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Since 2002, world economic expansion has had a strong positive impact on growth in 
most developing countries and has helped to move forward towards the United Nations 
Millennium Development Goals (MDGs). Many developing countries have benefited 
from this growth momentum as a result of strong demand for their exports of primary 
commodities, but an increasing number of countries have also strengthened their 
competitiveness in world markets for manufactures. 
 
The expansion of world output has been continuing in 2006, with GDP growth projected 
to reach 3.8 per cent over the year. So far, high prices for oil and industrial raw materials 
and tighter monetary policies have not had a strong dampening effect on output growth in 
the developed countries, but the risks of a slowdown are clearly higher than a year ago.  
 
Since demand from industrialized countries for their exports is a key factor determining 
the external environment for developing countries, the continued expansion in the 
developed world has raised export earnings and GDP in large parts of the developing 
world. But at the same time the developing countries have themselves contributed to the 
fast pace of global growth, with an overall growth rate for the group as a whole 
exceeding 6 per cent for the third consecutive year. China and India have again played an 
important role in this outcome. But it is also noteworthy that the recovery in Latin 
America has continued, and that the poorest region, sub-Saharan Africa, can be expected 
to achieve an overall income expansion in the order of 5 per cent this year. This is much 
more than what the region had been used to in the 1980s and 1990s, but for several 
countries the growth performance still falls short of what is required to meet the 
Millennium Development Goals.  Another reason for concern is that some developing 
countries have encountered terms-of-trade and payments problems, because the prices for 
their imports of oil and other raw materials have risen faster than their export prices.  
 
Recently, there have also been signs of increasing volatility in stock, commodity and 
currency markets, as well as in short-term capital outflows from some emerging markets. 
International investors appear to have become nervous in the face of continuing global 
imbalances and rising interest rates. In this situation the dollar appears vulnerable. 
Moreover, a number of developing countries have experienced a sharp drop in their stock 
market prices and some emerging-market currencies have fallen markedly against the 
dollar, the euro, the yen and the currencies closely attached to them. But these 
turbulences are limited to some areas and to a number of countries with fairly high 
current-account deficits. Overall, there is little evidence of a looming major financial 
crisis, comparable to the Asian or Latin American crises some 10 years ago, mainly 
because most emerging-market economies are much less vulnerable than at the time of 
the big shocks that occurred over the past two decades.  
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In 2005, East and South Asian countries recorded a large surplus on their current 
accounts and Latin America as a whole was also in surplus. This is the result not only of 
global demand conditions but also of the path of adjustment followed by these countries; 
they have stabilized their exchange rates at a rather low level, run sizeable current-
account surpluses and accumulated large amounts of dollar reserves. This practice may 
be suboptimal, because in most cases the sterilization of the monetary effect of reserve 
accumulation involves considerable costs. However, it represents one of the only feasible 
ways in which developing countries can successfully adapt to the absence of a 
multilateral approach to exchange-rate management.   
 
An increasing number of countries, especially among those that went through the 
experience of financial crisis following previous financial and capital account 
liberalization, have shifted policies from reliance on foreign savings to an alternative 
strategy that aims at the generation of trade surpluses as the engine for investment and 
growth. This strategy can only function as long as there is at least one country in the 
global economy that accepts running the corresponding trade deficit. A reduced deficit of 
the United States could therefore have strong negative repercussions on developing 
countries. 
 
Indeed, the serious global imbalances, which sooner or later will need to be corrected, are 
the most worrying current feature of the world economy. There is now an increasing risk, 
that the United States economy may become overburdened in playing the role as the main 
engine of world growth. It is unlikely that the United States personal savings rate will 
decline by another 5 percentage points over the next decade, or that the public sector 
deficit will be allowed to rise by another 6 per cent of GDP. This means that the world 
economy might soon be without the growth stimuli that have driven it for the past 15 
years.  
 
