
 

World Economic Outlook, September 2006

W
orld Econom

ic Outlook	
Financial System

s and Econom
ic Cycles

World Economic Outlook 

Financial Systems and 
Economic Cycles

Wor ld Economic and F inancia l  Surveys

I N T E R N A T I O N A L  M O N E T A R Y  F U N D

06S
E

P
T

IMF

SEPT

06



World Economic Outlook
September 2006

Financial Systems and Economic Cycles

International Monetary Fund

W o r l d  E c o n o m i c  a n d  F i n a n c i a l  S u r v e y s



©2006 International Monetary Fund
 

Production: IMF Multimedia Services Division
Cover and Design: Luisa Menjivar-Macdonald and Jorge Salazar

Figures: Theodore F. Peters, Jr.
Typesetting: Choon Lee

World economic outlook (International Monetary Fund)
World economic outlook: a survey by the staff of the International 
Monetary Fund.—1980–  —Washington, D.C.: The Fund, 1980–

    v.; 28 cm.—(1981–84: Occasional paper/International Monetary 
Fund ISSN 0251-6365) 
  �  Annual. 

Has occasional updates, 1984– 
ISSN 0258-7440 = World economic and financial surveys 
ISSN 0256-6877 = World economic outlook (Washington)
1. Economic history—1971–    —Periodicals.    I. International 

Monetary Fund.    II. Series: Occasional paper (International 
Monetary Fund)

HC10.W7979	 84-640155
338.5’443’09048—dc19     

AACR 2 MARC-S

Library of Congress	 8507

    Published biannually.
ISBN 1-58906-598-0

Price: US$57.00 
(US$54.00 to full-time faculty members and 

students at universities and colleges)

Please send orders to: 
International Monetary Fund, Publication Services 

700 19th Street, N.W., Washington, D.C. 20431, U.S.A.
Tel.: (202) 623-7430        Telefax: (202) 623-7201

E-mail: publications@imf.org
Internet: http://www.imf.org

recycled paper



iiiiii

Assumptions and Conventions	 viii

Preface	 x

Foreword	 xi

Executive Summary	 xiii

Chapter 1. Global Prospects and Policy Issues 	 1

Global Economic Environment	 1
Outlook and Short-Term Risks	 5
Unwinding Global Imbalances	 12
Policy Challenges	 17
Appendix 1.1. Recent Developments in Commodity Markets	 29
References	 39

Chapter 2. Country and Regional Perspectives 	 41

United States and Canada: Inflationary Pressures Are Beginning to Rise	 41
Western Europe: Structural Reforms Remain the Key to Stronger Growth	 44
Japan: Monetary Policy Adjusts to the End of Deflation	 47
Emerging Asia: China’s Growth Spurt Benefits the Region but Carries Risks	 49
Latin America: Continuing to Build Resilience	 53
Emerging Europe: Managing Risks from Heavy Reliance on Foreign Savings	 58
Commonwealth of Independent States: Managing Large Foreign Currency Inflows	 62
Africa: Strong Growth Continues Despite High Oil Prices	 64
Middle East: Living with Booming Oil Exports	 71
References	 73

Chapter 3. Asia Rising: Patterns of Economic Development and Growth	 75 

Asia’s Economic Success	 75
Perspiration or Inspiration?	 77
Sectoral Effects: Cross-Sector Shifts or Within-Sector Growth?	 83
Policy Determinants of Productivity Growth	 90
Conclusions	 93
Appendix 3.1. Methods and Additional Results	 97
References	 102

Chapter 4. How Do Financial Systems Affect Economic Cycles?	 105

How Have Financial Systems Changed?	 107
How Do Differences in Financial Systems Affect the Behavior of Households, Firms,  

and Cross-Border Capital Flows?	 113

CONTENTS



contents

iv

Conclusions	 124
Appendix 4.1. Building the Financial Index	 126
Appendix 4.2. Econometric Methodology	 132
References	 136

