


attempting to carve out a path toward economic prosperity. The ambition of
continuous revolution under Maoism was replaced by an all-encompassing
primacy of economic development.

China’s rise is now a fact of life. From the vantage of the struggles
among China’s economists over the right reform path, this historic outcome
was a daring hope, if not altogether implausible. When young reform
intellectuals returned to Beijing after years in remote villages and flocked to
empty lecture halls to discuss China’s future, the explosive growth of
subsequent decades—albeit with all its severe social and environmental
consequences—was unimaginable. In their study exchanges on economic
system reform with Eastern European émigré economists and with World
Bank and other international dignitaries, the economists of China’s
revolutionary generation and its establishment intellectuals could only
marvel at the prosperity and advanced state of the applied sciences abroad.
The System Reform Institute’s delegations toured Hungary, Yugoslavia,
Brazil, and other Latin American countries, in the hope of learning from the
achievements (as well as mistakes) of what were then model national
economies for China.

What was at stake in China’s reform debate of the 1980s was nothing
less than a common understanding of the economy’s basic mechanisms.
Early on, the dominant position within the Chinese economic intelligentsia
reflected the view that market forces had to play a greater role in society
and that this would necessitate price reform. Fundamental disagreements
arose among China’s economists around the question of �K�R�Z such reform
would take place. Competing reform approaches expressed themselves in
the disagreements over the continued use of the dual-track price system and
mobilization of existing institutions to create markets; this was countered
by some with a strategy of shock, in which the economy was to be
subjected to wholesale and sudden liberalization. The fact that the two sides
clashed over this next step of reform rather than over the economy’s basic
direction might suggest that its focus was highly technical, without deeper
ideological significance. In fact, as in the Soviet industrialization debate of
the 1920s—the focus of which was also the speed and pattern of
development, but not the retreat from War Communism to the New
Economic Policy per se—“the basic differences between two ideological
tournaments became visible” (Erlich, 1967, xvii). Such differences





model, the market mechanism was carried out primarily through flexible
prices. One of the fundamental differences between the desired target and
the old system was a lack of price flexibility in the latter. These reformers
located the most severe price distortions in the producer goods sector,
which were traditionally priced low in the Soviet approach to development.
The most effective approach to reform, in their view, would require first
tackling these exaggerated deviations from the target model, overcoming
the distortions in the prices of raw materials and energy simultaneously.
Such a dramatic step in reform had to be prepared, however, by first
“cooling” the economy. This meant, in practice, enforcing harsh austerity
with the aim of overcoming macroeconomic imbalances.

The package approach to reform held that the coexistence of the obsolete
old and the desired new systems would create harmful frictions, resulting in
the ineffectiveness of both the old and the new regulating mechanisms.
From the vantage of package reformers, the dual-track price system was at
best acceptable as a temporary, transitory measure, but it had to be
overcome as quickly as possible. The big bang proponents invoked an
argument structurally similar to Hayek’s warning of the “slippery slope”
toward a planned economy that might result from any move in favor of
price controls (see Chapter 2). In their eyes, if the dual-track price system
prevailed, along with the confusion and corruption they attributed to it, the
result would be a harmful reversal. As long as core elements of the old
system persisted—such as central control over the prices of crucial
producer goods—the possibility of a relapse would be ever present. They
thus recommended that the price system be introduced rapidly and
universally, arguing that only the destruction of the core of the old system
could realize the target model. They acknowledged that this approach
would cause short-term pain. But in their eyes, the only alternative was
long-term suffering.

The proponents of such radical price reform recognized that their
proposal entailed one grave risk, namely, an increase in the general price
level. However, as with Friedman’s (1966, 20) metaphor of the overfueled
furnace that can be defused only by letting all its heat out at once (see
Chapter 2), they argued that suppressed inflation could not be overcome
unless direct price controls were removed. As a necessary evil, they argued,
it would be better to get on with it without delay. As Brus put it, “the day of



reckoning” would arrive eventually, and so it would be better to confront
and overcome its challenges sooner rather than later (see Chapter 5). As
long as tight fiscal and monetary controls were in place, a one-time increase
in prices to compensate for suppressed inflation would not detonate an
ongoing inflationary process. To return to Friedman’s metaphor: the
overfueled furnace, having released its heat, would exhaust itself. As with
the pain accompanying surgery, removing price controls was therapeutically
necessary and temporary. Seen from this perspective, inflation was a
monetary, not structural, phenomenon and could be controlled by the
government; aggregate excess demand was only the result of the
pathologies of socialism. Such thinking is best captured by concepts such as
Kornai’s “investment hunger” and “soft budget constraint” (see Chapter 7)
—which do not concern themselves with the challenges of industrialization.
In this view, the Chinese inflation of 1988 was the result of the
government’s failure to impose sufficiently strict macro controls and not the
consequence of Deng Xiaoping’s failed attempt at shock therapy (see
Chapter 8).

