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Liberalizing the exchange rate of the Renminbi will lead to benefits
for China’s monetary policy, its financial sector and macroeconom-
A ic imbalances, outweighing the costs of transitioning to a flexible
exchange rate.
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Needed Economic Reforms in China and the Role of
the Exchange Rate

Liberalizing the exchange rate of the Renminbi will lead to benefits for China’s monetary policy, its finan-
cial sector and macroeconomic imbalances, outweighing the costs of transitioning to a flexible exchange

rate.

Michael Simeone

INTRODUCTION

The entire world, developed
and undeveloped alike, looks at
China with a sense of wonder. In
recent years, scholars have rushed
to explain China’s growth in terms
of neo-liberal economics and mod-
ernization theories. China is unique
not in what reform measures it has
undertaken, but in how these re-
forms have been implemented.
Since Deng Xiaoping began eco-
nomic reforms in the late 1970s,
reform has taken on a uniquely
incremental character (Naughton
2007). Slow liberalization of trade
and investment began in isolated
Special Economic Zones (SEZs),
before expanding to other areas of
China (Naughton 2007). Similarly,
true market incentives were first in-
troduced in rural areas, operating as
a second “track” of China’s econo-
my through the 1980s (Naughton
2007). Eventually, township and
village enterprises (TVEs) were al-
lowed to compete with state-owned
enterprises (SOEs), and China’s
“dual track” economic system con-
verged on market orientation with
prices determined by the forces
of supply and demand (Naughton
2007). China’s accession to the
World Trade Organization in 2001
signified further acceptance of the
developed world’s liberal econom-
ic agenda. China agreed to lower
tariffs and liberalize its service
sector, among other concessions

(Lardy 2002). Thus, while China’s
ascent to a position of global power
has been meteoric, its strategy re-
garding specific reforms has been
more gradual.

China’s newfound global im-
portance has thrust its domestic
policies into the international spot-
light. On issues of labor rights,
human rights, trade openness,
and environmental protection, the
Chinese Communist Party (CCP)
has seen its policies face constant
scrutiny from abroad. This is inevi-
table; in an increasingly intercon-
nected global economy, policies
are more salient and their repercus-
sions are felt more strongly world-
wide than ever before. China is
not alone in facing scrutiny, but
has been uniquely reluctant to ac-
quiesce to foreign wishes. This is
especially true regarding matters
seen by the CCP as related to eco-
nomic growth. The CCP regards
continued economic growth as the
means by which social stability can
be maintained; this is perhaps most
evident in its policies toward SOEs
during the 1990s (Naughton 1995).
By allowing for large losses of em-
ployment, or even a stifled growth
in the creation of new job oppor-
tunities, the CCP leaves itself vul-
nerable to the erosion of its power
by creating social discontent. For
this reason, among others, China
has been slow to respond to pres-
sures for policy change; the prag-

matic, growth-oriented CCP tends
to resist reforms that it sees as po-
tentially detrimental to the domestic
economy.

This strategy manifests itself
in China’s exchange rate manage-
ment. Since early 2009, China has
pegged the Renminbi (RMB) to
the United States dollar at a rate of
roughly 6.83 Yuan per dollar (Inter-
national Monetary Fund 2010)!. A
currency peg refers to a policy in
which a country maintains a con-
stant value of its currency against a
specific foreign currency or a basket
(collection) of foreign currencies.
This value is maintained through
massive purchases and sales of the
involved currencies on the foreign
exchange market (Hubbard and
O’Brien 2010). Technically, the
RMB is pegged to a collection of
currencies, including the US Dollar
and the Euro; empirically, the US
Dollar is seen to be the most heav-
ily weighted currency in the basket
(Frankel 2010). A vast plurality of
economists contends that this poli-
cy results in an undervalued RMB,
meaning that Chinese exports are ar-
tificially inexpensive relative to oth-
er countries’ (Goldstein and Lardy
2008). The CCP appears to regard
export competitiveness as impera-
tive to its continued economic, and
therefore political success. This is

1 Note: This paper will refer to the
general currency as Renminbi and specific
values as Yuan.
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consistent with the characterization
of the CCP discussed above; steady
economic growth is seen to be a
guarantor of social stability. An ex-
change rate regime that promotes
Chinese exports is, unsurprisingly, a
cornerstone of CCP policy.

There is wide debate about Chi-
na’s exchange rate. Some scholars
contend that a fixed exchange rate
is appropriate and that its effects on
trade imbalances have been over-
stated. David D. Hale and Lyric
Hughes Hale, for example, argue
that revaluation of the RMB is un-
important when compared to the
challenge of fully integrating Chi-
na into the global economy. (Hale
and Hale 2008) China’s exchange
rate regime is not without detrac-
tors. Critics contend that China’s
exchange rate policy amounts to
nothing more than a subsidy for its
exports at the expense of producers
and employment prospects abroad
(Krugman 2010).

A public showdown has emerged
in the past few months as the United
States has taken the lead in criticiz-
ing China’s exchange rate regime.
China’s leadership, through Prime
Minister Wen Jiabao, has been char-
acteristically ~ stubborn, publicly
rebuking the United States: “I un-
derstand some economies want to
increase their exports, but what I
don’t understand is the practice of
depreciating one’s own currency
and attempting to force other coun-
tries to appreciate their own cur-
rencies, just for the purpose of in-
creasing their own exports.” (New
York Times 14 March 2010, A2)
The issue has reached somewhat of
an impasse, with Treasury Secre-
tary Timothy Geithner announcing
that the Treasury will delay a deci-
sion on whether to declare China a
“currency manipulator”. (New York
Times 2 April 2010, A10) Still,

with the United States in a feeble
recovery from its worst recession in
decades, the debate over exchange
rate policy will inevitably return to
the headlines.

This paper will begin with an
overview of China’s exchange rate
policies since 2005. It will proceed
to place China’s exchange rate re-
gime in the context of a broader
domestic macroeconomic picture.
An analysis of Japan’s experience
with exchange rate pressures in
the 1980s will be examined, and
policy conclusions will be applied
to China’s present situation. This
paper will end with a discussion of
China’s need for further economic
reforms, arguing that it may actu-
ally be in China’s best economic in-
terest to liberalize its exchange rate
regime, regardless of outside pres-
sure to do so.