Further dollar depreciation would help restore the competitiveness of the United States 
economy and rebalance its external accounts. But in addition, other leading economies 
will need to provide greater stimulus to the world economy if a severe worldwide 
slowdown is to be avoided. It is true that a number of developing countries have been 
running large trade surpluses, but the main reason for the United States’ perhaps 
increasingly unmanageable global burden is that some other key industrialized countries 
have not played a supportive role. Japan and Germany, in particular, have been recording 
large external surpluses as a result of significant improvements in their competitive 
positions in recent years.  The process of correcting the global imbalances would be 
greatly facilitated if domestic demand in these economies were to become more buoyant.  
 
By contrast, domestic demand in China, which has also registered increasing trade 
surpluses, has grown very strongly since the beginning of the 1990s, and so have its 
imports. The Chinese economy has played a central role in spreading and sustaining 
growth momentum throughout the developing world – a process that must not be 
derailed. Therefore, renminbi revaluation should continue gradually, rather than abruptly, 
taking due account of the regional ramifications. More recently, the main oil-exporting 
countries have also played a significant part in the imbalances. Should the high level of 
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oil prices persist, they could contribute to a benign redressing of global imbalances 
through stronger domestic demand growth and greater social and physical investment 
with a view to diversifying their economies.   
 
In any case, it would be inappropriate to seek a redressing of the global imbalances 
mainly through pressure on parts of the developing world. Instead, a coordinated 
multilateral approach is needed, which needs to be initiated and carried forward by the 
major industrialized countries, but should also involve the developing countries. The IMF 
could play a major supportive role, not least through its multilateral exchange rate 
surveillance.  
 
 

* * * 
 
 
The continuation of recent trends in the developing countries thus depends to large extent 
on factors outside their control. But translating recent gains form improved external 
demand conditions into sustained growth also requires renewed efforts on their part. 
While the accelerated pace of growth over the past three years has allowed many 
developing countries to advance in their development at many fronts, including progress 
towards the MDGs, it must not be forgotten that this phase of relatively fast growth 
comes after two decades of unsatisfactory growth in most developing countries, 
especially in Africa and Latin America.  
 
The results of the far-reaching market-oriented reforms that most developing countries 
undertook in the 1980s and 1990s did not meet the expectation that capital accumulation 
would follow quasi-automatically from market liberalization, which was supposed to 
improve allocation of existing resources.  
 
In order to achieve the MDGs and, beyond that, to reduce the income gap with the more 
advanced countries, developing countries will have to achieve faster growth of domestic 
value added, employment and investment than they have done over the past 25 years. 
This will require more than a mere reliance on market forces and strengthened social 
policies. More proactive policies in support of capital accumulation and productivity 
enhancement will be needed. Obviously, any prescription for development policy must 
recognize the large differences among countries and respect their unique characteristics.  
 
As a consequence of the disappointment with past economic policies many developing 
countries have begun to reconsider the use of proactive trade and industrial policies in 
their development strategies. Indeed, recent research has produced evidence that an 
exclusive concentration on allocative efficiency implies a lack of sufficient attention to 
stimulating the dynamic forces of markets which underlie structural change and 
economic growth, and that industrial policies were an important supportive factor for 
East Asia’s economic catch-up as well as for industrialization in today’s mature 
economies.  
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But such proactive trade and industrial policies must not be conceived as a tool of 
defending firms and industries where production and employment are threatened by more 
dynamic foreign competitors. Rather, the role of national support policies should be to 
strengthen the creative forces of markets and related capital formation. The policies 
should help solve information and coordination problems arising in the process of capital 
formation and productivity enhancement. They should also ensure that production 
experience is translated into productivity gains. This kind of industrial policy support 
should be complemented by a trade policy designed to achieve international 
competitiveness in increasingly more sophisticated products. Applying some temporary 
trade protection in this context is not equivalent to an anti-trade strategy, but can be a key 
element of strategic trade integration.  
 
The increasing need for more proactive development policies has been accompanied by 
an intensification of external influences over national policy targets and a tightening of 
external constraints of national policy options. The latter is often viewed in connection 
with commitments undertaken by countries in international agreements, especially in the 
area of trade, and the conditionalities of the international financial institutions, and their 
proliferation over the past 20 years, which have added to the constraints on national 
policy autonomy. It is also important to recognize that national policy autonomy has been 
reduced additionally by policy decisions relating to the form and degree of a country’s 
integration into the international economy.  
 

