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This book is the first of a series which makes available to an English-speaking audience the work of the individual Chinese economists who were the architects of reform. The series provides an inside view of China’s economic reform, revealing the thinking of the reformers themselves, unlike many other books on China’s economic reform which are written by outside observers.

Xue Muqiao held many key posts including Secretary General of the Finance and Economy Commission of the Government Administrative Council, DirectorGeneral of the National Bureau of Statistics and consultant of State Council Office for Restructuring the Economic Systems. His work included eliminating the serious inflation of the early years of the People’s Republic, participating in drafting and implementing the First and Second Five-year Plans, and establishing the initial statistics system and price management system. His great contribution was to the development of economic theories and practice following China’s economic reform.

China Development Research Foundation is one of the leading economic think tanks in China, providing a base where many leading Chinese economists have developed the details of Chinese economic reform.

Xue Mugiao’s major publications include China's Socialist Economy, Preliminary Opinions on Economic Restructuring and Several Theoretical Issues on Socialist Economy.
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Series preface

This series of books, Chinese economists on economic reform, is authored by economists who were witnesses to and direct participants in China’s ‘reform and opening up’ over the past three decades. Nearly three generations of Chinese economists are represented, for they include both older and younger economists. Articles that were selected are representative of the period in which they were written. Most exerted a direct impact on China’s economic-reform policies, whether they were policy recommendations, theoretical works, or research reports. Most of these works are being published for the first time.

The China Development Research Foundation organized and published this series in Chinese in 2008, to commemorate the thirtieth anniversary ofthe start of China’s ‘reform and opening up’ and to further promote this historic social transformation. Authors and their descendants responded enthusiastically to the proposal. All the articles were edited and finalized by the authors themselves, except for those of the late Xue Muqiao and Ma Hong, which were edited and finalized by members oftheir families.

This series has been broadly welcomed in China and I am confident that this English edition will help foreign readers gain a better understanding of China’s economic-reform policies.

I gratefully acknowledge the contribution of the World Bank, Ford Foundation, and Cairncross Foundation, who supported the translation and publication of this series in English. I would like to thank Justin Yifu Lin, Pieter Bottelier, Peter Geithner, David Dollar, and other experts for their valuable support and candid comments. My gratitude also goes to Zhang Jiao for translating and Martha Avery for her excellent work in co-translating and editing.

Wang Mengkui

Chairman

China Development Research Foundation January 2010

About the author

Xue Mugiao was born in Wuxi County, Jiangsu Province, on October 25, 1904. He participated in the railroad workers’ movement in 1926 and joined the Communist Party of China in March, 1927. After the Anti-revolutionary Coup on April 12, 1926, he was put in prison where he studied economy, philosophy and history. These studies formed a foundation for his later research.

Xue began to take part in surveys of China’s rural economy in 1931; he served as Editor-in-Chief of China’s Countryside, a notable anti-Japanese propaganda periodical, in 1934. He joined the New Fourth Army in 1938, serving as the Vice Director of the Training Division ofthe Instruction Brigade under the New Fourth Army as well as Director of the Training Department of the “China Anti-Japanese-Aggression University.’ Two books that he wrote while on the march with the army, /sswes about Chinese Revolution and Political Economy, were widely read among soldiers and the latter was designated a textbook for both cadres and school students by Liu Shaoq}.

In 1943, Xue served successively as Director of the Policy Research Office of the Shandong Branch of the CPC, Director of the Industrial and Commercial Bureau of Shandong Province, Secretary General of the Shandong Provincial Government, and Director of its Department of Commerce. In the latter role, he successfully issued special currencies for revolutionary bases and edged out the currency of the puppet government of China at the time by engaging in a ‘currency and trade’ war against the enemy. Xue served as Vice Director and Secretary General of the North China Finance Office under the CPC Central Committee in 1947, and as Secretary General of the Ministry of Finance in 1948. He assisted Zhou Enlai in guiding the direction of economic policies, supporting the War of Liberation, and unifying financial approaches, all of which paved the way for the economic growth of New China.

After the founding of New China, Xue assumed a succession of positions including Secretary General of the Financial Commission under the Governing Administrative Council, Vice Minister of the State Development Planning Commission, Director of the National Bureau of Statistics, Vice Minister of the State Economic Commission, member of the Central Committee’s Leading Group for Financial and Economic Affairs, Director of the Price Committee of the State Council, consultant to the Economic Restructuring Office of the State Council,

Director General of the Economic Research Center of the State Council, and Director General of the Price Research Center of the State Council. He was also Member of the former Department of Philosophy and Social Sciences of the Chinese Academy of Sciences, Deputy to the first, second and third National People’s Congress (NPC), Member of the Standing Committee ofthe sixth NPC, Member ofthe fifth Chinese People’s Political Consultative Conference (CPPCC), and Deputy to the eighth and twelfth National Congress of the CPC.

Between 1949 and 1966, Xue participated in the campaign to combat severe inflation, took an active part in the drafting and implementation of the first and second Five-Year Plans as well as a number of other significant documents, led the work of economic adjustment several times, and played a significant role in establishing the systems for China’s statistical records and for its price management.

Xue wrote China's Socialist Economy in 1979. The Publicity Department of the Central Committee of the CPC designated it required reading for CPC cadres and nearly ten million copies were printed. This book continues to serve as a textbook on economic restructuring and it has since been translated into many languages. In 1980, Xue drafted a work called Preliminary Opinions on Economic Restructuring on behaolffthe Economic Restructuring Office of the State Council. This work then served as the draft guidelines for China’s market-oriented reforms. In Preliminary Opinions, Xue argued that the Chinese socialist economy could only exist as a commodity economy in which the mainstay was public ownership of the means of production but in which various economic sectors coexisted. Following on this work, Xue conducted in-depth research on such issues as the conditions for and development stages ofbuilding socialism in China, the law of value, ownership, systems of distribution and circulation, commodity exchanges and markets, monetary and price policies, macro-management systems, and regional economic development. In the course of this research, he set up the Economic Research Center within the State Council, the first advisory body of economists for policymaking in China. Since then, economists have started to take part in China’s economic policymaking.

In 1990, when he was already in his late eighties, in response to the new direction of economic reform, Xue wrote Several Theoretical Issues on Socialist Economy and A Letter to the Standing Committee of the CPC Central Committee. At a critical moment in history, these works helped broaden an understanding of market-oriented reforms. Due to his outstanding contributions in the field of economic theory as well as to the drive to ‘reform and open up’ China, Xue Muqiao was honored with the Award for Outstanding Contributions to Chinese Economics in March 2005, the first year the award was presented.


Note by Xue Xiaohe, daughter of Xue Muqiao

This book was authored by my father, who passed away in 2005. I have edited it, not because I am conversant with my father’s academic thinking, but because scholars who are more familiar with his work have more important things to do. As Lam responsible for taking care of all that he bequeathed to the world, I feel that I am duty-bound to edit this book properly.

| had assumed that most of my father’s works were written during the period of ‘reform and opening up’ in China. In the process of sorting out his manuscripts over the past two years, | have come to realize that the 1930s saw the peak ofhis production. My father wrote roughly 40 articles in 1937 and 44 in 1938. He wrote the textbook Political Economy while training cadres of the New Fourth Army, while en route during the war against Japanese aggression. That book alone has eight different versions published by different publishing houses. Forty years later, his China’s Socialist Economy was also printed by multiple publishing houses which produced nearly ten million copies. In the 1930s, he was in the prime ofhis life, while forty years later he was already in his seventies. He shouldered heavy responsibilities, despite his age, and served at the forefront of the drive to reform and open up China.

The year 2009 marks the thirteenth anniversary of China’s reform policies. My father participated only in the first ten years of the process. Given the significant changes in China’s society and economy, it is hard to tell whether the articles written more than a decade ago remain relevant now. Are readers today interested in the debate on the market orientation of reforms? Can they understand why the older generation of economists took such painstaking efforts to figure out how the socialist economy should be developed? | do not have answers to these questions. But since I have been retrieving historical data these two years, | can truly understand the importance of bequeathing objective materials, true materials, and also materials that reflect perceptions of the time, to later generations. Based on such considerations, | have included some of my father’s letters and speeches in this book, in addition to the articles that reflect his basic ideas on economic reform. Including a substantial amount of perceptual description, these mirror the contemporary social reality and policy-making process. They help people today understand the economic situation in China at that time. China's Socialist Economy, revised nine times before publication and twice after publication, is my father’s magnum opus. I include here the prologues, postscripts

Note by Xue Xiaohe, daughter of Xue Mugiao — xiii

and epilogues he wrote for the three Chinese versions and the Japanese version, in order to show his persistent exploration of the concept of economic reform. In 1987, he sent all the old manuscripts of the book to the library of the Economic Institute that is affiliated with the Chinese Academy of Social Sciences. He wrote a letter to Dong Fureng, the Director of the Institute at thattime, in which he described thethorny process of writing thework. He said, “The ten successive revisions of this book, and itstwo postscripts, reflect the development of my thought and, more importantly, mirror thechanging times, since I surely am not immune to the influence of the times. I have, however, been fortunate to be able to stand at the forefront of the times and, in some respects, to play the role ofa ‘trailblazer.’ ”The articles in this magnum opus reflect my father’s theories in the period between 1978 and 1986. They were then developed further from the mid-and late- 1980s to the early 1990s, as reflected in such articlesas Several Theoretical Issues on Socialist Economy, Combine Marxism with Chinese Revolution and Reform Is to Set Free Productive Forces. Apart from the articles of substantial weight listed above, the rest of this book 1s mostly lettersand speeches aimed at addressing specific economic issues, as exemplified by those concerning Price Control Regulations, Decisions on Banking System Reform and More Centralized Credit Management, those on the fiscal contract system and national economic centers, and so on.Thanks to hislong engagement in actual economic work, he was keenly aware of underlying issues. In addition, he always looked at thefull picture of any situation, since he had long been working inmacro-economic departments. All these considerations allowed him to write about China’s economic reform from a unique perspective.

I have tried to be balanced in choosing the articles for this book by following the principle of “choosing just one or two articles from the works of any given year,” while making sure to cover subjects such as macro-management, banking, public finance, prices and regional economies.

Representing the total work ofaneconomist by selecting only a few articles, in order to comply with a publisher’s word-count limit, is challenging. Nonetheless, it ensures that the articles included are all classics. Despite my willingness to serve as my father’s editor, | fear that my editing of this volume may betray my limited expertise. | apologize in advanceif I fail to live up to the expectations of both publishing house and readers. More importantly, | have no idea what my father would have chosen to include in this book if he were still alive. Since we are now indifferent worlds, and I cannot ask him, I can only hope for his forbearance. | hope that my choices would match his intentions.

Xue Xiaohe April 15, 2008

1 Introduction

Xue Muqiao was a major architect of China’s market-economy reforms and was a key proponent of those reforms. He is regarded as one of China’s most eminent and respected economists. Intimately familiar with issues of economic development, he started field surveys in the early 1930s as a member ofa famous “rural economy investigation team.” Between 1943 and 1949, he chaired policy formulation in China’s revolutionary “base” area in the monetary, fiscal, and industrial and commercial fields. Exposed to the actual practice of economic policy making at this early stage, he dealt with such issues as price regulation, tax policies, and currency issuance, all of which played a crucial role in his design and advocacy of market-oriented reforms. The experience helped lay the foundation for his thinking on specific policies to do with price reform, currency reform, and reforms of the banking and ownership systems. His unique position as a financial leader and one of the most respected economists in China enabled him to have a strong influence on senior decision-making levels in the country. He directly participated in the Central government’s decision-making process, and played a key role in China’s “marketizing” reforms after 1978.

The articles selected for this book were written between the late 1970s and the early 1990s. Their mode of expression often uses a “socialist” inflection, but the ideas behind them are those of amodern market economy. The reader should take note of this in understanding Xue Muqiao’s work.

A letter to comrades Deng Xiaoping and Li Xiannian (April 1977)

Xue Mugiao wrote this letter in 1977 to two leaders of the Communist Party of China, Li Xiannian and Deng Xiaoping. At that point, Deng Xiaoping had not been allowed to return to work and “reform” had not yet been initiated in China. In this letter, Xue Mugiao summarizes his thinking and recommendations on economic policy since the time he himself was allowed to work again after 1975. In 1977, China’s economic policies were still fundamentally following practices adopted in the Great Leap Forward and the Cultural Revolution. The government had not yet reached any clear consensus on the direction in which economic policy should go.

In this letter, Xue Mugqiao points out that the underlying reason for China’s long-standing economic imbalance was its emphasis on heavy industry and overinvestment in capital construction, at the expense oflight industry and agriculture. This curbed any enthusiasm on the part of farmers to increase production, since their lives were not improved ifthey worked harder. Second, over-centralization of economic power and tight control over local governments also cut the enthusiasm oflocal enterprises and staff. Xue Muqiao recommends adjusting the relative weighting given to heavy and light industries and agriculture, in order to motivate farmers, and at the same time he recommends decentralizing decision making, so that local governments and enterprises can act on a more autonomous basis. All of this is still under the framework of a unified national plan. These recommendations, put forth to Deng Xiaoping in April of 1977, became the primary point of departure for China’s economic reforms in urban and rural areas after 1978.

In this letter, Xue Mugqiao also says that he feels a reevaluation of China’s economic policies since the time the country was founded should be undertaken. Particular attention should be given to policies made during the Great Leap Forward, from 1958 to 1960, as well as subsequent adjustments, and lessons should be drawn from the experience.

A practice-based review of more than two decades of economic work (March 1979)

In March of 1979, Xue Muqiao made a speech at a “forum on theoretical work,” and this is the written text of that speech. The “11th Third” had recently concluded [December, 1978], and although people were starting to “emancipate their minds” or engage in new ways ofthinking, there still had not been any systematic reappraisal of 30 years of economic policies and many officials were hesitant to move in new directions.

Given his status as both a key designer and a practitioner of the planned-economy system, Xue Muqiao reviews the process of policy formulation and actual practice since the time of China’s very first Five-Year Plan [1953-1957]. That first plan was successful, and in the wake of that success, China’s economic policies began a mad pursuit of high growth rates in both agriculture and industry. The country set unrealistically high targets for steel and grain output, leading to severe imbalances and damage to the national economy. Under pressure to achieve high targets, many local governments and Central departments faked the figures, leading to even greater economic damage. In addition, for ideological reasons, the country now began to impose complete control over the private sector, to the point of eliminating it altogether, which had a highly negative effect on both agriculture and industry. Although certain adjustments were made in the two decades of the 1960s and 1970s, which in fact met with good results, the policies were sporadic, only in certain years, and were not implemented on an ongoing basis.

In this speech, therefore, Xue Muqiao tells his audience that “we should recognize and respect the objective laws of economic development. We should make plans that are within reason, so that all economic sectors can develop in a

Xue Muqiao was one of the first senior officials in the Communist Party of China to reflect in a systematic way on economic policies of the country between the 1950s and the time of the start of reforms. The recommendations in this speech, based on lessons derived from summing up experience, were very helpful to other government officials in their own understanding of previous economic policies andtheir ability to seeclearly through to thedirection ahead.

Prefaces and postscripts to China’s socialist economy (1979, 1981, 1986, 1987)

China's Socialist Economy is regarded as Xue Mugqiao’s magnum opus. It provided a systematic review of and reconsideration of China’s economic development since the founding of the country. Based on that review, it firmly and definitively advocated market-oriented reforms for China’s economic structure. The book was published in 1979 and within a brief three years, some ten million copies had been sold and the book had been translated into numerous languages and published abroad. It was obligatory reading for Chinese officials at the start of the reform and opening up period and it contributed greatly to enlightening people about the whole subject of market-oriented reforms. For purposes ofthis compendium, the prefaces and postscripts to the 1979, 1981, 1986, and 1987 editions have been included as a way to demonstrate the changes in Xue Muqiao’s thinking over the course of reforms.

In China’s Socialist Economy, Xue Mugqiao feels that China should allow a certain degree of “individual economy” in the country; it should permit foreign investment; and the operating modes of enterprises under the public-ownership system should be diversified. He recommends that the nation’s economic plan be supplemented with market-based measures, that the State’s “unified purchase and marketing” system be reformed, that more distribution channels be opened up for commodity circulation, that “links” in circulation be reduced, and that price controls be gradually and steadily relaxed while keeping the basic price level stable. In his epilogue to the 1986 Japanese edition of the book, Xue Muqiao explicitly proposes the idea of having different forms of ownership develop in tandem, State-owned, collectively owned, and privately owned, while a commodity economy is at the same time vigorously encouraged. He also notes that these various economic sectors or types of ownership can adopt various forms.

Problems discovered while investigating Shanghai’s economic restructuring (February 1980)

“Investigation” or conducting research plays an important role in the decisionmaking process of theCommunist Party of China, as well as at the various levels of government, and Xue Muqiao was an advocate ofresearch throughout his life.

In January 1980, he was head of an investigation team that systematically examined Shanghai’s economic restructuring program. This essay is based on the results. Before the founding of the PRC, Shanghai was the most developed capitalist region in China. After the introduction of reform and opening-up policies in 1978, Shanghai was among the first to transform its economic structure. Its methods were very useful as a guide to other parts of the country in formulating their economic policies.

In this Report, Xue Mugiao discusses three reform measures that were being implemented in Shanghai in 1980. The first was granting businesses more decision-making power, raising the percentage of profits that they were allowed to retain, and allowing grass-roots enterprises to practice independent accounting, in order to motivate them. The second was promoting mergers of small factories or their joint operation, and encouraging them to invest in other provinces. The third was an attempt to diversify channels for goods circulation by setting up “commodity fairs” and “sales markets” of various kinds. Looking at these, Xue Mudgiao felt that Shanghai’s encouragement of cross-regional cooperation and its efforts to increase the flow of goods were things that could be expanded to other regions and other lines ofbusiness as well. Problems were also coming to the fore however, since a key part of “expanding the decision-making power” of an enterprise involved allowing that enterprise to retain a certain amount of profit. Since prices and tax rates among enterprises were not standardized, this was leading to a great disparity in profitability of different companies. Another problem was the inappropriate use to which some companies were putting their new profits. In this report, Xue Muqiao also explores the issues of how to improve the multi-tiered financial management system and the tax system, and how to prevent compartmentalization or the “blockading” of local markets. He calls for a separation between government and enterprises, for reducing the excessive degree of control over foreign trade, for making better use of the function of banks, and for controlling “blind” or often-redundant investment in capital construction.

“Explaining the Preliminary Opinions on Economic Restructuring” (September 1980)

The State Council established the Office for Restructuring the Economic System in 1980, and Xue Muqiao was appointed Advisor. In this position, he chaired the drafting of a document called Preliminary Opinions on Economic Restructuring. This was the first economic reform program ever formulated by a State Council agency. In September of 1980, the Central Committee of the Communist Party of China convened a meeting of the First Party Secretaries of all provinces, municipalities under direct Central government supervision, and autonomous regions. Xue Muqiao addressed them with a speech entitled “Explaining the Preliminary Opinions on Economic Restructuring.”

In this speech, Xue Mugqiao expressed his belief that at its current economic stage, China was a commodity economy under the guidance of a State plan with public ownership as primary but incorporating various other forms of

In this speech, Xue Muqiao also advocated a separation of government and enterprises, an expansion of the decision-making authority of enterprises, and allowing enterprises to adopt varies forms of operating methods. With respect to public finance, he advocated setting up a multi-tiered fiscal management system and a new tax system. He encouraged the dismantling of trade barriers between local markets, encouraged people to adopt a cooperative approach to division of labor, and encouraged developed areas to invest in lessdeveloped areas. He advocated restoring the position ofwhat formerly had been the economic centers of regions, as well as the former economic network among large, medium, and small economic centers.

The General Secretary of the Chinese Communist Party’s Central Committee at that time, Hu Yaobang, confirmed the importance ofthe “Preliminary Opinions” as well as the speech “explaining” the opinions. Certain key aspects of reform were not touched upon in this document, such as a property rights system, a pricing system, and so on, but the “Opinions” record the understanding at that time of measures that should be adopted in the course of reform.

Opinions on resuming and expanding Shanghai’s role as the national economic center (August 1981)

In the 1930s, Xue Muqiao had conducted research in and around Shanghai on rural economic issues at a time when Shanghai was China’s largest economic center. He was deeply impressed by the city’s developed capitalist economy and the way that economy radiated a strong influence into surrounding provinces and cities. After the founding of New China, Shanghai became the largest industrial city in China. Its industrial production had multiplied many times over the past 30 years, but it was also now essentially “full,” making further development very difficult.

Xue Mugiao addressed this letter to Zhao Ziyang, who was at the time Premier of the State Council. In it, he recommended restoring Shanghai to its central position in China’s economy and strengthening ties between Shanghai and its suburbs as well as other provinces and cities. He believed that this would contribute not only to economic growth around Shanghai but also the inland provinces.

Xue Mugqiao was deeply struck by the contrast between Hong Kong’s fast urban development and Shanghai’s retarded urban development in more recent years. Real estate had become a pillar of economic prosperity in Hong Kong, while Shanghai had hardly changed at all in the course of 40 or 50 years. Xue Mugiao suggested adopting the model used in Hong Kong in terms ofdeveloping real estate, reforming the systems of housing rentals, real estate taxes, and compensation. He urged a “commoditization” of housing, such that housing could be bought and sold, and urged an improvement in the housing conditions of urban residents.

In the 1980s, proposing to restore Shanghai’s status as an economic center was a precocious and visionary idea. One full decade later, in February of 1990, Deng Xiaoping noted to Shanghai’s municipal leaders that Shanghai seemed to be getting a late start on development. In March of 1990, Deng Xiaoping again noted that Shanghai should “seize opportunity, make policy decisions in a timely manner.” He added, “For example, Shanghai is a huge opportunity. It is our ace in the hole. If we can build up Shanghai, we can cut out a lot of time and effort.” In April of 1990, the CPC Central Committee and the State Council formally agreed to let Shanghai develop the “Pudong New Area” and to carry out policies there that were being implemented elsewhere in other Special Economic Zones. On January 28, 1991, Deng Xiaoping met with municipal leaders from Shanghai for a briefing. At this meeting he commented, “We are at least five years late in developing Shanghai. Developing Pudong is not just a matter of Pudong, though. It ties Shanghai, as an economic base, to the development of the Yangzi River delta area as well as the entire Yangzi River basin.”

Comments on Price Control Regulations (July 1982)

Price reform was key to China’s economic reforms. This piece was a letter written by Xue Muqiao in July of 1982 to Zhang Jinfu, leader of the price reform group at the time. The Price Control Regulations as proposed by that group had already been approved by the State Council in principle. The guiding thought behind these Regulations was that prices should mainly be kept stable, but Xue Muqiao disagreed with that approach.

He felt that price reform was of fundamental importance in overall economic restructuring. It was certainly important to keep prices stable, but even more important to begin to regulate prices through applying the laws of value. Only then could a relative balance be kept among the need for products and the amount actually produced and the national economy could then move forward in a coordinated and well-planned manner. Xue Mugiao also points out in this letter that the government adopted a policy of actually freezing prices during the Cultural Revolution, which superficially appeared to stabilize prices but in fact only led to hidden inflation, financial deficits, and a national economy that became unhinged. Xue Muqiao agrees in this letter that prices must be stabilized at the current time due to the financial deficits and inflation of recent years. Price stability was the common wish ofall Chinese people and indeed should be listed as a top priority. In the long run, however, prices should be allowed to adjust to reasonable levels.

Xue Muqiao notes that it is a near impossibility to have prices set and constantly adjusted by governmental departments. The necessary direction of price reform will be towards loosening controls and allowing the market to set prices. In addition, Xue Muqiao recommends that the authority to set price controls at different levels of government and among different departments be made explicit, that is there be bounds set on that authority, and that price

In the 1960s, Xue Mugqiao had served as the first Chairman ofthe Commodity Price Commission. In charge of establishing a national price system and making pricing policies, he had a deep understanding of the defects ofthe rigid price controls employed during the Cultural Revolution. Many of the recommendations that he puts forth in this letter were implemented in 1987, when the State Council issued Regulations of the People's Republic of China on Price Controls.

Comments on banking system reform (May 1983)

In May of 1983, Xue Mugqiao wrote a letter to the head of the People’s Bank of China in which he raised some opinions “in principle” with regard to the Decisions on Reforming the Banking System and Strengthening Centralized Credit Management. At that time, China had no Central bank. The People’s Bank of China operated as an industrial and commercial savings bank and competed with other specialized banks in some businesses. Centralized management of credit controls was already becoming a governmental necessity and the existing banking situation was not helpful in serving that need.

In this letter, Xue Muqiao notes his belief that the direction of reform with regard to banking should be to set up the People’s Bank of China as a dedicated Central bank, under the State Council. He feels that the deposit taking and loaning functions of the bank should be taken away and that, instead, it be responsible for guiding other specialized banks. The Central bank should be responsible for issuing currency, for settlement ofinterbank fund transfers, and for uniform management of the financial work of the country. The Central bank should provide guidance for and should regulate specialized banks, but not interfere in their internal affairs. The operations of each specialized bank should gradually resemble the operating of any business or corporation.

In order to offer objective and nonpartisan suggestions on banking system reform, under the leadership of Xue Muqiao, the Economic Research Center of the State Council, the People’s Bank of China, and the specialized banks and insurance companies held a series of separate meetings to thrash out a reform proposal that could be accepted by all. The interests of various stakeholders were at issue, so the purpose of the meetings was to minimize conflict and yet be able to take in the opinions of each party. In September 1983, the State Council issued the Decision on having the People’s Bank of China Perform the Functions of the Central Bank. This Decision created the basic framework for banking system reform in China.

Advice on seizing the moment in adjusting the price system (June 1984)

to urban areas. State-owned enterprises in cities were huge at this time, while all consumer goods and means ofproduction were still strictly controlled by the planning system. Prices were not a functional part of the system, so if one wanted to launch urban reforms, the only way to do so was to initiate price reforms. The tremendous fear at the time, however, was inflation. From government to public, all were concerned that price reform would lead to hyperinflation, and therefore price reform faced stiff opposition.

It was in this context that Xue Muqiao wrote this letter to leaders of the State Council in June of 1984. He notes that he believes price “adjustments” will be a breakthrough in adjusting the entire economic system. Given people’s fear of inflation, he agrees that levying taxes on products can be a temporary means of alleviating an irrational distribution of goods arising from the unreasonable price structure. He notes that it is unrealistic to think of applying a tax to each product, however, and far easier simply to adjust prices. Xue Muqiao also notes that people’s fear of rising prices is mainly due to misconceptions that are the result of inappropriate propaganda.

Xue Mugiao feels that price adjustments will not necessarily lead to a general rise in price levels; in contrast, they will likely encourage companies to expand production and increase product supply. As long as the money supply is controlled properly, price adjustments should exert a limited impact on prices. He therefore urges that we “seize the moment” since the budget is relatively balanced, money supply is fairly tight, and consumer goods are relatively available. He urges the start of general price reform.

A modern economy needs a modernized financial system (January 1985)

In January of 1985, Xue Muqiao gave a speech at a forum held by the State Council’s Economic Research Center. The forum was called “Workshop on Financial Economic Restructuring.” By 1985, reforms in the area of commerce, foreign trade and enterprises had made certain progress. Government appropriations were slowly being supplanted by bank loans in the financing of infrastructure projects and the role of bank loans as a lever in macroeconomic controls was increasing. Nonetheless, banks were still operating under the “unified system” of revenues and expenditures as determined by the overall plan; they had little autonomy of their own. This very much affected their motivation to do anything and as a result bank reform had fallen behind overall economic reform.

In this speech, Xue Muqiao notes that banks should be the heart of economic activity. The direction of banking reform is towards autonomy and increasing bank’s retained earnings in order to improve their proactive approach to business. They should no longer sit back and passively distribute out a quota of loans as under the old planned-economy system.

Xue Muqiao feels that the Central bank should assume the functions of macro control with two main tasks: managing money supply and preventing inflation. Macro controls should utilize the full spectrum of the functions of The key to adjusting prices of the means of production lies in controlling capital construction (June 1986)

This was a letter written to the Premier of the State Council at the time, Zhao Ziyang, and to the Vice Premier, Tian Jiyun. The State Council was planning to modify its piecemeal approach to reform and instead launch a total overhaul in prices, tax revenues, finance, credit and wages. Price controls on consumption goods had already basically been lifted, and the focal point of reform now became the prices of means of production and particularly steel. Both government and enterprises were concerned that the reform might escalate price increases to the extent that enterprises would find it hard to cope. It might even give rise to general inflation. In this letter, Xue Mugiao addresses those concerns and describes his recommendations for preventing such negative consequences.

Xue Muqiao notes that the degree of risk in adjusting prices of product inputs is determined by their situation with respect to supply and demand. After decentralizing decision-making power over investment in basic infrastructure, many local governments were going for high-speed development, to the point of overexpansion of capital construction projects, leading to a scarcity of the means of production. The ultimate solution to this problem lay in controlling capital construction. In addition, however, given the immature market for means of production and despite the tight supply of goods, prices remained high even as inventories ofsteel piled up in warehouses. Xue Muqiao therefore recommended prompt expansion of market mechanisms for the means of production. In this letter he also suggests controlling the money supply during the process of reform, as well as bringing the role of the commodity and money markets into play in guiding enterprises to expand production and in stabilizing commodity prices.

Using economic measures to strengthen macro-controls (extract) (September 1986)

This is an address that Xue Mugiao gave to the “National Symposium on Macroeconomic Management Issues” in 1986. At the time, reform of “micro” aspects of China’s economy had made great progress, but the old planned-economy administrative measures were still being used in macroeconomic management. In this address, Xue Muqiao feels that China’s macroeconomic management in the future must shift from primarily administrative means to primarily economic means. He refers specifically to pricing, taxation, and bank credit.

excessive investment of enterprises and local governments, while Keynesian economics emphasizes stimulating enterprises to expand investment. Under the new situation, we should avoid the situation of being“famished for investment.” The role of financial appropriations should gradually wind down and such economic means as taxation, credit controls and other things should gradually control “blind” investment.

Xue Muqiao points out that under the current economic system, decision-makers, namely government officials, need not assume any economic responsibility, while those who must assume responsibility, namely managers of enterprises, have no right to make decisions. This leads to redundant construction in many areas, and is the main cause of loss of any control over investment. Xue Muqiao recommends reforming the economic management system by separating out government administration and enterprise management, and forcing relevant parties to be responsible for their economic decisions. In addition, he says that mechanisms should be set up for “consultation and coordination” with respect to macro controls among different departments.

Excessive distribution of national income and inflation (extract) (May 1987)

In 1987, given years of excessive expansion in fixed-asset investment and a rapid rise in the money supply, commodity price hikes began to show signs of accelerating. The guiding principle at the time was to maintain a high growth rate by detouring around the whole issue of price reform and instead have enterprises employ a contract system whereby profits above a certain amount of income were taxed. Xue Muqiao disagreed with this policy. He felt that inflation should be strictly controlled and any rising trend in prices should be curbed. Price mechanisms should be rationalized and fixed in order to create the conditions for other aspects of reform.

In this piece, Xue Muqiao reviews China’s economic policies since 1979, and points out that in recent years both enterprises’ retained earnings and citizens’ consumption funds had increased overly quickly which led to a surplus of aggregate demand over aggregate supply. This led to an excessive distribution of national income. Meanwhile, money supply in 1986 was greatly increased over money supply the previous year. Xue Mugiao felt that the excessive distribution of the national income and inflation might lead to rapid price rises, which would be highly detrimental to reform and which deserved close attention.

In order to restore a relative balance between aggregate supply and demand, Xue Muqiao feels that the fundamental method is to tightly control money supply while limiting excessive retained earnings of enterprises and consumption funds of citizens. To do this, he believes that subsidies on a few critical “policy goods” can be extended in order to maintain price stability, while price controls can be lifted on certain products in order to absorb excessive purchasing power. In addition, the banking system should be further developed so it can absorb excessive cash from enterprises and citizens.

Conscientiously summing up the experience of ten years of reform (December 1988)

Facing radical loss of control over the economy, the Third Plenary Session of the Thirteenth CPC Central Committee, held in September of 1988, resolved that the country would adhere to the general direction of “reform and opening up,” but that for the next two years it would shift focus. It would, in a very pronounced way, place emphasis on ameliorating the economic environment and the overall economic order, on turning around excessive price rises, and creating the conditions for further straightening out prices. Many people both within and outside China are now worried that China might be returning to planned-economy policies, given the severity of the measures. Xue Muqiao wrote this article with this backdrop in mind. He reviewed the experiences and lessons of the past decades, confirmed the need for policy adjustments, but also reiterated that China had to adhere to a path of market-oriented reform.

He summarizes four lessons in this article. First, economic adjustment policies worked well from the Third Plenary Session of the Eleventh CPC Central Committee [1978] to 1984. The following years saw both Central and local governments chasing an overly high rate of economic growth to the extent that inflation became uncontrollable given the scale ofbuilding and the amount of money available for consumption. Second, when releasing controls on micro aspects of the economy, the Central government lacked any plan or concept of how extensive local capital construction should or should not be. At the same time, lack of any controls on banks led to “administrative interference” and out-of-control extending of loans. Third, if prices were to be brought in line and reform was to go forward, then first inflation must be curbed. Over the next two years, a “dual-tightening” policy on finance and credit must therefore be adopted. Fourth, the ultimate goal of China’s economic restructuring is to establish a new order of socialist commodity economy. To achieve that, price reform might have to be slowed down but the country could never give up the overall goal. For the purpose of “rectifying economic order,” Xue Muqiao noted that it would be necessary to reinforce administration over the market for a certain period, but this did not mean going back to the old system of allowing government administration and enterprise management to reside in one body. In the long run, we must cultivate and keep improving market mechanisms.

A suggestion on reforming the fiscal contract system (April 1989)

Xue Mugiao made this speech to the Central Financial and Economic Leading Group in April of 1989. During previous investigations in Jiangsu, he had found that “economic rectification” had achieved some initial results but overall the returns of enterprises were trending downwards. He told the Leading Group that this trend would be hard to change by just implementing a “dual-tightening” policy on finance and credit and not reforming the economic structure, especially the fiscal contract system. After adopting a fiscal contract system between Central and local governments, in which each one “ate at his own hearth,” and a fiscal contract system that was set up by governmental levels, government revenues as a percent of national income declined precipitously. In recent years, fiscal revenues in absolute terms were even declining.

During his investigation in Jiangsu, Xue Muqiao also found that the current system of level-by-level contracts was making local governments madly develop local industry in order to increase tax revenues. This had led to unreasonable imbalances between raw materials production and processing industries as well as a decline in overall economic results. In addition, the financial level-by-level contract system was limiting the role of taxation in adjusting industrial and product structure. It was possible that the system could even be detrimental in leading industrial structures to go in a direction contrary to the State Plan. Some industries on which the Central government levied a high tax in order to control their expansion might be those very industries that local governments promoted, since they themselves took a percentage of the tax. Xu Muqiao concluded that perpetuating the system would lead to a fragmentation of the domestic market and it would not be helpful to the goal of establishing a unified market nationwide.

Xue Muqiao goes on to say that he believes the current loss of control over the economy is not only because the influence of the old system has not yet been eradicated but, more importantly, a new system is not yet in place. He proposes that China, on the base of asystem in which “public ownership is primary,” study and adopt standard fiscal and monetary policy mechanisms that are used in advanced capitalist nations. He feels that reforming the fiscal level-by-level contract system will not weaken the enthusiasm of local tax authorities to collect tax, but it might encounter resistance from stakeholders at the national level as well as local governments. Therefore, he calls on the Central government to have a long-term and overall perspective and make the necessary decisions to carry out reform.

Overcome difficulties through deepening reform (September 1990)

After the Tiananmen Incident in 1989, the Chinese economy sank to its lowest level since reform and opening-up policies began. The Standing Committee ofthe Political Bureau of Communist Party of China organized a forum of economists

In this letter, Xue Muqiao expresses his belief that things had stabilized to a degree after the Third Plenary Session of the Thirteenth Central Committee [September 26-30, 1988] in that price increases were coming under control, industrial production was returning to an upward trend, society was stabilized. However, underlying problems remained unresolved. Economic efficiency was still low, macroeconomic measures were not bringing things into proper line, there was severe compartmentalization among ministries, industries, and regions. He felt that failure to move further in reform would potentially bring on a new Crisis.

He regarded the upturn in industrial production as being anemic. He attributed this, and the fact that enterprise losses were getting far worse to the stagnating state of reforms since 1984, and to the way macroeconomic regulating mechanisms stopped being effective. In this letter, Xue Mugiaoe recommends that China learn from the drastic changes underway in Eastern Europe and recognize that reform of the traditional system could not be done in a piecemeal way. China should take advantage of the current relative balance in supply and demand to push forward comprehensive reform. This would aim for a “planned management system” [regulatory system] as the goal, and be based on a commodity economy. While improving macroeconomic control measures, both monetary and fiscal, China should create the conditions for reform of State-owned enterprises by “straightening out” pricing through releasing price controls.

Xue Muqiao goes on to say in this letter that he feels State-owned enterprises should realize a situation in which they have independent accounting, are responsible for their own operations, bear their own profits and losses, are engaged in fair competition, and thereby reward better performance while the lesser companies are flushed out. He recommends that China persevere in its fiscal reforms by taking the reform of the government “level-by-level contract system” a step further in setting up a “division of taxes” between Central and local governments. He notes that the Central bank’s monetary policy provides the most important leverage in macroeconomic regulation. In implementing a planned commodity economy, itis absolutely necessary to control money supply while releasing price controls. Meanwhile, specialized banks at various governmental levels should invest wisely and lend cautiously, according to the State’s industrial policy and the borrowers’ financial viability. They should not be subject to “administrative interference” of local governments and should not recklessly hand out loans.

Xue Mugiao was one ofthe most influential economists within the Communist Party of China at the time. His recommendations had a strong influence on the decisions of the highest level of leadership in the country. At a time when the direction of reform was very much in doubt, he stuck firmly to opinions that he had held throughout. He raised a voice that was in staunch support of market-oriented reform.

Combine marxism with the Chinese revolution (June 1991)

This article was the last one actually physically penned by Xue Mugiao himself. The economic impact of the Tiananmen Incident was still not completely dissipated, and there were still doubts and disagreements within the Party as to the direction of the Chinese economy. Because of this, despite his lofty age of 87, Xue Mugiao again set his thoughts on paper in order to reiterate his firm adherence to market-oriented reform.