As I explore in Chapters 4, 5, and 6, the package reformers found
inspiration in Eastern European émigré economists who had abandoned
market socialism, neoclassical mainstream economics, and monetarism.
The younger generation also drew on concepts of optimal design and
control from engineering.1 Most of the package reformers were academic
economists, and many had been adherents to Soviet orthodoxy in the early
years of the People’s Republic. In fact, we may observe a parallel between
the idealization of the planned economy in Soviet Marxism, where the
whole national economy was imagined to function as one centrally planned
factory, and the idealization of a market economy underlying the shock
therapy approach. While the two theoretical approaches oppose one another
on the question of the superiority of a plan or a market as a regulating
mechanism, they are united in striving for an optimal, rational economy.
This methodological commonality between those believing in the
omnipotent power of the visible and the invisible hands was observed by
one of the foremost general equilibrium theorists, Frank Hahn (1981, 2):



[Both sides] take it for granted that somewhere there is a
theory, that is a body of logically connected propositions
based on postulates not wildly at variance with what is the
case, which support their policies.

This quest for representing the whole economy in one closed model was
also a common ground between the planning and the market proponents of
the Socialist Calculation Debate. From the technocratic stance of both sides,
the economic problem boils down to finding a set of rational prices. Or, as
Paul Samuelson (as in Foley, 2011) observed,

[I]t doesn’t really matter whether capital hires labor or labor
hires capital, or both are allocated by a central planner: the
important goal is the allocation of productive resources and
final products consistently with the principle of equating
marginal cost and marginal benefit.

The Chinese package reformers adhered to the same kind of economics.
They saw the task of market creation as drawing up a comprehensive policy
blueprint that had to ensure, first and foremost, rational prices. From the
reformers’ perspective, rational prices could be achieved only by applying
either the market or the plan as a pure form, and the dual-track price system
was condemned as an incoherent hybrid. Whereas a multitrack price system
had been used to overcome hyperinflation after the civil war, the subsequent
pursuit of Soviet-style planning involved the ambition to suppress price
tracks other than planned prices, at least for important goods (see Chapters
3 and 4). The dual-track price system would be an unavoidable evil over the
course of the market transition, but it was to be abolished as soon as
possible. At the outset of reforms, package reformers saw the task before
them as precisely the opposite of that from the days when China had
emulated the Soviet model. Now, all prices should be unified under the
market track.

Resemblances between the paradigms of pure market orthodoxy and
pure planning can also be detected in the concrete steps suggested by the
Program Office in 1986, with the aim of generating a breakthrough in



China’s price reform. According to the 1986 agenda, prices would first be
unified into planned equilibrium prices determined by calculation, after
which they would be fully liberalized. This reform proposal assumed that
both the calculation and forces of the market would bring about the same,
or at least sufficiently similar, equilibrium prices. Thus, calculation-based
planning and the market were taken to be means to the same end. As with
Hayek’s and Robbins’s judgments in the Socialist Calculation Debate,2 the
problem presented by calculating prices within the logic of the Program
Office approach was that it was too time-consuming to be practical as a
sustainable form of regulation. Nevertheless, the Program Office
economists believed calculation from the center could prepare the
wholesale transition to a superior market mechanism. Market determination
of crucial input prices, from this point of view, did not require a process of
institution building. As the �Q�D�W�X�U�D�O order of things, market prices were
expected to emerge instantly and spontaneously once the �D�U�W�L�I�L�F�L�D�O�O�\
imposed control over prices was removed. Instead of envisioning a slow,
historical evolution toward a new political economy, shock therapy
suggested a rapid move into an ideal market, following planned steps from
the theoretically derived blueprint.

In this regard, the so-called “Erhard Miracle” was invoked as anecdotal
evidence for the practicality of the theory. However, proponents of
emulating the West German example did not analyze in any great depth the
actual economic history of Erhard’s price and currency reforms or whether,
indeed, these policies were suitable for addressing the challenges China
confronted in the 1980s. Rather, they subscribed to the neoliberal
mystification of Erhard’s price reform and saw it as a “miracle” (Weber,
2020). Similarly, they cited the supposed lesson of Eastern Europe—that
gradualism would fail. They relied on the authority of famous economists.
Systematic historical inquiry, however, might have posed the question of
why attempts at overnight price liberalization in Eastern Europe repeatedly
provoked social and political turmoil and were ultimately (partially)
reversed. This history, in any case, had been well known in China since the
Moganshan World Bank Conference of 1982, if not earlier (see Chapter 5).

