expenditures) as our measure of total expenditures.



Figure 2: Macro-economic Effects of Exchange Rate and World Price Shocks
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Figure 3: Effects of Exchange Rate and World Price Shocks on Agricultural Production and
GDP
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Simulation 2 shows the impact of a commaodity price slump -- a 10 percent decline in the world prices of
both imports and exports. Given that PNG has a trade deficit, if there was no adjustment in quantities of
imports or exports, the 10 percent reduction in world prices of both imports and exports would tend to
reduce the trade deficit by 10 percent, as well. However, given that foreign savings (foreign capital in-
flows) are fixed, the real exchange rate appreciates (the kina/USD exchange rate declines) by 3.6 percent
to restore equilibrium in the foreign exchange market.

The net effect of the real exchange rate appreciation and the world price declines is sharply lower prices
of imported and exported goods in kina terms. Exports, (mainly products of tree crops that have relatively
low supply responsiveness), decrease by 3.8 percent. Imports also fall, as production of import goods
declines, though the lower price also spurs demand for import goods. The net effect is a decline in the
quantity of imports of only 0.6 percent.

Combining the shocks of Simulations 1 and 2, Simulation 3 models a real exchange rate adjustment in a
macro-policy environment qualitatively similar to that facing PNG in 2025. In this case, the real exchange
rate depreciation is only 12.1 percent, output of export crops increases by 1.1 percent and real GDP falls
by 0.9 percent.

Impacts on Households

The changes in the exchange rate and world market prices described above have significant impacts on
households. Consumption declines by 10 to 13 percent for most households (Figure 4). The exceptions
are urban poor households (those in the bottom 40 percent of the per capita expenditure distribution)
who experience a drop in consumption of only 9 percent (in large part because relatively little of their
consumption is on the tradable goods for which prices rise sharply). The decline in consumption of the
urban poor in the highlands is smaller (only 6.8 percent), however, since the price of non-tradables (which
does not decline as much as the price of tradables) are a larger share of consumption of urban poor
households in this region than of urban poor households in most of the rest of PNG.

Figure 4: Effects of Exchange Rate and World Price Shocks on Household Consumption
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Concluding Observations

PNG’s macro-economic policies since 2010 successfully stabilized the nominal and real exchange rates,
and to a large degree prevented a major real exchange rate appreciation typically associated with a surge
in natural resource production and exports.

Nonetheless, there has been a persistent foreign exchange shortage since the early 2010s, managed
through delays in granting access to foreign exchange to importers. Other options for reducing the gap
between supply and demand for foreign exchange include improving the business environment to attract
more foreign investment and promoting tourism (Wangi, 2025).

Model simulations indicate that lowering these price distortions through a moderate exchange rate de-
preciation would lead to higher production of export crops, but lower production of food crops. Real GDP
would also decline. If world prices of PNG’s exports and imports also fell due to recession in the world
economy or other factors, total consumption of the urban poor could fall by 9 percent and consumption
by the other household groups could decline by 10 to 13 percent.

These results highlight the vulnerability of PNG’s households to exchange rate and commodity price
shocks. They also point to the need for further analysis of the distributional impacts of trade and macro-
policy on lower income households in various parts of PNG. Finally, along with the need for additional
disaggregated data on household production, there is a need for disaggregation of household incomes
and expenditures to provide policymakers insights into the likely effects of external shocks and govern-
ment policies on households across PNG.
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