In this piece, he points out that China practiced “pure socialism” for 20 years, from 1957 to 1977, and this turned out not to be in alignment with the country’s needs. The rate of increase in agricultural production was only just on a par with the rate of increase in population, which meant that, averaged out over city and rural populations, grain rations not only did not increase but even declined slightly. Industrial production nominally grew at a fast rate, but per capita wages not only did not grow but also declined slightly.

From 1978 to 1984, agriculture was transformed from a highly collectivized system to a “household contract responsibility system,” which greatly motivated farmers and brought a clear increase in productivity. In addition, through such reforms as relaxing controls over the circulation of agricultural products, encouraging township enterprises, and allowing workers to set up independent businesses in urban areas, both urban and rural markets began to prosper. Reforms begun in the early 1980s with respect to State-owned enterprises, and the fiscal relationship between Central and local governments, also expanded self-autonomy by local governments and enterprises and further stimulated economic growth. Despite macroeconomic imbalances in the period from 1984 to 1988, Xue Muqiao asserted that the overall direction of reform and opening up was correct.

After the most recent two years of rectification, Xue Muqiao asserted that supply and demand were approaching a balance and therefore reforms should be taken to the next stage. We should make use of the advantages of both planned economy and market economy; we should not simplistically equate planning to socialism or a market economy to capitalism.

Reform is to set free productive forces (August 1992)

This piece represents a summing up of Xue Mugiao’s lifelong work in economic research and the actual practice of economics. He was involved in rural economic surveys and research before New China was even founded, working on economic management in the base areas during the anti-Japanese war and later in the liberated areas during the civil war. After liberation, he participated in

setting up China’s planned-economy system. As a result, he personally witnessed both the achievements and the setbacks and thereby had an acute understanding of the inherent faults in China’s traditional planned-economy system. After 1978, he worked in senior positions in departments actually engaged in economic restructuring, as well as in departments undertaking policy research. He formulated the underlying strategy for economic policy in the areas of price, public finance, currency, finance and banking, and enterprise reform. Therefore, Xue Muqiao summarizes not only his personal thinking with respect to economics in this piece, but also provides an encapsulation of China’s economic restructuring from the founding of the New China to the early 1990s.

Xue Muqiao looks back over how his own ideas were formed, and systematically goes through his conceptual approach to a range of economic subjects. These include “scientific socialism,” the standards for “productive forces,” commodities, money and the market, ownership of the means of production, enterprise management systems, macroeconomic management and the economic functions of government, labor wages and systems of income distribution, the relationship between “reform” and “development,” foreign trade policy, and the overall supporting systems necessary for reform.

This final piece not only provides us with a record of how Xue Muqiao’s thought evolved, but also how China’s economic reform has evolved. From an initially fragmented and partial approach, reform “broke through” to the eventual formation of an entire systemic framework. In this process, ultimately, reform has taken China from a planned economy towards a market-economy system.


2 A letter to comrades Deng Xiaoping and Li Xiannian!

(April 18, 1977)

When my CPC membership was reinstated in September 1975, | began to work as a consultant with the Economic Research Institute of the State Development Planning Commission. While the Gang of Four was on the rampage, nobody was allowed to do any economic research. Since their overthrow in 1976, I still have not been able to deliver decent research findings due to certain concerns. Right now, I can only report to you on several urgent issues that I have discovered in the course of my work.

First, I want to address issues to do with the relative weightings given to agriculture, light industry, and heavy industry, and with the question of how to develop agriculture. Chairman Mao pointed out in 1956 in his On the Ten Major Relationships that in order to develop heavy industry quickly, due attention should be given to the subject ofagriculture. This instruction, however, was not truly followed. During the national economy’s ‘Great Leap Forward’ between 1958 and 1960, heavy industry grew excessively. The number of employees rocketed from 24.5 million to over 50 million. In contrast, the number of agricultural workers decreased by 23 million. The government tried to ensure food supply for cities by irrational procurement of grain; it also promoted the establishment of People’s Communes across the country. Since agricultural production declined dramatically, while other economic sectors grew disproportionately, China encountered ‘three difficult years’ from 1959 to 1961. Thanks to the consequent policy guideline in 1961 from the CPC Central Committee called ‘adjustment, consolidation, replenishment, and raising up,’ as well as a series of emergency measures, the national economy began to improve in 1963. It resumed full vitality in 1965. This tremendous setback in our national economy had severely tested our mettle.

The Cultural Revolution, and the interference of Lin Biao and the Gang of Four in particular, presented three grim challenges to the Chinese economy in 1968, 1974, and 1976. Agriculture, light industry, and heavy industry all saw slow growth. Since 1972, the number of employees and sales of grains have once again exceeded the expected level. Today, there are 80 million or even 100 million employees in China, ifthose engaged in both industry and agriculture are included. A significant amount of grain has to be imported, however, and shortages of nonstaple foodstuffs have become a growing concern. Food rationed out to farmers and the total amount of cash in their possession have both decreased somewhat compared with the situation in 1957 and 1965.

Since the founding of New China, the rural areas of China have witnessed land reform, the establishment of cooperatives, and communalization, which have enormously changed the relations of production. During the three-year Rehabilitation Period (1949-1952), the rapid growth of agricultural production was accompanied by substantial improvement in farmers’ political status and living standards. During the ‘Cooperativization’ Period (1952-1956) agricultural production did not decline as happened in the Soviet Union but rather maintained continuous growth, which further helped to improve farmers’ lives. Over the 21 years since “cooperativization,’? conditions of agricultural production have improved rapidly, particularly in the areas of irrigation and water conservancy. These developed at a speed rarely seen in the world. Rapid growth has also characterized the supply of agricultural machinery, fertilizers, and pesticides. Theoretically, agricultural production should register a similarly high growth rate. However, the fact is that the growth rate of agricultural production in the past 21 years is said to have been even lower than that of India, let alone that of the United States and many other capitalist countries. The average annual growth rate of grain output in this period was 2 percent, the same as the growth rate of the population. Farmers’ rations not only did not increase, but were slightly reduced due to providing increased grain supplies to urban residents. Last year, the per capita income of farmers, obtained from their collective efforts, was merely RMB 63. Ofthis, they received only RMB 15 in cash; the rest was from allocations in kind, like grain rations. One-third of farmers did not have any cash income at all if they wanted to have grain allocations. Obviously, farmers are still faced with the plight of “getting no more than subsistence rations from the development of a collective economy, meanwhile having to rely on themselves if they want to buy anything.” This can be attributed in part to the excessive development of the People’s Communes and primarily to ultra-leftist destructive policies ofLin Biao and particularly the Gang ofFour, policies that severely damaged farmers’ enthusiasm for a collective economy. Although the Gang ofFour per se has few followers today in rural China, its extensive and negative influence is hard to root out in a short period oftime.

The CPC Central Committee has pointed out the importance of having agricultural production catch up with industry’s Great Leap Forward. The Ministry of Agriculture and Forestry has recently proposed twelve significant measures to attain this goal. It recommends an increase ofinvestment into agriculture of RMB 30 billion. These measures are necessary, but I think it is more important to implement agricultural policies that improve farmers’ lives, and that arouse their enthusiasm for agricultural production. In its revision of Ten Measurefsor Agriculture, theMinistry also pointed outthat a serious problem confronts agricultural production, namely “increase in production butno increase in income, increase in work butno increase in pay, and inability to ensure fair distribution.” It is hard to motivate farmers if growth in agricultural production cannot bring corresponding growth inincome. Any interest in working suffers if extra work isnot rewarded. Moreover, if only foodstuffs, not cash, are allocated to farmers, the principle of distribution according to work ismerely an empty slogan. Ifthis situation remains unchanged, it is quite possible that agricultural production will continue to grow only very slowly, despite improving conditions ofproduction. The increased input of 2.27 million tons of fertilizer in 1976 was supposed to increase grain output by 6.8 billion kilograms, based on the idea that 0.5 kg of chemical fertilizer would increase grain output by 1.5 kg. In fact, the increased fertilizer resulted in only 1.75 billion kilograms of grain. It is even worse now in 1977. Boosting farmers’ enthusiasm for agricultural production therefore outweighs improving the condi-tionsfor agricultural production.

Chairman Mao pointed out that “the way out [or solution] for agriculture lies in mechanization.” The CPC Central Committee proposed to work towards the realization of mechanization in 1980, and this is of strategic significance. Many problems confront agricultural mechanization, however. One of the most significant is how to enhance the economic results of agricultural mechanization so as to ensure an increase in both production and income. China has a relatively small amount of arable land for a large population. On average, each farmer can only farm 5 to 6 mu of land, whereas the figure in the United States is over 900 mu.3 Given this fact, we cannot indiscriminately copy the U.S. model. The United States is not only rich in arable land but also has cheap agricultural machinery and pays high compensation to its operators. Mechanization in the United States is bound to increase both agricultural output and farmers’ income. In contrast, China features expensive machinery, low wages, and little arable land per capita, so that mechanization in some regions has resulted in increased production but unchanged income of farmers. In-depth research is necessary to find the causes of and solutions to this problem. Ifmechanization in some regions has brought about economic losses, nationwide mechanization will result in even more losses. These losses cannot be borne by the collectives and will add a considerable burden to the State. Since the problem is urgent, we should get down to the research as soon as possible.

Second, [I want to address the question of the mobilization of people’s energies.] After several conferences convened by the CPC Central Committee, people’s enthusiasm for the realization of Four Modernizations‘ has been fully aroused nationwide. An urgent issue now is how to make all available resources

Over two decades, we have learned from experience that too much control leads to ngidity, while too little control causes disorder. This remains an unresolved quandary in China, as well as in other socialist countries. Chairman Mao advised us to adhere to the policy of “centralized planning with management dispersed to different levels,” and to bring into play the initiative of Central and local governments as well as enterprises. In On the Ten Major Relationships, he criticized the Soviet Union’s over-emphasis on centralization, which hurt the enthusiasm of local governments and enterprises for production. In the Great Leap Forward in 1958, the decentralization of power to local governments brought about an unprecedented boom among local industries as well as construction of water conservancy projects nationwide. Excessive infrastructure building and irrationally fast development oflocal industry, however, disrupted the State plans. Supply of resources couldn’t meet the demand for labor, materials, and funds. Consequently, many construction projects had to be aborted and many factories had to slow or halt production, leading to declines in industrial and agricultural output. The centralized management policies initiated in 1961, however, brought overly tight controls to bear on local governments and enterprises. In 1970, local governments again began to assume control of numerous enterprises as well as the management ofmaterials and resources, which had a positive effect. Unfortunately, the Gang of Four opposed the Central government’s planned management, and blocked the enforcement of many regulations, which brought on even more serious disorder. Having crushed the Gang of Four, we need to address ourselves to finding the right balance between centralization and flexibility. The urgent problem confronting us is to re-establish the planned-management system with the right order of priorities.

In my opinion, the key to ‘centralized planning with management dispersed to different levels’ is to incorporate projects of Central and local governments into the State’s plans according to the resources available in our country. During the period of the Great Leap Forward, so many construction projects were initiated by the Central government that inadequate resources were available to build them. In addition, local governments also launched a good many construction projects while there was only a certain limited amount of machines, equipment, raw materials, and energy. The construction projects of local governments and the production of local small factories could only be accomplished at the cost of projects being undertaken by the Central government and large factories. Due to inappropriately high production targets and lack of regular maintenance, many machines were over-used and eventually broke down. That was one key cause of the plunge in industrial production in 1961. (The high targets were intended to meet the urgent need for the means of production.) In the current new leap-forward mode, the scale of Central-government construction projects is once again increasingly large, as are those of local industry and commune-run industry. If these projects are not incorporated into the State’s plans to ensure nationwide coordination, old problems are very likely to recur.

Integrated balancing is the basic task of planning. For many years, imbalances in the industrial sector were increasingly serious due to damage resulting from the actions of Lin Biao and the Gang of Four. Factories in some regions ran for four days followed by three days of closure, or even ran for three days followed by four days of closure. It is said that the steel-cutting plant of Wuhan Iron and Steel Works is soon likely to stop production for one or two years due to lack of power. Upon completion of a series of large-scale iron and steel plants, as well as petrochemical plants, even more power, however, will be needed. Incompatibilities between the operating procedures of existing factories and newly-built factories are also likely to arise through inappropriate arrangements. Stepped-up power supply requires accelerated coal supply which calls for the development of better rail transportation. The recently accelerated construction of water conservancy projects has resulted in a shortage of cement. How to balance things is in dispute; how to handle deficits in certain products and surplus in others is also in dispute. We need to cut production of surplus products and increase production of those we need, but this is easier said than done. It takes a long time to produce more under-supplied products. Thus, in formulating long-term plans, an integrated balance must be achieved so as to bridge gaps between different sectors. High growth rates can only be accomplished through balanced and rational growth — that seems to be an objective law.

Third, to start a new round of economic construction, we should summarize the experience and lessons over the last 28 years, particularly those in the Great Leap Forward and the following adjustment period. The Great Leap Forward marked

1 worked in the Central Committee’s Leading Group for Financial and Economic Affairs at the time of the adjustments after the Great Leap Forward. I had many opportunities to meet Premier Zhou and Comrade Chen Yun. From what I could see, the work on economic adjustment was chaired by Premier Zhou and proceeded as per suggestions put forward by Chen Yun. The first significant measure was to dispatch the majority of 25.5 million new workers who had migrated to urban areas back to the ‘frontline’ of agricultural production. The next was to resolutely downsize industrial construction and infrastructure projects by shutting down those not in the Plan, as well as small plants, while retaining those that were in the Plan, and large-scale plants. When Chen Yun was on sick leave, the documents of the Leading Group were drafted under the guidance of Premier Zhou. These measures have been proven to be quite correct and effective, which can be seen in the rapid overall upturn of the national economy. The measures were, however, scathingly rebuked during the Cultural Revolution, which is why people are still so afraid to talk about them.

A total of RMB 400 billion will be invested in the coming eight years to ensure the implementation of 120 key projects and other supporting projects. Little in the way ofinvestment funds will be left when the production of under-supplied goods is boosted, yet new demands are continuously being forwarded by various departments and areas. Will the current imbalances worsen if construction projects outside the Plan are not properly controlled? We always talk about downsizing the building ofinfrastructure, while at the same time we encourage industries at the State, local, and community levels to develop vigorously. Obviously the contradiction needs to be addressed. If we look only at the needs but ignore what resources are available to meet the needs, it is likely we will have to repeat the history of ‘retaining some enterprises at the cost of shutting others down.’ Many comrades may challenge me for bringing up this issue. It is unavoidable to touch upon it without reviewing past experiences, which is to say we must break through into the ‘forbidden territory.’

| am writing this letter to ask for your advice. I would like to hear from you about how we, a research institute affiliated with the State Development Planning Commission, can make a contribution in addressing the issues I mention above.

(Editor: what follows is omitted for purposes ofthis book.)

(March, 1979)

The forum on theoretical work was convened successfully. I did not attend it because I was writing a book in Hangzhou at the time, but I have read the briefings and other relevant materials. From the many inspiring speeches, I have learned that the discussion about “practice as the sole criterion for testing truth,” as oflast year, is of great significance. As an issue about the proper line of thinking, it has a Clear bearing on the future and fate of the CPC and the Chinese people.

Here I would like to review some experiences and lessons from economic work since 1949, from the perspective of the practice ofbuilding our economy. Since its founding, China has made outstanding achievements in its socialist revolution and in building socialism in China, but, though we are reluctant to admit them, also quite a few mistakes in the economic arena. The leading tendency was blatantly “leftist” and yet people insisted on calling it “rightist.” They wanted to oppose “rightists” and the more they opposed, the more we became “‘leftist.” As a result, China’s economy underwent convulsions, causing slow growth, stagnation, and even backward movement. Unless we take a practical and realistic attitude and review past experience, in order to distinguish right from wrong, cadres at various levels will remain apprehensive about implementing the CPC’s economic policies. The Chinese people and friendly foreign countries will still lack confidence in the CPC’s ability to move forward along its new path. This will seriously impede the realization of the “Four Modernizations” as well as the consolidation and development of socialist relations of production.®

China began to develop socialism out of the ruins of semi-colonialism and semi-feudalism. Due to this weak economic foundation, building socialism 1s bound to be difficult and to take time. It can only be achieved in a step-by-step manner. Given that the current socialism in China is far from the first stage of communism as described by Marx and Lenin, we cannot blindly copy their assumptions. Rather, we must explore our own specific path according to the actual conditions of China. Only through practice can we test whether our direction, our guidelines and policies, are appropriate.

After the founding of New China in 1949, we spent three years restoring the national economy, conducting nationwide land reform, and consolidating the leadership of a socialist State-run economy over the capitalist economy and the small-scale commodity economy. In the process, we guided some capitalist industrial enterprises along the path to State capitalism through processing goods for State orders. In these three years, industrial production grew by 34.8 percent annually and agricultural production by 14.1 percent. This contributed to notable improvements in people’s welfare as well as emotional sense of well-being.

During the first Five-Year Plan period, industrial production in China grew by 18 percent annually (heavy industry by 25.4 percent and light industry by 12.9 percent), and agricultural production grew by 4.5 percent. Upon the completion of 156 key projects with the help of the Soviet Union, China established sufficient heavy industry to lay an initial foundation for China’s industrialization. In the meantime, China also basically completed a socialist transformation of individual farming and the handicraft industries, as well as capitalist industry and commerce. China basically enjoyed smooth growth due to cautious and stable policies. It took China just five years to complete the socialist transformation of the ownership of the means of production, a task that was originally supposed to take three Five-Year Plan periods. Despite hasty actions in the last one or two years, no obvious damage was caused.

With continuous successes in socialist transformation, Comrade Mao Zedong released a document called Preface to Socialist Climax in China's Countryside, in the winter of 1955. This called for accelerating agricultural and industrial production. Against the backdrop of a prospering national economy in 1956, some comrades became hot-headed, attempting to fulfill within three to five years what was supposed to be done within twelve years as required in the newly-released guidelines for agricultural development. To speed up agricultural production, these comrades proposed to manufacture several million two-wheeled doublefurrow ploughs, which was neither necessary nor possible. To address this issue, Comrade Zhou Enlai convened two enlarged conferences of the State Council, which recommended setting lower targets. Many comrades turned a deaf ear to his advice. As a result, even the lowered targets were not met, and most large ploughs that were produced were useless, due to lack of large livestock (three horses or strong buffalos must be used to drag a double-share plough). To cool down some people’s excessive zeal, People’s Daily published an anti “rashadvance” editorial, which was then itself harshly criticized.

People became ever more hot-headed. A conference was convened during the Spring Festival of 1958 to criticize “anti ‘rash-advance’” opinions and a decision was made to ban such opinions. The original second Five-Year Plan was formulated under the leadership of Zhou Enlai and Chen Yun in 1956 (Mr. Li Fuchun was in the Soviet Union at that time). Premier Zhou asked us to make a general sketch based on the experience of the first Five-Year Plan, including estimates of production growth rates, ratios of various factors, the ratio of accumulation to consumption, and the amount of investment. The plan was finalized in Beidaihe in Hebei Province, and adopted in the first session of the eighth National People’s Congress (NPC). It set the accumulation rate? at 25 percent (20-25 percent in the first Five-Year Plan period), RMB_ 100 billion investment in infrastructure construction, 12 million tons of steel output in 1962 (5.35 million tons of steel was produced in 1957) and 250 billion kilograms of annual output ofgrain

The bombardment ofthe “anti ‘rash-advance’ ” ideas in early 1959 only brought about a more serious “rash advance,” however, and all proportions in setting targets were messed up. In making plans, top priority was given to steel production and no consideration was given to balance. It was thought that the steel output originally set for 1958 (6.2 million tons) was low, and that 7 million tons could be realized with more effort. The target was re-set at 10.7 million tons, doubling the target set the previous year at the meeting convened in Beidaihe in the summer of 1958. Obviously that target could not be achieved, and was indeed against all objective laws of economic development.

A similar mindset spread in the agricultural sector. Xushui County claimed that it would realize communism in three years. In Tianjin’s Xinli village, which I visited personally, it was said that over 50,000 kilograms of grains could be produced in one experimental field that was a mere | mu in area, and 2,500 to 5,000 kilograms could be produced from other fields. Thousands of people went to visit the village every day. Most of them were not convinced, but dared not spell this out in public. In that summer, expected grain output reported by various provinces exceeded 500 billion kilograms, which then was reduced to 350 billion kilograms in the Beidaihe conference, still twice that of 1957. Many comrades pushed for announcing the targets for steel production and grain output in newspapers, and eventually did that, despite the opposition of Chen Yun. This move

put considerable pressure on our work. To ensure that the steel production target was met in 1958, tens of thousands of small furnaces mushroomed in various

provinces. All agencies of the Central government also became engaged in steel

production. The State Development Planning Commission dismantled the barbed wire fence surrounding its office building, cut it into small sections and melted it into two smali steel pieces, which were then wrapped in red silk and sent to Zhongnanhai, the seat of the Chinese Central government. They were seen as symbols of success. Even worse, people quite openly began to fabricate and exaggerate figures. The rampant degree of this practice was exemplified by articles flooding newspapers that reported on “satellite-launching,” announcing that “the bolder we are, the more we produce,” criticizing any opposition as “conditional theory.” An absolute “level-!2 typhoon” oflies and boasting began to rage through China.

In the autumn of 1958, those agencies of the Central government in charge of industry convened a teleconference to urge people to fulfill the task of producing 10.7 million tons ofsteel. In the course ofthis conference, Comrade Tao Zhu said that building clusters of indigenous iron or steel factories, of any size, and making steel through indigenous ways, were phony practices of no use. They were simply a waste of raw materials. He advised the Central government to lower the target since people had no choice otherwise but to practice fraud. Since targets had already been made public in newspapers, however, the conference concluded that the task of producing 10.7 million tons’ steel must be fulfilled. It said nothing about the reports and practice of falsification. As a result, tens of millions of farmers went to the hills to seek for iron ore, leaving behind rice and cotton in fields that were just ready to be harvested. The final report of the Conference did not mention one word about the request of Comrade Tan Zhenlin to provincial authorities, asking them please to send workers out to harvest.

I was no longer the Director of the National Bureau of Statistics when a National Conference on Statistics was convened in 1958. Directors of several provincial statistical bureaus came to me, saying that figures for neither steel nor grain output were true, but that they were being pressured to report such figures by their CPC Provincial Committees. They asked me what | thought they should do. I said that we were in the midst of the Great Leap Forward, and that it was impossible to speak out moreover nobody would listen if one did. I said the best thing to do was keep records, conduct surveys, do research, for one day the Central government would ask them to clarify the real figures. As expected, in the spring of 1959, Zhou Enlai asked me to return to the National Bureau of Statistics to verify statistics on agricultural and industrial production. The findings indicated that 8 million tons of steel was produced in 1958, rather than 11 million tons, with 400,000 of those tons failing to meet quality standards. The grain yield was 250 billion kilograms, rather than 350 billion kilograms. Not convinced, Premier Zhou asked me to re-check the figures for grain yields in 1961, which turned out to be only 200 billion kilograms.

Ridiculously inflated figures were still prevalent when the plan for 1959 was formulated. The State Economic Commission found that steel production targets submitted by various provinces totaled 30 million tons, and planned to reduce the total target to 20 million tons. Not quite sure about the Plan, Chen Yun came to the State Development Planning Commission personally and convened meetings to discuss it, saying that 16 million tons was much more desirable. The attendees, however, refused to accept his opinions, and decided to proclaim the target as 1&8 million tons but still strive for 20 million tons. During the conferences convened in Shanghai in March and April of that year, the target was adjusted to 16.5 million tons since it was patently impossible to produce 18 million tons of steel. Some comrades of the State Development Planning Commission said it was impossible to reach the 16.5-million-ton target either, but that it might be too shameful to report a lower target.

Chairman Mao criticized these comrades, saying, “I doubt if you people in charge of economic work really know anything about economics.” Under his instruction, Chen Yun conducted further research, and recommended lowering the target to 13 million tons.

At the end of August, 1958, Premier Zhou delivered a report to the Standing Committee of the NPC, revising statistical data for 1958 and targets for 1959. The statistical data of steel output and grain yields in 1958 were revised to 8 million tons and 250 billion kilograms, respectively. The target for steel output in 1959 was

A significant cause of the decline in agricultural output was our impatience with the process of transitioning to communism. No more than two years after agricultural cooperativization,® nationwide communalization was completed in 1958, which itself took less than halfa year. In December of 1958, the Resolution on Several Issues regarding Rural People’s Communes was released at the Sixth Plenary Session of the Eighth CPC Central Committee. It merely pointed out that People’s Communes were still under a “collective ownership” system; it did not point out that the three-level ownership system was going to be adopted. The resolution claimed that it might take three or four years to complete the transition from “collective ownership” of a People’s Commune to “ownership by the whole people” in some areas, and that it might take five to six years or longer in other areas. It continued to encourage establishment of public dining halls, to offer free meals. As a matter of fact, many People’s Communes took the commune as the basic accounting unit from the start. In this fashion, all “property” or assets were owned communally, those in both communes and production teams, poor teams and rich teams; all shared all fruits of labor. The accounting did not adhere to the principle of distribution according to work, or to equivalent exchange for equivalent price. Such measures as extreme egalitarianism, turning over “fruits of labor” to higher authorities, and calling in loans, severely cut farmers’ enthusiasm for producing for the Commune. As a result, farmers nationwide concealed and secretly shared amongst themselves production outcomes so as to protect their own “fruits oflabor.”

Mao Zedong criticized the rampant “property-sharing mindset” in a conference convened in Zhengzhou in February 1959. He pointed out that the People’s Commune should adopt a three-level ownership system, three-level management, and three-level accounting, with the production team as the basic unit for accounting. Most areas at that time still took the production brigade as the basic accounting unit. In some provinces, the production ‘eam was considered to be the basic accounting unit, but it consisted of more than 300 households, larger than some present brigades, but still not able to come upto the task of developing productive forces.

In 1961, Mao Zedong led in the formulation of 60 Guidelinefsor People’s Communes. Published in 1962, these guidelines expressly outlined the system of “three levels of ownership with the production brigade as the basis.” They downsized the production brigade to merely 30-40 households, which were to be maintained intact for 30 years. Public dining halls and “free meals” were also cancelled in 1961. People were reassured by these measures. Agricultural production did not decline in 1961 and started to improve in 1962.

After the Zhengzhou Conference in 1959, private plots and family sidelines like livestock and poultry breeding that had been confiscated in many regions during the “prevalence of communist mindset” were returned to farmers. However, the anti-Rightist Conference convened in Mount Lushan in August of that same year reversed the decision and decided to seize these properties again. They were yet again returned to farmers in 1961. The changing policies and failure to acknowledge mistakes resulted in a loss of faith by farmers in the CPC. In August 1961, I accompanied Chen Yun on an inspection in Shanghai’s Qingpu County. We found that farmers there were still apprehensive about engaging in livestock and poultry breeding due to the repeated seizures and returns. Chen Yun held a meeting with older farmers, and asked them their opinions about the seizing and returning. These farmers answered that both were right, according to the officials. Chen Yun then asked, “which one do vow think is right? Do you dare to raise pigs?” Farmers said, “We have no idea which one is correct. We are afraid to raise pigs, because seizing them might be correct the next day.” They were excited when Chen Yun told them clearly that seizure was wrong, and would never happen again. The next day, they rushed to buy piglets from other communes and went to pick floating lotus leaves (forage for pigs) by boat as far as neighboring counties. Within a few days, pig-raising was flourishing in Qingpu County.

Relations of production must conform to the level of development of productive forces, otherwise problems will arise. To a large extent, the huge losses in agricultural production and suffering of people during the “three difficult years” can be attributed to the violation of objective laws. Apart from drawing lessons from wrong practices and redressing mistakes, Comrade Mao Zedong put the blame on himselfat a 7,000-delegate conference convened in 1962, setting a good example for us. Some comrades blindly followed the principle of “two what-evers,” and insisted that, “We will resolutely uphold whatever policy decisions Chairman Mao made, and unswervingly follow whatever instructions Chairman Mao gave.” They believed that every sentence Chairman Mao uttered should be adhered to, which actually violated and misinterpreted Mao Zedong Thought.

Despite dramatic declines in agricultural production in 1959 and 1960, heavy industry continued to “leap forward.” The Lushan Conference, where twelve measures were drafted, was originally intended to combat a “Leftism,” but later took a sharp turn to criticize “Right opportunism.” This resulted in the fact that many comrades who opposed exaggeration and “communist zeal” were wrongly labeled as Right Opportunists and some were even “sent down” to do hard labor. I myself had to do self-criticisms twice before the Party in group meetings, since I wrote an article summarizing the lessons to be drawn from the experience of the one-year

Comrade Li Fuchun said in 1961 that the cadres from the State Development Planning Commission must tell the truth. They must speak out their own opinions, for frank discussion. They should not be inappropriately labeled [‘hatted” with false accusations] or bombarded. People who have suffered unjust accusations should be “rehabilitated,” and we should apologize to them. In addition, Li Fuchun said that Comrade Song Shaowen, who was sent to labor in Jiangxi Province, should be transferred back and should resume his position as Vice Director of the State Development Planning Commission.

Under the influence ofthe “struggle against Right opportunism,”!? at the beginning of 1960, the target of steel output was again increased to 18 million tons. Due to high production targets, investment in capital construction went up to RMB 35.4 billion, accounting for 40 percent of national income (in 1959 it had been even higher, making up 44 percent of national income). Chen Yun, Director of the State Construction Commission, in 1959 suggested lowering targets and reducing capital construction, but his recommendations were not accepted. He said it looked as though the lesson was going to be learned the hard way. From the beginning of that year, the State Economic Commission began to put forward such slogans as “gathering full steam” and “making full pushes,” etc., in an effort to step up production, each ofthese slogans employing the word “red” as an intensifier including one that said “be red to the utmost extreme.” It whipped up blind enthusiasm to “pave the entire country with portable steam engines and ultrasonic machines,” simply as a way to be “red.” Recognizing the extreme imbalances among investments in agriculture, light industry, and heavy industry and knowing that pursuing this direction would be disastrous, Comrade Li Fuchun instructed us in the summer of 1960 in Beidaihe to write a report on the necessity of adjusting the national economy.

Premier Zhou put considerable weight on Comrade Fuchun’s advice; he rewrote it into an “eight-character guideline” that was then approved by Chairman Mao and the Party Central Committee, and was issued as an official document of the CPC. It was called “‘adjustment, consolidation, enrichment and promotion.” Although over 18 million tons of steel and over 390 million tons of coal were produced in 1960, these were achieved at the cost of regular maintenance of machines and equipment. Heavy industry consequently saw serious setbacks after 1961, as seen in the drop of steel output to 8 million tons in 1961 and less than 7 million tons in 1962, down by nearly two-thirds compared to 1960. Coal output decreased to 280 million tons in 1961 and 220 million tons in 1962. Steel production began to rise in 1963 but coal production remained stagnant in 1963 and 1964, not improving until 1965. Investment in capital construction fell to RMB 9 billion in 1961 and 6 billion in 1962, declining by over 80 percent compared to 1960.

Chen Yun inspected agricultural production in Qingpu County in 1961, and convened symposiums in the following two months on coal, steel and machine industries, to discuss the causes of the dramatic decline in heavy industry. These symposiums concluded that, first, the original production as reported earlier had been exaggerated. For example, the overall capacity for steel production was 12 million tons, even though the target was unreasonably set at 18 million tons. Only 250 million tons of coal could be produced, even though the goal for coal production was set at 390 million tons. Second, due to high production goals, machinery and equipment was not regularly maintained, which resulted in serious damage. Priority was given to coal mining, but tunneling was ignored. As a result, the original coal production capacity could not even be ensured, let alone additional production. Third, any enthusiasm of workers for increasing production was hindered due to lack of physical strength as a result of hunger. Another factor underlying the decrease in steel output was the shortage of coal. Half of the blast furnaces in the Anshan Iron and Steel Corporation had to stop production as a result. Capital construction shrank considerably, due to lack of money as well as lack of equipment and construction materials. To relieve people’s suffering, Chen Yun argued that State plans should give priority to people’s well-being over capital construction: “first have people stay alive, later carry out the construction Plans.” This priority received the approval of Chairman Mao.

To overcome problems with the national economy, decisive measures were taken after 1961, under the leadership of Zhou Enlai. These measures included the following. First, the number of newly-increased State employees was reduced. There were 24.5 million employees nationwide in 1957 but that number skyrocketed to 50 million in 1960. At the same time, the number of agricultural workers declined by 23 million. Bent on returning the newly recruited workers to the countryside, the CPC Central Committee reduced State employees by 10 million in 1961 and another 10 million in 1962. Given that 3 million workers were newly employed, 17 million employees were actually reduced. The process went smoothly, with no “chaos” or major disturbance, and was an outstanding achievement that would have been impossible in capitalist countries.

Second, capital construction was reduced. According to the second Five-Year Plan mapped out in 1956 under the personal leadership of Comrade Zhou Enlai, State investment appropriated for the five years was RMB _ 100 billion or approximately RMB 20 billion per year. Investment in 1959 and 1960, however, exceeded RMB 30 million with an “accumulation rate” of over 40 percent, which was obviously imprudent. Things will always move in the opposite direction when they reach an extreme. The percentage of accumulation in national income declined to 19.4 percent in 1961 and 10.5 percent in 1962, which was necessary under the conditions and played a decisive role in overcoming difficulties. The sharp turn in investment, however, resulted in the cancellation of thousands of uncompleted projects and the losses were severe. According to some comrades from the Ministry of Finance, RMB 20 billion was lost in the movement to generate massive steel production alone. Sadly, we have not yet truly learned the lessons from such costly tuition. This is shown in the reluctance of a considerable number of

Third, heavy industry was downsized. This was a necessary action, but there were disputes about how to do it. At the time, small plants could produce one ton of steel by using two tons of coke, while the same amount of coke in the Anshan Iron and Steel Corporation could produce three tons of steel of better quality. Obviously, we should have shut down tens of thousands of small plants to ensure production of largeones. But many comrades labeled such practice “an issue of [the incorrect] political line,” and they refused to do so. Since Chen Yun went to Hangzhou justat thattime to recuperate, Premier Zhou took charge of the Central Committee’s Group for Financial and Economic Affairs, which drafted a document, recommending “retaining certain plants but shutting down some others.” Large-scale plants with advanced western facilities would beretained while small ones with homespun facilities would be shut down. A large number ofsmall factories which produced low-quality products but consumed more raw materials and fuels were to be “shut down, ceased, merged and transferred to other businesses.” These practices were surely right from the current perspective, but were objected to by many comrades who labeled them as the wrong [political] line. During the Cultural Revolution, Lin Biao and the Gang of Four slandered these practices as being defeatist and going against Chairman Mao’s guidelines of “promoting large, medium and small factories at the same time, advanced as well as lessadvanced.” They directed their attacks against Premier Zhou, since theyknew that such practices were conducted under his leadership.

Thanks to a series of wise policies formulated by the CPC Central Committee, the national economy began to improve after 1962. When the State Development Planning Commission held a meeting in the winter of 1963 to discuss the Plan for 1964, the question arose as to whether or not “adjustment” had been completed. Some people thought it had been completed, while others held the opposite view. After the two different views were presented to Premier Zhou, he determined that the adjustment should take another three more years, until 1965. His opinion was approved by Chairman Mao. It now appears that Premier Zhou’s instruction was correct, since the Chinese national economy began to improve and returned to a normal level in 1965. This was thanks to a five-year adjustment period after the three-year Great Leap Forward.

From 1963 to 1965, the output of industrial production grew by 17.9 percent annually and that of agriculture by 11.1 percent. Steel output exceeded 12 million tons in 1965 and 15 million tons in 1966. Coal output exceeded 250 million tons in 1966, recovering to the normal level. Grain output recovered to nearly 200 billion kilograms in 1965 and reached 214 billion kilograms in 1966, surpassing that of 1958. Comrades engaged in economic work all considered that their work was proceeding smoothly in 1965 and i966. Without substantial “adjustments” to overcome the imbalances, it would have been impossible to incubate a comprehensive upturn in the national economy.

Affairs in 1962, Premier Zhou asked me to go to Hangzhou and elicit Chen Yun’s comments. Chen Yun approved the document and recommended that we admit our mistakes at the proper occasion. In a Government Work Report to the National People’s Congress in 1962, after confirming some results of the Great Leap Forward, Premier Zhou admitted that mistakes had been committed over the past few years, resulting in imbalances in the national economy, rampant exaggeration and “impractical communist zeal,” bringing about temporary difficulties in people’s lives. The representatives at the Congress were quite satisfied with the report, saying that only the Communist Party was brave enough to admit its own mistakes. As a matter of fact, these mistakes were hardly hidden and unknown, since all people were acutely aware of them and had suffered very considerably from them. Deception about what had happened was out of the question, since the more the deception the more the reaction against it. Only by admitting mistakes, can we transform negative reaction into positive forward movement, and improve the people’s ability and willingness to overcome difficulties. We failed to admit our mistakes to the people at large, however, or to draw lessons from them. Instead, in publications we kept on attributing the decline in agricultural production to “three years ofnatural disaster,” and the drop in industrial production to the Soviet Union’s breach of its agreement. Because of this, such mistakes were committed over and over again in the Cultural Revolution.