As for their idealism, those academic economists in favor of a
comprehensive reform package showed some striking resemblance to the





harnessed transformative forces already emerging in prevailing commercial
and industrial activity. With regard to price reform, this meant an imperative
to improve the dual-track price system rather than destroy it. In their
analysis, wholesale liberalization could not solve the problems of China’s
price system. Investigations using a large sample of Chinese state-owned
enterprises, as well as a survey of the Yugoslavian and Hungarian reform
experience, for example, indicated that a big bang would result in a
reversion to the initial relative prices instead of the sought-after adjustment
of the price structure.

Closer scrutiny of the postwar West German transition amplified the
gradualists’ skepticism about reproducing an “Erhard Miracle” in China, as
the big bang was dubbed. The mere removal of price controls could not
transform the state-owned enterprises into market enterprises. They
remained socialist production units insofar that they had no power over the
magnitude of capital and labor they employed. Workers could not be fired,
and state-owned enterprises did not draw upon any capital market; they
were forbidden from going bankrupt. The state-owned enterprises had no
choice but to use their monopolistic position and to carry on, no matter the
circumstances. According to the logic of the big bang, an increased input
price should have induced adjustments in production technology or even
have arrested the production of certain goods. But in reality, the state-
owned enterprises could only react to input price increases by passing them
on to producers further along in the production chain. The result would thus
ultimately be consumer price inflation, which would in turn fuel wage
increases. The opponents of a big bang predicted that shock therapy would
generate runaway inflation rather than a convergence at some desired
equilibrium. The outcome would be destruction of the core of the old
economy, without creating a functional market economy. Such a
development would put China’s social and political stability at risk and thus
endanger the project of reform altogether.

The defenders of the dual-track price system predicted that the
prescription of rapid price liberalization would lead to failure, even on its
own terms. In their view, neither pure central control nor overnight
liberalization could address the challenge of catching up with the advanced
capitalist world and increasing overall living standards. They did not infer
from this that there was no prospect for reform, however. Rather, the



gradualists suggested that the prevailing system of multiple prices—along
with certain practical adjustments—was well suited for gradually
transforming both China’s price structure and its price-determining system
and, with it, the economy’s regulating mechanism at large.

In the view of the gradualist experimentalists, market determination of
prices was not achieved simply by abolishing price controls. The gradualists
contended that the manner in which prices are determined depended on the
mode of operation at the micro level. In a similar vein, inflation was not
understood as a purely monetary phenomenon, especially under conditions
such as China’s. From the viewpoint of these pragmatic economists,
familiar as they were with the living conditions of the overwhelmingly rural
population of China, aggregate excess demand was not to be achieved by
suppressing demand, but rather by boosting supply.

For the dual-track defenders, the challenge facing the Chinese economy
was to be understood as a “reindustrialization.” Reindustrialization required
overcoming certain bottlenecks, for example, in critical producer goods and
in energy, by increasing production but not by raising prices. The process
was complex and required delicate intervention. It could not be
accomplished in a single blunt act. China’s revolutionary history had shown
that industrialization could not be attained simply by state command. The
gradualist reformers argued that faith in a market miracle was likewise a
delusion. The only sensible approach, they said, was a gradual,
experimental one in which market forces would be created and harnessed
by the state in a controlled manner. In their eyes, the dual-track price
system, which had emerged from bureaucratic practice and the experience
of rural reform, was well suited to achieve this and could be expanded to
apply to critical producer goods such as steel and coal.

The essence of the dual-track price system can be captured by the
perspective of the Guanzian principle of controlling the “heavy,” or
essential, and letting go of the “light,” or unimportant (see Chapter 1). It is
critical to understand that the relative importance of commodities was
determined not only by their physical characteristics but also by the specific
local conditions of their markets and social contexts of their production.
What was determinative was whether a good was the product of a major,
centrally controlled production facility or the productive efforts of a minor
local enterprise. Even within the output of one major producer, the state-



mandated quota was important for keeping the core of the industrial
economy running. Surplus production, by contrast, could be left to the
discretion of the enterprise. The basic principle of the dual-track price
system therefore was to relinquish the price controls of inessential goods
produced by minor suppliers. It also relinquished the price controls on
surplus products of major producers of essential industrial inputs such as
raw materials and energy. The system of material balancing along with
planned prices thus was initially kept intact. At the same time, the high
prices of surplus products of scarce raw materials and energy marketed to
producers outside the industrial command system—such as township and
village enterprises (TVEs) as well as other state-owned enterprises—
produced strong incentives for the enterprises to economize their planned
production and to squeeze out a surplus for the market. In this way, the
state-owned enterprises grew into the market as the industrial core of the
Chinese economy was marketized. The state commercial system, too, was
not abolished but was used to integrate the national market and balance
prices across regions.