Chapter 5. The Boom in Nonfuel Commodity Prices: Can It Last?	 139

Long-Term Trends in Commodity Prices and Volatility	 139
Assessment of Recent Developments	 142
Role of Emerging Markets	 143
Will the Recent Run-Up in Metals Prices Be Sustained?	 146
Outlook for Food and Other Agricultural Commodities	 151
Conclusion	 157
Appendix 5.1. Model of Aluminum and Copper Markets	 157
Appendix 5.2. Modeling the Relationship Between Speculation and Commodity Prices	 164
References	 168

Annex: IMF Executive Board Discussion of the Outlook, August 2006	 171

Statistical Appendix	 177 

Assumptions	 177
What’s New	 177
Data and Conventions	 180
Classification of Countries	 181
General Features and Composition of Groups in the World Economic Outlook  

Classification	 183
List of Tables	 187
  Output (Tables 1–6)	 189
  Inflation (Tables 7–11)	 200
  Financial Policies (Tables 12–19)	 208
  Foreign Trade (Tables 20–24)	 217
  Current Account Transactions (Tables 25–31)	 225
  Balance of Payments and External Financing (Tables 32–36)	 240
  External Debt and Debt Service (Tables 37–42)	 250
  Flow of Funds (Table 43)	 259
  Medium-Term Baseline Scenario (Tables 44–45)	 263

World Economic Outlook and Staff Studies for the World Economic Outlook, Selected Topics	 267

Boxes

  1.1  Capital Flows to Emerging Market Countries: a Long-Term Perspective	 18
  1.2  How emerging Market Countries May Be Affected By External Shocks	 22
  1.3  How Will Global Imbalances Adjust?	 24
  1.4  International and National Oil Companies in a Changing Oil Sector Environment	 38
  2.1  Improved Emerging Market Fiscal Performance: Cyclical or Structural?	 56
  2.2  Commodity Price Shocks, Growth, and Financing in Sub-Saharan Africa	 67
  3.1  Japan’s Potential Output and Productivity Growth	 81
  3.2  The Evolution and Impact of Corporate Governance Quality in Asia	 94



contents

�

  4.1  Financial Leverage and Debt Deflation	 120
  5.1  Has Speculation Contributed to Higher Commodity Prices?	 153
  5.2  Agricultural Trade Liberalization and Commodity Prices	 158
  A1  Economic Policy Assumptions Underlying the Projections for Selected  

Advanced Economies	 178

Tables

  1.1  Overview of the World Economic Outlook Projections	 2
  1.2  Emerging Market and Developing Countries: Net Capital Flows	 12
  1.3  Major Advanced Economies: General Government Fiscal Balances and Debt	 21
  1.4  Global Oil Demand by Region	 31
  1.5  Selected Domestic Fuel Price Changes, January 2005–June 2006	 32
  1.6  Nonenergy Commodity Prices	 35
  2.1  Advanced Economies: Real GDP, Consumer Prices, and Unemployment	 42
  2.2  Advanced Economies: Current Account Positions	 43
  2.3  Selected Asian Countries: Real GDP, Consumer Prices, and Current  

Account Balance	 50
  2.4  Selected Western Hemisphere Countries: Real GDP, Consumer Prices, and  

Current Account Balance	 53
  2.5  Emerging Europe: Real GDP, Consumer Prices, and Current Account Balance	 59
  2.6  Commonwealth of Independent States: Real GDP, Consumer Prices, and  

Current Account Balance	 62
  2.7  Selected African Countries: Real GDP, Consumer Prices, and Current  

Account Balance	 65
  2.8  Selected Middle Eastern Countries: Real GDP, Consumer Prices, and  