* * * 
 
WTO rules and commitments have made it far more difficult for developing countries to 
combine outward orientation with the kind of policy instruments that today’s mature and 
late industrializers employed to promote economic diversification and technological 
upgrading. Nevertheless, even under the current set-up of multilateral trade rules, 
countries still have the possibility to pursue policies that will help them generate new 
productive capacity and new areas of comparative advantage. Such policies largely 
concern the provision of public funds in support of R&D and innovation activities. 
Countries in a position to use the WTO rules and commitments to this effect can continue 
to support their own industries, target national champions, and generally promote 
national efforts towards technological advancement. 
 
Although there remains some freedom for national policy-making, there are several 
asymmetries in the multilateral agreements that put developing countries at a 
disadvantage. They result from the fact that while the negotiated agreements apply to all 
WTO members equally in terms of legal obligations, they are much more burdensome for 
developing countries in economic terms. For that reason exceptions for LDCs are to be 
applauded.  The Doha Work Programme has yet to deliver on the development promises 
of the Doha Declaration.  It would be desirable, and in line with the ambition of a 
"development round", that any outcome of that round would keep in mind the policy 
space of developing countries, particularly as the use of industrial tariffs is concerned. 
Further trade negotiations will also need to explore a range of options aimed at creating a 
new framework or new guidelines for special and differential treatment (SDT) in the 
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WTO that would allow developing countries to compensate some of their structural 
disadvantages. From this perspective, and in the spirit of the global partnership for 
development, developed countries would need to agree to a new framework or new 
guidelines for SDT. 
 
The ongoing process of globalization has also changed the framework of national 
macroeconomic policy. Deregulation of domestic financial markets, including the 
elimination of credit controls, deregulation of interest rates and the privatization of banks, 
was a key element in the reform agenda of the 1980s and 1990s. It was based on the 
belief that lifting “financial repression’ and freeing prices on the capital and money 
markets would improve intertemporal resource allocation, enhance willingness to save 
and attract additional resources to the banking system. Combining this with a liberalized 
capital account, developing countries would attract financial savings originating in more 
prosperous and capital rich economies, and thus overcome a major barrier to growth.  
 
At the same time, however, there was no clear concept of how the most important 
international price, the exchange rate, and, closely related to it, the interest rate, should be 
determined or regulated. For small open economies, and developing countries in 
particular, the exchange rate has a strong impact on the domestic price level and on 
overall competitiveness. It must be flexible enough to prevent persistent misalignments 
that would harm the competitiveness of domestic producers and their trade performance. 
At the same time, excessive volatility of the exchange rate must be avoided, as this would 
heighten the risks for long-term investment, increase domestic inflation and encourage 
financial speculation.  
 
The experience with the “corner solutions" has been unsatisfactory. While free floating 
exchange rates have proved to be highly unstable, leading to long spells of misalignment, 
with dire consequences for the real economic activity of the economies involved, hard 
pegs precluded correction in cases of external shocks or misalignment, and adjustments 
were often very costly in terms of lost output. Intermediate regimes appear more 
appropriate for developing countries with open capital markets as they provide more 
room for manoeuvre when there is instability in international financial markets and 
enable adjustment of the real exchange rate to a level more in line with a country’s 
development strategy. Clearly, it is impossible to combine a completely open capital 
account with full autonomy in monetary policy and absolute exchange-rate stability, but 
engaging in a managed-floating exchange-rate regime, combined with selective capital 
controls, (i.e. reclaiming some monetary policy autonomy) seems to be a viable second-
best solution.  
 