Memories of the Cultural Revolution are still fresh in our minds, a period during which China suffered even more severe damage. Various factors combined to undermine political stability and unity and to hinder socialist development in China. They included wrong estimations of the importance of class struggle, the conspiracy to seize power by Lin Biao and the Gang of Four, the adoption of an extreme leftist path and confusing right and wrong and “us” and “the enemy.” The year 1966 marked the first of the third Five-Year Plan and enjoyed a fairly good situation, as shown in the output of over 15 million tons of steel. In 1967, “full-scale civil war” broke out. Steel output dropped to 10 million tons and industrial production fell by 13.8 percent. Steel output fell further to 9 million tons in 1968 with industrial production falling by another 5 percent and agricultural production by 2.5 percent. Certain officials from the CPC Central Committee in charge of the economy, under the leadership of Premier Zhou, worked under extremely difficult conditions to restore the planned management of the national economy and it began to recover in 1970 while steel output reached 25 million tons in 1973. Unfortunately, the 1974 movements to “Condemn Lin Biao and Confucius” and to condemn “the Restoration” led to another decline in steel output to 21 million tons. Industrial production saw an increase of 0.3 percent that year, almost no growth at all. Comrade Deng Xiaoping began to lead the work of the CPC Central Committee in 1975. He focused on social stability and unity, as well as rectification of economic order to boost the national economy, working according to Chairman Mao’s and Premier Zhou’s instructions. Steel output recovered to 24 million tons that year with 15.1 percent growth in industrial production, the fastest rise in recent years. Criticism of so-called “right-deviationist verdict-reversing” in 1976, however, led to yet another decline of steel output to 21 million tons, with industrial production merely growing by 1.3 percent. This growth could, in fact, be attributed primarily to collectively-owned businesses. Industry owned “by the people as a whole” actually registered a negative growth rate. The Gang of Four was “smashed” in 1976 and following strategies subsequently outlined in the Eleventh CPC National Congress facilitated rapid restoration of our national economy, as shown bysteel output recovering to 24 million tons in 1977 and 31 million tons last year. The entire Cultural Revolution period therefore witnessed extreme volatility of both industrial and agricultural output. The interference and destruction by the Gang of Four in 1974 and 1976 brought about severe losses to China. Comrade Hua Guofeng pointed outin the Government’s Work Report to the Fifth NPC thatChina suffered a loss of RMB 100 billion ingross national industrial output. The country suffered a 28-million-ton decrease insteel production and a RMB 40 billion decline infiscal revenue. These losses pushed the national economy to the verge ofcollapse.

The “smashing” of the Gang of Four has meant that we have removed primary obstacles on our road to progress, but the lingering poison of the Leftist mindset of the Gang of Four is long-lasting and profound. Newspapers are still criticizing the “ultra-Rightist path” of The Gang of Four. Even last year, some regions in China were still carrying out the “poor transition” by seizing private plots and family sideline businesses, and by preventing all trading in markets, measures that they termed “cutting off the tails of capitalism” and “blocking the path ofcapital-ism.” When I conducted surveys last May in Anhui province, where rural economic policies were well enforced, some cadres there were still apprehensive about implementing new policies, asking whether Liu Shaoqi had come to power again. Clearly, we have to make crystal clear what the “line” is, what 1s right and what is wrong. We must clarify the nature of past mistakes. Were they “left” or “right” mistakes? Were there any “right” mistakes in the past? Clear, there were, but “right” mistakes in the past were quickly redressed and did not cause much damage. The most severe losses in China were brought on by “Leftist” mistakes. We used to be reluctant to talk about “left” mistakes, dismissing them as “right” mistakes, or we regarded “ultra-left” mistakes as “ultra-right” ones. People began to have the impression that a socialist society is prone to only “right” mistakes. How can we redress the “left” mistakes ifthat situation remains unchanged?

Despite abundant experience and the opportunity to learn lessons over the course of two decades of economic work, we have failed to review our experience and actually learn the lessons. Since we now have a good chance to do so, we should adhere to the basic principle of “practice is the sole criterion for testing truth.” We should do this to free our minds, eradicate superstition, seek truth from facts, get rid of “forbidden territories,” and conduct in-depth research to summarize valuable experience and lessons from the past so that we can do abetter job in our economic work in the future.

subjective desires. Socialism is the outcome of highly developed capitalism, but socialism should be developed step-by-step, based on China’s reality. That reality features poverty, backwardness and the predominance of a small-scale peasant economy. The pace of transforming agriculture into cooperatives in China was quite fast. When the People’s Communes were in full swing in 1958, some people said we needed three to four, or five to six years to complete the transition of the ownership of the means of production to the “people as a whole,” and 15 to 20 years to realize communism. This was obviously against the most fundamental law that production relationships must be in alignment with theforces of production.'! The approach resulted in considerable declines in agricultural production. After three years of nationwide suffering, we had to resort to “three-level ownership with the production team as the basis.” Yet despite such heavy losses, we failed to realize that developing agricultural production and guaranteeing the living standard of farmers was the only way to consolidate and develop a socialist collective economy. We attributed weaknesses in the collective economy to the spontaneous forces of capitalism. Whenever agricultural production began to improve, together with the well-being of farmers, we lost no time in reinvigorating class struggle and “cutting off the tails of capitalism.” The result was repeated declines in agricultural production. Faced with the low living standards of farmers in China, many comrades would rather see them remain poor than become rich. They worry that rich farmers may become capitalists. But why should a socialist society exalt poverty? If a regime cannot give peoplea better life, why should farmers support it?

The growth of production cannot be sped up or slowed down at will, since it too is subject to objective laws. The targets that were put forward in 1958 and 1959, of doubling steel output and increasing grain output by 50 percent on an annual basis, were not in line with the laws of economic development or even economic common sense. When its daily propaganda was laughed at by foreigners, People’s Daily responded that China had the ability to do miracles that had never been seen before whether inside or outside China. In fact, many cadres had plenty of economic common sense and saw this was nonsense, but dared not speak the truth. They were afraid of being denounced as anti “rash advance” and antiGreat Leap Forward elements. Those who did tell the truth were indeed denounced as “right” opportunists, and were soon deprived ofthe right to speak. Exaggeration and lies were commended while those daring to speak facts and the truth were criticized. What were patently obvious “Left” mistakes were wrongly defined as “Right-opportunist” mistakes. As a result, as of the spring of last year [1978] when the State Development Planning Commission party group required us to compile a compendium of economic history since 1949, we were afraid. We were afraid of breaking into the “forbidden territory” of the three-year Great Leap Forward, and afraid to confirm the eight-character guideline put forward by Premier Zhou. We could not break into the forbidden territory and summarize the experience and lessons of over two decades of economic work in a down-to-earth manner. Only when the debate over the principle of “practice is the sole criterion for testing truth” was launched could the forbidden territory be destroyed

In 1961, after surveys and research, Chen Yun helped Premier Zhou formulate specific measures to carry out his eight-character guideline, so that the national economy could recover from the difficult situation that had lasted three years. Chen Yun also repeatedly recommended publicly admitting mistakes that had been committed in the past, to all the people, in order to rebuild people’s confidence in overcoming difficulty under the CPC’s leadership. It is very regrettable that the Government Work Report delivered by Premier Zhou to the NPC in 1962 was not published in any newspaper.

Given the way things went, the Cultural Revolution broke out when the national economy was on the brink ofall-round improvement. For the purpose of seizing power, Lin Biao and the Gang of Four framed their political movements as ““combating Right-deviation conservationism,” “putting politics over the economy,” and other extremely Left paths, which combined to push the national economy to the verge ofcollapse. Even after smashing the Gang of Four, many comrades still adhered to the sanctity of the “forbidden territory” and stubbornly took the Gang of Four’s ultra-Left path as an ultra-Right one. This, of course, made many comrades afraid to criticize the wrong path of the Gang of Four. The “Forbidden Territory” was not broken into until the Third Plenary Session of the Eleventh CPC National Congress in 1978.

If we continue to criticize the ultra-Leftist path by mistaking it for an ultraRight one, how can we tell right from wrong in the past? How can we convince people nationwide as well as friends from foreign countries that the CPC’s guidelines are correct and will be followed consistently? And how can we relieve cadres of the fear of being denounced and punished again?

Second, we should realize higher economic growth rates only through a carefully thought-out and proportional approach. High growth can only be assured by a balance between different economic sectors, or the economy may otherwise decline. Chairman Mao points out in his On the Ten Major Relationships that, rather than copy the Soviet Union’s model of over-emphasizing heavy industry at the expense of agriculture and light industry, we must conscientiously address the correct relationships among agriculture, heavy industry, and light industry. On the Ten Major Relationships was not widely disseminated, however. It was not carefully studied at the time. Instead, irrationally fast development of heavy industry in the three-year Great Leap Forward disrupted the balance among economic sectors, resulting in a regression of both industrial and agricultural production.

A proper plan is necessary in setting the weightings of economic sectors, and such a plan can only work well if it abides by objective laws. Rational balance among economic sectors cannot otherwise be ensured, and high growth rates may well be out of the question. China’s economic development in 1958-1960 was based on plans that did not conform to objective laws and that caused imbalances among different sectors. It was patently impossible to produce 10.7 million tons of steel in 1958 and expect to produce 18 million tons in 1959.

In retrospect, if we had arranged plans according to the “February 5th Proposal” adopted at the Eighth CPC National Congress, namely, increasing steel output annually by two or three million tons rather than five million, things might have been different. The original target of 12 million tons of steel could have been completed in 1962, and maybe even 15 if things had gone well. At this rate, annual steel output might have reached 60 million tons by today. If we had taken a down-to-earth approach and sent tens of millions of laborers out to engage in agricultural production, instead of having them work on water conservancy construction that year, we would have increased grain yields by 10 billion kilograms annually. The grain yield in 1962 would have been 240 billion kg and would have reached 300 billion kilograms today. If the targets for capital construction had conformed to the “February Sth Proposal,” that is, RMB 100 billion investment over 5 years, with a reduced scale of projects but increase in the pace of putting projects into operation, the newly added production capacity would have been much greater. People’s living standards would have improved continuously rather than being kept at the same level for 20 years. Due to blind pursuit of an impractically high pace of development, without taking actual conditions into account, different sectors failed to develop in a balanced fashion. The whole national economy suffered not only low growth but decline, never mind high-speed growth.

To ensure appropriate proportions, planning departments should look at a comprehensive balance among various economic sectors. This 1s mainly to say that the relationship between accumulation and consumption, and the relationships among agriculture, light industry and heavy industry, as well as the internal relationships in these sectors must be balanced. Actual conditions must be taken into account when making plans. For one thing, the plan should tap all potential to arouse people’s enthusiasm for production; for another, sufficient leeway should be left for unexpected requirements during implementation. The “February Sth Proposal” was formulated under the leadership of Premier Zhou in 1956 on the basis of just such thinking. In 1958, this was all denounced as “negativism.” The top priorities of the new plan became steel production in industry, and grain yields in agriculture. High targets were set for steel output, and other sectors were required to set high targets too. What if these targets could not be fulfilled due to lack of the means of production? The answer was simply to enlarge the scale of building the economy. And what if materials and resources were not available for such construction? The answer was to set higher production targets, which in turn called for further enlargement of the scale of construction. Vicious cycles were thereby set in motion in the sphere of economic development, which were bound to invite punishment by the objective laws of economic growth.

The present situation is good, but challenges loom ahead and we should stay levei-headed under such a favorable situation. In my opinion, slightly conservative planning is not bad since the plan can always be over-implemented. Is there a downside when 31 million tons of steel was produced last year while the target was set at 28 million tons? Much worse is exaggeration, falsification, and claptrap. | greatly appreciate Chen Yun’s recent comment on two-year and seven-year planning, since he spoke out about what I wanted to express but did not dare to say. The significant instructions made by Deng Xiaoping and Li Xiannian prevented us from committing the same mistakes we made in the Cultural Revolution. In my opinion, it is very beneficial to review lessons learned from the Great Leap Forward between1958 and 1960. That is why I focus on this issue today.

Third, to ramp up economic development, we must pay special attention to proper handling of the relationship between the building of the economy and people’s well-being. I think we should take up the suggestion made by Chen Yun in 1960, namely, that people’s living standards should outweigh capital construction. That means, we should give priority to guaranteeing the well-being of people when making plans, and priority to improving their well-being over simply increasing production. As Mao Zedong said, national plans should be arranged in the order ofagriculture, light industry, and heavy industry. Mao Zedong and Chen Yun’s opinions, however, were not earnestly followed, as shown in the scramble for investment in capital construction with little discussion on how to improve workers’ and farmers’ lives in the annual planning conferences. Due to increasing demand in cities in recent years, at least one-third of our farmers have not had enough food to eat. This fact has been ignored when making national plans.

Does the Communist Party indeed represent workers’ interests? If so, why are the living standards of Chinese people staying even while the average wages of people in many capitalist countries have doubled or even tripled? A Japanese capitalist economist named Shimomura Osamu put forward the mantra of “high welfare, high production and high investment,” by which he meant that the better workers live, the more enthusiastic they are, the faster they produce, and the faster the more investment can be made. Japan has registered a high growth rate over the past two decades, with the accumulation rate standing at 35 percent. Why don’t communists understand such an easy principle, while bourgeoisie do understand it?

Why does socialism trump capitalism? Because a socialist system can motivate and give full play to people’s enthusiasm, since people become the masters of their own country. The process calls for ensuring people’s well-being. As a result of the disturbances of Lin Biao and the Gang of Four, the living standards of many workers in China actually dropped in recent years: wages remained unchanged for more than 10 or 20 years, yet people had more children to feed. Farmers’ lives were even worse, as shown in the failure to increase per capita grain yields for over two decades, ever since the basic completion ofthe socialist transformation. In addition, farmers’ rationed food quotas declined, as the increasing urban population demanded more. Farmers’ motivation suffered, since in many areas grain yields increased but farmers’ income did not. Extra work did not necessarily bring in more pay, and the fruits of farmers’ labor failed to be distributed properly. Since we must rely on the people’s enthusiasm to develop socialism, production will never increase if improving people’s lives is regarded as “welfarism,” as so denounced by the Gang of Four. Why is our agriculture developing so slowly? Today’s agricultural production enjoys better conditions than two decades ago, with large-scale irrigation and water conservancy projects rarely seen elsewhere in the world and with increasing amounts of farm machinery and chemical fertilizer, yet agricultural development is slower than that in the United States, France, or the Soviet Union. One significant reason is that we have been indifferent to farmers’ lives. Due to the severe damages caused by Lin Biao and the Gang of Four in particular, many farmers have been living a very hard life and hence have little enthusiasm for collective production.

Indifference to workers’ lives has also been one of the significant reasons underlying low industrial labor productivity. Low wages, poor market-based supply mechanisms, and a collective welfare system, crowded housing, shortage of supplies, and then all the home chores to do in any spare time on a Sunday, have combined to dampen any work ethic. Given that the Gang of Four opposed “pay according to work,” dismissing it as “material incentives,” workers responded with “work according to pay,” refusing to work diligently at jobs. Naturally, productivity has declined for many years. If this situation remains unchanged, how can we ever realize China’s Four Modernizations?

Fortunately, the economy has gradually improved, as shown by the increases in wages and granting ofbonuses to many workers last year. This year, the State plans to make a record-high investment of two billion RMB to improve people’s

Fourth, to comply with objective economic laws, we must reform the system by which we manage the national economy. Over two decades’ worth of experience has taught us that our violation of economic laws is attributable not only to our failure to understand the objective laws of economic development, but also to inherent weaknesses in our management system. Our economic management system was basically copied from the Soviet Union in the 1950s. Its advantage lies in the ability to concentrate human, material and financial resources, nationwide, and be able to use them in the key projects that are critical to our economic lifeline. Its disadvantage lies in the fact that over-centralization restrains local governments and keeps enterprises from giving full play to their enthusiasm for production. What’s worse, in adopting a top-down administrative approach, our system failed to make good use of economic methods and organizations in regulating the national economy. Under our existing system, grass-roots enterprises mechanically carry out production plans made by higher authorities, irrespective of economic efficiencies. These enterprises hand in all profits to and request investment from higher authorities, neither enjoying economic rights nor shouldering responsibilities. How can enterprises align with objective economic reality in this way?

We gained some understanding of Stalin’s management system during the first Five-Year Plan. In April, 1956, Mao Zedong mentioned in his On the Ten Major Relationships that attention should be paid to “giving play to the enthusiasm for production” of local governments and enterprises. He said: “It’s not right, I’m afraid, to place everything in the hands of the Central or the provincial and municipal authorities without leaving the factories any power oftheir own, any room for independent action, any benefits.” He also mentioned that the economic relationships among State, collective bodies and individuals should be handled properly. In the annual session of the Eighth NPC in September 1956, Chen Yun delivered an excellent address, which I think merits our careful review. Against the backdrop of the impending completion ofthe three great transformations,'”the address reminded us to avoid over-centralization in future economic management. It pointed out that more leeway should be given to enterprises under a comprehensive planned-management system, in order for them to address various needs in the market. We are currently conducting research on how to reform our economic management system. We are advocating the use of economic methods that bring the law ofvalue and the market into full play. As a matter offact, Chen Yun was actually advising us to overcome the weaknesses in our economic management system, to leverage various economic methods to manage the economy, and to give more leeway to the role ofmarket. These opinions are still a valuable reference point for us today.

Unfortunately, the ideas put forth in On the Ten Major Relationships were not truly implemented, nor were Chen Yun’s recommendations earnestly considered, let alone adopted. Consequently, despite some attempts to reform the economic system, just as Li Xiannian put it in the State Council’s forum on theoretical work last year, “the past two decades witnessed reform of the system more than once, but we mostly focused on shifts in administrative power, and we fell intorepeat-ing a cycle of decentralization and centralization.” We have disputed this issue of centralization or decentralization quite a lotover these years. That is,thequestion of whether the national economy should be managed through administrative means in a top-down way, or by local governments. Either way, however, our final approach was still to have theeconomy managed by government departments through administrative measures, rather than by enterprises according to objective economic laws. People knew quite clearly that this was contrary to rational economic decision-making, but there was no authority to do otherwise and so no point in changing. The issue of reforming the economic management system was therefore never addressed.

The rampant destruction of Lin Biao and the Gang of Four during the Cultural Revolution threw the economic management system in China into an even greater turmoil. The national economy became bogged down in a semi-anarchic state, since those management systems that had still been effective were actually destroyed. Although the “adjustment” over the past two years has generated notable achievements, it is still incomplete and the development of economic sectors remains unbalanced. Two urgent problems currently need to be addressed. One is the need to continue rectifying the economy in order to thoroughly eliminate remaining imbalances among various sectors and the other is reforming the economic management system to ensure that it is more in line with objective economic laws, and more conducive to mobilizing the enthusiasm of various stakeholders for ramping up the process of modernization. The relationship between the two must be handled properly since rectification of the economic system is a prerequisite for reform. Contradictions arise, since rectification calls for temporarily reinforcing centralization, while reform requires giving play to enthusiasm for production, particularly encouraging the initiative oflocal governments and enterprises. Therefore, while undertaking rectification, we should also undertake feasible reform measures so that, insofar as possible, the two tasks may be linked in the work to come.

We have learned many lessons from our economic work over the course of two decades. We now need to conduct in-depth research and summarize the results. I have not touched on quite a few issues, such as the man-made destruction of political stability and unity, and the mistaken expansion ofclass struggle, among others. Both of these have severely damaged the economy. I speak out my opinions here in order to encourage more valuable ones from others. We should summarize past experience in order to improve our future economic work. In doing so, we should, first of all, adhere to the basic Marxist principle of “practice is the sole criterion for testing truth.” We should free our minds, break into the “forbidden territory,” and criticize Leftist mistakes. Ifwe conduct economic work

Two decades of economic work 4\ according to a misguided understanding of “two whatevers,” evaluating past experience will be impossible since that requires a correct ideological path. We must do away with the non-Marxist “two whatevers,” and must accurately, completely, and in a creative manner, master and apply Marxism-Leninism and Mao Zedong Thought. We must summarize experience from practice and study new circumstances and problems that arise in the process of constructing the Four Modernizations. We shall spare no efforts in realizing this goal.

Two decades ofexperience have proven that Comrade Zhou Enlai and Comrade Chen Yun consistently adhered to the correct line or principle of “seeking truth from fact” and to the objective laws of economic development in their economic work. They were level-headed in the face of each tendency to inflate figures and lie about statistics, each episode of impractical “communist-mindset” fever, and they did their best to minimize economic losses when they could not curb such wrong practices. Whenever serious problems arose, they stepped forward and presented down-to-earth measures at the risk of being criticized, trying to ameliorate economic hardship. Now that Premier Zhou has left us, Comrade Chen Yun remains as the most experienced commander-in-chief of our economic work. When he was leading economic work, everything went well. When he was dismissed from leadership in economic affairs, mistakes were committed. I agree with the opinions put forward by Group 5 and Group 2 of the Forum on Theoretical Work, namely. to ask Comrade Chen Yun to be more involved in economic work. Since his health does not allow him to do too much, I hope the CPC Central Committee will simply ask for his suggestions and advice when formulating economic policy. | also hope that Comrade Chen Yun will step forward at critical moments to keep mistakes from being committed yet again.


4 Prefaces and postscripts to China’s socialist economy

(1979, 1981, 1986, 1987)

Preface to the 1979 Edition

| have been intending to write this book for more than 20 years. In 1955, the Publicity Department of the CPC Central Committee assigned me the task of writing a textbook on political economy, together with comrades Yu Guangyuan and Sun Zhifang. As a warm-up, | co-authored a book called Socialist Transformation of China's National Economy with comrades who included Su Xing and Lin Zili. This was published in 1959 to celebrate the tenth anniversary of the founding of the People’s Republic of China. After that, | could only research significant issues of socialist economic development in my spare time, about which I wrote some twenty essays and ten reports. When asked by the People’s Press last year to compile a collection of my essays between 1949 and the outbreak of the Cultural Revolution, I selected around a dozen important essays, and incorporated them into Theoretical Issues on Socialist Economy, a book that was published in April this year. This book is not complete. It now appears that it also falls short in terms of its ideological level and even may contain some mistakes. Still, it covers all significant aspects of our socialist economy, and reflects my understanding at the time. It presents the starting point of my research on the subject.

During the Cultural Revolution, | spent as much time as possible reading through the Selected Works of Marx and Engels, the Selected Works of Lenin, and Das Kapital, as well as repeatedly studying the Selected Works of Mao Zedong. I started writing Socialist Economic Issues from 1968 and revised the manuscript six times over the course of eight years. At the beginning, I intended to write it into a Textbook for Political Economy (Socialist section), but encountered increasing difficulties when revising it. | could not totally free myself from the bonds of Stalin’s metaphysical thought on socialist economic issues and could not conduct research in a manner that “sought facts from reality,” since, under the ultra-Leftist line of the Gang of Four, touching upon many subjects in the “‘forbidden area” was impossible. Consequently, little improvement was made in articles written during this period as compared with those written before the Cultural Revolution. After the smashing of the Gang of Four, and especially after the convening of the Third Plenary Session of the Eleventh CPC Central Committee, people’s minds were greatly liberated, creating a favorable environment for me to revise this book.

The socialist revolution and ongoing socialist developments in our country have currently moved into a new historical period. The Third Plenary Session of the Eleventh CPC Central Committee in 1978 expressly put forward the position that the CPC’s focus will be shifted in the direction of a drive for socialist modernization. The purpose is to build our country into a powerful socialist and modernized country within this century. This wise decision prompts me to finish this book as quickly as possible. As new problems and events arise, we are confronted with major theoretical and practical problems. The CPC Central Committee is calling upon theoretical researchers to work hard so that their results can guide practical work and help serve to realize the “Four Modernizations.” To this end, we must free our minds, seek truth from facts, innovate, recognize mistakes, and correct wrong doings. The bright prospects of communism were depicted by Marx and Engels 130 years ago in the Communist Manifesto. Since we have already established a socialist society, and have three decades of experience behind us in socialist revolution and development, there is no reason we should not bravely promote the further development of this science. Our country has embarked on a new path in its socialist development. Our generation should blaze the way for our descendants.

Before introducing the contents of this book, | would like to talk about several principles that I adhere to in conducting research on socialist economic issues.

First, I attempt to integrate theory with practice. Mao Zedong criticized the Soviet textbook Political Economy (third edition) as being “too pedantic to be applied to practical work. The economists writing this book had no idea about actual economic situations, and were bad at handling practical problems.” This comment reflects the fact that workers engaged in actual economic work often lack the ability to summarize their experience, and often have no idea about theoretical concepts and laws, while theorists, working at a distance from actual practice, often resort to subjective approaches in writing a book. In brief, theory is generally not integrated with practice. | always bear this comment in my mind when writing, and try to keep from repeating the mistakes committed in that book.

In the course of the 1941 Rectification Movement,'? Mao Zedong delivered a significant report entitled Reform Our Study. In it, he made the observation that, “Although we are studying Marxism, many people study in a way that runs directly counter to Marxism. They violate the unity of theory and practice, a fundamental principle earnestly enjoined on us by Marx, Engels, Lenin and Stalin.” Integrating theory with practice calls for seeking truth from fact and for being discriminating when different circumstances call for different approaches. We must maintain this scientific attitude in our study and research. To study the laws by which a capitalist economy operates, Marx collected numerous materials (including historical, contemporary, and theoretical) to which he apphed scientific analysis and integrated research. The results revealed the essence and underlying laws of the production relationships of capitalism, and concluded that socialism is bound to triumph over capitalism. We study Das Kapital not only for the theory Marx expounded in the book (the law of economic operations in a capitalist society) but also for his research methodology. We must refrain from “purely theoretical” empty research that is separated from reality, and we must refrain from simply repeating conclusions that are already expounded in books.

Socialism is a totally new social system. Researching the laws of economic operations in a socialist society should adhere to the principle of seeking truth from fact, proceeding from reality in handling all matters, and integrating theory with practice. The primary task of the working class in capitalist countries is to destroy an old world. The primary task of the working class in socialist countries is to build anew world. Under a capitalist system, it is the capitalists who organize and manage production. In contrast, today’s socialist modernization drive, as well as the organization and management of socialist economies, are great causes that call for the participation and effort of hundreds of millions of people. Given this fact, we are duty-bound to work hard in studying new problems and phenomena under the guidance of Marxism—Leninism and Mao Zedong Thought. We are obliged to understand and properly apply the objective laws by which socialist economies develop, both in terms of theoretical and practical issues. Marx and Lenin have pointed out the historical mechanisms by which capitalism eventually evolves into communism via socialism. Their scientific predictions still serve as a beacon for our research into socialist economic issues, but reliance on these classical works alone is far from enough. There was little or no socialist practice in their day and history has proven that Marxist theories about socialism and communism have to keep pace with actual developments. We cannot take the works of Marx, Engels, and Lenin as a panacea for all ills. Lenin once said, “We can never take Marx’s theory as something unchangeable, sacred and inviolable. On the contrary, Marxism lays a solid foundation for all sciences. Socialists should carry the theory forward in all respects if they do not want to lag behind real life.”'’ Mao Zedong has set a good example in integrating the universal truth of Marxism—Leninism with the specific practice of the Chinese revolution, and in carrying forward such science.

Second, | attempt to undertake specific analysis of the internal contradictions in socialist society. According to Mao Zedong, contradictions exist in all things at all times. Only by understanding internal contradictions can we understand the essence of things. Contradiction is an indispensable motive force driving the development of society. In Debating Dialectical Materialism and Historical Materialism, Stalin claimed that there seem to be no contradictions in socialist society since socialist relations of production are “completely compatible” with the development of productive forces. He revised this view in Economic Issues in Socialist Soviet Union, written in his later years, although he did not revise it completely.

In his On the Correct Handling of the Contradictions Among the People, Mao Zedong appropriately clarified the internal contradictions in a socialist society, saying, “In socialist societies, the basic contradictions are still those between the production relationships and forces of, and between the superstructure and the economic base.”’!© He added that, “socialist relations of production have been established and are in correspondence with the growth of the productive forces, but these relations are still far from perfect, and this imperfection stands in contradiction to the growth of the productive forces. Apart from correspondence as well as contradiction between the relations of production and the growth of the productive forces, there is correspondence as well as contradiction between the superstructure!’ and the economic base.”!* This is the general view of Mao Zedong on the internal contradictions in socialist society.

Due to our inaccurate and incomplete understanding of this general view in the past, we failed to make clear the internal contradictions ofa socialist society. We put “correspondence” and “contradiction” in opposing positions, wrongly assum-ingthat the two were incompatible with each other. The correspondence between socialist relations of production and the growth of the productive forces does not mean that there is no contradiction between them; otherwise the argument above on basic contradictions is violated. Italso violates Mao’s view as expressed in On

Contradiction: that contradiction exists universally in all things, and occurs throughout all processes. Violating this ends up differing little from Stalin’s view that socialist relations ofproduction are in full correspondence with the growth of productive forces. Obviously, this is a misunderstanding. Contradiction also exists between socialist production relationships and the growth of productive forces, but not in such an apparent way that qualitative change occurs.

Socialism is incomplete as compared with communism, since socialism is a lower stage of communism, not yet mature communism. China is currently in the primary stage of socialism, indeed immature even from the perspective of socialism. As commented upon by Mao Zedong, it is not yet ideal. Among all socialist production relationships, the ownership by the whole people is the aspect that needs most to be perfected and further developed. The same goes for socialist collective ownership. Private plots for commune members and family sideline businesses are allowed in a socialist collective economy, reflecting its immature aspects. In the present stage of developing agricultural productive forces, collective ownership and the growth of productive forces are still in correspondence with each other. Since commune members are allowed to operate their private plots and family sidelines, farmers’ working hours can be fully used to meet their own individual needs while still actively being involved in collective production. This shows that private plots and family sidelines play a role that cannot be replaced by the collective economy in agricultural production. Although there is a “contradiction” between a collective economy and having private plots as well as family sidelines, the two are still in “correspondence” with each other. Undoubtedly, the private economy!'? cannot be retained forever and will eventually be replaced by a collective economy when the collective economy is sufficiently developed. Likewise, the collective economy currently has great vitality and plays a significant role in promoting the growth of agricultural productive forces, but it will be transformed to the economic sector called “under the ownership by the whole people,” as it will impede the further growth of the productive forces when mechanization and modernization of agriculture is completed.

If contradiction is set against correspondence, we are in danger of committing two mistakes. One is to admit the contradiction between socialist production relations and growth of productive forces but refuse to acknowledge the correspondence between them. Failure to understand this explains why some people were taken in when the Gang of Four was launching campaigns that included such reactionary propaganda. The other is to recognize the correspondence but fail to see the contradiction, which in effect 1s to repeat the mistake committed by Stalin. When criticizing such mistakes, Comrade Mao Zedong said, “For a long time, Stalin denied that contradictions between the relations of production and the productive forces and between the superstructure and the economic base exist under a socialist system. Not until the year before his death, when he wrote Economic Problems of Socialism in the USSR, did Stalin hesitantly mention the contradiction between the relations of production and the productive forces under the socialist system and admit that incorrect policies and improper

As early as 1937, in his work On Contradiction, Comrade Mao Zedong analyzed the two states of movement in contradiction, saying “There are two states of motion in all things, that of relative rest and that of conspicuous change. Both are caused by the struggle between the two contradictory elements contained in a thing.”*! This is true of the contradiction between socialist relations of production and productive forces. When two contradictory factors are still in a state of mutual compatibility, and in a relatively static state, we should consolidate such relations of production; otherwise, we should reform them. We should first reform some of the relations of production (i.e., partial qualitative change) and then ali of them (1.e., wholesale qualitative change), so that juxtaposition of two forms of socialist public ownership will evolve to the single form of ownership by the whole people. The lower stage of communism will then evolve to the higher stage of communism. Such evolution requires a long process and involves a number of stages. Denial of contradictions or simplification of the process will result in serious mistakes in theory and practice.

Since the contradiction between production relations and the forces of production, and that between superstructure and economic base are the fundamental contradictions of socialist society, we should focus on them when studying the socialist section of political economy. Political economy aims to research the laws underlying the relations of production, by taking into consideration the movement of contradictions, those between the relations of production and productive forces as well as those between the superstructure and economic base.

Third, J attempt to research socialist relations of production as a process of development. Any socioeconomic formation will undergo a process of development. Political economy aims to research this process. Since socialism is the lower stage of communism instead of an independent socioeconomic formation, it needs more research. Mechanically interpreting Mao Zedong’s remark that “socialist society requires a substantially long historical period,” some comrades attempt to study socialist society in isolation from the context of capitalism and communism, and they therefore regard socialism as unchanging. The historical period ofasocialist society can never be truly understood in this way. The notion that “socialism isan independent social formation” ismiles away from the whole point of Marxism.

The development ofthe natural world and the development of human society are both a process of the new replacing the old. The old contains elements ofthe new, while the new always retains in its embryonic stage some vestiges ofthe old. Marx once pointed out that since socialist society was born out of capitalist society, it necessarily retains some traditions or traces of capitalist society.

Given that a socialist society in China was established on the basis of a semicolonial and semi-feudal society, it retains some features of capitalism, feudalism, and a small-scale commodity economy. The development of socialist relations of production is also the process of agradual withering away of these historic traces. In the same way, the new democratic revolution in China was already pregnant with the seeds of socialism. The current collective economy in China not only retains some features of an individual economy but is conceiving within itself the seeds of ownership by the whole people as well. China’s distribution system in its collective economy still retains such features as “differential land rent” inherited from the old society. In those economic sectors that practice ownership by the whole people, it also shows characteristics of “distribution according to need,” on top ofthe basis of “distribution according to labor,” as collective welfare undertakings prospered gradually with the growth ofproductive forces. Research into “pure” socialism without old traces and new seeds is not in line with dialectics or with what could be called the “metabolism” of development. Such research 1s very likely to stray from reality and fall into the sphere of metaphysics.

Only via socialism can human society eventually bring communism into existence. Several sub-stages are needed in this long process, requiring perhaps several hundred years, such as the transition from capitalism to socialism and the transition from socialism to communism. Each stage will undergo several shorter periods, such as a transition from individual ownership to collective ownership and then to ownership by the whole people, and eventually a transition from socialist ownership by the whole people to communist ownership by the whole people. These transitions will be completed through incessant quantitative change and a number of partial qualitative changes. Qualitative change will never occur without quantitative change. The fundamental transition from capitalism to communism is also impossible without partial qualitative changes.

Partial qualitative changes in the long process of development do not mean that there is no relatively stable period between two changes. In the initial period of building a socialist society in China, Mao Zedong clearly pointed out, “The new social system has only just been established and requires time for consolidation. We must not assume that the new system can be completely consolidated the moment it is established. That is impossible. It has to be consolidated step by step.”*? Currently, as Mao said, “Our basic task has changed from unfettering the productive forces to protecting and expanding them in the context of the new relations of production.” The Gang of Four talked nonsense when its members asserted that the growth of productive forces cannot be separated from a revolution in the relations of production. They wrongly advocated incessant and unconditional revolution of socialist relations of production, which went entirely against Marxism.

Consolidation of socialist relations of production in the present stage, which includes agricultural collective ownership, does not mean that the process is sound and complete. On the contrary, it still has many weaknesses. The poorer the productive forces are, the more weaknesses they exhibit. Some incomplete aspects should be preserved, as they are in correspondence with the growth of productive

Resolution on Several Issues of the People’s Communes adopted by the Sixth Plenary Session of the Eighth CPC Central Committee in 1958 concludes, “As advocates of Marxist-Leninist permanent revolution, we don’t think an unbridgeable gap exists between democratic revolution and socialist revolution or between socialism and communism. Also, as advocates of Marxist-Leninist development of revolutionary stages, we assert that different stages of development reflect qualitative change, and should not be mixed up with one another.” This is a correct approach to studying socialist economic issues. We should understand that “socialist society” is a transitional period and that the period will take a long time. Countless quantitative changes must be accumulated to trigger a qualitative change, and numerous partial qualitative changes must contribute to the fundamental one. Only in this way can the great cause of communism eventually be realized.

I'd like to extend my thanks to the Organization Department of the Communist Party of China for providing me with the time and conditions to focus on finishing this book. What has already been printed is merely an initial draft. | appreciate comments and suggestions from people involved in theoretical study and practical economic work, so that I can further revise it.

I acknowledge the help of comrades Su Xing, He Jianzhang, Yu Xueben and Wu Kaitai, who were involved in discussions about and revisions of this book, as well as comrades Xu He and Wu Shuqing who participated in discussions about the previous draft and who wrote some chapters.

Postscript to the 1979 edition

After eight months of intense work, this book was finally completed. Thanks to the valuable opinions of many comrades, I then made more revisions. Some places may therefore not flow smoothly, despite my best attempts. In addition, some opinions were excellent but were not incorporated into the book, as doing that might take too much time. I originally planned to spend one or two more months editing this book but decided to deliver it in a hurry, due to its possible importance in the context of nationwide discussions about adjustment, reform, rectification and improvement ofthe national economy.

discussion of the principle “practice is the sole criterion for testing truth” was launched, many theoretical issues have been put forward and are currently under discussion. Second, consensus has not yet been reached among comrades engaged in economic work on many issues, such as “adjustment” of the national economy and reform of the economic management system. The second opinion has urged that the book be published soon. This opinion holds that discussions on theory and practice will take a long time, and we will not be completing reforms in one or two years. If we wait for results of the discussion, the book might be of little value, somewhat like rain after the harvest. Despite mistakes that may exist in some aspects of this book, it is perhaps of use in practical work. After consideration, I decided to agree with the second opinion. Theory derives from practice and can never be mature, as practice never ends. On the other hand, since theory is meant to guide practice, it should also precede practice and incessantly redress its mistakes through the trials of practice. That is why I wrote this book,

I have received almost 100 letters responding to my request for opinions on the book. Most people felt that the book represents a new approach since it integrates theory with practice and probes the laws underlying Chinese socialist economic development by summarizing experiences from practice. But the book also is deficient in some areas. Some summaries of experience are not enhanced or drawn out to a theoretical level, and many ideas may fail to pass the test of practice due to being immature or incomplete. The whole structure of the book is incomplete, and has many redundancies. | am flattered by the positive comments and | regret the weaknesses. They are due to poor theoretical achievements, and insufficient practical experience, particularly with respect to many specific businesses. Time did not allow me to do another revision, and the deficiencies noted above may not be addressed properly even with further revision. Consequently, as mentioned in the foreword, this initial draft is intended to call forth opinions from readers in order to address mistakes and make improvements.

