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BY RAMONA DZINKOWSKI
ational economies are linked internationally in ways that could only have been imagined 20 years

N

ago. Business leaders must not only understand the risks of operating within their own markets, but
they also must understand how their businesses will be affected by complex global economic issues.

The emergence of China, the new energy economy, and the economic impact of terrorism have forged a
common bond. In this exclusive interview, Kenneth Rogoff addresses some of these issues and the inherent
risks for international business today. Dr. Rogoff is the Thomas D. Cabot Professor of Public Policy and
professor of economics at Harvard University. He is also a member of the Economic Advisory Panel at the
Federal Reserve Bank of New York and has served as the chief economist and director of research at the
International Monetary Fund.
RD: Can you comment on some of the more significant regional economic issues we see today?

ON EUROPE
KR: Europe is clearly at a crossroads in the European
Union. One has to be concerned about the lack of
momentum the last few years; reform has really stalled.
Increasingly, there are many areas where the European
Union, with its growing labyrinth of bureaucracy, is actually an obstacle to reform. Moreover, as the EU expands,
it’s facing all kinds of governance problems and seems to
lack the political will to resolve them. At a deeper level,
the nation states of Europe recognize that they need to
integrate in order to compete in the global economy. But,
at the same time, they don’t really want to give up any of
the privileges of being nation states. Eventually, the compelling need to integrate and reform will become so obvious that things will finally start to happen. Stepping back,

it is clear that the architects of European integration
made a great historical mistake when they focused excessively on freeing trade within Europe at the expense of
promoting trade with Asia. The United States has been
much more successful in avoiding this fate. The U.S.
negotiated a free trade agreement with Mexico in 1992,
but U.S. industries quickly bypassed Mexico for China
and India when it become apparent that those countries
offered better growth prospects.
ON ASIA
KR: Asia has been the big success story of globalization, but the region’s development strategy is starting to
run up against limits. The Asian paradigm of exporting
manufactures to the rest of the world will soon exhaust
itself if China continues to expand. These economies
need to reorient themselves around services and domestic
demand. Don’t forget that in the typical rich country in
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the West today, 70% or 80% of output is in the service
sector. So it is one thing for Korea to develop by focusing
on manufacturing, but when giant China aims to do the
same, eventually there have to be limits. Asia economies
need to start exporting services, but, outside India, most
economies lack the institutional infrastructure to do so.
Even in India the growth of service exports is going to
come up against limits imposed by weak primary and
secondary education (tertiary education is India’s
strength) and by infrastructure.
Maybe Asia can continue business as usual for another
few years, but not for another 20. If Asian leaders don’t
find a way to shift gears toward more domestically oriented, growth-based, and improved institutions, the day will
come when the region will sharply slow down.
C O M M O D I T Y- B AC K E D C U R R E N C I E S ?
KR: Australia, South Africa, Canada, and a couple of
other countries in the world are in the unique position of
having “commodity currencies.” These countries—and
their currencies—are huge beneficiaries of the powerful
current of higher commodity prices. They’re having a
spectacular period. The Canadian currency recently
reached a 14-year high against the dollar. The Australian
dollar is similarly very strong. These countries, with their
vast mineral resources, are spectacularly well positioned
to benefit from Asia’s growth. Unfortunately, there are too
many African countries, some with even more resources
than Canada and Australia, that are unable to fully reap
the benefits of the commodity boom. If Africa were populated by countries that were governed the way Canada
and Australia are, instead of by failed states, the continent
would be booming.
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health scare. One does not have to look around very far to
find hot spots like Iran, North Korea, and Iraq, and global
terrorism can occur anywhere. Many investors and policy
makers are extremely concerned about Avian Flu. But
absent a triggering event, plain vanilla financial crises are
probably at least a couple years off still. If there were to be
a big international financial crisis, ground zero is most
likely to be China, although it could also be the United
States. No matter how well the Chinese authorities handle
the country’s complex and multifaceted transition, it is
going to be difficult to contain the risks. Indeed, I would
argue that China has a 10%-15% chance in any given year
of having a political or economic crisis. If and when it
occurs, the effect on global commodity markets (which
seem priced to perfection) is going to be huge.
RD: Many commodities producers are investing in
increasing capacity on the basis of a 10-year time horizon of growth in China. What do you think the impact will
be if, for some reason, that growth is halted, and how do
those companies mitigate against that sort of risk?
KR: No question, if China failed to grow for a sus-

tained period, that would be a catastrophe for companies
investing madly in natural resource extraction everywhere from Australia to Canada to South Africa. This
long-term uncertainty weighs particularly heavily on
companies in the oil and mining industries because the
gestation periods for investments can often be five and 10
years. These industries are always going through what
economists refer to as “cobweb cycles” where an era of
underinvestment leads to high prices, which leads companies to overinvest, which implies ultra-low prices once
projects come on line, etc.
RD: In terms of the risks to companies operating

RD: In your view, what are some of the most signifi-

internationally, to what extent do you view international

cant risks facing the global economy and international

terrorism and political instability in developing countries

business today?

as a current danger?

