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INTRODUCTION

The contribution of this article lies in three main aspects that distinguish it from previous
studies. First, this article presents a cross-country synthesis that includes both developed and
developing countries in a comparative manner, thereby enabling the identification of general
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patterns as well as structural differences in the inflation—growth relationship across various
economic contexts. Second, unlike previous studies that tend to focus on a single region or
specific group of countries, this study specifically examines the implications of the inflation
threshold for developing countries facing unique structural challenges, including dependence
on the primary sector, fiscal vulnerabilities, and limitations in monetary policy capacity. Third,
this article seeks to link theoretical and empirical findings to their relevance for the design of
adaptive monetary policy, particularly in the context of developing countries that require a
different approach from that of advanced economies. Thus, this article is expected to enrich
academic discourse while providing input for policymakers in determining optimal inflation
targets in line with each country’s economic conditions.

Various empirical studies show that the relationship between inflation and economic
growth is not always linear. This means that the impact of inflation on economic growth can
vary depending on a country’s inflation rate. Under certain conditions, low inflation can
stimulate economic growth; however, when inflation exceeds a certain threshold, its impact on
economic growth becomes negative (Khan & Senhadji, 2001). Furthermore, the inflation
threshold may differ between developed and developing countries. Developing countries
generally have a higher tolerance for inflation compared to developed countries due to their
economic structures still being in the developmental stage (Ahmed & Mortaza, 2005).
Therefore, understanding the relationship between inflation and economic growth is crucial in
formulating economic policies, particularly monetary policy. Based on this background, this
study aims to analyze the nonlinear relationship between inflation and economic growth and to
review various empirical studies discussing inflation thresholds across different countries.

RESEARCH METHODS

This study employs a systematic narrative review approach to examine the relationship
between inflation and economic growth based on empirical evidence from various prior studies.
This approach was chosen because it allows for a structured synthesis of findings from diverse
country contexts and econometric methods, while maintaining the interpretive flexibility
required in a comparative cross-country literature review.

Literature Selection Criteria. The literature search was conducted through three major
academic databases Scopus, Google Scholar, and EconL.it covering publications from 1990 to
2024. This timeframe was chosen to encompass developments in modern econometric
methodology, particularly since the introduction of the threshold regression approach by Khan
and Senhadji (2001). Keywords used in the search included: “inflation and economic growth,”
“inflation threshold,” “nonlinear relationship inflation growth,” “panel smooth transition
regression inflation,” and “monetary policy developing countries.”

The articles included in this study meet the following four criteria: published in reputable
international peer-reviewed journals: discuss the empirical relationship between inflation and
economic growth: use quantitative approaches such as threshold regression, panel regression,
or Panel Smooth Transition Regression (PSTR): and include data from at least one developing
country or present cross-country comparisons. Articles that are purely theoretical without
empirical testing, as well as those without full-text access, were excluded from this study.

Selection Process and Number of Articles. Based on the initial search, 187 articles
relevant to the topic were identified. After screening based on the inclusion and exclusion
criteria above including the removal of duplicates and articles that did not meet empirical
methodological standards 42 articles were selected as the primary analysis corpus for this
study. These articles were sourced from journals such as the Journal of Development
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Economics, IMF Staff Papers, the Journal of Monetary Economics, Economic Modelling, and
Applied Economics.

Analytical Approach. The analysis was conducted using a descriptive-qualitative method
through a structured narrative review approach. Each study was examined based on four
dimensions: the context of the country or region under study: the econometric methods
employed: the resulting inflation threshold estimates: and the policy implications drawn. These
dimensions were then systematically compared to identify consistent patterns and variations
across studies, particularly between developed and developing countries. Through this
approach, the study aims to gain a more comprehensive understanding of the nonlinear
relationship between inflation and growth, as well as its policy implications for economic
stability.

RESULTS & DISCUSSION

This section presents a synthesis of the findings from the 42 empirical studies reviewed,
organized according to three main dimensions: classification of inflation thresholds, systematic
cross-country comparisons, and key patterns emerging from the literature as a whole. Based on
the results of the literature synthesis, the studies reviewed can be grouped into three inflation
threshold ranges reflecting different economic contexts. First group: Low inflation threshold
(1-3%), generally found in advanced economies with mature economic structures and strong
institutional capacity. In this group, even a relatively small rise in inflation above this threshold
is sufficient to have a negative impact on economic growth. This reflects the high sensitivity
of advanced economies to price uncertainty, given that economic agents’ inflation expectations
are already anchored at very low levels (Khan & Senhadji, 2001).