I am indebted to the following comrades who put forward valuable opinions for this book: Song Shaowen, Li Kebai, Ma Bin, Ji Chongwei, Kang Yonghe, Liu Zijiu, Xie Ming, Liao Jili, Ji Long, Wang Gengjin, Yu Xiaogu, Qi Guang, Yue Wei, Zhou Yuanchun, Yang Peixin, Liu Suinian, Zhuang Qidong, Liu Zhongyi, Chen Yingzhong, Hao Chengming, Yu Min, Zhong Zhaoxiu, Fang Yuan, and Li Zizhi, among others, who are engaged in economic work, and Hu Sheng, Wu Jiang, Gong Shiqi, Wu Zhengkun, Xie Xiaonai, Luo Gengmo, Qi Qisheng, Xu Xuehan, Liu Guoguang, Guan Mengjue, Li Zhengzhong, Wu Dakun, Jiang Xuemo, Yong Wenyuan, Gu Shutang, Zhuo Jiong, Zuo Mu, Sun Qimeng, Zhang Youren, Liu Fangcheng, Liu Guangdi, Zhou Shulian, He Fang, Wang Haibo, Gu Ming, Wu Jinlian, Liu Shibai, Zhang Zhizheng, Zeng Qixian, Wu Peijun,Wu Dingcheng, Rong Jingbeng, Liu Dun, and He Liancheng, etc., who are involved in theoretical economics. Some comrades read the book carefully and made comments on each chapter; other opinions were brief but carried profound import, which inspired me a lot. I thank them all.

September 15, 1979

Epilogue to the 1982 edition

As | mentioned in the Foreword, this book can only be regarded as an “initial draft,” since, “Some summaries of experience are not enhanced or drawn out to a theoretical level, and many ideas may fail to pass the test of practice due to being immature or incomplete.” This was not false modesty but actually true. For one thing, my knowledge is quite limited and, for another, theory derives from practice and can never be complete, since practice never ends.

The theory and practice of Chinese socialist development has enjoyed rapid development after order was restored by the convening of the Third Plenary Session of the Eleventh CPC Central Committee in 1978. To facilitate such development, last September I collected some articles and reports for a book entitled Several [ssues on Current Economy in China, as a supplement to this book. | did this one year after the publication of China's Socialist Economy. The latter compilation improves upon this book and ts different in many respects. Academic reports that [ delivered after preparing this anthology (currently under compilation for publication) have also made headway in certain areas, for they mirror the progress in my understanding of our socialist economy as a result of recent political and economic developments. These were highlighted by the convening of the Sixth Plenary Session of the Eleventh CPC Central Committee, an event with far-reaching significance, and by the adoption of the Resolution on a Number of Historical Issues of the CPC since the founding of the People's Republic of China (PRC). The resolution summarizes the experience of the CPC’s 60-year history in a comprehensive manner. It confirms the proper way to develop a powerful modernized socialist country, as appropriate to national conditions, and further clarifies the direction of the socialist cause in China and the work of the CPC. Evaluating this book from the spirit of the Resolution, although the basic direction is correct, it deals inadequately with the long-lasting traces of “Leftist deviation” in our party. The book even retains Leftist traces in some instances. The dialectical relationship between socialist relations of production and productive forces is not clearly expressed, for example, and some parts of the book even emphasize creating conditions for the transition from socialism to communism. This shows that liberating people’s minds requires passing through a long and painful process.

at home and abroad, such as whether labor is partly owned bylaborers themselves or by the State, and whether RMB can represent or be a substitution for gold. With regard to these issues, I insist on my previous opinions and will continue to discuss them with colleagues in academic circles. What I would like to add here are several theoretical and policy issues that relate to the current rebuilding ofthe economy in general, and to economic adjustment and reform in particular.

Concrete forms of socialist relations of production

Resolution on a Number of Historical Issues of CPC since Founding of People’s Republic of China points out: “Socialist relations of production are not limited to a fixed set of patterns. Our task is to create specific patterns of socialist relations of production for each stage of socialism, that are in correspondence with and continue to facilitate the growth of productive forces.” This scientific conclusion about the pattern of socialist relations of production is based on summarizing both positive and negative experiences and lessons from practical economic development since 1949.

More than 100 years ago, Marx and Engels pointed out that in the initial stages of communism, namely the stage of socialism, the ownership of the means of production will be “by the whole society.” This prediction was just a general trend, however. The masters did not intend to provide specifics. The great October Socialist Revolution broke out in Russia that was characterized by extensive economies of small-scale production, showing that socialism is not necessarily established on the basis of unified ownership by the whole society. Instead, a coexistence of two forms of ownership, “by the whole people,” and “collective ownership,” is applicable to a socialist society. Stalin’s analysis of socialist ownership is a contribution to Marxism-Leninism but his treatment of methods of operating the two types of ownership was too simple. He emphasized the role of a Plan but ignored the role of the laws of value and of the market, for the economic sector called “ownership by the whole people.” Under his guidance, a set of operational methods came into existence that featured over-centralization by the State and economic management primarily through administrative measures. Furthermore, these methods were declared to be the only feasible mode for an economy that featured ownership by the whole people, while other operational methods were dismissed. Agricultural collective ownership system was also only allowed to follow the one pattern adopted in bylaws of agricultural labor organizations, while imbalances in economic development and inflexibility in operational modes were ignored.

productive forces is typically unbalanced in the initial stages of socialism in most

Development of productive forces in China is currently multi-tiered, as evidenced by the coexistence of different stages in production: fairly mechanized large-scale production, semi-mechanized production in the 1940s and 1950s, semi-mechanized and semi-manual production, a substantial amount of smallscale totally manual production, and even primitive slash-and-burn methods of production that existed in ancient times. Great discrepancies also exist among different regions, as exemplified by the huge differences in production levels between places likeShanghai and Guangzhou, and places likeQinghai and Tibet. Rural areas are vastly different from urban areas. A natural-resources economy dominates the former, and a commodity economy characterizes the latter. Only a few cities have fairly advanced large-scale socialized production, such as Beijing, Tianjin, and Shanghai, while in most cities the level of socialization of production remains low. Even inagiven city, the level of productive forces varies for different sectors and industries. Since productive forces are so multi-tiered in their degree of development, more than one form of ownership, not just public ownership, should beadopted for developing our socialist economy.

In China, socialist public ownership of the means of production is the mainstream; a State-owned economy together with a collective economy is the fundamental economic form. Other than that, our society still cannot be regarded as a socialist society in the strictest sense. Under conditions of guaranteeing the deminant status of public ownership, a small number of other forms of ownership should now also be allowed according to the actual conditions of China, forms such as an “individual economy.” China has many trades that engage in manual labor or are primarily conducted through manual labor. Some of these can be better run in a collective way, but not others. Examples are repair services and retailing businesses. These are suitable for decentralized operations since individual operations are more flexible and convenient to consumers. This type of individual economic sector with a limited number of workers is a necessary supplement to the public economy.

In addition, to ramp up development of our socialist economy, it is necessary for us to allow foreigners to invest in joint ventures, and to allow overseas Chinese to invest in and cooperate with China. It is also likely that some new forms of transitional ownership will arise from this, such as joint-stock corporations. In brief, it is impossible to establish one single socialist public ownership in China, owing to the country’s large size, backward economy, and unbalanced development. Instead, we have to have a base ofsocialist public ownership, and allow the existence of other forms ofownership in a small portion ofthe economy. Given that China’s socialist public ownership is already fairly solid, the existence of semi-socialist or non-socialist economic sectors will by no means shake the dominant status of our socialist economy or influence the socialist nature of our entire economy. Currently, the only way forward for socialist development in China is through the powerful leadership of a socialist State-owned economy, supported by a very substantial socialist collective economy, and supplemented by a few economic sectors that use other forms of ownership. This lineup is in correspondence with thegrowth of productive forces.

The operations of our socialist public economy should also be flexible and diverse. Operation of the economic sector that is owned “by the whole people” may vary in different sectors and enterprises. For instance, some enterprises may conduct operations according to the tasks assigned by the State Plan, others primarily in light of market demands. Some may be operated with enterprises as the unit; some may develop associations with companies operating as the unit, some may engage in cross-provincial and cross-regional association, some may also be operated through joint associations of collective units, and so on. In the past two years, we have experimented with various forms of a responsibility system to eliminate severe defects of the system that gives sole responsibility to the State and that requires extreme egalitarianism. On the one hand, we should properly handle the relationship between enterprises and the State, to address indiscriminate treatment ofthose enterprises that are well-operated and those that are not. On the other hand, we should appropriately handle the relationship between enterprises and their employees, by enforcing the principle of distribution according to work, to eliminate indiscriminate treatment of employees with good and poor performance. Facts have proven that the establishment of asystem that allocates responsibility for profit and loss, and the removal of a system that makes the State solely responsible, can better mobilize the enthusiasm of enterprises and employees for production, and can improve operations, management, and economic efficiencies. Various forms of “responsibility system” rather than one single indiscriminate one should be adopted, however, to prevent human constraints on the objective needs of development.

The collective economy should, in particular, be operated in diverse ways. Take the rural collective economy as an example. The operational scale of different units may vary, such that the basic unit used in accounting cannot follow the same pattern. In each production team, production responsibility systems should be adopted according to local conditions. In recent years, a rural production responsibility system has made rapid progress by using such methods as quota management, sub-contracting, output quotas for each production team, output quotas for each household, work-contracted households, unified operations, linking remuneration to work, special contracting, linking remuneration to output, and so on. Such practices have been well received by farmers, as they adapted to different trades and various levels of productive forces, and brought about dramatic increases in production. These significant reforms refute such Leftist measures as the extreme egalitarianism that was rampant in China for many years. The reforms in operating and managing the socialist collective economy also represent a succession and development of such effective practices as “three contractings and one rewarding,” which was adopted in the cooperative transformation of agriculture. This book touches only tangentially on the responsibility system of agricultural production. My treatment can be attributed to the situation at the time, as well as my limited understanding about such a system

A long time ago, we transformed the ownership of the means of production from production team to production brigade, and then to commune. We regarded this transition as the only way to develop agriculture to a higher stage of socialism. It appears now that this method merits reconsideration. Individual households featuring “small but all-inclusive” are not suitable for professionalization and collaboration. Although production teams, brigades, and communes have broken the restrictions of individual farming households, and developed division of labor and collaboration to a degree, and although they are “large and all-inclusive,” they too are limited in the extent to which they can foster professionalism and collaboration. In the future, with the development ofdiversified businesses, some businesses will be separated from production brigades and communes for professionalized operations. Some will be operated through collaboration among joint households, some through collaboration between collective and commune members, or through joint operations between production teams or communes. Some may be operated through collaboration between communes and enterprises run by production teams, as well as State-run enterprises. The dividing lines between production teams and communes as well as ownership by the whole people and collective ownership will end up being eliminated. The producing and exchange of commodities in rural areas will see further development, given the basic principle of promoting professionalism and collaboration. This will progressively give rise to large-scale socialized production. As for the rural collective economy, some collectives may transition from small to large, while others may not. This book emphasizes the former way but discusses little in the way of new forms ofcollaboration.

Does it go against Marxist-Leninist theories with regard to scientific socialism to allow the existence of asmall number of economic sectors that operate through other forms of ownership? Absolutely not. According to dialectical materialism and historical materialism, all things in the development process contain traces of the old and seeds of the new. Since the time of primitive society, never has a “pure” social formation existed in history. Slave society still had a large number of freemen; feudal society had yeomen who tilled their own land; and small producers exist even in highly developed capitalist societies, and can still be seen today. People do not reject capitalist society simply because it is “impure.” So why must socialist society be totally “pure?” Adherence to Marxism—Leninism and Mao Zedong Thought calls for abiding by the dialectical materialism and historical materialism. We must create specific forms of socialist relations of production, with Chinese characteristics, through respecting specific national conditions and abiding by the principle of seeking truth from facts.

Planned economy and market regulation

China is a socialist country, dominated by socialist public ownership of the means of production. Since the State and collective enterprises possess most of the means of production, it is possible and necessary to carry out planned management ofthe national economy in line with the objective requirements of socialized production. It is possible to shake off an anarchic state of production and ensure planned and proportionate development. This is one basic way in which our socialist economy differs from capitalist economies.

Some economists call a socialist economy a “planned economy” and a capitalist economy a “market economy.” This reflects to some extent the distinction between the two social systems but cannot be taken as absolute. The market economy in capitalist countries is also subject to State intervention and planning, at certain times and on certain occasions, while the planned economy in socialist countries does not exclude the market. Instead, it must give full play to the role of the market under the guidance of the State’s plans.

In the past two years, such phrases as “integrating Plan regulation with market regulation” were often used in studying how to reform the management systems of our national economy. | also sometimes turn to such phrases, since more appropriate concepts have not yet become available to reflect some economic processes. It appears now that such phrases and the terms they use are not very precise. A more accurate way of putting this is still as Chen Yun phrased it in the past: “Planned production is the mainstay of industrial and agricultural production, but free production, production that responds to market changes and 1s within the scope approved by the State’s plans, is a supplement to planned production.” We should not mechanically put planned management in opposition to adjustments by the market. Apart from a small number ofespecially significant products made directly according to plans, most products may be listed into indirect plans and such economic means as prices, tax rates, and credits may be used as levers to ensure smooth implementation of the State’s plans. Since a large number of small commodities cannot all be incorporated in the State’s plans, they should be produced according to market demand. Even those products incorporated into plans should be produced by conforming to the laws of value, and should be regulated by market demand, so that a divergence between the State’s plans and market demands can be avoided.

Planned management calls for correctly handling the relationship between building the nation and the demands of people’s well-being, as well as coordination of the proportions among and within various sectors. China’s experience in 30 years of economic development has shown that the State’s plans should take into consideration not only the scale of economic growth but also the growth of

Next, the State’s plan should pay special attention to the rational allocation of capital investment among various sectors of the national economy, to ensure proportionate and coordinated growth among and within these sectors. Most investment in capital construction should be subject to the State’s centralized management. The sum total of banks’ loans for economic development should also be subject to the control of the State’s plans, which will designate the purposes and uses ofthe loans.

Allocation of investment cannot highlight heavy industry alone, while ignoring other sectors. We developed heavy industry in a lopsided manner for too long, short-changing such sectors as agriculture, light industry, communications and transportation, as well as commerce and the service industries. Within heavy industry, allocations were also imbalanced as exemplified by the retarded development of energy. That caused severe imbalances among various economic sectors. Learning from that lesson, we should focus on developing agriculture, light industry, energy, communications, and construction materials as well as commerce and service industries, so that a proper balance suitable for China’s national conditions can be restored or established as soon as possible.

Enforcement of stringent yet practical planned management in the macroeconomy is meant to prevent disruptions of the national economy. The authority of enterprises to conduct independent operations may be enlarged under such circumstances, and market regulation may be used as a lever to supplement planned management, or to redress specific mistakes. As small- and medium-sized enterprises with a complex mix of products are more closely linked to their markets, in particular, they should be given more rights of independent operation. They should be subjected more to indirect plans, in order to give more leeway to the role of market regulation. The experience ofthe past two years has taught us that promoting distribution is the way to enhance the role of market regulation. Measures todo this include:

First, alter the system of centralized procurement and centralized marketing of a substantial number of products. Except for a few significant commodities that are in short supply, such as grain, cloth, complete sets of machinery and industrial raw materials, commercial departments should formulate plans to procure general commodities according to market demands. Factories should formulate production plans based on procurement plans and market demands. Within the scope provided by the State, factories may conduct transactions directly with retail shops for their local sales of small items, rather than working through wholesale agencies. They may also set up their own shops to sell some products. When procuring products in selective arrangements, commercial departments may refuse products that are poorly received in the market, and factories may sell on their own the products they have produced that were not procured by commercial departments. Experience has shown that such practices are conducive to addressing the problem of under supply of some products and over supply ofothers and they are hence instrumental in assuring the prosperity and development of a socialist economy. The means of production or product inputs were formerly allocated according to Plan, rather than traded in the market. Transaction markets for exchange of the means of production have been set up currently in some cities, where general products can be freely traded, except those that are centrally allocated. Coupons may be issued to buy certain undersupplied products at any time. Unsold inventories in many factories’ warehouses can be sold in these markets, relieving the shortage of many products. Since we lack much experience in market regulation of the means of production, and since few transaction markets currently exist, we should carefully review all experience in order to open up more appropriate channels.

Second, widen distribution channels and streamline the distribution process. Socialist State-owned commerce should take the leading position in the market, instead of taking a monopoly position. A large number of retail businesses that are operated under collective ownership and a small number of those operated under individual ownership should be allowed to compete with State-owned commerce on the basis of “mutual competition,” for without so doing we will not be able to change the practices of “official commerce” (conducted by officials who have the power of their authority behind them). Socialist wholesale commerce should also be reformed and wholesale markets should be established in various places according to principles of economy and rationality, so as to streamline distribution processes, remove administrative barriers, and reinvigorate the economy. More than a year ago, I told directors of industrial and commercial administrations at a conference that long-distance trade and marketing of products may in the future not be forbidden. Rather, we should encourage communes and production teams to collect mountain-raised or local specialty products and sell them to supply and marketing cooperatives, or market them by themselves. Since speculation is likely to arise in such a process, market management should be reinforced. Market management aims to protect legitimate transactions, in order

Third, upon stabilization of prices, measures must be taken, in progressive and appropriate fashion, to loosen controls over prices. Specific provisions must be researched and formulated, to give competent local departments certain authority to adjust prices and to procure “extra-produced” materials at negotiated prices. Appropriate seasonal variations in price should be applied to many commodities. Regional variations in price can also be used to encourage exchange of needed products among regions. Price differentials for products of different qualities should be increased, in order to facilitate competition among different factories. The price of under-supplied products may be increased slightly while the price of over-supplied products may be lowered. Higher prices can be applied to trial sales of new products, while overstocked products may be disposed of at slashed prices. Disposing of overstocked items should be made into a system and incorporated into enterprises’ own financial plans, without applying for subsidies from fiscal departments, so as to prevent overstocked inventories from going from bad to worse. In brief, in the interests of economic stabilization, China’s former system of managing prices should be reformed in a stepwise fashion through comprehensive mechanisms. Enhancing regulation of the economy through market mechanisms calls for the adoption of many other measures, such as adjustment of tax rates, bank credit, and so on. All these measures should be created out of practical experience and | am simply putting forward some primary assumptions here. |am not putting forth dictates to be carried out in a complete manner.

A system incorporating a planned economy supplemented by the regulating functions of the market is suitable for China’s specific national conditions. It is different from an economic system that features both a high degree of centralization by the State and administrative measures, and it also differs from one that emphasizes the governing elements of amarket while ignoring planned management. Such a system will be the goal of our future systems reform.

Adjustment and reform

The guideline of“adjustment, reform, rectification and promotion” with respect to the national economy, that was put forward in the CPC Central Committee’s working conference convened in April 1979, aimed to rectify, in resolute fashion, the mistakes committed in the previous two years and to redress, in conscientious fashion, the longstanding Leftist errors that still existed in this respect. “Adjustment” outweighs the other three components in our current economic work.

“Adjustment” calls for progressive rationalization of the proportions between accumulation and consumption, as well as the relative weightings or proportions among such economic sectors as agriculture, light industry and heavy industry. To that end, investment in capital construction must be downsized. This is hard for some people to understand. Some foreign friends in particular regard the dramatic decrease of such investment as short-sighted. Some regard China’s strict control of nationwide economic development projects as an indication of the failure ofits reform of economic management systems. They see it as a restoration of a high degree of centralization and as a denial ofmarket regulation. These doubts can be attributed primarily to their inability to understand China’s economic system and structure, given the fact that our economic challenges are different from those of capitalist countries.

Right now, both China and capitalist countries are facing economic problems, but the nature of the problems is different. Capitalist countries face a surplus of production and a shrinking in affordable demand, calling for adoption of such policies as inflation to encourage investment and delay the outbreak of economic crisis. China’s problems include over-investment in economic development, undue increase of purchasing power in the general population, and a demand that now surpasses the ability of supply to meet that demand. We see a failure to meet the need for most means of production, particularly for consumer products, and we see an undue rise in demand which we believe should be controlled. In the last two years, we have downsized investment in economic development and meanwhile improved people’s lives through increasing wages as well as lifting the procurement prices of agricultural products. Such actions were correct. However, investment in capital construction was not downsized, on the one hand due to our failure to redress Left-deviation thinking that was prevalent in over two decades of economic work. (Such thinking included attempting high-speed growth that exceeded objective capacities and requiring high accumulation.) On the other hand, we also did not fulfill the original target for improving people’s lives. People’s living standards improved at a snail’s pace, and there was a gap between the growth of purchasing power and the supply of commodities. With rapid product development and a tangible improvement in people’s lives in the past two years, however, huge deficits were brought upon our national finances, resulting in price hikes due to inflation. The primary way to overcome economic problems in China right now, therefore, is to eliminate fiscal deficits insofar as possible, curb inflation, and stabilize prices. Of course, the significance of what we are terming “economic adjustment” is not limited to this. In the long run, we shall continue to adjust the weightings or relative proportions among various sectors of the national economy, rectify and restructure hundreds of thousands ofenterprises that have already been established, and carry out technological improvements to enhance economic returns. A fairly reasonable economic structure will take shape in China through economic adjustment, so that the whoie national economy will advance along the right road of socialist modernization, a road specifically suitable for China’s national conditions.

I did some initial thinking about the relationship between “adjustment” and “reform” inthis book. The two should complement each other but, insome respects, contradict each other as well. “Generally speaking, adjustment should precede

In the long run, adjustment and reform not only have the same goal but also depend on each other. For instance, certain systems cannot be retained as they were, even if we do not carry out thorough reform. These include unified collection and allocation of funds, extreme egalitarianism, and the divisions among and buck-passing of different regions and sectors. If we do not adjust these, enterprises and employees will not be motivated to produce, waste of resources will not be reduced, and economic results will not be enhanced. Certain systems cannot be reformed immediately since we must avoid chaotic pricing and dramatic unemployment, but they will surely be reformed in the future. These include the unreasonable pricing and compensation systems for labor. According to existing price policies, the most over-supplied products are expensive and garner huge profits while undersupplied products are cheap, with small profits or even losses. This is not conducive to any reasonable restructuring of industries and products, or to balanced development of the national economy. Failure to reform the labor system is not only adverse to employment but also bad for improving the management of enterprises, bad for productivity, and detrimental to economic results. After the prerequisite of clarifying priorities for relevant issues, adjustment should be integrated with reform. The two should be cooperative and complementary. Upon achieving “adjustment,” we should progressively extend partial reform to overall reform. I have written several articles on adjustment and reform, and will not talk more about it here, since some new phenomena and issues call for further research as our practice proceeds.

1 would like to take this opportunity to extend my thanks to comrades and friends who made comments on this book and put forth valuable ideas following its publication. | also want to apologize to many readers whose letters I could not respond to due to lack of time.

Preface to the 1983 revised edition

More than three years have passed since the initial publication of this book. Many of its views now seem rather outdated, given the rapid economic growth and political developments. The new phenomena, issues, views and policies are thanks to the guideline that was outlined in the Third Plenary Session of the Eleventh CPC Central Committee, namely, “freeing our minds, seeking truth from facts, and proceeding according to China’s national conditions,” as well as to the ensuing Campaign of Restoring Order and Rectification.

I planned to revise this book in the summer of 1980 but later dropped the idea — the basic direction of the book is correct since it was finalized after the Third Plenary Session of the Eleventh CPC Central Committee, and since some specific aspects are still under development. | again considered a revision in the summer of 1981, but decided not to do so for the same reason. | simply wrote a postscript to the book according to the guideline entitled “Resolution on a Number of Historical Issues of the CPC since the Founding of the People’s Republic of China,” in order to point out some defects of the book for readers’ reference. The Twelfth National Congress of the CPC, convened last year, is of huge historical significance. At this Congress, Comrade Hu Yaobang delivered a report entitled “Spare No Efforts to Conduct Socialist Modernization Drive in an All-around Way.” In the subsequently convened Fifth Session of the Fifth National People’s Congress (NPC), Comrade Zhao Ziyang delivered a Report on the Sixth Five-Year Plan, further developing the guidelines and policies adopted since the Third Plenary Session of the Eleventh CPC Central Committee. To make this book better reflect the new situation over the past three years and embody the guidelines of the Twelfth CPC National Congress, this time I spent a month revising it. I believe major substantive defects have been removed. The views in the unrevised parts of the book are basically correct. To a large extent, the new phenomena, issues, views and policies arising in the past three years have been incorporated into the book. Due to time constraints, however, it is not unlikely that some defects remain. Besides, as things change all the time, new problems and phenomena emerge. Since this book is intended to integrate theory with practice, rather than merely expound theories, it unavoidably will have some weaknesses. Just to console myself, I have to say that the basic views in this book are roughly correct.

China’s economy has survived a most difficult time and embarked on a path of steady improvement, but many thorny issues remain unresolved and fundamental improvement in the economy will indeed take some time. “Adjustment” of the economy has achieved initial results, but they are fragile and call for more time

Prefaces to China’s socialist economy 63 for consolidation and further improvement. Although reform ofChina’s economic-management system has also reaped notable effects, especially in agriculture, many theoretical and practical issues remain. The reform lacks well-rounded overall planning. Given this backdrop, it is unrealistic to free this book from defects altogether. In the meantime, it is also impossible to incorporate into it all phenomena, issues, views and policies, considering its small size.

When this book is used as a textbook, therefore, teachers should supplement it with other material. Students should pay serious attention to significant documents issued by the CPC and the Central government and should widely read the works of other economists. Two collections published after the initial edition of this book also have bearings on its contents, namely, 4 Number of Issues on China's Current Economy and Adjustment and Reform of China's National Economy. These too can serve as a reference.

This revised edition is slightly longer than the original edition and repetitions have not been carefully addressed due to limited time. In order to publish this book as soon as possible, this defect has to be ignored.

Having heard that I was revising this book, Comrade Lu Dingyi wrote a letter to encourage me. | originally wrote this book under his direction when he was head of the Ministry of Propaganda under the Central Committee of the Communist Party of China. On publication, he personally reviewed it and gave his recommendations. He cared so much about my revision that he happily agreed to write a foreword when I asked him to do so, and he finished it overnight. | am indebted to his support. We will continue to research issues he put forward, so as not to let him down.

Thanks to the assistance of comrades Su Xing, Wu Kaitai and He Jianzhang, this book, in a sense, is not mine alone. I have also received many letters from readers in the three years following its initial publication, but regret that I cannot reply to all of them due to my limited energy. This revision has taken into account and incorporated the opinions put forward by readers in their letters and I would like to take this opportunity to extend my heartfelt thanks to them.

March, 1981

Epilogue to the 1986 Japanese Version

China's Socialist Economy, written in the first halfof 1979, now comes out in its first Japanese edition. At the beginning of 1983, I revised the book considerably and modified approximately one-third of its contents. | am extremely glad and grateful to Mr. Kawagoe for translating the revised edition into Japanese again. Far-reaching Chinese economic reforms have drawn the close attention of people worldwide, and the Japanese people in particular. I will feel honored if the Japanese version can help Japanese friends further understand China’s economic development and reform.

Upon basic completion of “adjustment” of the national economy in 1984, and the huge success of rural economic reforms, conditions were favorable for ramping up reform of the wholeeconomic system. Citiesbecame the priority. The CPC Central Committee's Decisions on Economic Reform (“the Decisions”) was adopted at the Third Plenary Session of theTwelfth CPC Central Committee in October 1984, and put forth the task of extending reforms to the whole economic system, with cities as thefocus. The Decisions provided thedirection, nature, and fundamental policies forthereforms. In a significant theoretical breakthrough, theDecisions clearly state that China’s socialist economy is a planned commodity economy based on the foundation of a system of public ownership, but that various economic forms and modes of operation should be enthusiastically developed, and that a planned-management system that fully adheres tothe laws of “value” should be established in order tovigorously develop a socialist commodity economy. A series of significant measures for economic reform adopted after the Third Plenary Session of the Twelfth CPC Central Committee fostered new changes in the structure of ownership. These brought about relatively great advances in price reform and helped transform the macro-management system into one that should focus on indirect controls through the application of economic policy measures. The path of economic reform is never straightforward, however, and obstacles will always appear. At the end of 1984, the loss of control over credit and over consumption funds led to the “super-fast” growth of industrial production in 1985, which gave rise to new uncertainties about economic development. Given that economic reform calls fora “loose” or permissive environment, “super-fast” economic growth is not conducive to its smooth implementation. Both economic development and economic reforms were therefore temporarily slowed down in order to create conditions for further reform in 1987. These experiences, well summarized inthe CPC Central Committee's Proposal on Formulation ofthe Seventh Five-Year Plan for National Economy and Social Development in September 1985 and inthe Report on the Seventh Five-Year Plan adopted inthe Fourth Session of the Sixth NPC convened in March 1986, will now guide us to improve economic development and reform in the seventh Five-Year Plan period.

Given that we now have over three years of experience in economic development, some aspects of my revised book have lagged behind practice, although its basic views are still correct. On the occasion of the publication of this Japanese version of the revised book, | feel it necessary to write another postscript, as a way to explain certain things and make additional remarks on several primary issues.

Development and change of public ownership of the means of production

When writing the postscript to the original edition in 1981, and revising this book in January 1983, | corrected some of my previous ideas. | pointed out that public ownership cannot be adopted indiscriminately in the initial stage of China’s socialist society. Although the public economy is the mainstay and a State-owned

The specific form of ownership called “ownership by the whole people,” which takes the form of ownership by the State, was not uniform before economic reforms. Some enterprises characterized by such ownership were run by “local” governments, which actually was a kind of public ownership within a local sphere, whether that was a province, city or county. In the reforms of recent years, the specific ownership form called a “State-owned economy” has undergone changes. In the past, State-owned enterprises (SOEs), including those under local governments, conducted their operations and produced goods according to mandatory directives to Plans. “Governments” at various levels took sole responsibility for their profits and losses. Whether or not enterprises made or lost money was nothing to them, for they would still be taken care of and allowed to “eat from the same big pot.” We tend to call State-owned enterprises State-managed enterprises and to think of the mandatory nature of their role as the key difference with collective economies. However, this system already is not appropriate to the needs of developing China’s productive capacity. SOEs that are predominantly in the retail and service sectors comprise a large number of quite small enterprises characterized by modest funding, few employees, and small-scale and scattered operations. Obviously, it is inappropriate for government to take sole responsibility for their profits and losses, and it is inappropriate for them to conduct their operations according to directive Plans. As a pilot program, these small SOEs have been contracted by or leased to their employees in the past two years, who then become solely responsible for their operations, as well as profits and losses, after they hand over to the government a pre-established level of profits and “rental fees.” These pilot measures have generated excellent economic results. Once these measures were implemented, the organizations were no different from collective enterprises with the exception that their original funds derived from State ownership. Small SOEs that have been leased to their employees will now increase retained earnings on their own, through future growth, and some are likely to be transferred over to employees, ending up becoming part of the collective economy.

enterprises from the authority to operate them, to make them relatively independent commodity producers and operators that take on sole responsibility for their own profits and losses. We are carrying out reforms that move progressively towards this goal. When the reforms are complete, most significant differences in the mode of operating SOEs and collective enterprises will disappear.

The specific forms of China’s “collective economy” are more complex. In cities, this economic sector includes, first of all, the so-called “large collectives.” These were once cooperative factories, made by the merging of many small privately-run factories, handicraft cooperatives and small factories set up by goy-ernmental bodies after socialist reconstruction. The cooperative factories were originally managed by General Administration of Handicraft Cooperatives, then by the No. 2 Bureau of Light Industry. Eventually, the General Administration of Handicraft Cooperatives resumed control. Over 20 years, these cooperative factories have grown from handicraft enterprises into mechanized factories. Their profits are partially retained by themselves, but most are handed over to the No. 2 Bureau ofLight Industry, for use as general overhead rather than being distributed as bonuses. These funds are earmarked for expanding and reconstructing existing factories or establishing new factories as planned by the Bureau. The measures employed by the bureau in managing cooperative factories are not substantially different from those employed by the State in managing SOEs. Thus these factories, often called “large enterprises of collective ownership or small enterprises of ownership by the whole people,” in effect have some features typical of local SOEs. “Large enterprises of collective ownership” have been growing faster than SOEs for many years, because they have been producing products to meet market demands. They can also control a larger percentage of post-tax profits. The authority of these enterprises to operate independently should be expanded in order to further increase their vitality. Their retained earnings should be increased as appropriate, and their distribution systems should be improved to allow them progressively to take on sole responsibility for profits and losses.

In cities, the past 20 years have also seen the emergence of what are called “small enterprises of collective ownership.” In the 1950s, a number of handicraft cooperatives and cooperative shops sprang up that are now all gone due to being “merged” and “upgraded.” Small collective enterprises set up by residents in the same neighborhoods in the 1970s took sole responsibility for their profits and losses and basically maintained the features of collective ownership. Without support from the local government, however, these small-sized enterprises will now be confronted by many obstacles that can hardly be resolved on their own. They include such things as shortage of materials, issues with respect to operating premises, workers’ welfare, and so on. Many labor service companies and production service cooperatives have therefore been set up to manage them. “Small enterprises of collective ownership” need to hand over a certain amount of what are called the “public accumulation funds” and “public welfare funds,” to address such issues as workers” insurance and welfare which can hardly be addressed by themselves. in this sense, many ofthese enterprises are not completely “independent economic units.” They bear some similarities to “large enterprises of collective ownership.”

Some of our previous concepts about “socialist public ownership” now need to be altered to various degrees, especially with regard to the economic sectors defined as “ownership by the whole people” and “ownership by collectives.” In the past, we divided “socialist public ownership” into that “by the whole people” and that “by collectives” with a well-defined boundary between the two. In reality, however, the different forms of public ownership now need to be diversified to adapt to the needs of production. Despite essential differences between the two types of public ownership, differences in how they operate are gradually being reduced. The whole picture of socialist ownership has changed significantly. It now incorporates ownership ofvarious forms and levels. All of this is conducive to the development of productive forces in China, since it is suitable to China’s national conditions and conforms to objective laws of economic development.

should be pooled by the workers and post-tax profits should be distributed among them in the form of dividends. When expanding operations, workers will reinvest in such enterprises rather than have the money come from the No 2. Bureau of Light Industry, or from township and village governments. Based on past experience, I am afraid this is regression rather than progress. In some European countries, many cooperatives are funded by their members, similar to the junior communes in China in the 1950s. Is this kind of cooperative economy superior to the multi-level economy ofsocialist public ownership, as adopted in cities and the countryside in China? My answer is negative. Funds of cooperatives are owned by their members while the economy of rural collective ownership is publicly owned. In contrast to the cooperative system, this is more conducive to the development of production. The commune-run enterprises and production-brigade-run enterprises used to be owned by their members. Township or village governments have now replaced the commune and the brigade in collecting some profits of such enterprises. This is of considerable help to rural economic development since it is conducive to expanding production and building public facilities, as well as funding cultural and educational causes and funding the collective welfare. Meanwhile, our current pricing system is unreasonable, as seen in the widening income gap between different trades in a given township or village and particularly as seen in the low income of those engaged in agriculture. If townships or villages do not subsidize agriculture by having local industry help pay for it, then agricultural production will shrink, giving rise to severe problems in the growth of the national economy. The rural economy characterized by collective ownership is also conducive to achieving common prosperity on the basis of distribution [wages, or payment] according to labor, and allowing differences in income. Cooperative enterprise is not the direction for enterprises affiliated with the No.2 Bureau of Light Industry to take, either. The current practice of having the Bureau partially take in profits of collective enterprises, in order to grow production and pay for social welfare as according to the Plan, is simple and effective, particularly as compared to distributing all profits among members of cooperatives and then pooling funds from them once again for investment. There is no good reason to cancel such practice. I’m not against establishing some cooperative enterprises in cities and in the countryside. Most “small enterprises of collective ownership” are cooperatives and the enterprises of public ownership in countryside may also incorporate factors of cooperative ownership, such as pooling funds to develop township and village-run enterprises. | do think that joint-stock cooperatives, established through pooling funds from members, can be adopted as a form of collective ownership. The mode of operation that is called “large enterprises of collective ownership,” as well as township and village-enterprises should at the same time be further enabled. For example, their authority to operate independently should be increased. But I do not approve of restructuring rural enterprises of public ownership or urban “large enterprises of collective ownership” and creating Cooperative organizations out of them.

Diverse forms of public ownership in China are complex not only because see-tors of different ownership have a mutual influence on each other but because of

The “individual economy” has witnessed constant growth in recent years. This economy finds expression in the growth of self-operated specialized households in the countryside, and of self-employed households engaged in various kinds of industry and commerce in cities. By the end of 1985, the number of self-employed households with business licenses in urban and rural areas had reached 11.68 million and involved 17.56 million people. The number of self-employed businessmen as a percentage of the total urban workforce leapt from 0.8 percent in 1980 to 3.8 percent in 1985. The supplementary role of our individual economy should be protected for a long time. One law of commodity economies ts that increasing the size of some self-employed household operations calls for more labor, which will give rise to hired workers. The issue we are bound to encounter is Whether or not we should allow some self-employed households to develop towards capitalism, or guide them to develop towards socialism through using the advantages of socialist public ownership. As I have pointed out in this book, we do not need to be afraid of a little capitalist economy in China, since China’s socialist economy has been so powerful. From the perspective of enhancing productive forces in the country, however, the capitalism should be guided in the direction of progressive collaboration with other economic forms. We expect this to be an extremely long process, and we expect that it will enrich the various forms of China’s public ownership.

The above can hardly be comprehended from the perspective of old concepts that were prevalent prior to the 1970s. The only standard for measuring the reasonableness of various forms of ownership in the primary stage of socialism is whether or not they are conducive to strengthening productive forces and to improving people’s lives. In my opinion, it is reasonable to have various complex forms of ownership in China. A country with a population of | billion and with imbalanced economic development has extremely complicated requirements in terms ofproduction and needs of the people. The complexities do not allow for a definite boundary between the two forms of public ownership, nor do they allow for simplification of the various forms of public ownership.

prosper, however, they can never threaten the dominant role of China’s socialist economic sector, because China’s socialist State-owned economy has already become sufficiently powerful. What’s more, the people’s democratic regime in China ensures that foreign-funded enterprises conduct their operations underthe guidance and supervision ofour socialist country. As Lenin put it, they are operating under a systemofState capitalism, and the State can place restrictions on them and regulate their activities.

Development of a socialist commodity economy

The “Decisions on Reform of the Economic System,” adopted at the Third Plenary Session of the Twelfth CPC Central Committee, point out that a socialist economy is a “planned commodity economy with public ownership as its basis.” This concept presents a new understanding of the term “socialist economy” in the history of Marxism, and as so it provides a guiding light for reforming China’s economic management system.