Current Account Balance	 71
  3.1  Sectoral Shares in Value Added and Employment	 98
  3.2  Determinants of Productivity Growth	 100
  4.1  Dependent Variable: Private Consumption	 134
  4.2  Dependent Variable: ρ1,i,t	 135
  4.3  Dependent Variable: Log Bilateral Portfolio Investment	 136
  5.1  Dependence on Exports of Selected Nonfuel Commodities	 141
  5.2  Decomposition of IMF Nonfuel Commodities Price Index, 2002–06	 143
  5.3  Consumption of Industrial Metals and Oil	 146
  5.4  Consumption of Selected Agricultural Commodities	 149
  5.5  Cash Costs of Production for Selected Base Metals	 151
  5.6  Estimated Elasticities of Demand for Selected Base Metals	 151
  5.7  Estimates of Metal Demand	 161
  5.8  Estimates of Price Equations	 162
  5.9  Equation for Industrial Production	 162
5.10  Consumption of Metals	 163
5.11  Summary of the Results from Rolling Regressions	 167

Figures

  1.1  Global Indicators	 1
  1.2  Current and Forward-Looking Indicators	 3



contents

vi

  1.3  Measures of the Output Gap and Capacity Pressures	 4
  1.4  Global Inflation	 5
  1.5  Developments in Mature Financial Markets	 6
  1.6  Mature Financial Market Indicators	 7
  1.7  External Developments in Major Advanced Economies	 8
  1.8  External Developments in Emerging Market Countries	 9
  1.9  Emerging Market Financial Conditions	 10
1.10  Global Outlook	 11
1.11  Prospects for World GDP Growth	 14
1.12  Productivity Developments in Selected Advanced Economies	 15
1.13  Impact of Commodity Price Movements on Trade Balances in Emerging Markets  

and Developing Countries	 16
1.14  Current Account Balances and Net Foreign Assets	 17
1.15  Crude Oil Spot and Futures Prices, Price Volatility, and Consumption-Production  

Changes	 30
1.16  OPEC Production, OPEC Spare Capacity, and OECD Inventories	 33
1.17  Stock Market Valuations and Real Investment in Oil and Non-Oil Sectors	 34
1.18  Nonenergy Commodities	 36
1.19  Semiconductor Market	 37
  2.1  United States: Are Inflationary Pressures Building?	 43
  2.2  Western Europe: Boosting Productivity Is the Key to Stronger Growth	 46
  2.3  Japan: Balancing Inflation and Deflation Risks	 48
  2.4  Emerging Asia: The Regional Impact of China’s Rapid Growth	 51
  2.5  Latin America: Progress Toward Fiscal Sustainability	 55
  2.6  Latin America: Mixed Performance in the Hydrocarbons Sector	 58
  2.7  Emerging Europe: Rapid Growth and Its Risks	 60
  2.8  Commonwealth of Independent States: Strong Foreign Currency Inflows Create 

Macroeconomic Challenges	 63
  2.9  Sub-Saharan Africa: Oil-Importing Countries Record Strong Growth Despite  

High Oil Prices	 66
2.10  Middle East: Spending Booming Oil Revenue Wisely	 72
  3.1  Output Per Capita	 76
  3.2  Selected Indicators	 77
  3.3  Growth Decompositions	 79
  3.4  Information and Communications Technologies (ICT) Investment and Labor  

Productivity Growth, 1989–2005	 80
  3.5  Sectoral Shares of Value Added and Employment for Asia	 84
  3.6  Employment and Labor Productivity in the Agricultural Sector Over Time	 85
  3.7  Productivity Growth by Sector	 86
  3.8  Sectoral Productivity Growth Since Takeoff	 87
  3.9  Contributions to Average Labor Productivity Growth Differential with  

the United States	 88
3.10  Skill-Intensive Manufacturing Sectors: Employment and Value-Added Shares	 89
3.11  Contributions to Average Manufacturing Productivity Growth Differential  

with the United States	 90
3.12  Determinants of Productivity Growth, 1965–2005	 91
3.13  Determinants of Labor Shifts from Agriculture	 93



contents

vii

3.14  Partial Correlations Between Labor Shift from Agriculture and Its Determinants	 101
  4.1  Stock and Bond Market Capitalization and Nonfinancial Sector Liabilities,  