EXCHANGE RATE POLICY
SINCE 2005

By 2005, China had pegged
the value of the Renminbi to the
United States Dollar at a value of
8.27 Yuan per US Dollar for over
a decade (IMF 2010). A currency
peg is often used by developing
countries for a number of reasons.
First, a fixed exchange rate impos-
es discipline on a country’s central
bank; the bank will not be able to
print excessive amounts of money,
reducing the risk of extreme infla-
tion. Second, a fixed exchange rate
reduces costs and uncertainty in
international transactions. (Sachs
and Larrain 1999, 81-82) For
China, the latter is a more convinc-
ing benefit; China’s growth is led
by exports, and a high premium
is placed on stability and low cost
of exchange in order to facilitate
easy exports. Of course, an added
caveat in China’s case must be that
it enables the Chinese leadership to
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maintain an undervalued currency.

China’s currency policy changed
significantly with a July 21, 2005
announcement by the People’s
Bank of China of a new stance
on exchange rate valuation. The
new regime would include an im-
mediate 2.1 percent appreciation
of the RMB and allow for greater
exchange rate flexibility by transi-
tioning to a “managed float” (Ito
2008). The new policy diverged
from its predecessor in that, rather
than peg the RMB exclusively to
the US Dollar, the RMB would
float against a basket of curren-
cies, each with a different assigned
weight based on importance (Ito
2008). Under a managed float, the
RMB was allowed to appreciate
or depreciate by 0.3 percent each
day, based on market forces. The
closing exchange rate for one day
would be the central parity for the
next, around which the currency
would be allowed to move by +/-
0.3 percent (Ito 2008). The effect
of this policy was a 17 percent ap-
preciation of the RMB against the
US Dollar from 2005 to 2008. In
mid-2008, however, China aban-
doned its managed float, reverting
to a pegged exchange rate regime
(Schott 2010). This policy change
was not announced, but was gradu-
ally introduced by assigning pro-
gressively more weight to the US
Dollar in the basket (Schott 2010).
The basket of currencies used to
value the RMB includes the US
Dollar, the Euro, the Japanese Yen,
and the Korean Won. By mid-2008,
however, it became apparent that
nearly all of the weight in the bas-
ket was assigned to the US Dollar
(Ito 2008). Since then, the bilateral
exchange rate between China and
the United States has been rough-
ly 6.83 Yuan per US Dollar (IMF
2010).



While much of the media’s at-
tention has focused on bilateral
exchange rate tensions between
the United States and China, cur-
rency valuation is truly a multilat-
eral issue. A metric for evaluating
a currency’s value relative to the
world’s other major currencies is
the Real Effective Exchange Rate
(REER). The REER is the weight-
ed value of a currency relative to
other major currencies, adjusted
for inflation. During the period
of 2005 to 2009, China’s REER
depreciated by about 23 percent
(IMF 2010). For the most part, this
reflects a weakening Dollar over
the same period because its value
was followed closely by the RMB.
Nonetheless, the REER of the Ren-
minbi reveals that China’s exports
have grown increasingly competi-
tive with those of other nations,
even excluding the United States.
While the bilateral relationship be-
tween the RMB and US Dollar has
reduced China’s export competi-
tiveness vis-a-vis the United States
since 2005, a declining US Dollar
has preserved China’s international
competitiveness, as shown by the
REER.

CHINA: A MACROECONOMIC
PICTURE
Growth

Put simply, gross domestic prod-
uct (GDP) growth rates in China
have been astounding. Since 1995,
GDP growth rates in China have
averaged about 9.6 percent (World
Bank 2010). This is especially im-
pressive when one considers the
context in which this growth was
achieved; the Asian Financial Cri-
sis crippled many East Asian econ-
omies in 1997 and 1998. The Unit-
ed States, an important importer of
Chinese goods, faced a recession
in 2001. Furthermore, Chinese

economic growth has continued
through the present worldwide fi-
nancial crisis. For the purposes of
this paper, it is important to consid-
er the composition of Chinese GDP
growth. Included in GDP calcula-
tions are household consumption,
investment, government expendi-
ture, and net exports (Hubbard and
O’Brien 2010).

Investment, as measured by
Gross Fixed Capital Formation,
has increased from 34 to 42 percent
of GDP since 1995 (World Bank
2010). In the same period, for-
eign investment averaged around 4

“These low interest rates
encourage enterprises to
reinvest profits in production
or asset speculation, poten-
tially leading to problems of
industrial overcapacity or
asset bubbles”

percent of GDP (Naughton 2007).
This implies that private savings
finances the vast majority of in-
vestment in the Chinese economy.
Indeed, by 1995 private savings
accounted for 70 percent of to-
tal savings in the economy, and
was trending upwards (Naughton
2007). With this information in
hand, it is possible to conclude that
investment contributes significant-
ly to GDP growth in China, and
that it is largely funded by private
savings. The vehicles for savings
will be discussed below.

High rates of savings imply,
among other things, low rates of
consumption.  Both households
and enterprises in China save at un-
usually high rates, shifting demand
for consumption abroad (Hofman
and Kuijs 2008). In fact, govern-
ment expenditure has accounted for
over half of consumption’s share

of GDP over the past 20 years, as
opposed to 10-20 percent in most
OECD countries (Penn World Ta-
bles 2010). The slack in domestic
demand is picked up overseas, as
evidenced by China’s large trade
surplus, which stands at over $300
billion today (IMF 2010). Based
on the above data, one can infer
that the composition of Chinese
GDP is quite unbalanced. The Chi-
nese economy relies heavily on
both domestic savings and foreign
demand for exports.

The Current Account

With a current account surplus
of over $400 billion in 2008, Chi-
na is the world’s largest holder of
foreign assets (World Bank 2010).
The main contributor to China’s
massive current account surplus
is its trade balance, which reflects
a country’s net exports. The val-
ue and volume of China’s exports
greatly exceeds those of its imports.
As explained above, its large trade
surplus is indicative of China’s
unbalanced economy; high rates
of savings displace consumption,
making investment funds readily
available and more attractive.

In accumulating such extraor-
dinary amounts of foreign capital,
the People’s Bank of China must
sterilize the capital inflows. Ster-
ilization is a method by which a
central bank mitigates the poten-
tial negative effects of large capi-
tal inflows: inflation and currency
appreciation. Typically, this is ac-
complished by issuing central bank
paper through open market opera-
tions in an attempt to remove excess
money supply from the domestic
economy (Prasad 2008). The large
supply of central government pa-
per pushes domestic interest rates
in China lower. These low interest
rates encourage enterprises to rein-
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vest profits in production or asset
speculation, potentially leading to
problems of industrial overcapac-
ity or asset bubbles (Prasad 2008).