Marx once predicted that when ownership of the means of production became “the whole society,” in the primary stage of communism, there would no longer be commodities and currencies in this socialist economy, since commodity production is based on private ownership of products under conditions of a social division of labor. This prediction perhaps points out a general trend in social development, but Marx did not and could not analyze the complicated development process of the initial stages of socialism. After the victory of the October Revolution, Lenin came to realize from actual practice that commodities and currencies could not possibly be thrown out, given the extensive existence of small-scale production. He resolutely corrected the error of this idea ofcancela-tion of commodities and currencies adopted in the wartime period of communism. Instead, he carried out his New Economic Policy to restore commerce and develop a commodity economy. Due to his early death, he did not clarify whether the development of acommodity economy was a temporary measure for transition to socialism, or a long-term policy that would last the whole period of socialism. His New Economic Policy consequently failed to evolve into the governing guidelines on socialist development. Disputes over commodity production and the law of value went on for a long time in the Soviet Union after Lenin’s death. An end to the debate was not reached until 1952, when Stalin published his Economic Issues in the Socialist Soviet Union, in which he pointed out that commodity production and exchange still exist, and the law of value still applies to a certain degree in socialist societies due to the existence of two different forms of public ownership of the means of production in the period of socialism. This represents an advance in understanding Marxism. At the same time, Stalin adhered to an economic management system that featured a high degree ofcentralization by the State, using administrative measures. He insisted on reducing the size of the commodity economy and on implementing a planned distribution system. He allowed commodity exchange only between economic sectors of two different kinds of public ownership as well as between State-owned enterprises and consumers.

After basic completion ofits socialist transformation, China followed the practice of Stalin, establishing an economic system that featured high centralization and management through administrative measures by various governmental departments. “Practice” over the course of two decades has shown that this economic system is harmful for the development of productive forces. It constrains a commodity economy, which can first find expression in rural areas. During the cooperative transformation of agriculture in the 1950s, after the communization movement in particular, the government restricted a commodity economy through administrative measures, and administered agricultural production through directive Plans rather than by abiding by the law of value. Moreover, the State purchased agricultural products in a unified and fixed way, hindering the development of agricultural production and impeding professionalism and commoditization of the rural economy. In cities, the State resorted to administrative measures as well as Plans and Orders in order to control the economic activities of enterprises. It did not allow enterprises to enjoy necessary powers of independent operation and their own economic results, and it refused to admit that enterprises are relatively independent producers and operators of commodities. As a result, enterprises became appendages to administrative agencies. They simply carried out production and marketing according to Plans and Orders from higher authorities. They paid no attention to market demands and, confronted with no competition, they became incapable of self-innovation and growth. Hence they lacked all vitality. In addition, horizontal links within the economy were damaged by poor compartmentalization of the national economy. This came as a result of the direct management of economic activities by administrative agencies at various levels. The most serious consequence of these man-made restraints upon and destruction of the commodity economy has been the currently low efficiency of the whole economy and the failure to bring into full play the superiority of socialism. In order to enable the superiority of socialism, we must admit that the socialist economy is a planned commodity economy. We must retain and make full use ofvarious forms of this commodity economy, and adapt our management systems to the growth of this commodity economy.

Advocates of materialism should not be antagonistic towards a commodity economy. It is a compulsory stage of the development ofa socialist economy, and natural economy inevitably evolves into a commodity economy. Natural economy is an economic form that features low-level production and the lack of any division of labor in society. When divisionoflabor arose in society, thanks to improved production levels, a commodity economy inevitably becomes the social economic form. Only when social production reaches an extremely high level, and the unified ownership “by the whole society” and distribution “according to needs” are realized, will both commodities and currencies disappear. Having undergone several socioeconomic formations in history, the commodity economy plays a huge role in promoting social production. In the longhistory of slave society and feudal society, the development of productive forces was very slow due to the domination of the natural economy. After a social division of labor and the development of commodity, production gradually broke theyoke of natural economy, productive forces grew rapidly, propelling small-scale production into large-scale socialized production, and thus, over centuries, ushering in thereign of capitalism. The further development ofsocialized production within theformation ofacommod-ityeconomy exceeds thecapacity of private ownership, thereby providing the material foundation for socialism. History has proven that socialized production is impossible without the development of acommodity economy. Likewise, the triumph of socialism is impossible without socialized large-scale production. Forms of ownership are still diverse in the period of socialism. As for State-owned enterprises and the State-owned economy, despite having their means of production owned by the State, State-owned enterprises should still conduct their own independent accounting to enhance economic returns. Still subject to the principle of equivalent exchange and the law of value, exchange among State-owned enterprises can only be exchange of commodities. In addition, since the means ofproduction are also commodities, a socialist economy is still a commodity economy under the guidance of Plans. A socialist economy could not advance smoothly without the growth ofacommodity economy.

China today will need an even bigger commodity economy. China used to be a semi-colonial and semi-feudal country dominated by natural economy. Its commodity economy was undeveloped, and it was in an embryonic stage of socialized large-scale production. Thanks to the interplay of various historical conditions, the working class came to power in this economically backward country, and rapidly conducted a socialist reconfiguration of the private ownership of the means of production. Without full-scale development of a commodity economy and socialized production, it will be impossible to consolidate and bring to maturity a socialist system. The urgent task confronting us, therefore, is to change the predominance of small-scale production as soon as possible, and shift the whole national economy to modernized and socialized large-scale production. In the past, we aimed to realize socialized large-scale production through such administrative measures as restricting the development of acommodity economy, but we failed. The establishment of the people’s communes is basically the repetition of a natural or a semi-natural economy. Although many large enterprises have been established, they lack vitality due to direct administrative management that impedes the reasonable horizontal links within a social economy. It has been proven that these practices are incorrect, due to low efficiency compared to the socialized large-scale production naturally arising out of the development of a commodity economy. To spur the evolution from small-scale to socialized large-scale production, the objective laws of socioeconomic development must

Since the Third Plenary Session of the Eleventh CPC Central Committee, China has conducted economic reform with a view to developing a socialist commodity economy. Already, the rural economy is developing towards professionalism and commoditization while enterprises in cities are evolving to become relatively independent producers and purveyors of commodities. One of our significant tasks is to establish and improve the socialist market system, since the rigid economic system that prevailed for more than 20 years has damaged China’s domestic market. This can be seen in the disrupted consumer products market, in the way products are distributed through administrative measures, and through the malfunctioning of market mechanisms as a result of State pricing. What’s more, China’s labor market shrank over this period due to disregard for developing any service industries. The means of production were either in short supply or overstocked due to no access to the market, and were allocated by the State as non-commodities. The financial markets and technology markets have been closed for a long time and in spite of the gradual restoration of commodity and labor markets in recent years, they are far from being sound. The socialist market system must be improved with a view to developing a socialist commodity economy, which is a significant component of economic reform in the Seventh Five-Year Plan period. We must continue to decrease the types and the quantity of products allocated by the State, especially the means of production, develop new forms of commodity exchange, promote the development of consumer product markets and the markets for product inputs, and vigorously beef up service industries and improve labor markets. In the meantime, we must also expand and improve socialist financial and technology markets, so as to build a sound market system. exchange of commodities becomes abnormal. In the past, most significant commodities were priced in a unified manner in China by the pricing department of the State.This system does not conform to the features of acommodity economy. It is impossible for a pricing department to set rational pricesfor all products by itself,as there are too many varieties and specifications of products, their relative costs and supply-demand relationships vary all the time, and the pricing ratios needs timely adjustment. Adherence to this price management system resulted in increasingly unreasonable prices of a substantial number of commodities. Confronting severely unreasonable price ratios, China has carried out significant adjustments since the Third Plenary Session of the Eleventh CPC Central Committee. Top-down adjustments bytheState alone, however, cannot straighten out price relationships. This needs progressive relaxation of controls over prices so that prices of most commodities can be adjusted by the law of value, rather than a rigid system. When adjusting prices in a planning fashion over these years, we have gradually lifted price controls on some commodities. At the beginning, adjustment was the primary method, supplemented by market-based pricing. Today, the pricesof most consumer products have been liberalized. Prices of the means of production must still be subjected to adjustment as theprimary method, supplemented by the market, since the means of production are undersupplied due to excessive investment and therefore excessive need for them. “Adjustment” widens the gap between the planned priceand the negotiated price for purchase and sale ofthese materials. This gap should be narrowed by increasing the number of input products that have a market-based price, as we also bring capital construction under control and balance supply and demand. That is thecorrect direction of our current reforms, which have already achieved good results. We will eventually form a price management system under which a few key commodities and labor services are priced by the State, with the others priced by the market under the State’s guidelines.

In evaluating pricing policies, all this over-emphasizes the importance of consciously applying the law of value, while overlooking the spontaneous regulation ofprices by law ofvalue. It also focuses too much on making planned prices conform to the value and the supply-demand relationships, and fails to illustrate in a detailed manner that the price of most commodities should be subjected to spontaneous regulation by the market.

New topics on planned management

Development of a socialist commodity economy does not mean doing away with the planned management of our national economy. Rather, it calls for adapting the planned-management system to the needs of commodity economy development. The practice of economic reform in recent years has made us further realize that planned management should be improved with liberalization at the microscopic level and concurrent strengthening of macro-economic controls. If reform of our planned-management system lags behind, economic development and reform will confront problems.

Practice has shown that the process of economic reform calls for further liberalization at the microscopic level on the one hand and reinforcement of macrocontrols on the other. While focusing on enhancing the vitality of enterprises, we should strengthen management of macro-plans, to ensure a balance between aggregate supply and demand. The primary purpose ofplanned management is to ensure that investment in fixed assets conforms to the available supply of the means of production, and that the growth of employees’ wages conforms to the available supply ofconsumer products. To do this, we must first prevent excessive growth in investment in capital construction. In timely fashion, we must adjust the proportions among different sectors and industries ofthe national economy, and guide reasonable development of all enterprises in various sectors according to social needs. Only by meeting the above requirements can the national economy maintain steady and sustained growth and provide a favorable economic environment for economic reform.

cautious about how they invest. Due to recurrent overproduction in capitalist societies, capitalists are quite cautious in investments, ending up with shrinking investment. To avoid that, many governments in capitalist countries usually resort to fiscal deficits and inflation to stimulate investment. In contrast, in socialist societies, the funds of State-owned enterprises are public assets. In the event of failure, the people who decide investment policy bear no economic responsibility. Being dismissed from a position may be the worst punishment that happens for a wrong decision on investment, while allfinancial losses are borne by the State. The scramble forprojects, investment, and bank loans by various sectors and regions in China hasledto massive increases in investment. This phenomenon in China is more likely to arise in theprocess of economic system reform andpower decentralization, due to unsound macro-management. The focus of macro-economic controls in a socialist economy should therefore be prevented from inflation rather than shrinking investment. On the one hand, we should evaluate how to create channels that establish responsibility for investments under socialist circumstances. On the other, we should improve measures for macro-economic controls and regulation. Planning and finance are still significant macro-economic measures, particularly when significant construction projects that play a decisive role in China’s national economy are constructed by the State or jointly by the Central and local governments, and as they are listed into plans at the Central and local level. Since most investment in capital construction has now shifted from fiscal allocations to bank loans, and since local governments and enterprises increasingly resort to bank loans for raising investment funds in recent years, the roleof banks in macro-economic regulation is increasingly more important than that of fiscal departments. Sole reliance on fiscal measures is not enough for strengthening regulation. More importantly, banks must be used to attain this goal. Most banks incapitalist countries are privately-owned, but the State takes charge ofthe Central bank, which plays animportant role inregulating the national economy through controls over issuing currency, as well as adjusting interest rates and reserve requirements. The People’s Bank ofChina, asChina’s Central bank, and several other professional banks are allowned bythe State, which will surely play a bigger role inregulating our national economy if appropriately utilized. One of our urgent tasks is to make China’s banks carry out their financial business with proficiency, so as to promote economic development and yet recognize the risks in investment and loans. The status and role of People’s Bank of China should be substantially enhanced, in order to ensure that the amount of currency issued is in line with the State’s plans, and to prevent over-expansion ofcredit.

In a capitalist system, capitalists and their agents will stop at nothing to keep workers’ wages low in order to seek profits, behavior that gives rise to the contradiction between increasing production and a relative insufficiency of demand. In China, workers’ wages of publicly-owned enterprises are not restricted by the value of the labor force or by supply-and-demand relationships. Therefore, the management and workers might share short-term interests, after enlargement of enterprises’ power of independent operation. Lack ofmacro-controls will lead to

We should explore and formulate a wage system suitable for China’s national conditions as soon as possible, in order to ensure correct treatment of the interests of employees, enterprises, and the State. In the meantime, taxation as an economic lever should be better used in regulation, as it plays a considerable role in regulating increased wages and in a reasonable distribution of income. For example, it played a significant role in curbing the blind growth of wages and bonuses in 1985. We should learn how to use it more effectively in the future.

Since we are currently still in a transitional stage from the old system to the new one, the new system has not taken the dominant position. We currently have no better option than direct control by administrative measures, to maintain a balance at the macro level. The aim is to provide conditions for further reform, however, rather than to regress backwards to the old planned-management system and measures. The task currently confronting us is to set up and improve new measures for macro-management alongside micro-liberalization, so that a planned-management system suitable for the development of a commodity economy can be put in place as soon as is practical. This is a whole new topic confronting planned management.

Establishing a new planned-management system that is aligned with a commodity economy primarily calls for reasonable use of economic levers. The role of levers must be changed from direct to indirect control, and horizontal economic coordination must be reinforced.

Our original planned-management system directly controlled micro-economic activities, through directives and administrative measures, in a move to achieve macro-control. This sapped the vitality of enterprises, however, as they could not function independently as commodity producers. “Directive planning” must be reduced as much as possible in developing a commodity economy, in order to reinvigorate enterprises. After dramatic reduction in directive plans, the planned-management system has to turn primarily to various economic levers and measures for indirect control. The revised edition of this book presented some analyses on carrying out this process, planned management through adequate leveraging of economic levers, but it failed to expressly propose the transition from direct to indirect controls since the status of directive planning was still under discussion. Iwas also conducting research on the issue at that time. Based on research over the past few years, a definite conclusion can now be confirmed on this issue. The transition surely will not be easy, since it calls for reforms in pricing, credit, and taxation as well as improved and more flexible use ofvarious economic levers. We should make great efforts in this regard and reap the harvest as soon as possible, during the Seventh Five-Year Plan period. In the past, planned management was carried out according to administrative systems and jurisdictional divisions. Each ministry of the Central government took charge of its affiliated enterprises, and each local government managed enterprises under its jurisdiction. As a result, overall planning and strategic thinking suffered. Sector and regional management more often than not focused on specific managerial tasks of affiliated enterprises, including personnel, assets and goods as well as supply, production and sales. Poorly coordinated compartmentalization was the result. Rational horizontal ties among different sectors and regions were disrupted, all of which was contradictory tothe development of a commodity economy. Development of commodity economies in general and socialized large-scale production in particular inevitably give rise tonetworked economic structures that center on large, medium and small cities and extend into the countryside. The networked structure focuses on horizontal ties, though supplemented by vertical connections and it calls for all-out development and liberalization of horizontal collaborations. Our previously closed, vertical, and isolated management system hindered the development of horizontal ties among different sectors and regions. It needs to be reformed. Governments at various levels should reduce direct administrative interference with the daily activities of their affiliated enterprises. They should allow enterprises to develop horizontal ties independently by providing guidance and through economic levers. The primary work of competent planning departments should shift from specific management of enterprises to sector-wide and cross-regional coordination, as well as vigorous encouragement ofa division of labor andcross-sector andcross-regional cooperation, commodity exchange, technological exchange, and economic ties. Horizontal economic collaboration has seen some development inrecent years, asexemplified by the establishment ofthe Greater Shanghai Economic Collaboration Zone and the Southwest Economic Collaboration Zone with Chongqing at its center, as well as other economic collaboration zones. Collaboration between coastal regions and the hinterland has also increased, as exemplified by the investment in the hinterland in return for raw materials, and technological support for backward regions with advanced technologies coming from many coastal cities. Planning departments should take the lead in these reforms, in facilitating the growth of horizontal collaboration. They should gradually strengthen the planned management of horizontal coalitions through promotion and guidance in the sphere of economic collaboration. We still lack experience in this regard and should learn through actual practice.

As revised in January 1983, this book analyzed the chances of success when talking about the strategic goal of modernizing the economy and doubling GDP, as addressed in Chapter 9. Over the previous years, a large quantity of grain had to be imported for three consecutive years, to support adjustments in the structure of the agricultural sector and to increase the grain rations allocated for farmers’ own use. The total industrial and agricultural output of China grew by merely 4.6 percent in 1981, when the national economy underwent further adjustments.

I hope that the publication of the Japanese edition of my revised book will enhance understanding of China’s economic development and reform by our international friends.

August 1986

Attachment:

A Letter to Dong Fureng

Comrade Fureng, edition. That is to say, the seventh draft also underwent revision twice. The version that was eventually published can be said to be the ninth draft. The 1983 revised edition of thisbook is the tenth draft.

The first draft was written when I was imprisoned in a “cowshed.” At the time, | had access only to the four volumes of the Selected Works of Mao Zedong. | had no access to my own previous works and was able to write only 60,000 characters, due to the difficult conditions.

The second draft was written after | was released from the cowshed. The third draft was written in a May 7th Cadre School, still under difficult conditions and even without desks. The fourth and fifth drafts were written in the period between my return from Cadre School and the restoration of my job. As with previous drafts, I wrote it by hand. During the writing of the sixth draft, | resumed my work as a consultant to the Economic Institute of the State Development Planning Commission, and enjoyed favorable conditions for writing. | spent three months in Hangzhou writing the seventh draft, and another two months in Wuxi revising it. I eventually spent one month in Qingdao doing a final revision before the book was published.

So many revisions not only allowed progressive improvements in the book, but reflected the significant changes of the times as well. Although I stand by my own ideas, like other comrades | am not immune to the influences of the times. As a CPC member, in particular, | cannot but follow the CPC’s lines and guidelines. The Gang of Four was still in control when | wrote the sixth draft. Although I resisted their fallacies to a certain extent and adhered to the principle of equal exchange and distribution according to labor, | was not yet out from under the influence of extreme Leftist deviation. Affected by Chairman Mao’s “last instructions,” I stressed that the principle of distribution according to work is the right of the bourgeoisie and ts likely to give rise to new bourgeoisie elements. I was still criticizing revisionism.

The seventh draft of the book, started during the Third Plenary Session of the Eleventh CPC Central Committee and completed after the closing of the session, is basically removed from the influence ofextreme Leftist deviation. My mindset was not fully freed in the embryonic stages of reform, however, so | added a postscript to the book two years later to elucidate new changes. | worked a lot on the revised edition in 1983,  and added  another  postscript to the book last year,

to explain changes over the past three years. The ten successive drafts of the book and its two postscripts  reflect the  changes in my personal thinking.  More

importantly, they mirror the changes of the times. Although not immune  from

contemporary influences, it is consoling to me to see that | am often a forerunner

of the times, and even a trailblazer in some respects. For that reason, I feel that this series of old manuscripts should be preserved, for the drafts may help those who follow when they probe back into what happened over the past decade.

Those manuscripts previously sent to your library were simply a small part of the total. Since | have found all of them now, I would like to find a place willing to preserve them. Seeing that the library of the Economic Institute has relatively complete preservation of documents and also valued the manuscripts | previously sent, I would like to send all the manuscripts to the library for preservation. Are you willing to accept my proposal? If you agree, please send someone to bring back to me the manuscripts previously sent to your library. Upon organizing all the original manuscripts (merely one hour will be enough), they will all be brought to your library to be kept on a special shelf.

I also found a copy of the Selection of Xue Muqiao's Harmful Works, compiled and printed by the Red Guards. This set of documents was confiscated from me and is mostly composed of unpublished manuscripts. Theoretical Issues on Socialist Economy, published by the People’s Press, did not incorporate these manuscripts either. Since the Red Guards took these to be “harmful works,” there may be some “useful works” among them. For example, my writing on the lessons and experience of the year-long Great Leap Forward was preserved in this “Selection,”

Two months ago, I received a long manuscript entitled “Awe Muqiao 's Thought on the Economy,” edited by an unknown professor in another place, so I think perhaps someone may want to conduct research on my economic thought (Wu Kaitai is one of them). That’s why I would like to preserve these manuscripts. Like Comrade Sun Zhifang, | hope that instead of a memorial ceremony, a seminar on my research can be held after I pass away. It could review the development of my economic thought as within the prevailing social context, which in effect would also reflect the development of economic thought in China.

In addition, I have in my possession two interlocutory speeches by Chairman Mao and Liu Shaogqi delivered at the seminar on the Soviet Union’s Political Economy in the winter of 1959. I can also send them to your library, if you want.

Best regards.

Xue Muqiao

August 14, 1987


5 Problems discovered while investigating Shanghai’s economic restructuring”?

(February 1980)

The Investigation Team arrived in Shanghai on January 15, 1980, and returned to Beijing on February 13. During our 28-day stay in Shanghai, we heard more than ten reports given by the Shanghai Planning Commission and the Shanghai Economic and Trade Commission, as well as related companies and enterprises. We held several workshops and finally reported our findings over the course ofan entire day to the leadership of the municipal government. We also visited a commodities exhibition, a free market, a temple fair and a couple of factories, and our trips proved to be rewarding. Shanghai was in the past the most developed capitalist area in old China. After 1949, when the PRC was founded, the Central government stabilized prices by economic measures. The Central government then helped capitalist businesses in the processing of goods, placing orders and distribution, enabling the capitalist businesses to undergo a socialist transformation. Many ofthe local cadres in Shanghai today are well experienced in economic transformation and in market regulation to serve the needs of the State. After the Third Plenary Session of the Eleventh CPC Central Committee put forward the guiding principle of “combining planned regulation with market regulation for economic reform,” Shanghai was among the first to respond. It has accumulated a lot of valuable experience.

Shanghai is quite different in terms of the level of 1ts economic development from another early-starter, Sichuan Province. In economic strength, Sichuan is in the medium range and thus can better represent the country’s situation as a whole. Its economic restructuring, mainly carried out from bottom to top, and mainly remaining local in terms of its reach, focuses on giving enterprises more decisionmaking power. The restructuring in the more highly developed city of Shanghai is quite another case. Its reform is more industry-specific. Apart from expanding the decision-making power ofenterprises, the city also has attempted to expand circulation and distribution channels and make full use of the regulating mechanisms of the market. Shanghai is the largest economic center in China. It has particularly extensive economic relations with the southeast provinces. Its reform process therefore tends to be more influential and will be felt nationally. Although Shanghai’s reform has distinct features and some aspects still need improving, it can stand for the direction of China’s drive for socialist modernization.

Below, | am going to introduce several aspects of Shanghai’s reform, and then talk about the problems we have found.

Companies and factories should conduct business accounting of their own. On January Ist last year, a specialized company was established in the bicycle sector, to conduct centralized management. This reduced the motivation of the factories and led to a profit decline of RMB four million in the first half of the year. In the next six months, the factories resumed independent accounting, and profits increased significantly, well above the original plan.

Having grassroots enterprises claim their own share of profits causes many problems, such as inequity. The reason 1s that the profit of factories currently does not depend on how they are run or managed, but on pricing and their tax rate. For example, the metallurgy industry earns less than the instruments industry, since its products are lower priced. Even in the same industry or factory, prices on products may differ. For example, a textile factory makes a bigger profit on cotton cloth than it does on Dacron. In industries with similar gross margins, tax rates affect the actual earnings. Tobacco and wine are a good example. Although high-priced, these are subject to a high tax rate which makes their after-tax profit very small. Watches, on the contrary, are more profitable due to a lower tax rate. The problem ofinequity is not that prominent when all profits are delivered to the Central Treasury. It comes to the fore when a certain percentage ofprofits is distributed to the enterprise. At present, it is hard to adjust prices and tax rates promptly and we are only able to take some accommodating measures. For example, we can set industry or enterprise-specific ratios for profit distribution. Shanghai Auto and Tractor Company specifies collaborative prices for spare parts that are manufactured by its affiliated enterprises, whether those are higher or lower than the planned price. The Textile Company specifies an internal price that 1s lower than the planned price for Dacron, as the criterion for calculating profits. Such measures have more or less reduced inequity between manufacturers.

equipment and buildings than new ones, for which replacements are not yet necessary. The Shanghai Textile Industry Bureau and the Shanghai Metallurgical Industry Bureau have thus tried an industry-wide profit retention system. In the textile industry, forexample, 40 percent of theprofits must go to theBureau, 20 percent can go to companies, and 40 percent to factories. Employee benefits and bonuses, and minor technological improvements are to be funded by facto-ries,while major improvements are to be funded by the Bureau or by companies. Thisis meant to facilitate the coordination and consistency of arrangements made for any given industry, help those factories in urgent need of acquiring new machines and equipment, and focus on renovation and innovation of enterprises that have highpriority. However, if factories receive too littleprofit, it may significantly dampen their initiative andtheir performance. According to banks, most of thefunds distributed to enterprises as their share of profits arestill deposited with thebanks. This may be because new plants, machines, raw materials or plots of land for employees’ apartment buildings are not readily available (the easiest solution to this is perhaps to use the funds to pay employee bonuses). Therefore, banks should be authorized to use these funds, to grant short-term loans to the factories that are ripe for innovation and renovation.

Two, mergers and joint operations of small factories, and investment in other provinces.

Many small factories have been merged and restructured in Shanghai. For example, the city’s toothpaste manufacturer, whose products are very popular in the country, is the result of such a merger. At present, lots of small factories remain to be merged and restructured in order to promote a higher degree of specialization and economies of scale. The products of some old factories have proliferated in the past 30 years; however, their factory buildings are dilapidated or even crumbling. Some tiny factories lately mushrooming inside or around residential communities are engaged in blind development. They lack any scientific pattern of production and often produce goods that are already oversupplied, plus their noise and exhaust is an awful nuisance to the neighborhood. Last year, quite a few industries saw mergers of small factories into one company that assumed sole responsibility for its own profits and losses. For example, the string and ribbon factories used to be troubled by surplus products — no government procurement institution was willing to purchase them. Last year, these factories, 42 in number, were merged into 24 under the leadership of a new company that is responsible for both manufacturing and sales. Old products in low demand were cut back and new products in higher demand were increased, which has led to a brisk growth in sales. Due to adjusted production plans, some dilapidated factory buildings were first vacated and then reconstructed to address the problem of insufficient premises for boosting production.

Ramping up industrial production in a densely populated city like Shanghai proves to be difficult. To solve this problem, some factories have chosen to cooperate with commune-run factories that possess not only land but also commodious housing. Some factories in the urban area of Shanghai are transferring their low-tech operations to their rural partners, and offering machines, equipment,

Shanghai also engages in joint ventures in cooperation with provinces like Zhejiang, Jiangxi, Hunan, and Guangxi. Shanghai invests in the old factories in other provinces, acquiring new machines and equipment and sending technicians in, to support the transformation of these factories. In return, the factories provide their investors with new products. Due to insufficient paper supplies in Shanghai, five out of the nine factories are paper manufacturers. After transformation, these will provide Shanghai with 6,100 tons of various kinds of paper and 1,000 tons of extra-thick cardboard to meet its demands. In addition, there are bone glue, carpentry, and porcelain factories that are engaging in what people call “compensation trade.” Another procedure of considerable developmental potential 1s to establish a “cross-province” company that uses Shanghai's equipment and technology. Gaps in supply of certain raw materials are filled in this way, such as wood and leather, as well as some intermediate products. Economic relationships based on voluntary participation and mutual benefit are comparatively stable. Currently, Shanghai only applies this mode of operation to sectors regulated by the handicraft industry bureau. It may spread to other industries in the future, so as to support undeveloped areas through use of its advanced technologies.

Three, expanding distribution by means of order-placing meetings and commodity fairs.

At present, poor distribution severely hampers production, especially distribution of the means of production. Due to extensive capital construction, short supply of raw materials and machines was a long-standing problem in the past. After slowing down capital construction, many mechanical products and steel materials went from being out-of-stock to being over-stocked. This created favorable conditions for the reform of our systems for allocating materials. At present, many machinery factories operate well below capacity, and their solution is to produce “outside the Plan.” Last November, Shanghai held an order-placing meeting. Many factories in other provinces came to order machines and equipment necessary for their refurbishing. Purchase orders worth RMB 270 million in total were signed within several days, greatly relieving the sales problems of the machinery industry of Shanghai. However, many of the machinery manufacturers in other provinces are also operating at less than full productive capacity. Some provincial Party committees therefore have prohibited local factories from purchasing machinery products in Shanghai. This has led to the cancellation of some purchase orders previously placed with Shanghai manufacturers. Whether local

86 Investigating Shanghai's economic restructuring manufacturers can offer the same products is questionable, however, and certain products still need to beacquired inShanghai.

Shanghai established a specialized service company to engage in purchasing, selling, processing and shipping consignment on behalf of clients. This year, many mechanical and electrical products were oversupplied, and self-sold products outnumbered products in the Plan. Many products from other provinces were also sold in Shanghai. A commodity exhibition and sales market was thus established. It is thriving, as it is free from the restrictions of quota, geographic location, departments, or nature of ownership (State-owned or collectively owned), and the pricing is more flexible. Bureaus, companies, and factories in the city and even from other provinces bring their overstocked products to this market for sale. The so-called “exhibition and sales market” is actually a trading fair. No products are displayed. Overstocked products are catalogued, or announced in a poster for buyers to choose from. In the past, many bureaus, companies, and factories had problems in finding buyers for their overstocked products, and they had problems finding suppliers of equipment they might need from time to time. Now that it 1s easy to strike a deal directly in the market, buyers need no longer run hither and thither. The products sold in the market are outside the State Plan and stocked for a long time. Therefore, this is not the primary channel for the allocation of materials, but merely a supplement to the planned allocation. Due to the order-placing meeting and the exhibition and sales market, however, authorities in charge of materials sometimes have to switch products that had been intended for planned supply into products that are now meant for open supply, but this only serves to improve distribution channels. One can imagine that trading centers will be gradually established based on this Shanghai model, and a nationwide trading network may take shape. In the meantime, some specialized trading markets will also be set up, to further facilitate the circulation of the means of production. In addition, Shanghai uses government-issued coupons for materials in short supply that are allocated under the Plan (for example, pig iron), which effectively reduces transportation requirements and decreases overstocked products. The expanded distribution channels in Shanghai have begun to involve consumer products as well. For example, the above-mentioned string and ribbon company now produces and sells by itself. It can sell its products directly to retail shops or establish its own sales department. Among all the free markets, the most successful are farmers markets.

Shanghai establishes specialized retail shops for the needs of customers. For example, it establishes a metal materials company to supply rationed materials, such as galvanized iron tubing and small angle irons, for family users. Hundreds of tons of galvanized iron tubes were used to solve the problem of tap-water supply for over 3,000 residents, a lesser amount of small angle irons was used by more than 1,000 families to build their attics. Chemical companies not only help manufacturers’ sales departments sell their products on commission, but also establish service centers for research institutions to meet their fast-changing needs for a small number yet a great variety of goods. In these instances, the need to apply for goods allocation was abolished. These measures may also be applied to

Four, replacing government appropriations with loans, to fund capital construction.

The State used to appropriate investment funds for capital construction. Neither builders nor the relevant departments assumed any economic responsibility, so detailed accounting was seldom done as to the uses and results of the investment. Problems were sometimes concealed, in order to compete for investment and projects, and the use of investment funds was not strictly supervised. Things changed last September, when Shanghai selected six pilot projects in three industries which were now to get loans as opposed to appropriations. The industries were light industry, textiles and handicrafts. Visible benefits appeared in a brief period of time.

in the new pilot projects, project owners have to assume the liability of repaying the loan, so they are more proactive about identifying, reporting and correcting problems in the original plan. They budget more carefully and sensibly to reduce investment needs and save on costs. For example, an air-jet spinning plant with an annual output of 600,000 sets was proposed for the No. | Textile Bearing factory. The project was approved by the government with an investment of RMB 1.6 million. After the government appropriation was replaced by bank loans, the factory began to worry about timely repayment, since the 1,000 air-jet spinning machines needed for the plant hadn’t been purchased yet, and the several trial-produced ones were still subject to final testing. The factory reported the problem to the Ministry of Textiles and asked for a reduction in the scale of the project.

To recover loans, banks have also started to strengthen supervision and to review the financial viability ofthe borrower as well as his estimated production and sales after the plant isestablished. They have identified a number of loopholes in this process and effectively avoided losses. For example, the No. 18 Woolen mill planned to produce an additional 3,000 tons of crude acrylic yarn, but sales seemed to be poor. After investigation and visiting the city’s Planning Commission, Price Bureau, and Commerce Bureau, the bank found that high prices hampered a quick sale, but that sales might pick up after appropriate price adjustment. Another example is the Yimin Tannery project for which builders and building materials were not in place. The bank promptly reported to relevant authorities and solved the problem, which ensured progress on the project.

Meanwhile, once an infrastructure project is directly linked to the interests of employees, everyone begins to care about return on investment and the progress of the project.

Based on this Shanghai investigation, we believe the following matters deserve close attention.

First, both of this year’s two major measures for economic restructuring focus on allocations, to encourage the enthusiasm of local enterprises. Those two are moving toward a two-tier fiscal management, and expanding decision-making power of enterprises. The two measures often conflict with the requirement to combine regulation by the Plan and regulation by the market, and also conflict at times with professional coordination. A two-tier financial management system was proposed by provinces. However, when a discussion was held at the provincial level, some cities and counties, for example those in Zhejiang Province, requested a three-tier financial management system, asking for more freedom in financial management via a contractual system. This might indeed encourage the enthusiasm of local enterprises, but at the risk of possible conflict of interests and segmentation among regions, which would greatly undermine professional coordination. Since the revenue of local governments derives mainly from profits handed in by enterprises, financial authorities ofprovinces, cities and counties try to keep a tight grip on enterprises, especially industrial enterprises. This makes things difficult for the Central government’s restructuring efforts pursuant to the principle of professional coordination.

For instance: (1) If large enterprises like the Angang Steel Company were managed by the Central government rather than the provincial government, local government revenues would decrease, and it would also be difficult to maintain cooperation between large enterprises and local small and medium enterprises, because each larger enterprise has tens or even hundreds of smaller enterprises servicing it. (2) To raise economic returns, many factories that operate in several locations, including auto, silk and tobacco factories, need to be merged and restructured into a specialized company whose branches will maintain accounting of their own. However, as these factories are located in different counties, cities. and provinces, local Party committees hate to let go of control since control equates to collecting more profit. The specialized mother company may therefore be parent in name only, without any actual power to manage its branches. Restructuring may also mean closing down many factories, which many local Party committees will hardly give their consent to. (3) The coordination and order-placing between regions may be hindered by local Party committees, and economic principles will not be followed in the handling of relevant matters, seeing, for example, the cancellation of the order as mentioned above, done to protect the income of local factories. Segmentation and blocking of orders by one another may even occur.

To invigorate the economy, therefore, we urgently need to expand distribution channels, that is, to give full play to the role of the market. Two- or three-tier financial management systems may obstruct the distribution of various products

Second, while it is absolutely necessary for the financial authority to be managed by different levels, it should not be the same for enterprises, for this may prevent us from using economically sound approaches and management principles in business management. The most fundamental thingis to change the system of handing profits over to the government, and to liberate enterprises from the intervention of local Party committees and local government. Many years ago, when a systemofjoint State-Private enterprise was introduced, the State paid the bourgeoisie, that is, the former business owner, afixed rate of interest in exchange for the control of the business. In this way, mergers and restructuring could proceed. Now that afixed interest rate is no longer workable, we may consider a progressive income tax, some to be paid to the Central government and some to the local governments, in a certain proportion, to ensure revenue to all levels of government. This not only safeguards the system of financial management by all levels, but also prevents the local Party and government from interfering in the business activities of enterprises. Of course, enterprises must remain under the leadership of the local Party and local government, but, as long as their economic activities donotsignificantly affect local revenue, they arelikely to be allowed the freedom to manage according to good business practices.

Expanded decision-making power forces enterprises to pay more attention to their economic returns. It is well worth looking into whether we can adopt methods other than simply profit sharing. As mentioned above, the profit of a given enterprise depends on such external conditions as price, tax rates, and natural resources. To resolve problems of inequity after profit sharing, we must promptly adjust prices, tax rates, and other measures. It is impossible to eradicate inequalities, nonetheless, even after proper adjustments. In the long run, maybe the easier way is to apply a progressive income tax. Though the tax system won't bring about thorough fairness either, it will be better than profit sharing. Creating an income tax system is imperative after the development of Chinese-foreign joint ventures, since levying taxes on joint ventures, but not on State-owned enterprises, would spark serious complaints.

Third, expansion of the decision-making power of enterprises cannot be limited to profit sharing only. Rather, it must mean greater freedom in formulating production and sales plans, wages for labor, and price adjustments. After fulfilling their production goals, enterprises should be allowed to produce things outside the Plan, which isparticularly important to trades that do not work to their full capacity. Enterprises should have the right to sell products that fall outside the scope of the procurement Plan of the commercial authority. Although this has already been confirmed by Central government leaders several times, certain government departments may still deny enterprises such authority since it is not included in any existing rules or policies at all. Enterprises should have the right to recruit the staff members they want, and should have the power to decide on pay raises or bonuses as long as the total payroll stays unchanged. They should be allowed to adjust, within a certain range, any obviously unreasonable prices. Since employment and price stabilization represent two big challenges at the moment, the government may be reluctant to grant enterprises more freedom on these tissues. However, if these problems are not resolved, the decision-making power of enterprises will not be complete, making it hard to reform business operations and management in any serious Way.

Fourth, people in Shanghai voiced especially bitter complaints about the system for managing foreign trade. Since exporting results in losses and importing brings in profit, many local authorities are unwilling to expand their exports. Since export-oriented factories cannot get in touch with their international counterparts, they hardly know what to produce that may find a market abroad. It 1s impossible for the Ministry of Foreign Trade to keep abreast of marketing information concerning tens of thousands of products, so the exporter and business departments must be relied upon. In addition, existing policies on foreign exchange controls are too rigid for many enterprises. All of these present a long-lasting problem. Due to our tight schedule in Shanghai, we didn’t investigate it carefully.