Capital-account regulation may help to contain, and to some extent also prevent, crises, 
but the prime objective of economic policy should be to prevent the emergence of large 
interest rate differentials, arbitrage possibilities and incentives for speculation. However, 
as speculation on currency appreciation and the concomitant destabilizing inflows of hot 
money cannot completely be avoided, a pragmatic approach to managing such flows has 
proved helpful.   
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In any case, greater independence from international capital markets allows central banks 
to use the instruments at their disposal for actively pursuing development targets. 
External financing remains necessary to the extent that greater imports of capital goods as 
a result of higher investment cannot be financed from higher export earnings and, thus, 
lead to a current-account deficit. But many successful cases of economic catch-up, and 
most recently China, have shown that such deficits do not necessarily occur, and that 
domestic financing of investment can substantially lift growth rates without foreign 
savings.  
 
The perception that price stability is the most important condition for satisfactory growth 
performance has dominated the assignment of macroeconomic policy instruments in both 
developed and developing countries in the last two decades. The question is whether the 
use of monetary policy for the exclusive use of ensuring price stability is the best, or the 
only possible, assignment of policy instruments. In some of the most successful 
developing countries, an acceleration of inflation was kept in check by non-monetary 
instruments, such as an incomes policy, institution building in support of creating a 
national consensus on reasonable wage claims, or direct government intervention in 
determining prices and, more importantly, nominal wages. This allowed authorities to 
gear their monetary and fiscal policies to achieving fast growth and high investment, with 
low interest rates and, more recently, a slightly undervalued exchange rate, combined 
with fiscal stimulus whenever that was required in light of cyclical developments.  
 

* * * 
 
The observation that national policy space has been increasingly constrained by 
international agreements and obligations, and that future trade negotiations should keep 
in mind the options for development policies further, is not the same as arguing against 
multilateral rules and disciplines. On the contrary. Appropriate multilateral rules and 
regulations in trade and finance can be of considerable benefit for launching and 
sustaining a dynamic growth process in developing countries, and the considerable and 
still growing degree of global interdependence in contemporary world economic relations 
provides a strong rationale for a well-structured system of global economic governance.  
 
There can be no doubt that the multilateral trade regime overseen by the World Trade 
Organization (WTO) contributes to certainty and predictability in international trade. It 
provides a framework for an orderly, rules-based system of international trade, with 
appropriate checks and balances, arbitration of inter-State disputes and determination of 
the sanctions to be applied. But it is a form of global collective action that must be 
acceptable to all parties, and this requires that it must result from a consultative process 
based on full, equal and voluntary participation of all the parties concerned.  
 
Moreover, the multilateral trade regime has been under pressure to expand regulation into 
an increasing a number of areas and to move towards the establishment of a 
homogeneous regulatory framework. Such changes are unlikely to take adequate account 
of the asymmetries existing between the different actors in the world economy. In order 
to avoid a lasting deadlock in multilateral negotiations the multilateral trade regime must 
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be fully inclusive, and have a sufficient degree of flexibility to reflect the interests and 
needs of all its members.  
 
The rapid pace of globalization in monetary and financial relationships, in contrast, has 
not been accompanied by an equally rapid change in multilateral monetary and financial 
rules and disciplines. Above all, the existing system lacks institutional arrangements for 
the enforcement of multilateral discipline on exchange rates. Notwithstanding recent 
progress with regard to multilateral exchange-rate surveillance, which are highly 
welcome, the Fund’s policy oversight remains confined primarily to its poorest members 
who need to draw on its resources and, occasionally, to emerging-market economies that 
experience disruptions in financial markets and financial crises.  
 
In today's globalized economy a new multilateral approach to exchange-rate management 
is indispensable for the promotion of a predictable trading environment and a more 
symmetrical treatment of all countries in global economic governance. It should involve 
close monitoring of trade imbalances and global exchange-rate misalignments in both 
surplus and deficit countries. A further strengthening of the Fund's surveillance function 
to ensure that all IMF members respect their obligations to conduct exchange rate and 
monetary policies in a manner consistent with global financial stability is an obvious 
need given the increasing interdependence and integration in the world economy and 
especially in light of the existing global imbalances.  Separating surveillance from 
lending decisions could improve its quality, legitimacy and impact. The IMF could then 
play a more meaningful role in managing or preventing fragile situations of the world 
economy like the present one that is marked by serious imbalances in the pattern of 
global demand and international trade.  