China’s Financial System

The financial system in China
remains underdeveloped. The four
largest banks in China hold over
half of the country’s financial as-
sets, and are still under majority
ownership of the state. Until 1997,
the state directly and openly in-
fluenced banks’ lending decisions
(Naughton 2007). Over the past
two decades, banking reform has
progressed slowly, with the intro-
duction of an independent regula-
tory body in 2003 and allowing
strategic foreign investors and for-
eign competition in the banking
sector in 2004. However, impru-
dent lending decisions and a lack
of risk management continue to
plague China’s banks (Naughton
2007).

Stock markets in China are also
inadequate. The vast majority of
listings on China’s stock exchanges
are SOEs, and listing opportunities
are reserved for the most political-
ly connected enterprises (Naugh-
ton 2007). While there have been
efforts in recent years to reform
the stock markets, the government
still holds a significant portion of
shares. Furthermore, shares are
segmented into different categories
based on currency denomination
and availability, causing inefficien-
cies in pricing and information
gathering. Contestability of corpo-
rate control remains elusive, insu-
lating corporate governance deci-
sions from shareholders’ influence
(Naughton 2007).

Many economists are highly
critical of China’s financial sec-
tor. As Daniel Rosen and Yam
Ki Chan argue, too much credit is

directed toward SOEs at the ex-
pense of small and medium sized
enterprises (SMEs). They write,
“...large firms employ 25 percent
of the labor force and contribute
45 percent of GDP, but use 84
percent of total bank loans to do
so” (Rosen and Chan 2009). Be-
cause very few Chinese firms en-
joy stock market listings and bond
markets are underdeveloped, bank
financing remains the sole means
by which many firms, especially
SMEs, can raise funds. The fact
that bank financing almost exclu-
sively favors large, state owned
firms further complicates SME fi-
nancing. Larger firms also tend to
be more capital-intensive, meaning
that the employment creation per
dollar spent is relatively low. In
fact, rates of employment growth
lag significantly behind rates of
GDP growth, reflecting the way
in which capital is often diverted
away from employment-creation
(Hofman and Kuijs 2008).
Therefore, inefficiencies in
China’s financial sector tend to
exacerbate the structural imbal-
ances discussed above. Profits are
retained and reinvested by firms
because low interest rates and in-
adequate investment opportunities
make the financial sector unattract-
ive (Prasad 2008). Financial sector
flaws also adversely affect house-
hold consumption. Bank deposits
remain one of the few viable sav-
ings vehicles for households, and
offer low returns. Furthermore,
credit allocation to larger firms
hurts employment prospects. In
fact, household income has actu-
ally been declining relative to GDP
in recent years (Godement 2010).
It is evident that the structure of
China’s financial sector has impor-
tant consequences for the nation’s
economic imbalances. This paper
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will argue that financial sector re-
form, structural rebalancing, and
exchange rate reform are all in-
tricately connected in the broader
economy.

“Factory to the World”

While public discourse focuses
on the bilateral exchange rate be-
tween China and the United States,
China’s trade picture is much more
complex. China is part of a com-
plex production network in the Pa-
cific region. Many producers in the
region export intermediate goods
to China for processing. With
these countries, including Austra-
lia, Malaysia, Korea, Taiwan, and
Thailand, China’s imports exceed
its exports (Garcia-Herrero and
Koivu 2010). Such trade deficits
are the result of various factors, de-
pending on the country. In Korea,
for example, exports to China are
composed of high-value electron-
ics, while imports are typically
lower-value manufactured goods.
Much of Korea’s exports to China
are in the form of intra-firm trade;
computer processors are exported
to China for assembly with other
intermediate goods, and are then
exported worldwide from China.
Conversely, China’s trade deficit
with Malaysia stems from Malay-
sian exports of low-value goods,
and little demand in Malaysia for
the consumer goods exported from
China.

This expanded view of Chi-
nese trade has numerous implica-
tions for trade in the event of an
exchange rate revaluation. China’s
exports, in the context of a region-
al production network, are better
defined as complements to rather
than substitutes for other Asian
nation’s goods (Garcia-Herrero
and Koivu 2010). In considering
changes in China’s real effective



exchange rate, then, one must view
China’s exports as both substitutes
and complements, both regionally
and globally. The implications of
a more nuanced understanding of
China’s trade relations will be ex-
plored below.

MONETARY POLICY AND ECO-
NOMIC OVERHEATING: AVOID-
ING ASSET BUBBLES

Recent reports have hinted at
the possibility of an emerging as-
set price bubble in many Chinese
regions (Reuters 21 April, 2010).
The emergence of asset price bub-
bles is the result of a confluence of
factors in China’s economy. First,
as explained above, many firms
use retained profits for specula-
tive investments because finan-
cial instruments with high returns
are absent in the financial sector.
Second, the CCP responded to the
2008 financial crisis with massive
stimulus efforts (Rosen and Chan
2009). Rosen and Chan write:
“The 7.4 trillion yuan of new lend-
ing pumped through the banks in
the first half of 2009 equals more
than three times the amount in
the same period last year and 50

“Because it effectively main-
tains a fixed exchange rate,
China cannot raise interest
rates appreciably without
triggering large inflows of
foreign capital”

percent more than all of 2008.”
This government-directed easing
of credit flowed through China’s
banks to eager borrowers, worry-
ing Rosen because “China’s state-
owned banks have never been the
best allocators of credit” (Rosen
and Chan 2009).

Expanded credit availability
is a crucial ingredient in fueling a

speculative bubble. Asset price in-
flation can typically be counteract-
ed through monetary policy; in the
face of an asset bubble, a central
bank will tighten monetary policy,
easing speculation. China, how-
ever, has less room to maneuver.
Because it effectively maintains
a fixed exchange rate, China can-
not raise interest rates appreciably
without triggering large inflows of
foreign capital (Prasad 2008). If a
large inflow of capital were to oc-
cur, China would have to rely on
extensive sterilization to remove
the excess supply of funds from
the banking system. While ca-
pable, the People’s Bank of China
(PBOC) would face an extraordi-
narily difficult task in maintaining
appropriate levels of money sup-
ply. (Prasad 2008). Therefore, in
managing prices and credit alloca-
tion, the PBOC’s policy responses
are significantly constrained by its
fixed exchange rate obligations.