Fifth, beside commercial authority, banks should be allowed to play a thorough role in market regulation. Appropriations made for capital construction may be handed over to banks for management. Payment of interest on working capital will facilitate the reduction of overstocked materials. The People’s Bank of China should become the heart of the banking sector, rather than being an equal with the other three among the “big four” banks. The State can implement a tight or easy money policy through the banks and, without prejudice to the State’s financial policies, banks may be run in the same way that a business entity is run. They should also be allowed to manage their own funds. They should be authorized to utilize their deposits to grant short-term loans to old factories for renovation and transformation. Currently, credit lines are specified by the Ministry of Finance, and most loans of RMB 2 billion or more are earmarked for specific purposes. This is necessary under the current situation, but a change should be considered in the future. Comrade Yang Peixin also proposed restoring a system of business credit, including down payment, payment by installment, and bank bills, etc., which could be taken into account as well.

Sixth, guidance with regard to regulating by market forces should be intensified, to avoid another round of blind production and construction. With expanded decision-making power and the introduction of market regulations, many enterprises are actively seeking to expand production and experiment with new products, which is conducive to making up the deficiencies of the planned economy. However, as production and marketing information concerning many products is not readily available, many production decisions are poorly-informed and inevitably unwise. According to the Shanghai Huasheng Electric Fan Factory, for example, more than 800 factories have asked for product drawings, and it is

difficult to tell how many factories are producing electric fans. It is said that the number exceeds 1,200. In addition, products like tape recorders and washing machines are also being considered by a great number of potential manufacturers. Some silk, tea, cigarette, and canned food processors in Shanghai and Zhejiang

still cannot work to their full capacities. In some places, even the people’s communes and production brigades have begun to join the manufacturing rush. If we

don’t give  guidance and take necessary  measures  to control it, new losses

will inevitably arise. As for guidance, in my opinion the following might be considered:

1 The Ministry of Commerce, material authorities, Bureau ofStatistics and relevant departments should disseminate information on products, sales, inventories, and production capacities of various products, to different places, so as to guide production and construction and help make economic estimates regarding the products under market regulation.

i)   Ifan enterprise opens up or changes its line of production, it should register

and come under industrial and commercial supervision.

	
3 . Banks should adjust their responses depending on actual production and sale of products when granting loans.


	
4 Price and taxation polices may be adjusted to curb unfavorable trends.



Last but not least, since all work on reform is inter-related, comprehensive evaluations should be made, to avoid having contradictory policies. For example, the reform ofthe financial system should not conflict with economic restructuring. The expansion of decision-making power of enterprises and profit sharing should be carried out simultaneously with the reforms ofthe pricing, taxation, and bank credit systems and labor wages, and a holistic approach should be followed. It is imperative, therefore, that we expand the role of the economic restructuring office and build its organizational capacity. At present, it is impossible for a couple ofus to assume such a great responsibility.

	
6 Explanatory notes to the preliminary opinions on economic restructuring *4



(September 1980)

The Preliminary Opinions on Economic Restructuring, dratied by the Economic Restructuring Office of the State Council, is rather immature. The reason we submit it to the meeting is that it deals with so important an issue that it will require repeated discussions to be fully practicable. It contains our preliminary proposals, and only after in-depth discussions and a general consensus on clearly defined and widely accepted reform guidelines can we possibly come out with a concrete plan,

In drafting the document, we gave deep consideration to the idea that economic restructuring is meant to address a problem, namely, what kind of socialist economy should be established in China. This ts the basic principle of socialist development. The Plan on the Reform of Economic Management System to be drafted will be an economic Constitution. The Constitution, in a political sense, aims to address the issue of political structures and principles of political activities, while its economic counterpart, the Plan, intends to deal with economic structures and principles of economic activities. Since the socialist transformation of ownership of the means of production was completed in the first Five-Year-Plan period, we have oversimplified our economic structure in believing that it was perfectly addressed by the coexistence of two kinds of socialist public ownership, namely, ownership by the whole people and collective ownership. We believed that each had an invariable pattern of its own. Obviously, this structure is inconsistent with the development of our country’s productive forces. Such a dogmatic understanding will undermine rather than demonstrate the superiorities of socialism. Now we put forward: “the socialist economy of our country in its current stage is a commodity economy under the guidance of the State Plan, in which public ownership of the means of production predominates.” This statement is a challenge to the dogmatic ideas prevailing over the past 30 years. Extensive discussions should be carried on as to whether such an understanding ts correct or not. If correct, it will be a new development of Marx’s socialist theory.

Socialism is based on highly-developed large-scale socialized production, and highly-developed commodity production should be its prerequisite. In our country, a natural economy still dominates in the countryside, and large-scale socialized production has not been fully developed in cities other than such large ones as Shanghai. Any socialist economy with this kind of base is inevitably impacted by the old society. For example, we still have to develop a collective-ownership

State-owned enterprises differ greatly. Just one business pattern is therefore far from enough. It is inappropriate for the State to monopolize purchasing and marketing, and be held responsible for all the business activities. When Stalin was in power, the Soviet Union gave priority to the development of heavy industries. Overanxious to do the same, China’s Central government encouraged disproportionately huge construction which resulted in a shortage of product inputs for other things, including all means of subsistence. Finally, a centralized management and allocation system had to be introduced to adopt regulation by a Plan, while the market’s role in regulation was completely ruled out. In the 1950s, our country imitated the economic-management system of the Soviet Union. From 1958 onwards, the problems of excessively ambitious production targets and extremely huge “economy building” therefore also occurred here. A rigid control of the economy continued until 1978, when the Third Plenary Session of the Eleventh CPC Central Committee proposed to moderate the national economy, and planned to decrease the growth rate of industrial production to 8 percent in 1979 and to 6 percent in 1980. In 1979, appropriations for capital construction in the State Plan were therefore reduced by 20 percent and, in 1980, reduced by another 30 percent. Supplies of the means of production increased after that, as well as consumer products, creating favorable conditions for a managementsystem reform. This reform included handling consumer products through multiple channels and allowing production of product inputs to enter into a commodity market. In the meantime, the principle of combining planned regulation with market regulation was applied to the supply of the means of production, in order to expand distribution channels and simplify the distribution process. The reform has only begun, but its direction is clearly visible. When preparing these Preliminary Opinions, we have borne in mind the principles of combining planned regulation with market regulation, as well as making full use of market regulation under the guidance ofState Plans.

In a socialist country, public ownership of the means of production predominates, which makes a socialist commodity economy differ from a capitalist commodity economy. A State Plan and the guidance of aState Plan are necessary in a socialist commodity economy. Given our experience over the past 30 years, the State Plan should clearly specify on what scale the economy shall be built and how people’s living conditions will be improved. That means there must be an appropriate ratio between savings and consumption, with the total kept within the sum of the national income. In the past 30 years, we set excessively high production targets and built the economy on a disproportionately grand scale, which not only worsened living standards, but also damaged the economic efficiencies ofproduction and construction. The adjustments in our national economy over the past two years are being undertaken to remedy the situation. The State Plan should be complied with in a strict manner in this regard. Only if we maintain a balance between financial revenues and expenditures, credit revenues and expenditures, supply and demand ofmaterials as well as foreign exchange receipts and disbursements, can we stabilize the national economy. Strict controls in other respects may be eased as appropriate. Mandatory plans should be reduced gradually and replaced by directive plans. These do not insist upon strict compliance by enterprises and can be adjusted for specific conditions and market demands. If business activities deviate significantly from the State Plan, the State may address the problem through pricing, tax rates, credit and other economic policies, rather than simply issuing administrative orders.

The transition from pure planned regulation to its combination with market regulation aims to expand the decision-making power of local authorities and enterprises, and to enhance their initiative, creativity and enthusiasm. Last year, we started to introduce the system of managing government finance at different levels and to expand enterprises’ decision-making power. Currently, this system only focuses on the distribution ofinancial revenues and the profits ofenterprises. Later, enterprises may be allowed more freedom in their production plans and management, as well as in management of human resources and price adjustment. The unreasonable price system that currently prevails has become a major barrier to market regulation. Therefore, to continue expanding the decisionmaking power of enterprises, systems relating to the Plan, to materials (including rural and urban exchange of materials as well as internal and external trade), to labor and to price management must be reformed.

The financial management system of our country currently regards banks as mere cashiers for government finance. Banks are not allowed to operate with full functions. Reform is imperative, so that banks can function as a major means of market regulation, as per the State Plan. Price system reform should also be combined with tax system reform, so that similar profits can be generated from each industry or product. For products that need to be sold at a higher or lower price and enterprises that make different profits as circumstances vary, differential tax rates should be applied to narrow the profit differentials.

A democratic management system must be established while expanding the decision-making power of enterprises, so that the people can be the true masters of the business they work in. Leaders of enterprises should be public servants, rather than lords over their subordinates.

At present, enterprises must turn over their profits to higher authorities. This makes them affiliates of the Central or local government to which they deliver the profits, and they have to be managed at different levels. The system is unhelpful when trying to build inter-industry or inter-regional coordination. It generally results in the segmentation between industries and regions, thus discouraging competition as well as cooperation. To solve this problem definitively, it would be

Economic restructuring requires an overhaul of the national economic structure. The purpose of this is to facilitate the development of large-scale socialized production and to accelerate the socialist modernization of our national economy. When the People’s Republic of China was founded, economic development of coastal and inland areas showed great imbalances due to the effects of imperialism. During the period ofthe first Five-Year Plan, many inland cities were built up to become new industrial bases, and a grid-like economic relationship was established between them and the old industrial centers according to the principle of “professional coordination.” Nevertheless, these economic relationships were soon replaced by a rigid administrative system after socialist transformation was completed, when China followed the Soviet Union’s model in economic management. In the meantime, every province wanted to set up a complete economic system and to set up a natural economy in place of acommodity economy, thus greatly undermining the economic relationships necessary for large-scale socialized production. In the future, we should encourage regions to take account of their natural conditions, strengths and disadvantages, and to promote cooperation based on a division of labor between each other. To this end, we should protect competition and enable each region to bring their unique advantages into play. in addition, cooperation based on a division of labor requires a linkage between enterprises, and between regions. Regions should see beyond their own boundaries; barriers between them need to be broken down. Developed regions should be encouraged to invest in less developed ones, to join in tapping the natural resources of less developed regions. The Preliminary Opinions also propose to restore and develop old economic centers and recover the grid-pattern economic relationship among small, medium, and large economic centers. The Preliminary Opinions propose replacing the current regionally-based system of administrative management. Will this lead to greater disparities between regional economies? We do not think so. Instead, it will be an effective means to narrow regional disparities. The American government required its 13 states to invest in the western areas to balance the development of the national economy. Ina socialist country like ours, we will, on no account, allow developed regions to exploit lesser developed ones, but we do encourage regional cooperation on the basis of equality and mutual benefit in order to help lesser developed regions accelerate their economic development. Recently, large cities including Shanghai have entered into partnership with other provinces by contributing funds and technologies (machines, technicians, and management personnel) and by establishing cross-provincial companies. This is a trend worth supporting. It will be far better than simply requiring lesser developed regions to rely on themselves or to rely on financial aid.

Reforming the economic management system means restructuring the national economy. We must prepare a unified plan that specifies the correct direction to be followed with unwavering determination. However, when making reforms, we always need to move forward step-by-step. Considering that the recent economic adjustment hasn’t been completed, large financial deficits still exist, and certain sectors of the national economy are out of balance with others. Economic restructuring should therefore be carried out in stages. Next year, we will expand the decision-making power of enterprises as a nationwide policy and gradually establish a financial management system at all levels. Appropriations for economic construction projects will be replaced by interest-bearing bank loans. Interest on working capital loans needs to be paid in full (although at varying interest rates). Tax rates for some products will be adjusted, and a comprehensive plan will be proposed to adjust both the prices of various means of production and the tax system. The division of work between financial authorities and banks will be reformed, so that government appropriations are reduced and bank loans are increased, and the distinctive roles of and collaboration between the central bank and specialized banks will be redefined. In terms of commerce, the relationship between rural and urban trade, and internal and external trade, will be brought closer. Distribution channels will be strengthened and procedures required for logistics will be streamlined, to bring the regulatory mechanisms of the market into full play. Furthermore, we will energetically develop cooperatives and cooperative groups (teaming up voluntarily, assuming sole responsibility for profits and losses, sharing in profits on the basis of labor and managing in a democratic manner). Self-employment will also be encouraged ifconditions are ripe, to solve the unemployment problem among young people. Since the reforms will affect vested interests on all sides, Central government, local governments, industries, and enterprises, and between enterprises and individuals, contradictions will definitely arise and they should be resolved promptly. Party committees at all levels must therefore intensify their leadership over economic restructuring. They must set up strong and highly-efficient Economic Restructuring Offices, to coordinate the relationships among various components ofthe reform.

The newly established Economic Restructuring Office of the State Council only has around one dozen staff members, most of whom also work on economic restructuring research with other specialized departments. We hope some provinces and cities, such as Shanghai, Sichuan, and Liaoning, can appoint regular contacts for us, so that we can obtain timely information about the pilot

Preliminary opinions on economic restructuring 97 restructuring in these regions and exchange experience with one another. Of course, in due course we also hope to establish connections with other provinces, cities and autonomous regions, to acquire their experience as well. As foreign media have reported, it is anticipated that our economic restructuring may well be a huge transformation that will go down in history. We feel a strong sense ofrespon-sibility. Nevertheless, we are confident that we can accomplish this transformation under the correct leadership of the Party Central Committee and the State Council and with firm support from different departments and regions. To make a start, we put forward these “Preliminary Opinions” for the comments and instructions of our comrades.


	
7 Opinions on resuming and expanding Shanghai’s role as a national economic center *>



(August 1981)

After returning from my vacation in Beidaihe, | read your detailed instructions on the Shanghai Government’s report and benefited a lot from it. Shanghai was once China’s largest economic center and is still its largest industrial city. Its industrial production has multiplied many times over in the past 32 years, but the market is almost saturated, making further development very difficult. [ realized that fact two years ago, when | conducted an investigation in Shanghai. You instructed Shanghai’s authorities to expand overseas markets by taking advantage of Shanghai’s unique qualities. | believe this was an important guideline. However, relying on that alone is unlikely to restore and develop Shanghai into becoming a national economic center. | proposed “three orientations” when | talked with comrades from the city’s Party committee, namely, that Shanghai should be “suburb-oriented, other-province-oriented, and foreign-country-oriented.”

Many plants in Shanghai are congested and too dilapidated to be either expanded or rebuilt. In the past three years, a lot of factories in the city cooperated with their commune-run counterparts in the suburbs by contributing funds, equipment, technology, and managerial personnel, while the communerun factories provided the physical plant and the labor force. As a result, some plants were moved to the suburbs, achieving outstanding results. Ten counties under the jurisdiction of the Shanghai Municipality are backwards with regard to industry, such as Qingpu and Songjiang. They lag far behind Suzhou, Wuxi, and Changzhou. Shanghai should assist them in industrial development.

More importantly, Shanghai should invest in other provinces, to resume and expand its role as a national economic center. | still remember that in the time of the War of Resistance against Japan, a business-owner from Shanghai invested RMB 5 million in a seaside reclamation project that covered tens of square miles at Dongtai, Jiangsu. He turned a desolate saline-alkali landscape into an affluent cotton-producing ranch. | was deeply impressed by it. Before the People’s Republic of China was founded, Shanghainese invested a great deal in other cities. Once the division of administrative areas began in the 1950s, however, investment in other administrative areas was discouraged, which was unfavorable both

We ask for balanced economic development between coastal areas and inland cities. Will this increase the gap between Shanghai and inland cities? On the contrary, it will be the most effective way to narrow the gap. In the past, the Ministry of Finance raised funds from Shanghai to subsidize underdeveloped areas. As a sort of financial relief, though, it did not help inland provinces’ economic development, since no equipment was provided, not to mention the badly needed technology and managerial professionals. The US economy as a whole was greatly boosted when its 13 eastern states were encouraged to invest in the western part of the country. As you have rightly pointed out, while the world is having a north-south dialogue, what we in China need isan “east-west dialogue.” | believe this is quite important. Here I just want to add a few remarks. The financial aid provided by developed countries to developing countries more often than not involves the former’s infringement of the latter’s sovereignty. Our “east-west dialogue,” however, is another situation. It is like the investment of the 13 states ofthe US in other areas. China is a socialist country, and it should be easier than it would be for a capitalist country for economically developed areas to invest in backward areas. The rigid management and compartmentalization that have remained a great barrier over the past 30 years should be removed. The first thing is to change the mentality of local governments, which is what governs their economic policies.

In addition, | would like to say something about the construction of a new Shanghai, a city that | fear still has to be improved. Last year, I travelled to Hong Kong and was quite impressed. In the 1930s, I had passed through Hong Kong twice when | went to Guangxi to take up teaching and at that time, it was no more than what a medium-sized inland city is in China today. It lagged far behind Shanghai. | found out last year that Hong Kong has changed tremendously. Almost no old buildings of the 1930s are to be seen, though the cable car still runs up the hill. New buildings are everywhere. The old HSBC building, formerly one of the most magnificent, is being removed to make place for a new one. Upstarts in Hong Kong mostly made their fortunes from real estate. Due to soaring land prices, low-rise buildings were removed and replaced by high-rises. The building industry has consequently become an important pillar of the local economy. In contrast, Shanghai has remained unchanged for nearly half a century. Zhejiang Road, which | often walk along, remains lined with two-storey wooden buildings dating from the 1930s. The lane where | lived in the 1930s remains almost intact. If there are changes, they are simply the large number of small wing rooms and attics that people have built into every bit of available space and that make the lanes even more crowded. It is clear that industry and commerce can hardly grow under such circumstances. Why can’t we follow the example of Hong Kong? One important reason is our system of housing rentals and real estate taxes, which make people reluctant to remove old houses and build new ones. Housing rents are too low to cover the expense of repairs, not to mention rebuilding costs. Perhaps business tenants can afford to pay more, but such payments will be made to the business authority rather than the real estate authority, and will thus be used for purposes other than building housing. Building is not deemed an independent sector of the economy in our economic reporting scheme, unlike agriculture, light industry and heavy industry. It is therefore impossible to build new houses using house rents or sales income. Foreign construction industries earn huge profits, and their operational expenses may sometimes be covered by income from advance sales or rent of new houses. It costs the Chinese government RMB 10 billion to build dormitories every year, which produce exactly no return at all. If such a system continues, large cities, especially Shanghai and Tianjin, will remain unchanged and be denied all development opportunities.

To develop a construction industry, we must raise rents for housing and levy a real estate tax, which also makes the implementation of payroll-system reform imperative. Though not feasible at the moment, this issue must be addressed in the long run. Right now, an urban citizen occupies a living space of three square meters on average, and the State spends RMB 10 billion on constructing housing every year. The government will come under even greater financial strain if every citizen occupies a living space ofmore than ten square meters in the future. If no reconstruction efforts are made in old cities like Shanghai and Tianjin, in particular, the outcome will be unimaginable. It took only slightly more than a decade to rebuild Hong Kong. Can we afford to take 20 or 30 years to resolve this issue? | am afraid it will be hopeless if old measures continue to be pursued,

What | have said about city reconstruction and developing the construction industry 1s only a concept rather than a specific plan of action. However, it is necessary to take these concepts into consideration in our long-term strategy.


	
8 Comments on price control regulations’®



(July 1982)

| have read Price Control Regulations twice, and have some different opinions regarding the basic principles underpinning the document. I understand that 7he Regulations have been approved by the State Council in principle, so my proposal for significant revision may seem inappropriate. Nevertheless, | make bold to give my opinion since the document is really too important. It will lay a foundation for the future Price Law, and may mislead price control officers across the country if its principles are wrongly laid down.

According to Marx, price is the monetary form of value. Therefore, | have always believed that guiding principles with regard to price controls should focus first and foremost on reasonable price adjustments according to the law of value. The goal is to maintain relative balances between production and demand, enable the national economy to develop in a proportionate and well-planned manner, to facilitate business accounting accordingly and to measure economic returns correctly. Price stabilization is a guiding principle, but it should be second to price adjustment. It is unwise for price stabilization to be the only guiding principle. The most notable case of price stabilization occurred during the ten-year Cultural Revolution when prices were almost frozen. This led to the great irrationality of today’s pricing system. That system presents a challenge to our reform efforts as we try to adjust the structure of production. If the price system is not adjusted, even when conditions permit, a radical improvement in the economy will be unlikely.

Due to the financial deficits and inflation of recent years, it is now difficult to stabilize market prices. Price stabilization appeals to all Chinese people and indeed should be listed as a top priority with adjustments being made only after it is achieved. Nevertheless, prioritizing price stabilization is by no means a longterm strategy. Following our price stabilization efforts in 1950, we attempted price stabilization again in only two circumstances. The first was during the three-year Great Leap Forward, when our financial deficit reached RMB 17 billion, money supply soared to RMB 12.5 billion in 1961 from RMB 5.6 billion in 1956, market-traded prices skyrocketed, and even planned prices were unstable. We had to sell some high-priced commodities to recover RMB 5 billion, and we cut a great deal of infrastructure investment. By taking these measures, the money supply declined to RMB 8 billion in 1964, and the pricing system was restored to a normal level. The Resolution on Improving Commercial Work adopted at the

The First National Price Conference was held in the autumn and winter of 1962. It put forward two tasks, price adjustment and price stabilization. The conference pointed out that priority should be given to stabilization, and adjustment should be made after stabilization. However, the Second National Price Conference held one year later proposed a different approach. That Conference decided that stabilization and adjustment shall be equally valued, as prices were essentially stabilized. In 1964, the market price returned to close to a normal level, and after several rounds ofprice reduction, high-priced commodities were supplied at a normal price level. During thePrice Conference ofthat year, thecalls forprice reduction (mainly concerning household articles in Shanghai) were heard more often than those for price hikes, so adjustment in prices was placed in aposition ofpriority. In 1965, the Central government asked the National Price Commission to formulate a Five-Year Plan for price adjustment. The plan was approved by the Central Working Conference and the Secretariat of the Central Committee in the spring of 1964, after much deliberation. I believe the results represent a balanced guide to price controls.

The current irrationality of our pricing system was caused by the price freeze during the 10-year-long Cultural Revolution, and the problems are far more severe than they were in the early 1960s. Oversupplied products are high-priced and garner large profits, while products in short supply are low-priced and earn small profits and even losses. If the pricing system is not adjusted, the structure of production, that is, what products are produced in what quantities, will simply become more and more unreasonable. Meanwhile, financial revenues and expenditures are still out of balance, and the money supply continues to increase, bringing about hidden inflation. (Price hikes are prevented by means offinancial subsidies, which result in financial deficits, so the money supply has to be increased.) It will now be more difficult to stabilize prices than it was in the early 1960s. Therefore, it is appropriate to put price stabilization first in order of priority, but attention should also be paid to reasonable adjustment in prices. Since the Regulations are not intended to be a provisional arrangement, a holistic approach with far-sighted recommendations is required.

Below is my proposal on several other revisions:

1 Article Five in the Regulations seems to subject all commodities to price controls at different levels. That won’t work. Prices of thousands of petty commodities should be allowed to fluctuate freely. On March 8, 1979, Comrade Chen Yun pointed out in a talk about “Plan and Market,” “even now, many of us fail to realize the necessity and inevitability of the coexistence of two sectors of the economy (a planned economy and market regulation), and fail to understand their respective proportions in each industry.” Right now, we have at least tens of thousands of product categories, each including a bewildering variety of items (just think of the tens of thousands of steel and fabric products we have). That means there are millions of products to be priced. What the government can do is set a price on between 10 and 20 percent of the items that constitute 80 to 90 percent of the total product value. It would be an impossible task to try to control all of them.

bho The power and authority of different government levels and departments with regard to price controls is not clearly defined. The Central government, local governments and different sectors seem to share the same areas of responsibility. The Regulations should make clear that the Central government is responsible for nationally important commodities, local governments are responsible for regionally important commodities and some less important ones, and sector authorities should set prices on other products based on benchmarks set by the Central government or local governments. Pricesetting bodies must obtain production and demand information and adjust unreasonable prices in a timely manner.

Since 1979, what are being called internal prices or “coordinated prices” have occurred as a result of negotiations between regions, industries or between enterprises so as to orient production in the direction of market demand, to address each other’s needs for certain products, and to adjust the old profit distribution pattern. Such “coordinated prices” do help resolve conflicts that resulted from unreasonable prices, albeit only partially. Instead of indiscriminately labeling these practices as illegal, we should carefully look into the pros and cons of these new practices. Hundreds of thousands of small enterprises in the country whose supply of materials and whose sales of products cannot be guaranteed by the State Plan most of the time will have to cease production if coordinated prices or negotiated purchase and sale is not allowed. Thus, any price control efforts must focus on invigorating the economy. Rigid controls are best avoided in addressing the so-called “illegal” pricing practices.

(May 23, 1983)

[ have read the Decisions on Reforming the Banking System and Strengthening Centralized Credit Management and would like to comment on certain important issues.

Due to the substantial increase of equity funds in enterprises and of residents’ savings after the Third Plenary Session of the Eleventh CPC Central Committee, bank deposits have risen considerably. The granting of loans by banks has been a major economic restructuring policy in recent years, and it has achieved outstanding results. Loans have been an important supplement to government appropriations, and have been made to small- and medium-sized infrastructure projects, especially for replacing equipment and undertaking renovations. At present, fixed assets are funded equally by government appropriation and equity funds of enterprises, including bank loans. (Equity funds must be deposited in a bank and the balance is adjusted by the bank.) Bank loans, granted in a decentralized way, have been out of control, however, which has been a major cause of the excessive construction in recent years. Previously, there was a ceiling on the amount of bank loans that could be used for fixed assets. The People’s Bank of China 1s responsible for controlling that upper limit, however, and it is not up to the task. As the Central bank authorized by the State Council, the People’s Bank seems to be in an awkward situation and unable to fulfill its responsibilities properly. As you said, the reasons are twofold. First, the Bank is actually an industrial and commercial savings bank. It has a wide range of businesses involving both enterprises and citizens, thus it cannot function properly as a Central bank. Second, the Bank competes with specialized banks in making loans to enterprises, thus its competitors are reluctant to follow its instructions. It is imperative, therefore, that we create a “bank of banks,” or a Central bank, by extracting some core personnel from the People’s Bank and other specialized banks. The new entity, still by the name of the People’s Bank (with the old one to be renamed the Industrial and Commercial Bank) will manage the financial entities in the country and be in charge of specialized banks under the leadership of the State Council. It will wield great power, but deal only with specialized banks, not enterprises or individuals. Its organizational structure may be streamlined in the future, and include fewer outlets.

The Central bank should direct and supervise all specialized banks, but without interfering in their internal affairs. Loans that specialized banks make to finance fixed assets must be in conformity with a Credit Plan prepared by the State Development Planning Commission, Ministry of Finance, and Central bank working in concert, and approved by the State Council. In the meantime, such loans must be under the supervision of the Central bank. The Central bank may consult with specialized banks and transfer theirfunds. Except for anything that prejudices or goes against the Credit Plan as well as relevant policies and decrees issued bytheState, specialized banks should have relatively independent decisionmaking power in their operations. To ensure unified leadership over specialized banks, their branches in different places should be managed bytheir head offices, notby local branches of theCentral bank. However, if branches of specialized banks violate State policies and decrees, branches of the Central bank will have the right to exercise their supervisory functions. Any disputes arising from this arrangement may besubmitted tohigher authorities for settlement.

To accelerate the circulation of funds, cooperation among specialized banks and inter-bank lending should be encouraged. The central bank should be responsible for coordination and funds settlement. All banks should be managed in a way appropriate for banking entities rather than administrative bodies. As commodity distribution sometimes may encounter congestion, so can the distribution of funds. The reform ofthe financial system should encourage banks to operate as business entities, rather than as administrative bodies as so many foreign experts believe to be the case (e.g., Kobayashi Makoto from Japan and Gutowski from West Germany believe that Chinese banks are not truly banks). We need to think carefully about their comments.

Conflicts do exist between banks. Banks hope the Economic Research Center will put the banking issue on its agenda, but to avoid disputes, they advocate a back-to-back approach, that is, having individual one-on-one discussions with the Economic Research Center. Indeed, back-to-back discussions may reveal the conflicts more thoroughly. In recent months, we held meetings individually with four banks and an insurance company, plus four local banks in Shanghai. Although individual discussions may clearly reveal problems, to settle them needs face-to-face talks among themselves. Recently, we held two meetings together with the State Development Planning Commission, the Economic and Trade Commission, four banks and two university professors. At these meetings, we reached consensus on general principles, but disputes arose when it came to details. Therefore, we should seriously take into consideration the opinions of other banks. Although unification is a principle to which we must adhere, we should avoid taking oversimplified measures. Rather, we need to give specialized banks necessary decision-making power under unified plans, policies and decrees, and adopt their suggestions if possible.

The Economic Research Center is a research and consultation institution, rather than a policy maker. It cannot draft regulations on behalf of the People’s Bank. It can only collect opinions from different sources, analyze them, and submit a report to the State Council and the People’s Bank (the future Central bank) or reference. | have heard that the Central Committee’s Leading Group for Financial and Economic Affairs will discuss the Decisions drafted by your bank next week. It seems too hasty. Before the discussion, opinions from specialized banks should be sought, and a broad consensus needs to be achieved. Otherwise, if disputes erupt in the discussion, it will be difficult for the Leading Group to make a decision. If a decision is made despite dissent, conflicts will arise in the future. In that case, either the Central bank will be unable to administer specialized banks, or they will be too restricted and will not be able to operate to their full extent. So, can we possibly ask specialized banks to discuss the draft Decisions first, and then submit the revised version to the Leading Group for review and discussion? Such discussions could be presided over by Vice Premier Yao Yilin or State Councilor Zhang Jinfu.


10 Advice on seizing opportunities to adjust the price system ”*

(June 20, 1984)

Since | was hospitalized three times this year, due to inadequate circulation of blood to the brain, | seldom attended meetings of the State Council and the Economic Research Center, and I was only able to read some documents. However, | often invited comrades for talks, and I was informed that the second-phase plan to do with substituting tax payments for the old method of handing over profits was in preparation. There are a lot of difficulties in drafting this plan, and I can imagine that lots ofdisputes will also arise in its implementation.

I used to think that, apart from expanding the decision-making power ofenter-prises, economic restructuring should focus on price adjustments as a breakthrough way to change the entire economic management system. Nevertheless, people are afraid ofprice increases and this, without doubt, affects the decision-making ofthe Central government. Therefore, | agree with levying taxes on products as a way to alleviate the inequities resulting from the unreasonable price system. At present, it seems difficult to apply a tax on products. There are millions of products to be priced, while theoretical prices have been calculated for 300 kinds of products with calculations underway for another 2,000. If a product tax is imposed, the products subject to it need to be grouped in hundreds of categories at most. Profits of many products in each category will differ as prices vary (e.g., steel has over 10,000 varieties, with the profit margin going from 70-80 percent to zero). Thus it is comparatively easy to adjust prices, yet difficult to regulate the contradictions between production and sales of various steel products by the use of a product tax. Since a product tax cannot completely resolve the problem of inequities among industries, a regulatory tax must be levied afterwards. In addition, a product tax will have complex tax rates, thus unfairness 1s likely to occur.

Two months ago, an economist from the World Bank told me that he couldn’t understand why Chinese leaders were so afraid of price adjustment. Compared with tax rates, prices are more flexible and can be adjusted at any time, while tax rates are not flexible and can’t be adjusted any time. The view is supported by almost all the foreign experts with whom I have met. They say that China’s price system is unreasonable, and the key to successful economic restructuring depends on whether or not an unreasonable price system can be reformed. I know all Chinese people are afraid of price volatility, thus the Central government must be very prudent with any price adjustments.

Despite a slight rise in recent years, still smaller than most countries, China has the most stable prices in the world. Why are we so afraid of price hikes? | think it is because of inappropriate propaganda over the past 30 years. The Tenth Plenary Session of the CPC Central Committee in 1962 asserted in the Decisions on Improving Commercial Work that price stabilization is a fundamental longterm policy of our Party. Price stabilization was wrongly equated with price freezes, without understanding that risesand falls in priceare often necessary for economic development. During the Cultural Revolution, prices were frozen for ten years for fear ofmarket turmoil. As a result, pricing often deviated significantly from the true value of a product. Many products are either overstocked or out ofstock, depending on how their manufacturers are motivated by expected profit margins, given the way the products are currently priced. Despite such circumstances, the Regulations on Price Control drafted by the Bureau of Price last year still lists price stabilization as our fundamental policy. It does not mention that another important task of the Bureau is to adjust prices(later this was added at my suggestion). People are even opposed to the one-cent price increase for one box of matches that have to be rationed due to ongoing short supply (in some areas matches are in sufficient supply thanks to a price rise).

Price adjustment is actually not as terrible as people believe. For example, in spite of repeated proposals in recent years, policy-makers were reluctant to adjust the price for cotton cloth, a consumer product whose importance 1s second only to grain, and for synthetic fabrics. Things changed last year when a big price increase was made. Consequently, cotton cloth could be openly supplied, without presentation of a cloth coupon; the production and sales of synthetic fabrics also rose, greatly welcomed by citizens. | had thought this was a wonderful opportunity to raise people’s awareness of the benefits of price adjustment. However, theorists did not publicize the matter, while business departments continue to issue propaganda about the exaggerated importance of price stabilization. The opportunity has been wasted.

Many comrades consider that a price increase in one commodity will definitely lead to price increases of others as a sort of chain reaction. They fail to see the objective laws governing price rises. A general price rise is actually the result of currency depreciation and inflation. Without inflation, prices will not generally rise overall. The issuance of 10 percent more currency will cause a price rise of up to 10 percent. According to an estimate of banks, the money incirculation isRMB 5 billion more than the amount actually needed, accounting for 10 percent of the total money supply. As a rule, even with no controls applied, prices will only rise by 10 percent and will subsequently decline. In the last two years, prices soared considerably in Guangdong, but started to drop last year, manifesting the objective law of price.

adjustments, and should educate people, especially cadres responsible for economic work, about the objective law of price changes, so that they can realize the necessity of price adjustments and the possibility of stable prices during or after the adjustments. Currently, the supply of consumer products is quite sufficient in the market, thus prices may remain stable in the long term if adjustment is carefully planned and done step-by-step.

(January 1985)

Perspectives on reform of the financial system in recent years

The reform ofthe financial system is an extremely important issue and recently, we have talked more about reform of prices and wages than reform of the financial system. When a commodity economy develops in China and our economy is invigorated, commodity distribution, production, and consumption will all encounter difficulties in the absence of a powerful financial system. The macroeconomic control measures of capitalist countries mainly depend on banks. We used to rely on planning and finance to balance the macro-economy, while banks played a limited role in the process. Since the 1950s, banks were basically reduced to performing the role of a cashier whose only function was to grant working capital loans, instead of conducting businesses appropriate for a bank. In our present economic restructuring drive, it is crucial for banks to play an expanded role in order to develop a commodity economy and invigorate enterprises.

Since 1979, we have carried out a variety of reforms. One among them has been that bank loans are increasingly replacing government appropriations for financing infrastructure projects. With the progress of our reforms, people and enterprises are becoming richer, bank deposits are growing, and more investment is thus available to go into infrastructure. In the future, except for a few key State-financed projects, most investment projects should be funded by bank loans, including technical renovation projects ofenterprises.

In the past, our banking structure was out of syne with economic development. The People’s Bank of China was put on an equal footing with three specialized banks, none of which was responsible for macro-credit control. We have now established the Central bank and specialized banks, the former to strengthen macro-controls over financial activities and the latter to undertake the functions of specialized banks. This is a great move forward. Generally, fewer funds are required if loans are granted by specialized banks, as compared to government appropriations, including loans used for fixed assets. Loans have the potential to generate quicker and greater economic returns. Last year, agricultural loans were somewhat out of control, but financial work in rural areas truly made progress nonetheless. Agricultural loans were mostly granted to poor People’s Communes, production teams, or households who usually could not afford to pay back the money. When I conducted an investigation in Qingpu, a production-brigade Secretary told me that these borrowers would not be able to repay. Therefore, the agricultural loans achieved unfavorable results. However, it 1s quite different now. Loans to township enterprises and households are facilitating production and circu-lation.Certainly, as we haven't clearly demarcated the responsibilities of the Party and those of the Government, as well as those of the Government and enterprises, many loans aremade as decided bytheGovernment and itsfunctional departments, rather thanby banks afteradequate review. The results are therefore not that satisfactory. Nevertheless, we should admit that banks have played an increasingly important role in the economic development of rural areas as well as cities.

A modern economy without modernized banks is hardly imaginable

We should take bank reform into careful consideration. Sectors like commerce and foreign trade are also undergoing reform. The system of revenue collection and allocation by financial authorities has been discontinued, while a revenuesharing system is transitioning from having enterprises “hand over” their profits to their respective governing authorities, to having enterprises pay taxes. Why must banks still apply the system of revenue collection and allocation? If this system together, with its rigid management, cannot be changed, banks at different levels will definitely lose their enthusiasm for economic growth. Things will be greatly different if bank reform proceeds smoothly. Banks will be able to operate independently, take deposits, and grant loans, and they will be able to lend out money using deposits they have taken in, together with some retained earnings. The results will undoubtedly be favorable.

As a great amount of currency has been issued tn recent years, people have lots of cash in hand. Nevertheless, this is not bringing on great price volatility. Bank deposits are also growing, reflecting the general trust in banks. But, can’t banks take even more deposits? We estimate that farmers have at least RMB 40 billion in hand, while the total money supply is RMB 80 billion. Farmers normally store their savings in a box. They take cash out only when making purchases in cities, which is the most backward and primitive form of currency circulation. Obviously, bank reform has lagged far behind economic development.

A modern economy without modernized banks is hardly imaginable. Kobayashi from Japan notes that China has no banks in the true sense as none of our banks operates in a way that resembles a bank. China Construction Bank is not a real bank, nor is the People’s Bank of China. It is unthinkable that reforms have not been applied to the banking system while reform of other sectors is underway. If banks cannot be modernized, our economy is unlikely to be modernized.