KR: We’re in the middle of an increasingly solid and
balanced global expansion. Right now, it would take quite
a hit to rock the boat, much less sink it. True, housing
price bubbles, trade and current account imbalances [such
as goods exports exceeding imports or a country’s borrowing abroad exceeding its lending abroad], and budget
deficits are all serious medium-term problems in many
countries. But although these factors may conspire to
amplify a slowdown, none is likely to be the trigger.
Rather, if we were to face a short-term slowdown, it would
probably be triggered by a geopolitical event or global

KR: When I think of the various low-probability risks
out there, the one that I worry about the most is a terrorist event that involves weapons of mass destruction, even
if it is thwarted.
So much of modern globalization is being driven by
lower shipping and transportation costs. If countries
start needing to inspect 25% of container ships instead
of 5% today (already up from 2% a few years ago), the
effects on shipping costs could be staggering, and this
would feed back to globalization. One immediate effect
would be to raise prices everywhere and reduce produc-
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tivity. Avian Flu could have a similar effect, by the way.
RD: Do you see any particular risks coming from the
European region with the increasing racial tensions in
countries like France and Germany?

are going to go under adds to that problem. I think it’s
pretty clear how it’s going to play out. In the richer countries the governments are going to backstop the pension
funds schemes whereas some people in developing countries may lose out.

KR: The risks are twofold. First, there are risks that

come from within each country, be it Germany, France, or
the Netherlands. Heightened racial tensions are going to
make it even more difficult to sustain pro-market, progrowth policies. European integration depends on having
some mobility across countries. Europe needs more, not
less, if it is to be any more than a tourist destination in
today’s highly competitive global market. From a purely
economic perspective, Europe especially needs to find a
way to integrate Turkey into the Union—if only to populate Europe’s defense forces, where the average age is 43 vs.
28 in the United States. Right now, the political momentum is completely backwards, and if Turkey ever became
too discouraged, there could be a region-wide crisis.
RD: There are heavy regional impacts in the U.S. due
to offshoring or outsourcing. Do you see that globally as
well?
KR: Absolutely. What we’re seeing is a declining share

of labor everywhere. Labor’s bargaining power has been
astoundingly weak around the world. Even in places like
Germany where the labor unions have traditionally been
extremely strong, they’ve been having to cut deals right
and left with companies to try to keep jobs at home. I
think it’s notable that the Boeing workers went on a
painful strike and ended up having very little to show for
it. Worldwide, we’re in a period where profits are on the
rise and labor’s share of income is on the decline.
RD: We also know, however, that, in the U.S., some
major corporations face serious risks due to their labor
costs, more specifically, health and pension benefits. Do
you see this being predominantly a U.S. big, blue chip
company problem, or is this occurring on a much wider
scale throughout the industrialized countries?
KR: You mean the General Motors phenomenon where
GM is extremely likely to go bankrupt at some point in
the next five years? Certainly, to the extent that pension
funds have been designed this way. Many countries, especially in the industrialized world, backstopped the pension funds. So this is a problem that is more likely to end
up falling on the government and getting added to the
long list of issues they have to pay for having to deal with
aging populations. The fact that a lot of pension funds

M I T I G AT I N G G L O B A L R I S K
RD: What can companies do to understand all of
these risks associated with increased globalization?
KR: Interestingly, 10 to 15 years ago, the head of a

major global company often had very little interest in
macroeconomic issues, or even in global political economy issues. CEOs mainly concentrated on microeconomic
issues having to do with the demand for and the supply
of their products. Today, however, as companies become
more globalized with far-flung production and sales
chains, top executives have become much more interested
in understanding global macroeconomic drivers, particularly when it comes to managing risk. They ask questions
such as “How much do I diversify my supply chain?”
“What should I produce in-house, and what should I
outsource?” “How much do I need to partner with other
companies to diversify the risk?” Companies, particularly
as they go out into emerging markets, find that they need
to take a long-term perspective to managing risk.
RD: What is your view on the widespread adoption of
the IFRS [International Financial Reporting Standards]
as a mechanism to enhance capital market mobility and
reduce investment risk between countries?
KR: These are important, but, at the end of the day, the
big question for investors in any country is whether the
government and ruling elite are genuinely interested in
greater transparency. Are they willing to genuinely
embrace better standards to raise investor confidence, or,
in World Bank speak, to improve the investment climate?
If the country is energized to make itself more open and
transparent and have global standards, it’s going to find
effective mechanisms, and, in these situations, adopting
IFRS can be quite helpful. ■
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