A FORWARD-LOOKING CCP?
JAPAN IN THE 1980S

Before examining an appropri-
ate exchange rate policy for China
and its broader requirements and
benefits, it is useful to analyze a
relevant example of diplomatic
pressure with regard to currency
valuation. Alexander Gerschen-
kron, in his seminal paper “Eco-
nomic Backwardness in Historical
Perspective,” discusses the condi-
tions facing developing countries
and the sources of their develop-
ment strategies. By examining
European industrialization in the
19th century, he concludes that
while each developing country will
create some distinctive institutions,
they also look to the developed
world for examples of success
(Gerschenkron 1966). Gerschen-
kron’s notion of forward-looking

developmental strategy is highly
applicable to China’s stance on ex-
change rate policy. In considering
a change in policy stance regarding
the RMB, the CCP is undoubtedly
looking to Japan in the 1980s as an
example. This argues, however,
that the CCP may be drawing the
wrong conclusions.

In the 1980s, the US Dollar
was exceptionally strong relative
to the currencies of its main trading
partners, Japan and Germany. This
was mostly due to the high interest
rates set by Paul Volcker and the
Federal Reserve in the early 1980s
to combat inflation. US officials
were worried about the trade im-
plications of an overvalued dollar,
and diplomatically pressured Japan
and Germany to participate in a so-
lution (Flath 2005). In 1985, rep-
resentatives of the United States,
Germany, and Japan reached an
agreement in which Germany and
Japan committed to a revalua-
tion of their respective currencies
against the dollar. In the year fol-
lowing the September 22, 1985
agreement, the Yen appreciated
45% against the dollar (Corbett
and Ito 2010).

There are clear parallels between
Japan in the 1980s and China to-
day. Japan, like China at present,
was emerging as a global econom-
ic power. Its rise fascinated the
developed world, and its economy
became a significant source of ex-
port goods. China, like Japan in
the 1980s, faces pressure from the
United States to revalue its cur-
rency. What occurred in Japan in
the late 1980s, and what the CCP
leadership may see as a direct re-
sult of exchange rate appreciation,
was the bursting of an asset price
bubble and descent into over a de-
cade of economic stagnation (Car-
gill et al. 2000). Economic growth
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between 1993 and 2003 averaged
only 1 percent per year, contrast-
ing sharply with the high growth
rates of previous decades (Corbett
and Ito 2010). Despite a decade of
various interventions by the Japa-
nese government, growth remained
anemic and deflationary pressures
persisted into the 21st century.

The Chinese leadership des-
perately wants to avoid any such
stagnation. For “a country that
needs growth rates of about 8% to
generate jobs for 10 million Chi-
nese who enter the workforce ev-
ery year,” a performance similar to
that of Japan in the 1990s would
prove disastrous (Bloomberg Busi-
nessweek 25 April, 2010). But Ja-
pan’s stagnation was not a direct
result of exchange rate apprecia-
tion. Japan held interest rates too
low for too long, failed to recog-
nize a growing asset bubble, and
responded inadequately  when
macroeconomic problems became
apparent (Posen 1998). To argue
that Unites States pressure to ap-
preciate the Yen caused Japan’s
stagnation ignores multiple factors.
First, it was the bursting of an as-
set bubble that damaged banks’ and
enterprises’ balance sheets, damp-
ening economic growth. Second,
loose credit and low interest rates
fueled the bubble in the late 1980s.
This is inconsistent with a response
to United States pressure; Japanese
authorities would raise interest
rates, not keep them low, in an ef-
fort to strengthen the Yen (Corbett
and Ito 2010).

Corbett and Ito argue that not
only are the Chinese authorities
drawing an incorrect conclusion,
but also that they are missing a key
lesson of Japan’s stagnation. The
authors insist that China’s low in-
terest rates and excess lending are
more of a threat to growth than a

stronger RMB, as was the case in
Japan in the 1980s (Corbett and
Ito 2010). By potentially missing
this lesson, the CCP risks intensi-
fying already-present asset bub-
bles. Therefore, a forward-looking
CCP must be careful not to accept
the politically convenient, but eco-
nomically false explanation for Ja-
pan’s retrenchment; China’s future
depends on continued pragmatic,
growth-oriented leadership from
the CCP.

CHINA'S PATH FORWARD

As China continues to grow,
both economically and as a key
player on the international stage,
its leadership must meet a number
of important challenges. China’s
success in its path forward is con-
tingent on prompt, effective policy
responses. It is important to note,
however, that policy change alone
may not be sufficient; the CCP
must fundamentally alter the way
in which reforms are implemented.
Due to the interrelated nature of
needed reforms, piecemeal policy
revisions will not effectively im-
prove China’s prospects for future
sustainable growth. This section
will discuss widely agreed-upon
reform essentials, and proceed to
argue that truly efficacious reform
in these areas is interrelated, and is
only compatible with a more flex-
ible exchange rate regime.

FINANCIAL SECTOR REFORM
Financial sector reform, while
implemented in a piecemeal fash-
ion in the early 2000s, remains
incomplete. As discussed above,
banks continue to favor state
owned enterprises at the expense of
small and medium sized enterpris-
es, the true drivers of employment
growth in China (Naughton 2007).
Banks’ lending decisions remain
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questionable, and the CCP’s re-
cent response to worldwide reces-
sion, directing banks to lend more,
suggests a distinct degree of gov-
ernment control over the sector
(Rosen and Chan 2009). When
banks are forced to direct funds to
certain sectors of the economy to
the neglect of others, and when the
central government can influence
lending volume, credit allocation is
likely to be much less efficient than
it would be in responding to more
pure market signals.

The financial system, as it cur-
rently exists, hurts both banks’
profitability and depositors’ eco-
nomic wellbeing. The government-
directed low interest rates, partially
the byproduct of exchange rate
management, as mentioned above,
create low and sometimes negative
margins on bank lending (Prasad
2008). Because the financial sec-
tor is underdeveloped and banks’
primary source of revenue is lend-
ing, banks remain highly unprofit-
able. Logically, low interest rates
also hurt consumers. Households’
high rates of saving yield little re-
turn in the nation’s banks. Because
consumer credit is likewise un-
derdeveloped in China, household
savings 1s necessary in order to fa-
cilitate consumption of such goods
as cars (Naughton 2007). Low
rates of return on savings deposits
thus depress consumer spending,
and hurt the financial positions of
households more broadly.