Banks are the center of economic activities. As I like to put it, a bank is like the heart of ahuman. All funds flow to the “heart” and then throughout the “body.” It is Outrageous that such an important “hub” has not been modernized and that extreme egalitarianism is still applied to the banking system. This issue was

Prominent problems that must be tackled in the reform of the banking system

The great losses in foreign trade the year before last were alarming and spurred reform of the foreign trade system. This was evidenced in the “joint operations under unified management.” Another shock came last year when credit got out of control and excessive currency was issued. Can these warning signals finally be the impetus that pushes forward reform of the banking system?

Can we take any measures to control the excessive amount of currency? Yes, we can. We face two ongoing problems. First, it 1s difficult for businesses to conduct transactions with a bank and for people to make deposits and withdrawals. Remittances and transfers are even more difficult and idle funds cannot be absorbed into the system. Foreign banks scramble for savings and deposits, while we don’t seem to care about that. Things would improve greatly 1f we could change this situation. Second, there are too few commercial banking outlets in the countryside to deal with economic growth. In the past, there were many shops or booths in the trading center of every market town, which almost every rural resident would visit. Now these places look desolate, with only a few State-owned or cooperative shops left. As business in rural areas is stagnant, farmers do not know how to spend their money, and therefore they simply store it at home.

Since goods in our country used to be in short supply, policy makers put a lot of effort into keeping the ratio of money supply to total retail sales at 1:8. Actually, even kept at this level, the ratio could not guarantee sufficient supply, and grain, cotton cloth, pork and eggs were still in short supply. Currently, the ratio is slightly above 1:4, but the supply of grain and cotton cloth is sufficient. Goods are more abundant compared with past years, although luxury products such as color TV sets are still insufficient. It is time for us to change the old ideas. In addition to streamlining distribution procedures and expanding the number of sales outlets, we should also accelerate the speed at which goods circulate. In addition, we should sell non-marketable products at a discount, to speed up product upgrading. We should also accelerate the turnover of inventories in warehouses. Only when commerce is invigorated should currency be withdrawn from circulation.

Our experience is still insufficient to decide how to establish the most appropriate banking system, and we should conduct extensive research. Having said that, I think that, first, we should grant all levels of banks greater powers, rather than simply assigning loan quotas to them under a mandatory plan. We should allow banks to grant loans by using the deposits they take in, in accord with their financial strength, and better use the funds in accordance with the State’s unified

financial policies. Second, I think that the Central bank should assume functions

of macro control. It has two major tasks: one 1s to manage money supply, and the

other to prevent credit inflation. Previously, we used mandatory planning and investment limits to control credit inflation, to fairly good effect. Now,  such an

approach is inadequate. After the economy is invigorated, more funding sources will emerge, and various approaches should thus be adopted. In this respect, we can learn from capitalist countries. For example, if credit inflation occurs, we can raise loan rates, increase the reserve requirements on deposits, and issue bonds.

Overall, we are still not good at making use of banks. The State Development Planning Commission used to be the Center in exercising macro-economic control, while the Ministry of Finance played an important role. Mandatory Plans prepared by the State Development Planning Commission are now declining; many sectors are deregulated, and government appropriations as a percentage of total investment are decreasing. Accordingly, banks should play a decisive role. We should conduct further research on exactly how banks should exert their functions. The first thing is to intensify macro credit control. If enterprises and the market are invigorated, while we have a banking sector that cannot keep up the pace, the banking sector will be unable to control and regulate the financial markets and this will have a negative impact on the harmonious development of the economy.

Finally, we do have some professionals who are well versed in the banking business, but the demand for their expertise is huge. Therefore, it is also vital that we enhance the professional expertise of our bank cadres.

(June 1986)

Two days ago, I read two documents prepared by the Economic Restructuring Office and heard about the drafting process from Comrades Wu Jinglian and Lu Baipu. I was told that what was going on was nota single reform, but a total overhaul in prices, tax revenues, finance and credit. I believe this is encouraging progress.

Last year, priority was given to deregulating food prices. This involved great risks, as seen by the fact that several East European countries had failed in similar reforms. Ours, although it met with opposition and caused great impact, has been pushed through successfully. More and more people now regard the reform as a remarkable accomplishment since it has brought forth a great variety of market supplies and has improved living conditions to an extent not seen since the PRC was founded thirty years ago.

Price controls over daily necessities have mostly been relaxed. The exceptions include some petty commodities that haven’t been deregulated yet for fear of excessive price increases. These commodities have been out of stock for a long time, in fact bringing more troubles to consumers than the potential price increases. The priority in price reform next year will focus on the means of production. Price adjustments will go hand in hand with the ease of price control, with the aim of narrowing the gap between negotiated prices and State-prescribed prices. This will reallocate profits among the Central government, local governments and enterprises, hopefully without appreciably affecting the market and living conditions. Though small, the risks should not be underestimated. Due to the excessive expansion of capital construction in recent years, the means of production are still in short supply, with negotiated prices staying high or declining slowly. Some processing businesses are complaining bitterly about this, and will complain even more if the State-prescribed price rises while the negotiated price remains unchanged next year. Given the consideration of the tolerance of enterprises, three reform plans that are varying in the extent of advocated changes are under consideration. I would like to share my opinions on these three.

In principle, the extent of risk arising from price adjustment of the means of production depends on whether the supply-and-demand relationship of a given product is tending to be balanced or even more imbalanced next year. | think the key is whether the State can control the scale ofcapital construction projects and gradually alleviate the shortage of the means of production. Since capital construction has been done on a disproportionately huge scale for several consecutive years, and has led to shortages of the means ofproduction, planned allocation has to continue to a certain extent. This leads to the reality of two distinct kinds of prices, that is, State-prescribed prices and negotiated prices. The means of production refers to product inputs for products mostly used in capital construction and equipment manufacturing. Therefore, if the scale of capital construction is controlled in a strict manner, to lessen the shortages in means ofproduction, negotiated prices may drop. This is thekeyto smoothly carrying outprice adjustments forthose “means of production” products, and to minimizing risks. You talked about controlling thedegree ofcapital construction several times, which, in my opinion is crucial to thesuccess of reform in thenext stages (price reform ofthe means of production). If aggregate demand can be kept under control, we take no major risks even if the boldest among the three Plans isadopted. If not, then significantrisks may arise even ifthe least ambitious Plan is implemented. The Third Plenary Session of the Twelfth CPC Central Committee described reform of the unreasonable pricing system as the key to successful economic restructuring. | would like to add that strict control over aggregate demand to ensure the balance between aggregate supply and demand is key to reforming the pricing system, and to rationalizing economic relationships. |hope you can emphasize this point when reporting to the Standing Committee of the Central Committee, as well as when delivering speeches to provincial leaders.

At present, decision-making power over capital construction projects has been delegated to local governments. Central planning plays a less significant role. Local governments are vying with each other to double local production ahead of schedule, which has resulted in unchecked infrastructure construction and duplication of projects. The extra-budgetary investment often exceeds original Plans, especially at the grass-roots level. Such tendencies must be controlled. Ifthe scale of capital construction this year can be kept at the same level as last year, I believe the negotiated price of steel will decline next year. In addition, money supply must be controlled. This is a task that the Central bank hasn’t done successfully so far. Greater efforts need to be made, since the amount of money in circulation is of fundamental importance to the price system.

While the ultimate answer to the shortage of materials used in products lies in controlling capital construction, an immediate solution would be to develop markets for the exchange of product inputs. Currently, markets for consumer products operate smoothly, while markets for the materials are not readily available. This is due to years of a “unified allocation” system, particularly for the great variety of steel products. On the one hand, steel products are in short supply and the negotiated price stays high. On the other hand, steel inventories have increased every year, and have reached 27 million tons. One of the reasons is that enterprises engaged in panic buying, purchasing many steel products that did not meet their own demands and that now cannot be resold either. Last year, many cities built exchange markets for the means of production, and lots of enterprises brought their redundant steel products for sale. The negotiated price of steel has consequently dropped to RMB 1,600 from RMB 1,900. The rise of steel inventories indicates that market exchange is not yet smooth. Ifenterprises are able to purchase steel in the market anytime, they won’t keep so much steel on hand (the turnover of steel in inventory in Japan usually takes lessthanone month, while it takes more than six months in China). If the steel exchange market is expanded, to deal with millions of tons of steel, the negotiated price may decline further.

Another cause of soaring steel inventories is the report about a possible rise in the State-prescribed price of steel next year. Many people are thus hoarding steel products in the hope of making a profit on them. Actually, the negotiated price will fall after the State-prescribed price is raised. Supposing the amount ofcapital construction is under control, the market is easily accessible, and the negotiated price of steel (wire) goes down to below RMB 1,200 next year. A lot of enterprises are likely to sell their overstocked steel products, which will make the negotiated price go down further. In this way, the price adjustment for means of production next year will achieve better results than expected. The key lies in strict control of capital construction and prompt expansion of a market for the means of production.

As we increase the production of goods, we should also grow markets, including not only commodity markets, but also the financial markets that can better play the role of accelerating capital turnover. Money supply is already high, but working capital of enterprises is still insufficient. One of the reasons ts that people, particularly farmers, have quantities of idle funds on hand. They hold on to their money, rather than depositing it with banks, due to the underdeveloped nature of our financial businesses. The performance of banks in facilitating financing arrangements between enterprises is even poorer than it was before the People’s Republic of China was founded. Before the founding of the PRC, banks usually organized clearing houses to swap matured bills, squaring positions instead of using cash payments. They resolved short-term funding insufficiencies by discounting promissory notes. Now that the banks cannot fully play their roles, fund raising efforts at the local level should be allowed. However, whatever supplementary measures are taken, the ultimate solution still rests with the banks, as inefficiencies in their operation will result in the disorder ofthe financial system. | know that banks have worked hard to improve their operations, but they still cannot meet the demands placed on them. You have stressed the importance of the market on more than one occasion, which I confirm is crucial.


13 Strengthen macro-control via economic measures (extract)?!

(September 1986)

Learning from experiences garnered over the past few years, we now know that we must strengthen macro-controls while invigorating micro aspects in the process of economic restructuring, in order to balance aggregate supply and demand. Before, when the mandatory Plan was applied, such administrative means as lowering government appropriations could be adopted. Later, when Directive Plans were instituted, the powers of local governments and enterprises were expanded and most investment in fixed assets started to rely on local-government funds as well as bank loans to enterprises. At that time, controls over investment in fixed assets mainly focused on bank credit. Bank credit cannot be allocated via administrative measures. Our country’s macroeconomic controls must be carried out primarily by economic means rather than administrative means. “Economic means” refers to price, fiscal revenue and bank credit. Price adjustment 1s an important way to regulate the production and sale of various products, and to reduce investment in fixed assets. Nevertheless, fiscal means and banks are the ultimate way to control the investment. Decisions about investments can be managed by controlling appropriations for capital construction and adjusting tax rates, and the same purpose can be achieved by banks via credit limits (controlling money supply issue) and interest rates. For off-plan investment, especially that being made by rural enterprises, the control of bank loans will be more effective than fiscal controls.

Western capitalist countries also utilize macro-regulation, but theirs is different from ours. In a capitalist country, production often exceeds demand due to the contradiction between socialized large-scale production and private ownership of the means of production. Cyclical economic crises are therefore prone to break out. Decision-makers (capitalists) must be financially responsible for their own actions if their investments fail, therefore they are very careful about how they invest. With any sign of economic recession, they reduce investment, which aggravates the economic recession. In recent decades, capitalist countries applied Keynesian economic theory, which encouraged the investment of capitalists by means of government deficits and inflation, so as to avoid economic recession. In contrast, in a socialist country, production usually fails to meet demand. The State assumes economic responsibility in case of the failure of investment, instead of investment decision-makers, who are not capitalists. Therefore, leaders of Ministries under the Central government and people in charge of local governments often

The Economics of Shortage written by Janos Kornai, a well-known Hungarian economist, criticizes the financial system of socialist countries for “soft finance” and “soft credit,” because leaders and decision-makers of enterprises are not equity owners. Though the State requires enterprises to assume sole responsibility for their profits and losses, enterprises only share profits and are not responsible for losses. They have no assets to compensate for losses and they rely on the advances or subsidies given by the State. In contrast, when enterprises are founded using bank loans, if investment fails, the banks rather than the founders suffer losses. Capitalists in capitalist countries are quite prudent with investment, while leaders of local governments in socialist countries often scramble for projects, investment, and loans in order to increase their revenues. As a result, many industries see a decline in economic returns and some enterprises suffer from losses due to redundant construction. Finally, instead of meeting the governments’ expectations on increasing taxable revenue, these enterprises simply ask for more subsidies. “Hunger for investment” seems to be an incurable chronic disease in socialist countries. | don’t completely agree with Kornai and | am not that pessimistic. We may overcome this problem if all people in the country, especially Party leaders and leaders of government institutions, fully recognize the hazards of this “common ailment” and strictly abide by macro-controls. Between 1961 and 1965, with the concerted efforts of the whole country, severe economic imbalances that had resulted from the three-year Great Leap Forward were redressed. Of course, the current situation is different. Administrative measures that worked in the old economic management system are not going to work now, such as reduction in government appropriations. We must now also resort to banks and economic measures. The Central bank has the right to issue money, thus it can prevent uncontrollable credit. Western countries that operate under spontaneous market economies can conduct macro-controls by managing the money supply for the sake of economic development. Besides a Central bank, our State also owns specialized banks and other leading enterprises, so why can’t we exercise macrocontrol?

At the workshop held in 1984, we recommended separating government administration from enterprise management. Economic management departments should not focus on managing daily operating activities of directly-affiliated enterprises, but on the overall planning and coordination of the industry. They should treat directly-affiliated enterprises and those not directly affiliated on an equal basis,and they should let them be managed by local governments and enterprises. Of course, in unified planning, we should not adopt the old administrative measures, butshould consult and coordinate with each other justas trade associations do in western countries. Economic management departments should constantly research and publish relevant information about their industries, make forecasts and guide thesize and direction of growth. When necessary, measures relating to taxation and credit can be taken. At present, the phenomena of unchecked production andconstruction arequite grave. According to data released by relevant departments, 112 assembly lines for color TV sets (72 of which are imported, including 50 from Japan) have been set up or are in process of being set up, with a total production capacity of 15.74 million TV sets, far exceeding the seven million planned in 1990 and far exceeding market demand as well. Imported assembly lines cost quite a lot of foreign exchange, and imported parts and accessories cost even more. More than half of the newly established factories have ceased production or partially suspended production due to lack of foreign exchange for importing parts and accessories. The 56 imported or contracted refrigerator assembly lines could produce 13.5 million refrigerators by 1990, far exceeding forecasted demand of 7.5 million. Since many partsand accessories of refrigerators also rely on imports, lots of manufacturers arenow in trouble.

Our country had more than 150 automobile factories three or four years ago. Except the First Automobile Factory and the Second Automobile Factory. the others couldn't sustain themselves due to their small output. Therefore, the State merged and restructured these factories and established the China National Automotive Industry Corporation, achieving favorable results. However, once again, too many new automobile corporations are now emerging that cannot sustain themselves due to small output. Ifall the automobile assembly lines are put into operation, production will far exceed market demand, and there will also be a greatly increased new demand for steel, gasoline, and roads. This same phenomenon exists in many industries. Ifall the redundant factories are put into operation, both sales of product and the supply of energy and raw materials will face intense problems. At present, relevant departments under the Central government are organizing local-area governments and enterprises to discuss mergers or shutdowns. We often talk about enhancing the economic returns of enterprises, but it is impossible to achieve that with so many burdens. Excessive enterprises must be merged and reorganized and those that are too backwards must resolutely be shut down. This is an important step in raising the economic return of enterprises and also an effective way to improve product quality (note that many household appliances are not up to standards). Currently, many local governments and enterprises have adopted such measures and have achieved favorable results. Responsible departments at all levels should take mergers and reorganization as the most important task and implement them in a thorough manner to allow others to learn from the experience. The Planning Commissions and Economy & Trade Commissions should coordinate this process in their affiliated industries so that the entire national economy is coordinated as this process moves forward.

As everyone knows, redundant construction in many industries and areas has resulted in severe waste,  and is the main cause of uncontrollable investment.

Responsible departments usually do not address this as an important task to be

dealt with, however, and if they do, they have little effect. The problem is the

result of the fact that everyone gets an equal share, irrespective of how well they work. “They all eat from the same big pot.” The problem also derives from the key risk factor in our economic development which is that decision-makers, that is government officials, who have the power to decide on various economic actions, do not assume economic responsibility. Those who do assume responsibility, that is managers, heads of factories, have no right to make decisions. In the past, when government administration and enterprise management were not separated, the leaders of Party and government institutions could decide on any investment projects at will without the interference of any investigation or research conducted by experts. Banks, to a large degree, were under the leadership of local Party and government institutions, and they had no independent authority to do due diligence and they often could not refuse to provide loans. It was difficult, therefore, to avoid redundant construction. The intolerable thing was that decision-makers could disregard mistakes if investments failed or losses incurred, because they would not be held accountable. Heads of enterprises had no author-ityto carry outreforms and would certainly notannounce bankruptcy forfinding positions for thejobless workers would be an insurmountable challenge. Thus they simply had to rely on the State, and “eat from the same big pot.” This key problem must be resolved in our economic restructuring. The Central government has reiterated that it intends to separate government administration and enterprise management, and to grant necessary decision-making powers to heads of enterprises, especially the right of banks to review loans. Of course, banks should prudently review loan projects anyway, and are forbidden to conduct any illegal acts or certainly seek personal gain by means oflending. In the meantime, a legal system forreform should be established immediately to ensure macro-control via economic measures.

Many organizations may have good intentions in planning to utilize redundant construction, but they achieve little in the way of results. Redundant construction projects in fact undermine the interests of local governments and enterprises as well as those of the State. In the past, ifan industry was found to be profitable, lots of enterprises would come in. Now they are caught in a dilemma. If leading government institutions can sincerely consult with enterprises and carry out mergers and reorganizations, they may well ask the poorest performers to exit, which meets the interest of both local governments and enterprises. Under the current system, the government will give subsidies to an enterprise once it suffers losses. If an enterprise isdeclared bankrupt, on the other hand, banks first demand repayment of loans, former employees refuse to leave, and the head ofthe enterprise is in trouble. If the higher authority does not decide immediately whether to merge or eliminate enterprises, or assume the losses of bankruptcy (for if not, losses will be greater), many enterprises will be unable to deal with their troubles. When enterprises must be closed down, the people or bodies that decided to start them in the first place should be held accountable. It is not practicable in a socialist country to let these enterprises survive or die on their own. To my knowledge, many local governments have adopted similar policies. Thus, if responsible departments make clear what the real situation is, and help local governments and enterprises in coordination and rectification, help them cope with problems, there won't be much resistance.

After a new economic management system is fully established, we can apply macro-controls through economic measures (mainly controlling bank loans), as well as though providing information and conducting consultation and coordination. The problem is that the new system, which is not yet fully fledged, has to coexist with the old one for the time being. In addition to economic measures, therefore, we should also take necessary administrative measures for the purpose of macrocontrols. These administrative measures are not intended to expand mandatory planning, but are done to control bank loans more strictly. They may also urge business departments at all levels to conduct serious consultation and coordination in terms of production and construction, merge and reorganize the enterprises set up as a result of ill-informed investment decisions, and eliminate unprofitable enterprises that have no potential for growth. Such consultation and coordination will be necessary even after the new system is established, and they will play a key role in the transition from the old system to the new one. In addition, consultation and coordination should facilitate the adoption of economic means for applying macro-controls and push forward economic restructuring. At the same time, we should attach importance to research and study, so that we can intensify macro-controls by means of economic measures (again, especially the control over bank loans) as well as consultation and coordination, and develop the national economy in a sustainable, coordinated and steady way.

What I have talked about today covers only part of the issues in the reform of our planned-economy mechanisms. However, I think these issues are quite important. Your comments on them will be warmly welcomed.

(May 1987)

The Third Plenary Session of the Eleventh CPC Central Committee, held in the winter of 1978, put forth the initial proposal to carry out economic restructuring and reform, including opening up to the outside world and invigorating the domestic economy. The Government Report of the National People’s Congress held in the spring of 1979 then presented the guidelines of“adjustment, reform, rectification, and improvement.” The Report modified the economic plan of that year and decided to reduce investment in fixed assets by RMB 9 billion. This money was to be used to improve people’s living conditions, with RMB 6.5 billion for a price rise in agricultural products and RMB 3.5 billion for a wage increase. In reality, however, investment in fixed assets did not decline. It went up by RMB 3.1 billion over the course of 1978. In addition, wage and price rises also exceeded the Plan, so that a deficit of RMB 17 billion was incurred. Despite that, the Central Party Committee and State Council did not waver in their determination to carry out adjustment and reform. In 1980, we continued to reduce planned investment. Since the self-managed funds of local governments and enterprises increased and the off-plan investment increased greatly, total investment in fixed assets grew by RMB 4.65 billion over the 1979 level, that is, by RMB 7.75 billion in two years, up 11.5 percent from 1978. Note that “investment in fixed assets” here refers to investment into State-owned institutions. In the same period, the national income grew by 13.8 percent, and the savings rate declined to 31.5 percent. Because the effect of wage and price increases would only be felt in the next year, the financial deficit reached RMB 12.75 billion in 1980. After the economic restructuring, the deposits of employees and farmers in banks soared, increasing by RMB 532.4 billion, and money in circulation in the two years increased by RMB 5.57 billion and RMB 7.85 billion, respectively. Financial deficits did not give rise to inflation, however.

Owing to the tremendous budgetary deficits in the course of two years, the Central government then passed a resolution to suspend bank loans in the first quarter of 1981. This caused many capital construction projects to be suspended and industrial production declined. Though credit controls were relaxed slightly in the following three quarters, the total investment in fixed assets in 1981 was reduced by RMB 7.84 billion, less than that in 1978, and the Central government’s intent to reduce capital construction was successful. The growth rate of industrial production declined to 4.1 percent, while the national deficit decreased to RMB 2.55 billion, basically making both ends meet. Money supply rose by RMB S billion, still staying at a normal level. In 1982 and 1983, bank lending was eased a little bit, so the investment in fixed assets in the two years increased by RMB 17.78 billion and RMB 10.67 billion respectively, and grew in 1983 by RMB 20.6 billion compared with 1980. The growth rates of industrial production in the two years rebounded to 7.7 percent and 10.5 percent. Between 1981 and 1983, the savings rate declined to below 30 percent, basically reaching a normal level.

Since 1979, output of agricultural products grew rapidly thanks to the gradual implementation of the “household contract responsibility system.” It should be noted that increasing the procurement prices of agricultural products also played an important part in this. Between 1979 and 1986, the procurement prices of agricultural products rose by 66.8 percent. In 1979 alone, the price rises brought in about RMB 10 billion, significantly increasing the income of farmers. If the economic restructuring had not involved the price increases of agricultural products and if farmers had been asked to raise production without a big increase in income, they would not have been so enthusiastic.

The surge of agricultural production brought about the prosperity of the sector in light industry that mainly relied on agriculture for its raw materials. Since light industry has grown faster than heavy industry over the past few years, the proportional weightings of agriculture, light industry and heavy industry have changed significantly. The task of national economic adjustment was not fulfilled until 1983. The table below shows the proportional weightings of agriculture, light industry, and heavy industry, calculated at current prices.

Before 1983, in terms of the relationship between “adjustment” and “reform,” we always put “adjustment” in the primary place. The policy was, “reform only after adjusting, and adjust while reforming.” Every year, we emphasized the importance of controlling the amount of capital construction and improving people’s living standards. In the past six years (1978-1983), the growth of investment in fixed assets (6.1 percent per annum) was slower than the growth of national income (7.8 percent per annum, calculated at the prices in that year), narrowing the supply gap in the means of production. The growth of consumption funds (10.1 percent per annum, calculated at the price in that year) was faster than that of national income, and the percentages of agriculture and light industry in national income rose, helping alleviate the shortages in consumer products. The relatively
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In the meantime, labor authorities also planned to grant enterprises the power to adjust wages and bonuses. Wages and bonuses in 1984 were to be taken as the basis for calculating those of 1985. The plan was leaked while it was still under discussion. Consequently, in the final quarter of 1984, enterprises paid 21.3 percent more wages and bonuses compared with 1983 (mostly paid in December). The amount in 1985 rose by 22 percent over 1984. As a result, there was also an excessive distribution of consumption funds.

The sum of “accumulation” and consumption funds (aggregate demand) in the form of money exceeded aggregate supply by RMB 97 billion in 1984. The gap narrowed in 1985, but still amounted to RMB 56 billion. Due to the excessive distribution of national income, additional money amounting to RMB 26.2 billion and RMB 19.6 billion was issued in 1984 and 1985 respectively, causing obvious inflation and greatly threatening price stabilization. The commodity retail price index grew by 8.8 percent in 1985 and 6 percent in 1986. For that reason, the State Council decided, on more than one occasion, to curb price raises and slow down economic restructuring. In 1986, it proposed the guideline of “consolidation, assimilation, replenishment, and improvement.”

To solve the predicament brought about by excessive distribution of the national income, the State Council held governors’ meetings four times in 1985, with the focus on reducing off-plan capital construction projects and slowing down, as appropriate, the increases in wages and bonuses. However, control over credit cannot be achieved in a short period of time. For one thing, capital construction projects for which excessive bank loans had been granted were already proceeding and could not be halted. For another, these projects, once completed, would still need bank support for working capital, or they would have difficulty operating. Therefore, in 1985 and 1986, the credit predicament could be alleviated but not eradicated. The credit predicament in 1984 brought about unusually rapid growth of industrial production in the first half of 1985 (up 23 percent year-on-year). Although growth slowed due to tighter credit control measures in the second haloffthe year, an annual growth rate of 18 percent was reported over the previous year. In thefirst halfof1986, thegrowth in industrial production further decreased, up 4.4 percent only from the previous year. Due to dramatic growth in the firsthalf of 1985, the annual growth rate in the two-year period still reached 14 percent. Despite this rapid increase, there was soona flood ofconcerns about and protests against the “decline” in the growth rate.Credit controls had to be relaxed slightly in thesecond half of 1986, resulting in an additional money supply of RMB 23 billion that year. The growth rate of industrial production in thesecond halofftheyear was 9.2 percent over the previous year, and that of the whole year was 9.3 percent (by theoldstatistical criterion, or 11.1 percent bythenew criterion). Added together, the 1985 and 1986 figures still hit an annual growth rate of 14 percent or so. Currently, local governments vie with each other to maintain a high grow rate. Industrial production grew by 16 percent and 17.3 percent respectively last November and December, but a great number of the products were not easily marketable, which will necessarily mean huge losses that the State will have to incur.

Money in circulation totaled RMB 21.2 billion at the end of 1978, and rose by 4.7 times to RMB 121.8 billion at the end of 1986. At the same time, the gross output of industry and agriculture grew by 1.1 times. Retail sales increased by 2.1 times, or 1.3 times in real terms. Money supply increased much faster than production and commodities in circulation, but prices remained stable. One important and also generally recognized reason was the economic restructuring. In the countryside, the basic unit for accounting purposes changed from production teams to individual households. Production teams used to deposit most of their income in banks, however, while farmers preferred to keep most of their cash at home. As the individual economy develops in the countryside, most transactions are conducted in cash. Meanwhile, in cities, due to the slow development of the banking business it has been difficult for employees to deposit and withdraw money. Most people do not deposit their wages in banks at all, which has greatly hindered the circulation of money. Such conditions will not last long, however. With the development of banking and rapid growth in deposits, banks can recover a great proportion of the currency in circulation. Nevertheless, deposits also imply unrealized purchasing power, meaning that the total purchasing power ofthe nation far exceeds the amount of cash in hand. At the end of 1986, residents’ savings deposits amounted to RMB 223.7 billion, far more than the total currency in circulation.

In western countries, where the functions of banks are highly developed, employees often do not receive cash for their salaries, but have a banking account into which their salaries are paid. Purchases are made with credit cards, without the need to withdraw cash from a bank. Except for a few retail businesses, payment for commercial transactions usually involves checks [or promissory notes] rather than cash. The same bills can also be lent or swapped in the market. The exchange ofbills and credit is more prevalent than the exchange of cash. In such a situation, itis inappropriate to compare the money in circulation with commodities

Excessive distribution of National income and inflation 127 in circulation. Western countries thus simply adopt the “retail price index” as a substitute for the “inflation rate” as a way to measure money in circulation, includ-ingbills. Any bills will ultimately be cashed, though, and the rise or fall in money supply also affects the credit funds of banks. In America, it is estimated that a one-dollar increase in money supply will increase the bills exchanged in the market by about USD 25. Therefore, it is still necessary for the Federal Reserve Bank of America to control money supply, which is closely linked to price changes.

To curb money supply, we must strictly control aggregate demand and strike a balance between supply and demand. In recent years, excessive distribution of our national income was the result of an aggregate demand that greatly exceeded aggregate supply. According to the National Bureau ofStatistics, excessive distributions from 1981 to 1983 came to RMB 24 billion, RMB 10 billion and RMB 29 billion respectively, which were a normal level, and basically offset by the rise of prices. The figures soared to RMB 97 billion in 1984 and RMB 56 billion in 1985. The figure for 1986, unavailable yet, is estimated to be less than that for 1985. A large part of excessive distributions were absorbed in bank deposits (transformed to purchasing power to be realized). Between 1981 and 1986, total annual bank deposits went from 165.9 to 203.3, 279.6, 343.9, 429.8, then 633.4 billion RMB, with an increase of RMB 2055.9 billion over the six years. In addition, money supply went up by RMB 68.8 billion over the past three years, 1.3 times more than it was that at the end of 1983.

Even under these circumstances, prices remain relatively stable, for a number of reasons. First, with the increase of commodities under production and in distribution, the money required for currency circulation in the market will also rise; second, as credit businesses of banks grow only slowly, “non-circulating money” is still on the rise, and with the development of bank credit businesses in the future, it will decrease considerably. Third, the price rise of recent years actually suggests the depreciation of currency including non-circulating money, cash, and bank deposits, which offsets a large part of excessive distribution. According to the National Bureau of Statistics, the national retail price index in 1986 rose 35.7 percent over what it was in 1978, and the Renminbi depreciated by 26.3 percent. We can calculate the amount of purchasing power that was offset by price increases as relative to total purchasing power (money in circulation plus total bank deposits) and the price index of that year (see the table below).
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Prices in western countries are fully liberalized, that is, they move freely, thus inflation is very sensitive to price. Disregarding the impact of international trade and balance of payments and assuming that everything that is produced is sold, priceswill rise by 10 percent if money supply increases 10 percent and so does the aggregate supply in the form of value, though a balance can still be maintained between it and aggregate demand. Therefore, the excessive distribution in the formof value can be offset by inflation and price rises, and aggregate supply and demand in the form of value will be restored to balance. Of course, the inflation must be low (one digit) in this case. If prices rise by two digits (more than 10 percent), thevelocity of money is likely to accelerate. The rise in prices will thus be faster than inflation, and hyperinflation may result, with an upward spiral of money supply andprices. This is a situation that western countries make every effort to avoid.

A rise in price levels is not reliable in its ability to offset excessive distribution of national income, as it may lead to new growth of aggregate demand. Price rises in the means of production will affect the completion of construction projects. As a result, either the size of projects will be reduced, or more investment must be made. To avoid aggravating excessive distribution, it would be better to cut project sizes and spending. When consumer products go up in price, increasing employees’ wages or subsidies becomes necessary, as well as the procurement prices or subsidies for agricultural products, so as not to lower living standards. If the expenses thus incurred equal the price rise in consumer products, the excessive distribution of consumption funds will remain unchanged. To gradually reduce excessive distribution, efforts must be made to improve labor productivity so as to increase aggregate supply. In the meantime, per capita wages should be kept from growing faster than the price increases, and the wages (including bonuses) payable to an employee should rise only slightly or be kept from rising at all for the time being. That may require education and publicity. More importantly, institutional purchasing power should be limited, and frugality should be practiced.

An increasing price level and appreciation of the currency will offset bank deposits to a degree. However, to encourage savings, banks will have to raise their deposit rates. Last year, prices rose by 6 percent, yet interest rates remained at 8 percent for short-term deposits or 10 percent for long-term deposits. Though not very attractive, this still encouraged people to put their savings in a bank. In 1985, prices increased by 8.8 percent, but deposit rates dropped to below 8 percent (short-term deposits) creating a negative interest rate. Bank savings and deposits still rose under this circumstance, largely due to the increase in citizen’s income and the absence of agold market in which people could buy gold, silver or other valuables as a hedge against inflation. But the increase in savings will not last long. People who are more affluent are now scrambling for durable consumer goods such as color TV sets. This reflects improved living standards on the one hand, and a deep fear of price hikes on the other (people purchase durable consumer goods to protect themselves from possible price rises). In the early 1960s, many residents took money out of banks to purchase high-grade consumer

Price has become a most talked about issue, and one that we should never neglect. There are various strategies to deal with it. First, the growth of accumulation funds and consumption funds should be controlled, to restore the relative balance between aggregate demand and supply. This is an ultimate and enduring solution but is hard to carry out and under current conditions, | am afraid it will take two or three years. Second, controls over prices should be intensified. Temporary subsidies may be allocated to products suffering policy-induced losses, to prevent prices from rising. However, this is only a quick and short-term solution, since subsidies will widen financial deficits, and more money will have to beprinted, resulting inprice rises yet again. Third, slight price increases may be allowed if employees receive slightly higher wages and subsidies. This is an easy method. Nevertheless, if the increase in wages and subsidies exceeds the amount ofmoney supply that is offset byprice rises, and prices rise ever higher, hyperinflation may occur. So this method must be applied with caution. At present, the lattertwo methods must be adopted, but they are not ultimate solutions and may mess up the price system that was just straightened out.

There are two different views about the severity of excessive distribution of national income and its impact on inflation. Some believe that, according to the above figures on excessive distribution and inflation, money supply and prices are likely to take turns increasing, and a vicious cycle may occur. Though well-grounded to a certain extent, I think this view overestimates the risks. Though the figures on excessive distribution and money supply for the past eight years, especially the latest three years, are huge, a substantial proportion (mainly cash and bank deposits) has been offset by the price rise. If we determine on a currency depreciation of 26.3 percent, the currency in circulation at the end of 1986, that is RMB 121.8 billion, would be worth RMB 89.8 billion only in 1978, and will thus have risen 3.2 times (not 4.7 times) from the level in 1978. As a general rule, price rises in any given year will offset a great part of excessive distribution and inflation in the previous year. As for how much remains, further calculations are required. As long as distribution and money supply are controlled strictly in the next two to three years, it is very likely we can restore the situation to the comparatively normal levels of 1983.

Other people argue that, as working capital as a whole is insufficient, no inflation exists, and additional currency should be issued. They do not admit that price rises are brought on by excessive distribution of national income and inflation. Instead, they believe that people’s resentment at price increases will be ameliorated if price increases are indexed to wage increases. They feel that it is not necessary to worry that the upward spiral of money supply and prices may give rise to hyperinflation. They fail to see that the shortage of working capital resulted from the excessive expansion of capital construction in recent years. The relaxation of credit controls will only accelerate the disorder of our macro-economy

(excessive distribution of national income), aggravate the shortage of goods and services, speed up the rise of prices, exacerbate our irrational industrial structure, and further reduce economic returns. The consequences will be dreadful. We must implement the “deflating” policy proposed by Premier Zhao Ziyang at the Governors’ Meeting in an unswerving manner. We must intensify macro-controls over the national economy, and make every attempt to grow it in a planned and proportional way.

To achieve these goals, we should continue economic restructuring, conduct macro-controls by means of economic measures, and strengthen the role ofbanks in macro-controls. The selection and training of enterprise leaders should be intensified as we implement an accountability system of directors, so that directors can adapt themselves to the development of a commodity economy and respond promptly and flexibly to a fast-changing market. In short, we must learn to make use of the functions of market mechanisms that will necessarily be increasing in the course of developing a commodity economy. Any attempt to restrict this process of growing a commodity economy and any ignoring of the laws of value will end up in a dead alley.

(December 1988)

It has been ten years since the momentous occasion ofthe Third Plenary Session of the Eleventh CPC Central Committee inthe winter of 1978. During this past decade, our reforms have made remarkable achievements and have helped most people in the country transition from simply having enough food and clothing to enjoying a fairly well-off life.Reform is never smooth, however, especially reforms involving the restructuring ofa socialist economy, and no reform in the world proceeds absolutely easily, without a hitch. Reform can only progress under continuous exploration and practice, and by summarizing past experience and surmounting difficulties.

The Third Plenary Session of the Eleventh CPC Central Committee proposed the goals of realizing the Four Modernizations (modernization of agriculture, industry, national defense, and science and technology) in order for the whole Party and the Chinese people to reyuvenate China. To achieve these goals, the Central government proposed adjusting and reforming the economic system, including opening up to the outside world, according to actual circumstances. In the following five years, we basically adjusted the relative weightings given to agriculture, light industry, and heavy industry as well as the ratio between accumulation and consumption to a more reasonable level. Over this period, supply of the means of production was generally sufficient, and supply of consumer products was abundant. Buyer’s markets emerged for some products, which created a favorable environment allowing us to straighten out our price system, facilitate the transition to a commodity economy from a product economy, and change our focus from administrative to economic management and from direct to indirect management. The Third Plenary Session of the Twelfth CPC Central Committee in 1984 confirmed that the task of adjustment had been basically completed and that the next task would be overall reform of the economic system. The Central Committee pointed out that the correct direction of overall reform is to energetically develop the planned socialist commodity economy and it cautioned that prices must be straightened out in order to do this. In addition, the Committee explicitly stated that “the reform of an unreasonable price system is key to the success of economic restructuring.” The thirteenth CPC Central Committee later clarified the relationship between a planned economy and a commodity economy. It resolved to “set up the work of the Plan on the basis of commodity exchange and the law of value,” that is, to establish a planned management system based on a commodity economy. Therefore, in terms of theory, we acknowledged a general shift indirection from a product economy to planned management of acommodity economy.

