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The World Economic Outlook team has again done an outstanding job of pulling together both the lat-
est key global macroeconomic developments and the three analytical issues that are highly relevant for 
accurately reading the current economic environment. The team continues to be ably led by Charles 
Collyns and Tim Callen and the cornerstone is staff at all levels in the World Economic Studies Divi-
sion. My predecessor as Economic Counsellor, Raghuram Rajan, contributed key insights during the 
early stages of preparation. I would also like to stress the importance of inputs both from other parts of 
the Research Department and—critically—from other departments at the IMF. 

It may surprise readers to learn that this World Economic Outlook sees global economic risks as having 
declined since our last issue in September 2006. Certainly this is at odds with many recent newspaper 
headlines and commentary, which have focused on problems related to U.S. mortgages, the potential 
for “disorderly” unwinding of global imbalances, and worries about rising protectionist pressures.

Nevertheless, as discussed in Chapters 1 and 2, looking at the big picture, we actually see the con-
tinuation of strong global growth as the most likely scenario. The most immediate concern is bad news 
from the U.S. housing market, and an associated slowing of U.S. growth. However, these developments 
have been evident for some months and are largely reflected in market assessments of credit quality. 
These assessments remain positive for most types of credit. The spreads on lower-quality BBB-rated 
bonds backed by subprime mortgages have indeed widened substantially, but there has been little 
change in the yields of lower-rated corporate bonds, let alone those of investment-grade issues. The 
mainstream mortgage market remains open for business to people with good credit histories.

We should be careful not to underestimate the potential spillovers from the specific problems with 
high-risk mortgages in the United States but, compared with six months ago and based on the informa-
tion available today, there is less reason to worry about the global economy. First of all, the overall U.S. 
economy is holding up well despite the sharp downturn in the housing sector. Investment has slowed 
somewhat, but consumption remains well supported by a strong labor market and healthy household 
balance sheets. Unemployment remains low and—in most parts of the U.S. economy—there are good 
prospects for sustained job growth. Even more important, the signs elsewhere are very encouraging. The 
euro area is experiencing its fastest growth in six years, Japan’s expansion has momentum, and emerg-
ing market and developing countries—led by China and India—continue to enjoy remarkable growth. 
Overall, taking the five-year period of 2003–07 as a whole, the global economy is achieving its fastest 
pace of sustained growth since the early 1970s.

These developments, however, do rightly focus our attention on the important issue of spillovers 
from the United States to the broader global economy. This is the timely focus of Chapter 4, which 
points out that major global growth slowdowns are generally not due to country-specific developments, 
even if the country in question is one of the world’s largest economies. Global growth typically declines 
sharply only when there are events that affect many countries at the same time. The chapter finds that 
rising trade and financial integration of the global economy does increase the potential impact of spill-
overs across economies, but even if the U.S. economy were to slow further, the scale of such spillovers 
should be manageable, especially recognizing the strengthening of macroeconomic policy manage-
ment around the world over the past 20 years. Flexible exchange rates and forward-looking monetary 
policies reduce the output effects from all kinds of shocks.

Turning to another risk highlighted in our September 2006 report, there has been definite progress 
in the right direction with regard to global imbalances. There are encouraging signs that the U.S. cur-
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rent account deficit is now stabilizing, albeit at a high level, helped by a real depreciation of the U.S. 
dollar and recent strong export performance. Moreover, policy steps have been taken, which, while 
small, are significant and very real. This movement in the right direction—particularly with regard to 
actual and intended changes in fiscal policy—is exactly what is needed at this time. However, obviously 
there is more to be done as the existing configuration of major current accounts is not sustainable 
indefinitely.

Chapter 3 reassesses the evidence on the role of exchange rates in external adjustment. It confirms 
that market-led real appreciations and depreciations can support macroeconomic policy changes and 
private sector saving and investment decisions by facilitating the reallocation of resources across sec-
tors, and help to reduce imbalances without large fluctuations in output. In particular, the chapter 
pours some cold water on the “exchange rate pessimism” story, in which exchange rates move but 
do not contribute to current account adjustment. There is also no reason to believe that elasticities 
or other relevant parameters have declined recently for key countries, such as the United States. If 
anything, standard models may underestimate how much U.S. trade volumes are likely to respond to 
changes in relative prices. 

Exchange rate adjustment is certainly not a panacea, but it can definitely lower the output costs that 
would otherwise be involved in changing current account positions. At the same time, we should never 
lose sight of the need to increase domestic demand in surplus countries, as well as to boost private and 
government net savings in the United States.

Chapter 5 continues a series of analytical pieces from previous issues of the World Economic Outlook on 
the process and consequences of the globalization of the world economy, which has been the principal 
wellspring of recent strong global economic performance. It focuses on the remarkable development 
of a bigger, more integrated worldwide market for labor. This is one of the central changes of the past 
25 years and, in all likelihood, the associated changes will continue to be influential for at least another 
generation. In part, this global market has developed through the opening up of China, India, and the 
former communist bloc to the global trading system, as well as through the development of new com-
munications and transportation technologies.  But, in equal part, it has been made possible by increas-
ing cross-border movements of financial capital that has sought out attractive skill-wage combinations 
even in what initially seemed to be unlikely parts of the world. 

While there are some legitimate concerns about the pace and composition of those flows, it is 
important to put them in their proper perspective. This is not a short-run or second-order phenome-
non, but rather a major secular shift in where capital finds labor. Put differently, it is the flow of capital 
and closely associated talent (global management and global ideas) to places where strong complemen-
tary skills (including local management and local ideas) are available at attractive prices. This “flow” 
into emerging markets is really a mutually beneficial set of exchanges that has made possible the cre-
ation of a larger global market for labor at low, medium, and high wages. This, in turn, has had great 
benefits both for the countries using better access to finance to grow faster as well as for everyone who 
consumes the goods that these countries produce. 

The globalization of labor also has had consequences for the distribution of income, and this should 
not be overlooked. The labor share of income has declined over time in the advanced economies, 
especially in Europe, and for workers in unskilled sectors. Many factors have contributed, and the 
findings in Chapter 5 suggest that technological advances rather than globalization of labor is the most 
important element. The costs of adjustment are not small and, for the people involved, they can be 
truly traumatic. In fact, it is exactly the loss of jobs in some regions of the United States—due to glo-
balization of labor as well as to technology changes—that has created the most serious reason to worry 
about parts of the U.S. housing market. If you lose your job, this makes it much harder to service 
your mortgage, and the increase in distress sales and foreclosures puts downward pressure on house 
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prices. This makes it all the more important, from both a welfare and a macroeconomic perspective, to 
address the costs of adjustment, including through adequate labor market flexibility, good education 
and training, and safety nets that cushion but do not obstruct the process of change.

To be clear, the overall risks to global growth remain weighted to the downside, and any slow-
down will further complicate people’s lives. But as long as macroeconomic and structural policies are 
designed and implemented with these risks and real people in mind, a strong global economy should 
be maintained. And we need to take full advantage of the opportunity that this period provides to push 
ahead with deep, difficult reforms to ensure both that strong growth can be sustained despite chal-
lenges such as population aging and that the benefits of this growth can be shared across all segments 
of the population.

	 Simon Johnson 
	 Economic Counsellor and Director, Research Department
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