Exactly who is to be credited as the originator of the dual-track price
system remains a matter of dispute. I have argued throughout the second
part of this book that the reform mechanism was not, in fact, invented by
any single individual. Rather, the dual-track price system emerged through
the gradual relaxation of control in the areas most peripheral for the
functioning of the industrial economy. Such a relaxation of controls was
achieved by careful experimentation, followed by systematic evaluation of
this practice through empirical research. The structure of gradual price
releases thereby reflected the logic of the Maoist price system, under which
the most essential prices for industrialization and livelihood were the most
tightly controlled (see Chapter 4). Importantly, the dual-track price system
was defended through unorthodox reform economics that theorized and
refined the prevailing reform practice. The decisive reform question in the
mid-1980s was therefore whether to maintain and improve the dual-track
price system or to abolish it. Defenders of the dual-track price system
acknowledged that corruption was a problem, but they did not see abolition
of the system as an acceptable solution. In pursuing reforms, they instead
advocated for systematic interdisciplinary, social-scientific inquiry. These
gradualist reformers believed that an easy solution to the colossal challenge



of China’s economic transformation could not be deduced from pure
theoretical analysis. China could make its own way cautiously, and it had to
use a range of theories and experiences—both foreign and domestic—to
assess its progress and trajectory of development.

There is a surprising parallel with the �6�D�O�W���D�Q�G���,�U�R�Q���'�H�E�D�W�H (see Chapter
1). The basic outlook of the defenders of the dual-track price system
resembles, to some extent, that of Sang Hongyang. Both focused on their
respective given realities, such as (natural) monopolies, seasonal
fluctuations, and the structures of a command economy, and how they could
be mobilized to improve the workings of the economy; a supposed ideal
state or target model was to be excluded from consideration. An emphasis
on the feasible rather than on the ideal might be misunderstood as
avoidance of fundamental change. However, the dual-track price system
brought forth historic transformations of rare intensity and scope. The basic
logic of the dual-track price system was at the heart of China’s
transformation from a poor agricultural country with revolutionary
ambitions to one of global capitalism’s manufacturing powerhouses.

This pragmatic stance vis-à-vis economic policy is certainly not uniquely
Chinese. As the vigorous debates recounted in this book demonstrate,
China’s tradition is itself anything but internally uniform. We saw in
Chapter 2 that the war economies of the major belligerent powers of the
Second World War relied on a pragmatic approach similar to that advocated
by China’s gradualist reform economists decades later. As John Kenneth
Galbraith has argued, in the case of the United States, price control relied to
a large extent on the use of prevailing economic practices, such as the
customer relations of monopolistic or oligopolistic suppliers. The successful
general price freeze worked because it used empirically observed rather
than theoretically derived prices. With regard to the transformation from a
planned war economy to a postwar market economy, it was structurally
similar to the challenge of market reforms in a socialist command economy.
The pragmatic, gradual approach of the United Kingdom, as recounted by
Alex Cairncross during his visit to China, presented an alternative to the
overnight liberalization of the type that had been implemented in the United
States, against the best advice of some of the most famous American
economists of the time. In postwar West Germany too, the ordoliberal





Whether the emphasis was on planning or on market
regulation was not the essential distinction between socialism
and capitalism. This brilliant thesis has helped free us from the
restrictive notion that the planned economy and the market
economy belong to basically different social systems, thus
bringing about a great breakthrough in our understanding of
the relation between planning and market regulation.3

This decision marked a political breakthrough for a forceful restart of the
marketization agenda. The official declaration of a socialist market
economy signaled that the Chinese leadership of the 1990s was willing to
shatter all remaining boundaries to the operation of market forces, in the
name of economic progress. Their first step in this direction was the far-
reaching price liberalization of 1992–1993. On the surface, this price
liberalization resembled the big bang agenda that had been avoided in the
1980s. Controls over essential consumer and producer goods were now
dismantled step by step. Among those targeted were key commodities such
as grain, steel, coal, and oil. However, because of the drastically different
status of the early-1990s Chinese economy—when compared even with the
dynamics of the late 1980s—the relative impact of this big bang was far
smaller than it would have been only a few years earlier.

As Naughton (1995, 289–290) argues in his classic account of China’s
economic reform, the economy had already been deeply marketized when
several essential plan prices were abolished: “The plan had already become
an island surrounded by an ocean of market price transactions” (ibid., 290).
This is evidenced in Figures 0.5–0.7 of the Introduction. We observe that
for retail, agriculture, and producer goods the share of government-set
prices resembles the shoulder of a mountain. The market share in all three
sectors increased as a result of the universalization of the dual-track system,
and government-set prices diminished in their importance. A big bang in
1986—or even in 1988—would have been catastrophic. By 1992, this same
liberalization effort was akin to jumping off a low-standing rock at the base
of a mountain from which one has just descended.

The 1992 and 1993 price liberalizations gave rise to the only episode in
China’s reform period in which inflation outpaced economic growth (see
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