Second group: The medium inflation threshold (7-11%), most commonly found in
developing countries in South Asia and Sub-Saharan Africa. Mubarik (2005) identified an
inflation threshold of 9% for Pakistan, where inflation below that level contributes positively
to growth, but exceeding it has a negative impact. Ahmed and Mortaza (2005) reported a
similar threshold for Bangladesh in the range of 6-8%. Tarawalie and Kamara (2022) found a
threshold of 10.3% for Sierra Leone, indicating that low-income countries tend to have slightly
higher inflation tolerance within this group. Third group: High inflation threshold (above 15%),
found primarily in countries with high economic volatility and heavy reliance on primary
commodities. Bawa and Abdullahi (2012) found that in Nigeria, moderate inflation can still
stimulate economic activity, with an estimated threshold above 13%. This pattern suggests that
an economic structure dependent on the primary sector creates a different inflation transmission
mechanism compared to countries with a more diversified industrial base.

Table 1 summarizes a comparison of estimated inflation thresholds from the key studies
reviewed, including the country, methodology, estimated threshold, and the direction of
inflation’s impact on growth.

Study Country Method Inflation Impact Impact
Threshold Below Above
Threshold Threshold

Khan & Multi- Threshold 1-3% Positive Negative
Senhadji country (140 | Regression | (developed);

(2001) countries) 7-11%

(developing)

Mubarik Pakistan OLS + ~9% Positive Negative

(2005) Threshold
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Ahmed & Bangladesh | Cointegration ~6% Positive Negative
Mortaza + ECM
(2005)
Bawa & Nigeria Threshold ~13% Neutral— Negative
Abdullahi Regression Positive
(2012)
Seleteng et SADC (15 PSTR ~18.9% Positive Negative
al. (2013) countries) (gradual)
Tarawalie & | Sierra Leone PSTR ~10.3% Positive Negative
Kamara
(2022)

From this comparison, two consistent structural patterns emerge. First, developed
countries consistently exhibit a much lower inflation threshold than developing countries,
indicating that an economy’s capacity to absorb inflation is strongly influenced by the level of
development of its financial institutions and the maturity of its industrial structure. Second,
studies using the PSTR method such as Seleteng et al. (2013) and Tarawalie & Kamara (2022)
yield higher threshold estimates compared to studies based on simple threshold regression,
suggesting that the choice of econometric method substantially influences the estimation
results.

Based on a cross-study synthesis, three main patterns can be identified from the entire
body of literature reviewed. Pattern 1: The universality of nonlinear relationships. All 42
studies reviewed without exception confirm that the relationship between inflation and
economic growth is nonlinear. Not a single study found a purely linear relationship between
these two variables, in either developed or developing countries. This finding reinforces the
argument that monetary policy assuming a constant impact of inflation across the entire
inflation range has the potential to result in suboptimal policy. Second pattern: Heterogeneity
of thresholds based on structural characteristics. The inflation threshold is not a universal
constant but is highly dependent on the structural characteristics of an economy. Countries with
high levels of trade openness, deeper financial systems, and greater economic diversification
tend to have lower inflation thresholds. Conversely, countries that still rely on the primary
sector with limited fiscal capacity exhibit higher inflation tolerance before its negative impact
on growth becomes significant. Pattern three: Asymmetry of impacts above and below the
threshold. A number of studies including Seleteng et al. (2013) using the PSTR approach have
found that the transition from positive to negative impacts does not occur suddenly, but rather
gradually. This implies the existence of a transition zone around the inflation threshold where
the impact of inflation on growth is ambiguous or statistically insignificant. The policy
implication of this finding is that monetary authorities should not overreact to inflation
increases that remain within this transition zone, as overly aggressive intervention could
actually hinder the momentum of economic growth.

CONCLUSION

Based on the results of the study, it can be concluded that the relationship between
inflation and economic growth is nonlinear and depends on both the level and stability of
inflation, where low to moderate inflation tends to support economic growth by encouraging
production, consumption, and investment, while high and volatile inflation negatively affects
economic performance. In terms of policy implications, this study highlights the importance of
maintaining inflation within a clearly defined and credible target range, particularly for
developing countries where an optimal inflation rate generally lies between 4% and 6%,
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although this may vary depending on economic structure and institutional capacity; inflation
exceeding this threshold can hinder growth, while excessively low inflation may indicate weak
aggregate demand. This finding is consistent with previous empirical studies that identify
threshold effects of inflation on growth. From a practical perspective, monetary authorities,
especially central banks, should adopt and consistently implement an inflation targeting
framework by setting explicit inflation targets, using policy interest rates as the primary
instrument, and strengthening forward guidance to manage inflation expectations, while also
enhancing data-driven decision-making and responding proactively to inflationary pressures
arising from supply-side shocks and exchange rate fluctuations. Furthermore, effective
coordination between monetary and fiscal policy is essential, where governments are required
to maintain fiscal discipline by controlling budget deficits and avoiding excessive inflationary
financing, alongside implementing structural reforms such as improving productivity,
strengthening supply chains, and enhancing market efficiency to reduce long-term inflationary
pressures. In conclusion, the main challenge for policymakers in developing countries is not
only to control inflation but to maintain it at an optimal and stable level, as a credible inflation
targeting regime supported by strong policy coordination and structural reforms is crucial for
achieving sustainable economic growth and macroeconomic stability.
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