1995–2004	 106
  4.2  Traditional Banking: Index for Selected Advanced Economies	 108
  4.3  New Financial Intermediation: Index for Selected Advanced Economies	 109
  4.4  Financial Markets: Index for Selected Advanced Economies	 110
  4.5  Financial Index Scores for Advanced Economies	 111
  4.6  Features of Mortgage Markets	 112
  4.7  Total Household Liabilities	 114
  4.8  Consumption-Income Correlations and the Financial Index, 1985–2005	 115
  4.9  Private Consumption: Response to Equity Busts, 1985–2005	 116
4.10  Private Consumption and Residential Investment: Response to Housing Busts,  

1970–2005	 117
4.11  Depth of Equity and Housing Busts and the Financial Index, 1985–2005	 118
4.12  Investment and Financing by the Corporate Sector	 119
4.13  The Financial Index and Foreign Portfolio Investment	 124
4.14  The Financial Index	 126
4.15  The Financial Index: Subindices for Selected Advanced Economies	 130
4.16  Clustering Results	 133
  5.1  Dependence on Exports of Nonfuel Commodities and Geographical  

Concentration of Production	 140
  5.2  Long-Term Price Trends	 141
  5.3  Volatility in Nonfuel Commodities Prices	 142
  5.4  Commodity Prices over the Business Cycle	 143
  5.5  Recent Developments in Commodity Prices	 144
  5.6  Perspective on the Recent Price Developments, 1957–2006	 145
  5.7  Consumption of Base Metals and Steel, 1960–2005	 147
  5.8  The Importance of Industry at Various Stages of Economic Development,  

1965–2004	 148
  5.9  Base Metal Prices on Futures Markets	 150
5.10  Model-Based Forecasts of Aluminum and Copper Prices	 152
5.11  Consumption of Base Metals and Industrial Production, 1960–2005	 160
5.12  Crude Oil: Rolling Estimates of the Model’s Long-Run Parameters	 166
5.13  Crude Oil: Rolling Estimates of the Model’s Short-Run Parameters	 166



viiiviii

A number of assumptions have been adopted for the projections presented in the World Economic 
Outlook. It has been assumed that real effective exchange rates will remain constant at their average 
levels during July 5–August 2, 2006, except for the currencies participating in the European exchange 
rate mechanism II (ERM II), which are assumed to remain constant in nominal terms relative to the 
euro; that established policies of national authorities will be maintained (for specific assumptions 
about fiscal and monetary policies in industrial countries, see Box A1); that the average price of oil 
will be $69.20 a barrel in 2006 and $75.50 a barrel in 2007, and remain unchanged in real terms over 
the medium term; that the six-month London interbank offered rate (LIBOR) on U.S. dollar deposits 
will average 5.4 percent in 2006 and 5.5 percent in 2007; that the three-month euro deposits rate will 
average 3.1 percent in 2006 and 3.7 percent in 2007; and that the six-month Japanese yen deposit rate 
will yield an average of 0.5 percent in 2006 and of 1.1 percent in 2007. These are, of course, working 
hypotheses rather than forecasts, and the uncertainties surrounding them add to the margin of error 
that would in any event be involved in the projections. The estimates and projections are based on 
statistical information available through end-August 2006.

The following conventions have been used throughout the World Economic Outlook:

. . .	 to indicate that data are not available or not applicable;

—	 to indicate that the figure is zero or negligible;

–	� between years or months (for example, 2004–05 or January–June) to indicate the years or 
months covered, including the beginning and ending years or months;

/	 between years or months (for example, 2004/05) to indicate a fiscal or financial year.

“Billion” means a thousand million; “trillion” means a thousand billion.

“Basis points” refer to hundredths of 1 percentage point (for example, 25 basis points are equivalent 
to !/4 of 1 percent point).

In figures and tables, shaded areas indicate IMF staff projections.

Minor discrepancies between sums of constituent figures and totals shown are due to rounding.