As discussed above, stock mar-
kets in China remain underdevel-
oped as well. The primary cause of
concern regarding long run growth
is the scarcity of listing opportu-
nities (Naughton 2007). Because
listing opportunities strongly favor
SOEs, the ability of other enter-
prises to raise capital through eq-
uity issuance is virtually non-ex-



istent in China. Elsewhere in the
world, smaller firms without public
listings rely on more conventional
methods of capitalization, such as
banks loans. Banks loans in Chi-
na, however, are offered primarily
to very large or state owned firms.
Thus, SMEs and larger, privately
owned companies face significant
obstacles in obtaining capital nec-
essary for operations and company
growth. Theoretically, a more in-
clusive stock market system could
have multiple beneficial effects.
First, larger but less politically
connected firms would have better
access to capital. Second, the bur-
den of financing larger firms could
be shifted from banks to equity
markets, making funds more avail-
able to credit-starved SMEs and
consumers.

There is a final benefit to finan-
cial sector reform to be discussed,
relating to asset bubbles and eco-
nomic overheating. One of the
consequences of low savings re-
turns and stock market volatility is
increased investment for specula-
tive purposes (Goldstein and Lardy
2008). This has helped to fuel vari-
ous regional bubbles in property
markets. Because of the high op-
portunity cost of savings deposits,
many investors, including firms,
simply shift their savings into as-
sets, which yield higher returns.
As learned from Japan in the 1980s
and the present financial crisis in
the United States, asset price bub-
bles can be very dangerous for an
economy, producing what Richard
Koo refers to as “balance sheet
recessions.” In such a recession,
banks’ balance sheets are crippled
by bad loans, and declining values
in their assets hurt businesses and
households (Koo 2003). There-
fore, it is in the best interest of Chi-
nese officials to prevent asset price

bubbles from growing too large.

Overall, China’s financial sec-
tor needs further reform. Reform
can have numerous benefits to the
broader domestic economy. If
freed from government control,
banks can offer higher interest rates
and become more profitable. Con-
sumers and businesses alike would
be able to earn higher returns on
their savings, and money would
flow into the banking sector rather
than being used for more specula-
tive purposes. More firms could
issue equity on stock markets, and
rely less on banks for financing.
Furthermore, increased competi-
tion from foreign banks has the
potential to improve credit alloca-
tion decisions. As China continues
to develop economically, financial
sector reform is key to its contin-
ued vitality. Its direct connection to
exchange rate reform will be dis-
cussed below.

MONETARY POLICY CAPACITY

China’s central bank, the Peo-
ple’s Bank of China (PBOC) is
significantly constrained in its abil-
ity to use conventional monetary
policy tools. Because it cannot
appreciably change interest rates
without affecting the exchange
rate, the PBOC relies on reserve re-
quirements and other relatively un-
conventional methods of control-
ling the money supply (Goldstein
and Lardy 2008). Chinese officials
also restrict capital inflows other
than foreign direct investment.
These constraints pose many po-
tential problems. Edward Prasad
writes: “...the policy distortions
needed to maintain this approach
could generate imbalances, impose
potentially large welfare costs,
and become a source of instabil-
ity themselves” (Prasad 2008).
Independent interest rate policy is

the most effective tool for promot-
ing credit allocation, combating
inflation, and keeping asset prices
steady. By foregoing its ability to
manage interest rates, the PBOC
puts the Chinese economy at risk.
By following a more conven-
tional monetary policy, the PBOC
can improve the functioning of
the Chinese economy. Market-
determined interest rates will aid
in many of the financial sector re-
forms addressed above, helping
to improve credit allocation and
financial sector profitability. As it
currently exists, monetary policy
exacerbates the structural imbal-
ances in China’s domestic economy
and its current account imbalances
with developed world economies.
These imbalances shift demand
abroad, stifle domestic consump-
tion, and cause a heavy reliance on
both exports and domestic invest-
ment for GDP growth. More lib-
eral monetary policy measures can
help, therefore, on broader needed
reform initiatives. As Goldstein
and Lardy acknowledge, “...China
can either continue its large-scale
intervention and sterilization op-
erations or significantly reduce its
large external surplus. It cannot do
both” (Goldstein and Lardy 2008).

TOWARD A MORE BALANCED,
SUSTAINABLE GROWTH

As argued above, there are
two striking imbalances in China’s
economy. First, as made evident
by its massive current account
surplus, China has an external im-
balance with the developed world
economies. Its exports greatly ex-
ceed its imports, forcing Chinese
authorities to sterilize large inflows
of capital in the face of inflationary
threats. Overall, trade surpluses
are not bad for an economy; many
countries strive to achieve trade
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surpluses. In China’s case how-
ever, the size of its trade surplus
can be problematic. It indicates a
heavy reliance on foreign demand
for China’s growth; this leaves
China highly susceptible to global
economic slowdowns. Reliance on
foreign demand is also a symptom
of China’s second dangerous imbal-
ance: the large disparity between
domestic savings and consumption.
Again, Chinese households have
extremely high rates of saving, and
GDP growth is heavily reliant on
continued increases in investment
(Hofman and Kuijs 2008). Con-
sumption is thus shifted overseas,
as government expenditure in China
accounts for over half of all domes-
tic consumption, two to four times
the percentage of most world econ-
omies (Penn World Tables 2010).
In order to improve the sus-
tainability of its economic growth,
China must work to correct these
glaring imbalances. By reducing its
enormous current account surplus,
China can ease its vulnerability to

“.it is therefore of para-
mount importance that GDP
growth shift from a depen-
dence on investment to the
more sustainable growth of
consumption and employ-
ment”

shifts in global demand, as well as
to increasingly competitive exports
from other developing nations. A
smaller current account surplus has
the added benefit of removing the
need for extensive PBOC steriliza-
tion efforts. Equally important is
shifting the domestic economy to-
ward a more consumption-based
trend. According to Hofman and
Kuijs: “... economic growth has
increasingly relied on capital ac-
cumulation and less from employ-

ment and TFP growth. If China’s
rapid growth continues in its cur-
rent mode, the investment rate will
need to increase to 50 to 60 per-
cent of GDP in the decades ahead,
which will be difficult to finance
given the pressures for savings to
fall, including from demographics.
Moreover, investment as such does
not contribute to a population’s
standard of living” (Hofman and
Kuijs 2008).

TFP refers to total factor produc-
tivity, derived from the contribu-
tion of technology and workers’
skills to production. Because of
heavy reliance on savings and in-
vestment for GDP growth in Chi-
na, consumption and employment
growth are stifled. From 1995 to
2005, employment growth aver-
aged only 1.1 percent (Hofman and
Kuijs 2008). Because the legitima-
cy of the CCP rests to a significant
extent on the growth of employ-
ment opportunities, it is therefore
of paramount importance that GDP
growth shift from a dependence on
investment to the more sustainable
growth of consumption and em-
ployment.

THE ROLE OF THE EXCHANGE
RATE

This paper has identified a
number of structural flaws in the
Chinese economy: an inadequate
financial sector, constrained mon-
etary policy, and both domestic
and external imbalances. Their
resolution is only compatible with
a more flexible exchange rate re-
gime. First, it is important to of-
fer a succinct explanation of what
a flexible exchange rate policy
would look like for China. If al-
lowed to float against the world’s
currencies, the Renminbi’s value
would be determined by forces of
supply and demand. Chinese au-
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thorities would have to relinquish
control over capital inflows, and,
according to the estimates cited
above, the RMB would appreciate
relative to the dollar and many oth-
er currencies. This would inevita-
bly decrease the competitiveness
of China’s exports, and potentially
hurt the profitability of Chinese
exporters. The CCP, of course, is
worried about the economic conse-
quences of a flexible exchange rate
regime, as its legitimacy is based
on continued high growth. This
paper argues, however, that the
benefits of exchange rate reform
outweigh the costs.

By liberalizing the exchange
rate, China can improve the effi-
cacy of monetary policy. Because
significant changes in interest rates
hampers the ability to retain a fixed
exchange rate, the PBOC currently
foregoes an important tool in its
ability to control the money sup-
ply. If the RMB were allowed to
float, the PBOC could use inter-
est rate management to affect the
supply of credit in the economy
without fearing capital inflows’
pressure on the exchange rate. In-
terest rate management would also
become the tool by which credit in
the economy is determined, elimi-
nating the distorting effects of gov-
ernment-directed lending volumes.
The central bank would obtain an
important tool in combating infla-
tion and asset price bubbles, both
of which currently threaten the do-
mestic economy (Reuters 21 April,
2010).

A flexible exchange rate re-
gime can also help to improve the
functioning and strength of the fi-
nancial sector. As part of its sys-
tem of capital controls, the Chinese
government restricts the entry of
foreign banks (Prasad 2008). By
removing these restrictions as part



of a more liberal exchange rate pol-
icy, the government can invite for-
eign competition into the domestic
banking sector. This, combined
with the absence of administrative
guidance in lending volumes, can
aid in improving the credit alloca-
tion efficiency of China’s banks.
Foreign banking expertise would
make the sector more competitive,
making banks’ survival depend on
lending only to more productive
borrowers, helping to eliminate
the inefficiencies in credit alloca-
tion that currently persist. Fur-
thermore, by removing the need
for excessively low interest rates
inherent in its fixed exchange rate
regime, China can make bank de-
posits more attractive to firms and
households, improving their finan-
cial positions as well as making the
banking sector more robust. Higher
interest rates would also improve
banks’ profitability.
Macroeconomic imbalances,
too, can be at least partially recti-
fied by establishing a flexible ex-
change rate regime. By definition,
China’s current account surplus
would decrease if the RMB were
to appreciate, as is probable in the
event of exchange rate liberaliza-
tion. As exports decrease and im-
ports increase, China’s trade im-
balance would close and economic
growth would be less contingent
on export success. By consider-
ing Chinese goods to be comple-
ments to rather than substitutes
for other East Asian exports, it is
also possible that Chinese export-
ers’ competitiveness would not be
significantly hurt (Garcia-Herrero
and Koivu 2010). Domestic im-
balances, too, would be indirectly
addressed, mostly through the
now possible reform of the finan-
cial sector. Households’ savings,
in the absence of artificially low

interest rates, could yield higher
returns. At present, household in-
come is declining relative to GDP
(Godement 2010). Higher returns
on savings can help to reverse this
trend. As household income rises,
so too will domestic consumption.
In a more competitive financial
sector, the emergence of consumer
credit can also work to boost con-
sumption rates, reducing China’s
reliance on foreign demand. Fur-
thermore, by ensuring that the
most productive firms have access
to credit, financial reform via ex-
change rate liberalization can help
to boost productivity rates and em-
ployment opportunities for the mil-
lions of Chinese citizens looking
for work. Growing employment
opportunities can create a virtuous
cycle, in which domestic consump-
tion growth based on expanded em-
ployment and credit availability act
to reinforce economic growth. In
these ways, exchange rate reform
is imperative in shifting China’s
domestic economy toward greater
consumption and productivity.

CONCLUSION

China’s needed reforms require
a break from the traditional method
of incremental reform employed
by the CCP. The interconnected
nature of macroeconomic policies
implies that comprehensive, coor-
dinated reforms in multiple policy
areas may be necessary to effec-
tively address the economic imbal-
ances facing the Chinese economy.
Again, imbalances, both internal
and external, have broad conse-
quences. They create a reliance on
foreign demand for Chinese goods,
stifle domestic consumption rates,
dampen employment prospects for
Chinese citizens, fuel asset price
bubbles, and result in suboptimal
credit allocation.

Addressing these concerns is
not only desirable, but is requisite
for ensuring the sustainability of
China’s economic growth. By lib-
eralizing its exchange rate policies,
the CCP can create new opportuni-
ties for China’s businesses and
households. Reforms in the finan-
cial sector will be incomplete until
competition is introduced and
credit allocation and availability is
subject to true market forces.
There are a number of impedi-
ments to complete reform. As a
newly emerging global power,
China does not want to be seen as
blindly acquiescing to Western
diplomatic pressures, especially on
economic issues. Furthermore,
some Chinese companies, many of
which are inefficient but politically
connected, will inevitably be hurt
by RMB appreciation. Perhaps the
most cogent obstacle of all is the
CCP itself. For the CCP, gradual
reform has been the rule since the
days of Deng Xiaoping. Sweeping
changes, historically, have largely
been avoided in favor of a more
cautious approach. Given the in-
terdependence of different aspects
of macroeconomic reform, caution
is an impossibility. Simultaneous,
extensive reforms are necessary to
ensure the long-run sustainability
of Chinese economic growth.
While the CCP has historically
been careful in its reforms, it has
also proven itself to be pragmatic
and innovative. When the issue of
exchange rate reform is framed in
terms of enduring economic
growth, rather than power politics,
there is reason to believe that Chi-
na’s leadership will take effective
action. l
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Interview: Professor Avery Goldstein

Professor Avery Goldstein discusses China’s foreign policy strategy, how it could change as the country
becomes more powerful, how the Chinese government will be affected by Chinese middle class influence,
and the possibility of democratic developments in China.

Interviewed by Susan Kolber for the Wharton Asia Economic Review.

Wharton Asia Economic Re-
view: How did you get involved in
studying Chinese foreign policy?