As used in this report, the term “country” does not in all cases refer to a territorial entity that is a 
state as understood by international law and practice. As used here, the term also covers some territo-
rial entities that are not states but for which statistical data are maintained on a separate and indepen-
dent basis.
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This report on the World Economic Outlook is available in full on the IMF’s Internet site, www.imf.org. 
Accompanying it on the website is a larger compilation of data from the WEO database than in the 
report itself, consisting of files containing the series most frequently requested by readers. These files 
may be downloaded for use in a variety of software packages.

Inquiries about the content of the World Economic Outlook and the WEO database should be sent by 
mail, electronic mail, or telefax (telephone inquiries cannot be accepted) to:

World Economic Studies Division
Research Department

International Monetary Fund
700 19th Street, N.W.

Washington, D.C. 20431, U.S.A.
E-mail: weo@imf.org          Telefax: (202) 623-6343
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The analysis and projections contained in the World Economic Outlook are integral elements of the 
IMF’s surveillance of economic developments and policies in its member countries, of developments 
in international financial markets, and of the global economic system. The survey of prospects and 
policies is the product of a comprehensive interdepartmental review of world economic developments, 
which draws primarily on information the IMF staff gathers through its consultations with member 
countries. These consultations are carried out in particular by the IMF’s area departments together 
with the Policy Development and Review Department, the International Capital Markets Department, 
the Monetary and Financial Systems Department, and the Fiscal Affairs Department.

The analysis in this report has been coordinated in the Research Department under the general 
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The World Economic Outlook is truly a joint product, primarily with inputs from the Research Depart-
ment of the International Monetary Fund, but also from the staff of a number of other departments. 
I thank Charles Collyns, David Robinson (who was with us during the important initial phase of this 
Outlook), Tim Callen, members of the World Economic Studies Division, and all the IMF staff from 
other divisions and departments who worked together to bring this World Economic Outlook to you.

The world economy continues to be strong, with a third year of significantly-above-trend growth. 
Growth continues to become more balanced with the United States slowing and the euro area picking 
up, while Japan’s growth is moderating toward trend. A key element to the strong world performance 
is the extraordinary growth of emerging markets and developing countries.

Much has rightly been made of the strong productivity growth of the U.S. economy over the last 
decade or so, which has contributed to this purple patch for the world. Far less has been made of the 
equally impressive productivity growth in emerging markets and developing countries. In Chapter 3, 
we examine the sources of labor productivity growth in Asia (the primary source of growth in out-
put per capita), and compare it with other regions of the world. Asian labor productivity growth has 
benefited not just from fast accumulation of physical and human capital but also significant total factor 
productivity (TFP) growth—growth that typically comes from technological progress and from using 
the factors of production more efficiently. Indeed, in both China and India, TFP growth exceeds the 
contribution of physical or human capital accumulation. This extraordinary change has been made 
possible through an enabling environment that has fostered the development of efficient manufactur-
ing (and in the case of India, services), while encouraging some movement of labor out of low-produc-
tivity agriculture.

Given the still high share of employment in agriculture in China, India, and the ASEAN countries, 
and provided the policy environment continues to be enabling, growth will continue to come from the 
shift out of agriculture. Given that a substantial population will still be employed in agriculture in the 
poorer Asian economies for some time, an important objective of policy should be to improve agricul-
tural productivity. Equally important for the richer countries is to improve productivity in the service 
sector, especially because services will constitute an increasingly important fraction of their economies. 
For a number of Asian economies, a critical element of any policy mix to improve agricultural and 
service sector productivity will be opening up these sectors to foreign entry and competition. 

Productivity growth, especially when unexpected, has a number of valuable benefits. Other things 
equal, it reduces unit labor costs, and increases the potential growth rate of the economy. Thus it helps 
keep inflation under check. It also helps offset the investment and growth consequences of adverse 
supply shocks. That the world economy has remained robust in recent years despite higher oil and 
commodities prices is due, in no small part, to the enabling policies that allowed economies to con-
tinuously improve productivity.