Avery Goldstein: It was pretty ac-
cidental. I was an undergraduate
at Penn, and I had finished all my
political science requirements but
one. I couldn’t find an eighth that
I wanted to take. Somebody recom-
mended that I go see a professor
in the political science department
who was always willing to do inde-
pendent studies. He was a special-
ist on American politics, so I told
him that I would do an independent
study on American politics. His re-
sponse was, “No I'm interested in
China right now.” Instead, he gave
me a stack of books on China to
read, and that is how I became in-
terested in China. My initial interest
was China’s domestic politics and
later shifted to China’s foreign pol-
icy and international relations when
I was in graduate school. It just so
happened the best professors and
courses in my PhD program at the
University of California- Berkeley,
were in International Relations. The
reality is that I was one of a relative-
ly small number of people that com-
bined an interest in international re-
lations and China, but that remains
true today. The majority of people
that study China today in universi-
ties study internal issues, especially
China’s political economy.

WAER: Since you published your

book Rising to the Challenge:
China’s Grand Strategy and In-
ternational Security in 2005, how
has China’s “Grand Strategy”
changed?

AG: I think that China’s basic for-
eign policy grand strategy has re-
mained the same since 2005. The
approach I described in 2005 has
been more or less in place since the
mid 1990’s. I think this continuity
reflects the fact that the Chinese,
by the mid-1990’s, grasped the
underlying international situation
they had to deal with, and they un-
derstood that the high priority they
put on developing their economy
required maintaining a peaceful in-
ternational environment. Although
they hoped to rise and become
a true great power in the interna-
tional system, they had to be care-
ful about provoking opposition, es-
pecially opposition from the U.S.
That required that they behave in
non-provocative ways and coop-
erate with others to the extent that
they could in order to protect Chi-
na’s vital interests.

WAER: What has Google’s situa-
tion demonstrated about China’s
foreign policy?

AG: The Google situation reveals
that there are limits on what Chi-
na is willing to do in terms of co-
operating with others. There are
still areas where China’s leaders
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believe they still have to draw a
line. The Google situation is such
a case because the Chinese saw
it as fundamentally questioning
the Communist Party’s ability to
maintain domestic stability. One
of the two touchstones in terms of
where China will draw the line is
anything that challenges domestic
stability (meaning the ability of the
Chinese Communist Party to main-
tain one-party rule in China). The
Google situation presented such a
challenge because the CCP is con-
cerned about the free flow of po-
litical information that could lead
to challenges internally, especially
with respect to issues like Tibet,
and perhaps setting up indepen-
dent alternative parties or social
movements like the Falun Gong
religious movement. The other
line China will draw is with Tai-
wan. The CCP will not be looking
for a confrontation with the United
States over Taiwan, but they won’t
simply ignore things that the Unit-
ed States does, or ignore things that
Taiwanese politicians do that they
think could lead to Taiwan’s inde-
pendence—they will not tolerate
that.

WAER: Can you explain the pow-
er transition theory that you present
in your 2007 paper “Power Transi-
tions, Institution, and China’s Rise
in East Asia”?

AG: The short version is this: There



are international relations scholars
who have argued that with the rise
and fall of various nations, typical-
ly one country becomes dominant
in the international system in any
historical period. Under certain
circumstances, other powers begin
to rise and there comes a moment
when it looks as though the rising
power may become more power-
ful than what had been the previ-
ous dominant power. If that rising
power is unhappy with the way
the international system has been
set up in the past, it may decide it
wants to challenge the dominant
power. So the power transition
theory says that’s the moment of
danger. It is not power transitions
per say —it is not just the fact that
power is shifting—it’s the fact that
the rising power is dissatisfied and
can’t be satisfied without challeng-
ing the dominant power in ways
that could result in war. That was
the claim of the power transition
theory, that war is certainly pos-
sible when these kinds of shifts in
power happen. There were many
people who said with China ris-
ing and with the United States be-
ing the dominant power, the ques-
tion arises, of whether China will
be one of those rising powers who
ultimately decides to challenge the
dominant United States.

WAER: What do institutionalists
in the field of international rela-
tions argue, and how would that
apply to China?

AG: Institutionalists argue that
power transition arguments may
be identifying the fact that pow-
er shifts over time but do not put
enough emphasis on the fact that
countries in the international sys-
tem also work together and cooper-
ate on many issues, and that in fact,

especially in the modern world,
there are international institutions
and that great powers tend to be
members of these international in-
stitutions. They can often realize
their interests better by working
through these institutions than by
relying on brute force to challenge
each other. Their argument is also
that in these institutions, states be-
come socialized to accept the rules
and practices of these institutions
as a way to achieve their objec-
tives. Rather than challenge the
United States militarily, it is pos-
sible that the Chinese would want
to pursue their interests through
organizations like the World trade
Organization, the United Nations,
and other multi-lateral organiza-
tions.

WAER: Do most people’s view on
China’s foreign policy fall in line
with the institutionalists’ theory?

AG: I don’t think so. I for one am
agnostic. China is doing both; it
is trying to build up its capabili-
ties, economic wealth, and mili-
tary power, but it is also working
through institutions. Where the
crunch will come is, what if China
is frustrated with its ability to en-
sure its national interests working
through institutions, and decides
it needs to lean a little more on its
hard power, its economic and mili-
tary power?

WAER: Does this mean China
may stray from its Grand Strat-
egy and Peaceful Rise approach
to foreign policy?

AG: For now, China believes that
its only realistic option is to rely
on mostly institutionalized ways of
pursuing its interests.

WAER: How would internal in-
stability affect China’s foreign
policy?

AG: If there were internal instabil-
ity in China, China would presum-
ably pull in its horns, forget about
foreign policy, and focus solely
on maintaining domestic order. I
think they would be less active in-
ternationally if that happened.

WAER: How does geographical
disparity affect central govern-
ment control?

AG: The central government,
through its whole array of reform
policies, no longer has as tight
control over the economic or po-
litical systems as it did in the days
of old-style authoritarianism and
planned economics. However, the
central government has quite a bit
of control through the party bu-
reaucracy, and through the police
system backed up by the military.
Having said that, it is true there are
all kinds of variations of wealth in
the country. There have been three
waves of reforms. The initial wave
of reform benefited mainly the
countryside in the 1980’s, because
agriculture was first reformed, and
that improved the lives of the rural
Chinese.

The second wave of reform in the
1990s and 2000s benefited mainly
the people in cities along the coast,
especially as China became more
and more involved in interna-
tional trade. What happened was,
during that period, the hinterland
(Western China) tended to lag be-
hind and this population’s incomes
were not rising as rapidly as those
in the eastern cities. This disparity
caused people to want to move into
the cities. The Hukou system was
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a remnant of the old planned econ-
omy that limited people’s ability
to move into urban regions. This
was seen as a useful stopgap, but
given the nature of labor markets,
leads to inefficiencies. There were
industries in the cities that needed
laborers that could only be had by
recruiting people from the coun-
tryside, and people from the coun-
tryside wanted to go work in the
cities. Informally, the Hukou sys-
tem began to give way and was not
rigidly enforced. In the 2000s the
Communist Party began to discuss
reforming the Hukou system to
make it easier for people to change
their residencies, which is really an
accommodation to reality.

However, there are problems, one
being that the government under-
stands not everybody can move
from the west to the east. When

“One of the issues with for-
eign pressure is that it tends
to lead the Communist
Party to try and rally people
around the idea of standing
up to the foreigners. How-
ever, that is not to say that
people in China blindly sup-
port the Communist Party.”

Hu Jintao became president and
Wen Jiabao became prime minister
of the country, they were dedicated
at least in principle to investing
more heavily in the poorer areas
that had lagged behind. They have
done quite a bit to develop the in-
terior so that people don’t feel they
have to move to the coast to get a
better life. That is a hard thing to
do, because obviously if you are
addressing globalized production,
it is a lot more difficult to become
integrated with world markets

from the interior of China than it is
if you’re along the coast. Western
China is starting from a disadvan-
taged position. However, the ad-
vantage they do have is that labor
costs are cheaper. If a company,
for example, has a factory outside
of Shanghai, and labor costs are
going up because workers in the
cities demand better wages, instead
of moving that factory to Vietnam
or Cambodia, perhaps they could
move the factory to the interior of
China where they could also find
cheap labor. This is a strategy that
in principle can work.

WAER: Because of China’s Huk-
ou system and managed labor
force, will the economy be able
sustain itself?

AG: Well, China is a big country
with a lot of people, so you do have
a big labor force that can be tapped,
and that low wage strategy can be
viable if all you want to do is make
sneakers or toys. What seems to be
happening in the areas along the
coast that did well in the first wave
of economic growth is that they are
essentially moving up the product
chain; they want to develop enter-
prises that aren’t relying on cheap
labor but greater productivity or
technology to produce products
with a higher value-added. You
might in fact see that interior Chi-
na will begin to produce the things
that the coastal regions use to do.

WAER: How will the Chinese
government reform its politics
as the country continues to de-
velop? How does China’s middle
class influence political reform?
Will political change be led by
internal or external questions?

AG: Political reforms have taken
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place, just not as fast or in the di-
rection we might like. China has
obviously changed since the 1980s
and the 1990s. Part of that has to
do with the onset of the informa-
tion age, the availability of various
things. There are still severe re-
strictions on the kinds of political
issues people can talk about and
how much they can influence a
process that is still dominated by
the ruling Communist Party. That
means things like the legal system
works better than it used to, but it
is still not completely reliable. On
certain issues the Communist Party
is just going to determine the out-
come.

My guess is that internal pressure
for change will be ever more im-
portant. One of the issues with
foreign pressure is that it tends to
lead the Communist Party to try
and rally people around the idea
of standing up to the foreigners.
However, that is not to say that
people in China blindly support the
Communist Party. They appreciate
the economic benefits they’ve got-
ten from the past 25 years, and in
many cases, they can’t imagine an
alternative, but there is also deep
frustration with the bureaucracy,
the corruption, and the incompe-
tence of some people in official
positions. My guess is that this
kind of frustration is going to lead
to pressures for change. At some
point, either the Communist Party
1s going to get out in front of mak-
ing these changes for genuine po-
litical reform, or they are going to
be pushed into it domestically.

WAER: What can the middle
class do to stimulate this kind of

change?

AG: There are a lot of protests,



and they get reported through the
media. In China, they report thou-
sands of “mass incidents” —pro-
tests, demonstrations, labor strikes,
all kinds of things. There are all
kinds of creative ways for political
change to happen. Look at what
happened in the old Soviet Union:
there was a split in the Communist
Party itself between the reform-
ist wing lead by Gorbachev and
the hard line wing. Gorbachev
thought that he could manage the
process of political reform, and it
got beyond his control —that’s one
way things change. Sometimes, it
is possible for the leadership to de-
cide that it wants to promote radi-
cal political change, and if they can
win enough support among the rest
of the leadership or the part of the
leadership that involves the mili-
tary, perhaps that will work. My
guess 1s that you can expect grad-
ual change. The Chinese, both the
government and the people, have a
lot to lose at this point if they do
something politically destructive.
Even the middle class is afraid
to rock the boat too much. They
would like to see change, but they
look at what happened in Russia in
the 1990s and say, “What if we end
up with 15 years of economic stag-
nation because we caused political
turmoil in China? Is that a good
tradeoff?” Generally speaking, the
middle class doesn’t want to run
that risk. The strongest explana-
tion for where genuine democra-
tization takes place is revealed by
studying the effects of the growth
of the middle class and the average
national per capita GDP reaching a
certain level; there is a pretty good
correlation between economic
growth and the process of democ-
ratization. You saw it certainly in
South Korea, Taiwan, and other
countries in Asia, so it is not mere-

ly a cultural phenomenon.

WAER: Where is China com-
pared to these other Asian coun-
tries that have democratized?

AG: China is at a stage similar to
1970s South Korea. So really, Chi-
na is not close to the points where
South Korea and Taiwan were at
the time those two countries de-
mocratized. They had a much
larger middle class and an authori-
tarian ruling party that realized
they had to make accommodations.
They realized that it would be dif-
ficult to continue sticking with an
authoritarian development model,
so South Korea and Taiwain tried
to manage the process and relax
control. You wouldn’t want to say
change in China will happen just
the same way because there are
differences between a country of
20 million and a country of 1.3 bil-
lion. That’s part of the reason why
even thought the Chinese leader-
ship has said they need democracy,
they assert that the country is just
not ready for it yet. Any change,
they claim, must be managed very
carefully because it is a country of
1.3 billion people, and if they pro-
mote rapid political change, chaos
will ensue. That is a traditional
Chinese claim about what will
happen if the authoritarian leaders
relax their grip. And maybe that is
a legitimate claim.

WAER: Where is your research
taking you now?

AG: Actually, I'm still focused on
China’s foreign policy, but more
generally on things that worry me.
The two things that worry me right
now have to 