Robust global growth over the last few years has brought some new policy challenges. For one, 
unexpectedly high demand for some non-oil commodities may have generated enormous revenues for 
some commodity producers temporarily, but conditions will change as supply catches up. As Chapter 5 
suggests, prospects for non-oil commodities, especially metals, may be different from oil in that there 
is more likely to be a robust supply response as investment increases to meet the unexpectedly higher 
demand. Our model, as well as futures prices, suggests that metals prices are likely to decline in the 
future. Non-oil-commodity-dependent economies should anticipate this risk by being cautious on rais-
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ing expenditures that are hard to reverse, such as public sector salaries, and instead focus on expendi-
tures that help build diversified productive capacity for the future.

Another risk is that some market-led processes may overshoot when times are good. For instance, 
widespread productivity growth may have played a role in the emergence of global current account 
imbalances. The strong productivity growth in the United States, as is well known, certainly made the 
United States an attractive place to invest in, drawing in capital and producing a counterpart current 
account deficit in the late 1990s. In addition though, as Chapter 4 suggests, the United States’ sophisti-
cated arm’s length financial system made it easier for consumers to borrow against future incomes and 
consume immediately, augmenting the size of the current account deficit. Indeed, the expectation of 
higher future incomes coupled with accommodative monetary policy and low interest rates may have 
fueled the U.S. housing boom, which boosted consumption even more as the financial system allowed 
borrowing against collateral.

Even though emerging markets have experienced strong productivity growth in recent years, many 
did not have financial systems that could translate this into either higher investment or higher con-
sumption. Their rising incomes were therefore channeled into net savings that helped finance the 
United States’ dissaving. The ability to run current account imbalances therefore has allowed the world 
to grow faster than it would otherwise have. This is a good thing but it has limits. It is important, there-
fore, that we bring imbalances down in stable times so that we have room to expand them when future 
needs arise—this is just prudent countercyclical global policy.

Prudence is especially important when the times are changing. Revisions to U.S. data suggest that 
productivity growth was not so high as earlier believed. Furthermore, productivity growth has been 
declining as the expansion matures, and unit labor costs have been accelerating. With tight labor 
market conditions (including in other industrial countries), and high capacity utilization, inflationary 
pressures are on the rise. Even as liquidity is being withdrawn, the Federal Reserve has to assess not 
just how much the economy will slow because of prior rate increases (and their effects via the housing 
market) and higher energy prices, but also what the potential growth of the economy truly is. It also 
has to pay attention to the narrowing global output gap. There are risks of both excessive tightening as 
well as overly gradual tightening.

While growth in the rest of the world is likely to pick up some of the slack of a slowing U.S. economy, 
it is hard to estimate precisely how much of that momentum is independent of U.S. growth because the 
world has become so much more closely integrated over the last few years. Our baseline is that world 
growth will continue to be strong, but that forecast is surrounded by significant risks to the downside.

Policymakers should recognize that some of their country’s performance is not just because of their 
own skills at the helm but because of spillovers from the robust global economy, as well as the benign 
financial conditions. The emerging protectionism not just in trade, but increasingly in preventing 
cross-border acquisitions and foreign direct investment, can interrupt the process of global productivity 
growth that has been so critical to the robust health of the world in recent years. This is why country 
authorities should strive hard, not just to revive the Doha Round, but even to make it more ambitious. 
They should work together to sustain the smooth flow of goods, capital, and ideas across borders, not 
least through the various mechanisms proposed by the IMF’s Managing Director in his Medium-Term 
Strategy to invigorate the quality of the multilateral dialogue. Finally, wherever possible, they should 
ensure that public policy does not exacerbate imbalances created by the private sector, as well as avoid 
creating uncertainties where none existed before. Prudent, predictable policy, in this environment of 
increasing uncertainty, is the need of the hour.

	 Raghuram Rajan 
	 Economic Counsellor and Director, Research Department
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