In accordance with the new guiding principles, we should control macro aspects and liberate micro aspects in our economic management. However, due to our lack ofexperience in macro-controls under a commodity economy, especially in how to utilize the wonderful yet mysterious tool of banks, a series of problems began to occur in the fourth quarter of 1984, including uncontrollable bank credit, overheated investment, excessive construction, and excessive money supply. This brought on super-rapid growth of industrial production in 1985 and substantial price increases. To control these, price limits were applied to many commodities whose prices had been liberalized, resulting in new price distortions and general disorder. Some enterprises and private businesses reaped exorbitant profits by utilizing the huge gap between planned prices and market prices, to the detriment of both producers and consumers. Though industrial production grew substantially over these years, it did not grow in alignment with the strategic Plan for national economic development. Development of energy, raw materials, and transport capacity lagged far behind that of processing industries, which led to disarray in normal economic operations. Readjustments therefore had to be made. Given this economic background, the Third Plenary Session of the Thirteenth CPC Central Committee set forth guiding principles and polices of “improving the economic environment, rectifying economic order and deepening reform in an all-round way.” This focus on the “environment” and on “rectifying” economic order was defined as being something that had to be done over the next two years. As such, the new policies marked a turning point in the process of our country’s socialist construction. In addition to these policies, we must be determined to eradicate economic overheating, we must energetically reduce the amount of capital construction, and moderately slow down growth of industrial production. These are necessary in order to rein in inflation, gradually curb rising prices, create conditions for further straightening out prices, and in order to lay the foundation for deepening economic restructuring. In the next two, three, or even more years, we will make all effort to fulfill the new tasks.

As mentioned before, implementing and improving our guiding principles on economic restructuring were a gradual process. Therefore, in the process of reform, specific measures could only be developed through exploration. It was hard to formulate overall planning; some measures couldn’t cover everything. Inevitably, the main direction of reforms changed with the objective situation, leading to continuous defects in our reforms. Currently, it is necessary to sum up our experience, uncover existing problems and implement new guidelines.

The task of adjustment has just been completed, yet economic overheating continues due to the favorable economic situation

In 1980, the grand goal of quadrupling production in ten years was proposed. At the same time, it was believed that the first ten years should be dedicated to laying

It only took eight years from 1978 to 1986 to double the value of gross output of agriculture and industry, far exceeding the original Plan. However, almost all areas in the country were unsatisfied with such a high growth rate. They continuously formulated development programs that intended to “quadruple five years ahead of schedule” or “increase by eight times in twenty years.” Some costal “open” cities even planned to “double in five years.” As a result, aggregate demand expanded rapidly, but the gap with aggregate supply increased, forcing us to improve the economic environment again, or, in other words, start another adjustment. Of course, improving the economy this time was comparatively easier than the past adjustment, because it was carried out at a time when the national economy was prosperous and people’s living standards were greatly improved. However, the overheated economy was still hard to cool down, and readjustments met with major resistance. The earlier adjustment focused only on reducing capital construction, while consumption could be moderately increased. This time, the adjustment not only needed to reduce capital construction to keep it from exceeding supply of the means of production, but also had to control the excessive growth of consumption, to avoid an intense oversupply of consumer products in the market. These aspects made it far more difficult.

When releasing controls on micro aspects of the economy, we did not adopt new macroeconomic measures that were suitable for a commodity economy

Before the Third Plenary Session of the Eleventh CPC Central Committee, we defined our strategic economic objectives through an annual Plan and Five-Year Plans. It was easy to maintain the balance between fiscal revenues and expenditures and credit receipts and payments. The drawback ofthis system was that the economy was totally guided by administrative measures, and some ofthe guiding principles behind the Plan were also wrong, giving rise to imbalances. After the Third Plenary Session of the Eleventh CPC Central Committee, powers of local governments and enterprises were continuously expanded and we also extended the scope of market adjustments, especially those of off-Plan construction. As a result, the economy started to prosper. The Third Plenary Session of the Twelfth CPC Central Committee decided to shift the focus of our planned-management system from administrative measures, that is, direct management, to economic measures, that is, indirect management. During this next period, in addition to mandatory-type “Directive economic Plans” prepared by the State Development Planning Commission, guidance-type plans had to be developed to guide off-plan construction, and the implementation ofstrategic planning came under the supervision ofinancial authorities, particularly banks. After the Third Plenary Session of the Twelfth CPC Central Committee, several government institutions prepared long-term or medium-term strategic development programs that were designed “in principle,” or without specific targets, but the programs were not deliberated on or approved by the State Council and therefore had no legal effect. Financial authorities, banks, and other relevant institutions were not ordered to implement these programs. Meanwhile, provinces, cities, and counties prepared their own strategic programs, which were not done under any overall coordination and comprehensive balancing, but were simply done to “keep up with the Joneses,” to stay in competition for resources. In fact, these programs violated the unified planning of the State as we now know that a State Plan and local economic development plans must be unified. As this was not done, grave waste such as redundant construction and blind development occurred in many areas and industries, which was one of the major reasons for the uncontrollable capital construction.

Capital construction before the Third Plenary Session of the Eleventh CPC Central Committee relied on fiscal appropriations, which meant that redundant construction could be avoided. It was hard for the Ministry of Finance to control this problem when fiscal appropriations were gradually replaced by equity funds of local enterprises and bank loans. When that happened, financial authorities were also divided by function, and financial level-by-level contract systems were applied. In order to increase revenues, provinces, cities, counties, and even villages vied to develop processing industries that needed less investment but yielded quick results. Small cigarette factories were build in areas where tobacco leaves were produced, small woolen mills emerged in areas where wool was produced, and small cotton spinning mills were erected in areas where cotton was produced.

Before the Third Plenary Session of the Twelfth CPC Central Committee, banks were required to turn in their deposits to higher authorities and then request loans from them for investments. In October 1984, in order to expand the powers of specialized banks, it was announced that the credit line of 1985 for each bank would be based on the actual loans granted in 1984. This resulted in severe uncontrollable credit as banks actively offered loans in the fourth quarter of 1984 to increase their “base.” In the next two years, financial management gradually improved, and banks obtained the right to use bank deposits to repay loans. However, administrative interference in how bank loans were made was not eradicated. Provinces, cities, and counties prepared more and more colossal construction plans and asked banks to provide financial support. It was hard for banks to refuse, because many requests were indirectly made by senior officials. If asupe-rior authority approved the establishment of a company, that company could be operated by relying on bank loans alone, without the need for any equity funds. This was also one of the reasons that bank’s credit funds were hard to manage. Bank loans should be a significant tool for the State in carrying out macro-controls over economic development. Not only should the total size ofloans be controlled, but also “preferential policies” should be applied to the loans granted to key industries, so that the goals of strategic programs can be met. Currently, our banks do not have sufficient power or capacity to undertake such important responsibilities. The issue must be resolved in due course, since resolving it is a prerequisite for deepening reforms.

Inflation must be curbed, in order to straighten out our price system and deepen reforms

Price is a very important lever for adjusting the supply and demand relationships of various products, but it works only when prices are liberalized, or released from controls, and when the market is regulated by the law of value. We currently administer prices in such a strict way that the prices of many products can neither reflect their real value nor reflect supply-and-demand relationships. The law of value therefore cannot exert its function of making adjustments. After the Third Plenary Session of the Eleventh CPC Central Committee in 1978, the scope of planned management of prices was gradually narrowed, the prices of many small commodities and agricultural products were released from controls, and a dual-track system was applied to major product inputs, which included both a planned price and a market price. The selling prices of non-staple foods in cities were fully released from controls in the first half of 1985, which was helpful in developing a commodity economy and _ the straightening out our price system. Nevertheless, we didn’t fully understand the contradiction between inflation and the straightening out of prices. Inflation appeared from the fourth quarter of 1984, as prices kept rising. To rein them in,we setprice limits on many commodities which hadbeen released from controls, instead of making efforts to curb inflation. This caused new price distortions which then had to be straightened out, and the situation became a major barrier tothe carrying out ofeconomic restructuring.

At this point, we had two choices in term of deepening economic restructuring, that is, continuing with reforms. One was to prevent price rises and continue to straighten out our price system by curbing inflation in a persistent manner; the other was to continue to deepen reforms by applying a contract system to enterprises without first conducting price reform. The application of a contract system under conditions of inflation and continuous price rises would make enterprises try their hardest to raise their own prices in a disguised form so as to appear to be over-fulfilling their contracted targets. They would do this instead of improving operations and management, since that was a harder route. By utilizing the price confusion, they would even seek illegal profits by means of resale transactions. Since prices varied, it was impossible for enterprises to compete with each other on an equal basis. Facts were to prove that it is not possible to deepen economic restructuring without straightening out prices.

From the second half of 1987 to this May [1988], the central government attempted to straighten out the price system by speeding up price reform and releasing price controls as a breakthrough way to deepen economic restructuring. This has not yet been able to curb inflation. Various areas, intoxicated with the rapid growth in their production, did not decide to reduce investment in construction. This year’s State Plan required a reduction in investment in fixed assets by RMB 20 billion. Instead, the figure actually grew by over RMB 50 billion, making the money in circulation this year far more than that of previous years and accelerating the rise in prices. For the purpose of maintaining rapid production growth, some economists even asserted that inflation would not cause price rises, and that the country’s monetary policies should first be aimed at ensuring a high production rate. What an absurd theory!

Price rises in August and September of this year [1988] reached double-digit inflation. After news about speeding up price reforms was released, in particular, lots of people in cities withdrew their deposits from banks to snap up various commodities, which brought on a decline in RMB credit. The Third Plenary Session of the Thirteenth CPC Central Committee made a correct decision to “improve the economic environment, rectify economic order, and deepen reform in an all-round way.” The Committee announced a slowdown in price reform in the following two years. In addition, it determined to reduce aggregate demand, cutting down the size of investment first, and to curb rising inflation. Finally, we

We have benefited a lot from economic development over the past four years, and we should not be panic-stricken when we face setbacks. However, the rapid development of processing industries and the excessive non-productive construction have caused extreme shortages of energy and raw materials and resulted in new disproportions. To reverse this situation, besides limiting investment in the fourth quarter of this year, the preliminary plan for next year requires a reduction in investment in fixed assets by RMB 50 billion. Even so, the figure for investment is still higher than the planned target proposed by the StateDevelopment Planning Commission. The amount of construction will stillbe considerable, so we can only moderate supply ofthe means ofproduction, energy, and raw materials, aswell astransportation capacity. Inthe next few years, we should unify our planning on finance and credit, adopt a “dual-tightening” policy, and overcome all difficulties we may encounter, in order to ensure the smooth and ongoing process of reform. We need not worry about economic contraction. We have so many construction projects underway that they will guarantee a practical growth rate. If we persist in implementing the guidelines of “three guarantees and three reductions” that were put forward last year, if we adjust industrial structure according to correct development strategies and put a stop to a largenumber of production and construction projects thatcannot generate economic returns, it will be very possible to improve returns and ensure thecontinuous prosperity of our national economy. We must fully recognize the importance and urgency ofresolutely curbing inflation. We must determine to take action promptly and we must give priority toimproving the economic environment over the next two years.

The purpose of our country’s economic restructuring is to establish a new order of socialist commodity economy in a gradual manner, thus we will never give up price reform

To improve the economic environment, we will have to slow down price reform over the next two years, but that does not mean we will give it up. Quite the contrary, we improve the economic environment for the purpose of curbing inflation and paving the way for price reform, a distinction that must be recognized by everyone. Without price reform, it will be impossible to establish the new order of a socialist commodity economy. Meanwhile, price reform will be impossible if inflation is not controlled.

To establish the new order of a socialist commodity economy, we must foster and improve market mechanisms. At present, our country’s market mechanisms are imperfect, and administrative interference remains a great hindrance to their improvement. In addition, since inflation has caused substantial price rises in recent years, the market has been in a considerably disordered state. Some comrades wrongly think that such disorder has resulted from economic restructuring and that the development of a commodity economy will inevitably give rise to market disruptions. In fact, if we carry out macroeconomic controls, it 1s quite possible to avoid disorder in a planned commodity economy. At present, we should adopt a modicum of administrative measures to intensify regulation of the economy by market forces. Arbitrary price hikes and speculative transactions that take advantage of price confusion must be prohibited. However, these are only expedient measures that must be adopted when we have no other choice. In the long run, we should take drastic measures to curb inflation and gradually control rising prices.

For the purpose of rectifying economic order, it is necessary to reinforce administration over the market for a certain period, but this does not mean going back to the old system that did not separate government administration and enterprise management. It should be recognized that the combination of government administration and enterprise management in the past, and excessive administrative interference that countered economic laws, were also major causes of market disorder. Currently, many officials and companies seek illegal gain by means of their authority, such as reselling materials that are in short supply, over-issuing import and export licenses, and conducting other illegal activities. They should be major targets for the intensification of administrative controls. Being honest and upright is one of the major reasons the Party wins the support of the people. Presently, some Party and government cadres seek personal interests by means of their powers. If such phenomena cannot be eradicated promptly, the people will lose confidence in the government, and this is even more dangerous than inflation and panic buying. Admittedly, the rectification of economic order and intensification of market management are important, but it is more important for the Party to be honest and upright and for it to punish those cadres who seek personal gain by means of their powers. It is true that a set of sound democratic legal systems has not been established in China. Thus the key to guaranteeing the success of economic reform is political reform.

To gain the confidence of the people, we should dare to tell them our real intentions. It is time for us to earnestly sum up experience, mobilize all the people in the country, and implement the instructions of the Third Plenary Session of the Thirteenth CPC Central Committee. If we take these instructions seriously and implement them in an unswerving manner, all obstacles will be removed.

(April 25, 1989)

I recently conducted some investigations in Nanjing and Wuxi and held workshops with several government institutions, including provincial and municipal economic research centers and planned economy commissions. I found that officials in provinces, cities, counties and even villages attachgreat importance to the improvement and rectification of economic work,and they all have achieved some favorable results. The problem, however, is that their own economic benefits have not gone up but instead havedeclined. All believe thatthis trend willbe hardto change if we onlyimplement a “‘dual-tightening” policy without reform-ingtheeconomic system, especially thefiscal contract system. People had differing views on other contract systems.

The industrial output of southern Jiangsu province grew by over 12 percent in the first quarter of 1989, but State-operated industry grew by only | percent, while town-and-village enterprises grew by more than 20 percent. The difficulties of State industry lie mainly in the shortages of power, coal, and raw materials. Many factories have to close down for two days every week due to power outages and nearly half the generators of State power plants are shut down because of the shortage of coal. Small local power plants can generate power by purchasing coal at a negotiated price, while State-operated plants, which rely on central allocations of power and coal, cannot afford such high negotiated prices. Township industries usually purchase power at a negotiated price or generate power with their own diesel engines if negotiated-price power is unavailable. There are many sources of coal if you are purchasing at the negotiated prices however, product prices rise as costs increase, and factories can barely afford it. Thus, economic returns drop considerably.

The cotton required by the highly advanced textile industry in southern Jiangsu is mainly supplied by northern Jiangsu. To increase revenues, some counties that produce cotton in northern Jiangsu have begun competing to establish small cotton mills. It is said that this year the State has agreed to supply only haloffthe cotton needed to operate State-operated textile factories, of which only half will can actually be delivered. That means that State-operated factories will get one-quarter of their requirements. To get the rest, the factories must meet three conditions: supply a certain large amount of credit, supply a certain large amount of foreign exchange, and provide a certain large amount of fertilizer. State textile factories can hardly meet these conditions. Consequently, the textile industry in southern Jiangsu will possibly decline this year, affecting the supply of cotton cloth. With simple and crude equipment, township cotton mills can only produce a thick gradeof “32” cottonyarn, which cannot be exported. Therefore, economic returns to China willdecline substantially.

Other industries face a similar situation. Many comrades feel that this is mainly the result ofthe level-by-level contract system, which makes counties, towns, and villages compete to establish small processing plants. They then produce low-end products using high-grade raw materials, in order to increase revenues. As a result, both the industrial structures of the raw-material production industries and processing industries and the structure of factories in the same industry become more and more irrational, while total economic benefits keep declining. Although this phenomenon has existed for years, nobody paid attention to it, and the problem is now very hard to solve. We can neither make drastic adjustments, such as shutting down 100,000 blast furnaces in 1962, nor can we let the situation go on. The correct approach is to apply a system oftax-sharing between the Central government and local governments, by which the Central government directly takes the lion’s share of product taxes and income tax, as well as to apply a multi-level system of financial management (which unfortunately was abolished). This is similar to the way in which we abolished the fiscal contract system in 1983 (everybody expected to eat at his own hearth). In this way, local governments need not ask for “rice” from the Central government’s “pot” as they did in the 1970s, and the Central government does not need to take “rice” from the local governments’ pots as it did in the period of fiscal contract system and in the current period. Only in this way can the enthusiasm of local factories be contained within a certain range, and can overheating in terms of new factory building be controlled.

Another defect of the financial level-by-level contract system is that it cancels out the adjustment function of taxation, the way in which taxation promotes a more rational structure among industries and products. The contract system may even be detrimental in leading industrial structures to go in a direction contrary to the State Plan. As we know, taxation and credit are two useful adjustment levers that can be used to prevent blind development in a commodity economy. Heavy taxes imposed on the products restricted by the State and light taxes or exemption of taxes applied to the products encouraged by the State will exert regulatory functions only when the State directly collects the taxes. If local governments collect these taxes, the taxpayer will be the tax collector, and contrary results may occur. Areas with higher tax rates get more fiscal revenue and are more enthusiastic about building factories. The situation in areas with lower tax rates is quite the opposite. Looking back to the early 1980s, when tax rates on tobacco and wine were raised, we can see what happened: the areas which produced tobacco leaf competed to establish small cigarette factories, making some well-known cigarette factories in Shanghai having to reduce output or even close down due to the lack of high-quality tobacco. Later, exclusivity was granted to certain companies in tobacco and wine, but results were poor because income from

Many comrades think that the current uncontrollable macro-economy is mainly caused by the still-functioning old system, which cannot be eradicated. I don’t agree. If so, the problem would be solved upon the cancellation of the old system. In my opinion, the sticking point is that the new system was not established in time when the old system was abolished, and the interim period during transition from the old system to the new one created a vacuum. This led to serious anarchy that would never occur in either a product or a commodity economy. Before the establishment of the new macroeconomic control system, we have to prolong the application of part of the old system, in order to change the poor economic order. In the meantime, we must promptly establish a new macro-control and regulation system. In particular, we must learn standard fiscal and financial management systems that are generally applied in developed capitalist countries, on a foundation of keeping public ownership in the dominant position. We should use outcomes based on hundreds of years of experience in the development of commodity economies; these systems grew organically and were not invented or created randomly by anyone.

| expect that the transformation of a fiscal level-by-level contract system will be opposed by some comrades who work as fiscal authorities. They, now accustomed to unearned gains, might fear that direct tax collection by the State will weaken the enthusiasm of local tax administrations and reduce their revenues. We should earnestly sum up our experience over the recent decade and think about whether the contract system and fiscal level-by-level contract systems increase or decrease fiscal revenues. The answer clearly shows that the proportion of fiscal revenue in national income dropped from over 30 percent to under 20 percent. Under the current system, there is a popular practice called “hiding wealth in enterprises.” Local governments generally ask for reductions in the targeted amount of products they have contracted to produce, which reduces tax on their enterprises and allows them to retain more profits once the targets are fulfilled. When government administration and enterprise management were not separated, enterprises usually obtained more profits if the State levied less taxes, and it was not difficult for local governments to get the money back through various means (from quota to fundraising). Fiscal revenues in these years appears to rise slightly year by year, however, it is calculated at present prices. If we factor in the appreciation in prices, fiscal revenues are actually on the decline. The fiscal contracting targets for Jiangsu Province were increased by 5 percent over last year, but they decreased in the first quarter of this year. Since prices in the province are estimated to rise by 15 percent (and they were up over 20 percent last year), taking price into consideration, the contracting targets actually will drop by 10 percent even if the additional 5 percent contracting targets are achieved. If things go like this, the fiscal situation will become more and more difficult.

Local governments generally complain about their contracting targets, but they may have benefited from those targets quite a lot and they will not welcome any change. Therefore, if |sing a different tune here to what they want to hear, I will definitely be criticized. A former secretary of the CPC municipal committee of Wuxi, someone who has been retired for years, organized a group of economists to give a report to me. He himself also delivered a long speech. He said that “the fiscal contract system is the deep-seated reason for inflation.” He proposed guidelines for strengthening the Central government and enterprises, and weakening local governments at all levels, which he saw as the key to successfully separating government administration and enterprise management. His suggestions sounded reasonable, so | attach his report here for reference. Under the present system, different interest groups have their own plans without considering the overall situation from a long-term perspective. | hope the Central government can deliberate on this, and make a decision soon.

Last but not least, | would like to say something about the “enterprise contract management responsibility system.” I discussed this with some comrades recently. They are worried about this issue and feel that there are a number of good examples but many more bad ones. At the excellent entrepreneurs’ meeting presided over by Comrade Zhao Ziyang, all participants had benefited from the contract system (the contract basis was not equal for each enterprise), and it seemed that there would be a bright prospect for this “enterprise contract management responsibility system.” However, the actual situation may not be as it appears. At present, most contractors are in great trouble. Since they signed contracts last year, tax rates have been raised several times, presenting new burdens, and prices of power, coal, and other raw materials have risen substantially. Despite that, prices of their products will remain the same, thus most oftheir goals will not be fulfilled. If they want to finish, they should not make long-term plans, they must increase investment and even use their past gains. Under such burdens, some of them may have to terminate contracts when the contract period expires. The assets and capital of most enterprises were not actually verified when contracts were signed with enterprises, and some may become an awful mess when their contract ends. Therefore, I hope that further study of the contract system will be conducted on a practical and realistic basis. A contract system is not a new invention, but an old approach prevailing in feudal times, when it was generally applied to the salt tax and the fish tax. The standard taxation system wasn’t implemented until

the era ofcapitalism. We should not blindly believe that the contract system is a cure-all. We must look into its advantages and disadvantages, promote the beneficial and abolish the harmful, so as to establish the new order ofa socialist commodity economy in a gradual and stable manner.

Some of my opinions may be wrong. I present them here for reference.


17 Overcome difficulties through deepened reform?

— A Letter to the Standing Committee of the Political

Bureau of Communist Party of China (CPC)

(September 1990)

| felt honored when I was invited on July 5 to state my opinion and give practical suggestions on some radical issues, but I think I failed to do so due to the complexity of these issues and shortage of time. When I returned home, | tried to make up and decided to write you this letter to outline my idea based on my months’ meditations.

The policy of “improve economic environment, rectify economic order and deepen reform in an all-round manner” has taken an initial effect in the recent two years since it was put forward at the Third Plenary Session of the Thirteenth CPC Central Committee. As Mr Wu Jinglian put it, however, superficial problems began to be settled while the root causes underlying these problems are far from being removed, so we are not justified to say the economic situation has been radically improved. A solution to superficial problems refers to curbing price hikes, raising industrial production, and easing the public concern over financial difficulties. But underlying problems remain unresolved, as the economic efficiency 1s still low, macro-economy is not well regulated, and the poorly coordinated compartmentalization is worsening. Failure to make improvements in the near future is likely to give rise to a new crisis.

Therefore, we need to find the underlying causes of these problems to come up with the right and lasting solution.

Over the ten years following the Third Plenary Session of the Eleventh CPC Central Committee, China has boosted its economic growth by reforming the economic management system, making grate strides towards the establishment of a socialist planned commodity economy. In particular, China has adopted the policy of integrating adjustment and reform in the first five years, to loosen administrative regulation and introduce market competition mechanism while restructuring its economy at the same time. The new policy soon found expression in the booming agricultural production and rural economy as well as palpable improvement of the economic efficiency of industrial enterprises. All of these achievements have created a sound environment for further reform in a comprehensive manner.

Unfortunately, despite the mature conditions for all-round advancement of reform, leaders focused on development speed rather than efficiency, and on high consumption which the economic development cannot afford, ending up with the delayed implementation of the various reform initiatives introduced in the

1 think the economic difficulties are brought about by the stagnancy of reform since 1984 and the failure of macro-economic regulation mechanism. Ifthis situation remains unchanged, the vicious cycle of inflation to depression would get worse and may cause potential stagflation. This is not a purely theoretical assumption but a fact we shall not overlook. Certain profound conflicts, often undetected by many, have grown over the months. For example, the subsidy for loss-making enterprises jumped from RMB 40 billion to RMB 60 million last year and is expected to rocket this year. Plus, “running up accounts” totaling tens of billion RMB was an appropriation of bank funds and a disguised subsidy. Such practice is a temporary way of maintaining social stability, but will cause more serious consequences. A new round ofinflation will occur, once the financial system can afford no more. It was comparatively easy to curb inflation with extraordinarily rapid production growth in the past, but would be thorny ifthe growth rate is low. That might be unbearable both economically and politically.

Recently, much discussion was focused on the drastic social transformation in Eastern Europe. | think such transformation cannot simply be attributed to the “peaceful evolution” strategy by capitalist countries. Rather, it was the confusing price system, soft finance, soft credit, and failure in reform that should be blamed. Minor reforms in traditional systems can only cover up social conflicts, rather than end them permanently. What is worse, such reforms will drag the national economy into chronic crisis. It is impossible in this way to boost the economy and succeed in the competition with a capitalist economy. When finally realizing the necessity ofa complete reform, leaders of these countries found it was too late as the people would not trust their ability to push through a reform in a socialist system and were reluctant to support it. Only by understanding this fundamental cause can we take advantage of the best opportunity and make right and quick decisions.

establish a planned management system based on a commodity economy. Essentially, we should, on the one hand, reinforce the regulation of the financial and banking system as a whole, and on the other hand, loosen our control to allow the market place a role in the pricing system, so that enterprises can compete fairly under “the survival of the fittest” principle. We should completely abandon such practices as “iron rice bowl” (secure employment) and “big pot” (indiscriminate egalitarianism) which were all arranged by the government.

Based on the current situation, the reform in the following aspects is urgently needed.

Reform in price and enterprises

According to Decisions on Reform of Economic System by the CPC Central Committee in 1984, “The success of economic system reform depends on rectifying the irrational price system.” In the first five years of reform, the control over price was gradually loosened; buyer’s market appeared and stability was still maintained after price control was loosened due to rapid development of agriculture and light industry. In the meantime, thanks to downsizing of construction projects, demands for means of production were decreased and prices of these materials got down to a level close to the planned prices. Unfortunately, because of increasing inflation since 1985, the gap between market-oriented prices and the planned ones were widened, forcing the government to resume the price control and distorting the otherwise rationalized price system. Under such a situation, it 1s impossible for enterprises to realize independent accounting and operation, take sole responsibility for profits and losses, or survive through fair competition.

Oversupplied products with high prices and profits as well as undersupplied products with lower prices and profits have adverse influence on enterprises’ restructuring, rather than enhance the overall efficiency of society. In recent years, products with high prices and profits from “three properties” (watch, bicycle, and sewing machine, usually as betrothal gifts) to “new three properties” (color TV set, refrigerator, and washing machine) and polythene and rubber products were massively made, while such crucial sectors as coal, power, oil, and transportation can hardly attract investors due to low profits. Therefore, product structure grew increasingly unproportionate and deviated from the market demand with industrial efficiency remaining low. Meanwhile, officials abuse their powers and conspire with unscrupulous merchants to cash in on price difference. More and more government officials were found involved in bribery and corruption. Some improvements have been made recently; the industrial structure, however, was not bettered in spite of a weak market. Moreover, as long as the irrational price system remains unchanged, there will continue to be oversupplied products, serious waste of resources and hardly improved efficiency. The government’s reluctance in lifting price control over the years was mainly out of the fear that severe price hikes might be caused as the total demand expanded. But the circumstance is different now. A sluggish market paved the way for rationalizing price.

The prices of most consumer goods are liberalized now, and the price adjustment next year shall focus on means of production, which will not exert direct influence on people’s lives. Lifting control on oversupplied consumer products can be helpful for the decrease of their prices. Price rise of government-allocated materials may increase the production cost. Fortunately, if capital construction scale remains under controlled, theprice setthrough negotiation will go down naturally; if controls are done more appropriately, price rise and decrease can offset each other so that enterprises using material with negotiated prices can reduce their production cost and the entire price level, including negotiated prices, can be basically stabilized.

Price reform will pave the way for reform of enterprises. The goal of enterprise reform in our county is to switch SOEs from eating from the “big pot” (indiscriminate egalitarianism) to conducting independent accounting and operation, taking sole responsibility for loss and profits, and trying to survive out of fair competition. Otherwise, we can never compete against capitalist countries. Without a rational price system, the goal of enterprise reform could be never realized. A couple of years ago, enterprises could not compete fairly from the same starting line due to an irrational price system and lack of a sound market mechanism. Under such circumstances, the contract system was invented to help enterprises operate independently and take sole responsibility for their own losses and profits. The contract system set a starting line for each enterprise (the base quota ofa contract). Under this system, enterprises shall fulfill the base quota of the contract. After contributing the pre-defined amount of profits to the state, they may retain the remnant, and they are required to make up for any deficiency. Although enhancing enterprises’ enthusiasm for independent operation, the system can easily lead to short-sighted actions of enterprises. For example, to exceed the base quota, the enterprise invests little in technological innovation or delays regular introduction of new equipment, thus curbing the modernization of enterprises. Having realized such weaknesses, some experts argue for improvement of the contract system. In my opinion, enterprise reform would never succeed unless favorable conditions are created to regulate competition. Of course, various problems need solving for this reform, but I don't want to elaborate here.

Tax system reform

intended to control production of such goods, but in fact, small tobacco and alcohol manufacturers were encouraged as the local government could collect more taxes. To resume the regulation on product structure and industrial structure through taxation, the system of “substitution of tax payment for profit” was employed in 1983. But much resentment was aroused from better performing enterprises, because regulatory tax was levied apart from product tax and income, under the background of an irrational price system. The all-around responsibility system for each local treasury introduced in 1987 further institutionalized the weaknesses of the revenue sharing system. Under such a system, numerous small processing factories were established to monopolize local resources and scramble for inputs like energy and foreign exchanges. As a result, many local enterprises used superior raw materials to produce inferior products, pressing enterprises in other places to cut production due to lack of raw materials. Local authorities may exert their power to restrain the sale of more competitive non-local products, or order relevant commercial departments to purchase expensive local products of poor quality. Under such circumstances, the so-called “duke economy” emerged. Governments at various levels took into account their own interests only and divided the domestic market into hundreds of or even thousands of smaller parts. Also, the sectoral responsibility system in some major industries intensified sector protectionism.

We should have taken advantage of the weak market for economic restructuring. However, for the purpose of maintaining social stability and due to the fear of enterprise bankruptcy and unemployment, as well as the prevalence of local protectionism, the “survival of the fittest” rule cannot apply. This is also an important reason for the failure to optimize economic structure.

Decentralization of financial power and the revenue sharing system was meant to and actually did stimulate local governments and sectors to increase revenue and reduce expenses, but it emphasized more on increasing the revenue of local government and sectors, than on the growth of national revenue. On the contrary, by separating the central and the local governments in terms of fiscal revenue, the system causes local governments, sectors, and the central government to fight for bigger shares in the total revenue. In recent years, the practice of “hiding wealth in enterprises” (reduce tax first and then regain profits from enterprises through apportion) to benefit local economy but impair central fiscal revenue was prevalent. Under the backdrop of price hike, even in the contract system based on progressively increased revenues, if the contribution increases slower than the price, the central fiscal revenue was in effect on the decrease. The country’s fiscal revenue now accounts for less than 20 percent of the national income, decreasing from 35 percent in 1978. The proportion of revenue of central treasury to the national fiscal revenue has also greatly shrunk. To address this problem, competent authorities intended to implement the long-prepared “tax distribution system,” namely, to categorize revenue sources of various governments. The significance of this system lies in increasing overall revenue through adjusting economic structure and enhancing efficiency, rather than “‘centralization” or help central government take a bigger share in the limited revenue.

Financial reform

The monetary policy of the central bank usually serves as the most powerful lever for macroeconomic regulation, which, unfortunately, we have not learnt to use efficiently. We failed to tighten the credit control in the 1984 to 1988 period of excess demand. A series of easy monetary policies were implemented, instead, in a move to maintain rapid growth of production. The resultant serious inflation and scare buying forced the central bank to put these policies to an abrupt end. It is a golden rule in a planned commodity economy that money supply must be appropriately managed and price control be lifted; any violation will surely bring about penalty. As early as in the war time, we learnt the relationship between currency circulation and price rise, and in the years immediately after the founding of the People’s Republic of China in 1949 and in the early 1960s, we resorted to tight monetary policies to stabilize price, ending up with miraculous effects. This successful experience should never be forgotten.

Developing credit control guidelines is one thing but their implementation is another. The right to issue currency shall rest with the central government and the central bank shall take various measures to ensure compliance to its monetary policies. Specialized banks at various levels shall invest wisely and lend cautiously according to the state’s industrial policy and borrowers’ financial viability and be free from the arbitrary interventions by local authority or the business department in charge. Without a sound financial management system, Chinese banks still pursue the old practice of allocating loan quotas along the administrative hierarchy, which for one thing results in inadequate floatability of fund and for another leads to difficulty in controlling the total supply of money. After substantial decrease in mandatory financial allocation in recent years, local authority and the business departments at various levels continue to instruct banks on directive loans, which are even worse than the former. Mandatory financial allocation is based on overall analysis and balancing by the planning commission while such a holistic approach is absent in the directive loan which weighs more on local or sectoral interests. Bank loans shall be driven towards excellent financial returns but directive loans are more often than not invested randomly without consideration of industrial structure and return on investment (ROI). In the process of adjusting industrial structure, if the role of the central government in monetary policy formulation and implementation isnot strengthened and ifindustrial structure and ROI cannot be used by specialized banks as important criteria in their decisions concerning loans and credit lines, the problem of low investment efficiency can never be addressed.

The credit policy of specialized banks shall be pro-competition to improve economic structure and business operation. Under the premise of implementing a stable money supply policy, the interest rates of deposit and loan shall reflect the supply-demand relationship as much as practical. Chinese people’s tendency towards saving shall also be leveraged to reduce the funding cost. Differential rates shall not be used indiscriminately and a dedicated policy-oriented financing mechanism may be set up for huge loans in support of special industries which may take time to be paid back. Although many leaders have realized the necessity of shifting work focus to improving economic structure and efficiency through deepened reform, they still hesitate to push it through. According to my observation, their hesitation is primarily out of two considerations, political and practical.

Out of political consideration, some may fear such a reform incompliant with the nature of socialism. In the old political economy education over the years, we were repeatedly told that commodity economy means anarchy of production and it seems that reinforcing the regulatory role of market price will harm the economic planning. This is a totally outmoded idea. The various resolutions adopted since the Third Plenary Session of the Eleventh CPC Central Committee have already made it clear that the socialist planned economy is a planned commodity economy based on public ownership. That is to say, we shall resort to such economic levers as finance and credit in place of most mandatory plans to ensure planned and proportionate development of national economy on the basis of rational price mechanism. Market mechanism shall not be blamed for the current chaos of national economy. Rather, the disorders shall be attributed to a failure to use economic levers to develop market-oriented directive plans although mandatory plans have been substantially downsized. All these disorders, imbalances and lack of overall plans are even worse than in capitalist countries deemed by us as “unplanned.” As a matter of fact, the current low efficiency and chaotic structure is rarely seen in western economies. Hopefully, the central government will reassert the general direction of economic reform repeatedly clarified since the Third Plenary Session of the Eleventh CPC Central Committee and carry forward the reform daringly.

Out of practical consideration, some may fear that structural adjustment through the market mechanism will mean the loss of more jobs, which, if deteriorated, will give rise to social disturbances. I think this problem will be analyzed from two perspectives.

First of all, the difficulty currently confronting enterprises and even the entire national economy results from the system of “indiscriminate egalitarianism” and “iron rice bowl” and failure to comply with the laws of commodity economy. In addressing the problem, caution is surely required to prevent unbearable impacts on society and the people. However, only through bold reform can we abolish the old system of “indiscriminate egalitarianism” and “iron rice bowl.” The “system of contract employees” carried out in recent years are supposed to give enterprises the power to sack their employee but actually it is extremely difficult for enterprises to do so due to the call on enterprises to find a way out for anyone dismissed.

Next, in my opinion, Chinese people show forbearance when threatened by job loss and express support and understanding for the nation's economic polices. Large-scale disguised unemployment has existed since 1949 as the limited farmland was unable to support the vast population in the rural areas. During the three years of the “great leap-forward” movement, 25 million farmers moved to work in cities and were sent back home later in 1961 and 1962 to be engaged in farming again. With little saving, they relied on their families and the land tilled to feed, say four people, was used to support five. Even in this circumstance, no riot was found across the country, which is really unimaginable. The situation in rural areas 1s much better now, as is shown in the considerable growth in farmers’ savings and possessions. Last year, millions of farmer-turned-construction workers returned home due to downsizing of infrastructure construction projects; they did not suffer hardship as many of them had saved more than ten thousand yuan, which was quite a fortune. As township enterprises are responsible for their own profits and losses and have greater freedom in pricing, and as some of them are supported by their own social insurance plans, they can more easily weather the difficulty this year. The situation in cities is more difficult, and we shall accelerate the establishment and improvement of social insurance and social welfare systems. The contract workers system set up in many enterprises in recent years authorizes enterprises to dismiss workers according to law by paying them certain compensations. Part of the enterprise welfare funds are entrusted to specialized management organizations in some cities where job centers are created to help unemployed workers find another job. These systems will be improved to address the impact of laying off redundant staffers and business bankruptcy.

To sum up, although any decisive steps to be taken for reform will undoubtedly meet with difficulties and obstacles, we can still keep their social impact under control ifwe take appropriate measures to ease the public concern for the future. Historical experience has told us that delay of reform can only intensify conflicts and trigger more devastating crises. Only by making resolute decisions and enlisting the support of all the people, can we overcome difficulties and achieve prosperity. This is the only way out.

The aforesaid reforms shall be made over a long term with some measures to be taken in stages. Nevertheless reform is a clear path we shall follow. Being contented with what we have and refusing or fearing to take action will definitely bring us into trouble. Please excuse me for my lengthy letter but I have to speak frankly and openly since the issues in question are crucial to our country’s future and destiny.

(June 1991)

The October Revolution brought Marxism into China. Since the birth of the Chinese Communist Party in 1921, the Chinese people began to use a Marxist point of view to observe the world and their own country. At that time, farmers still accounted for more than 90 percent of China’s population and China was a semi-colonial, semi-feudal, society under the rule of feudal warlords. Since that time, China has undertaken a long-term exploration of how a proletariat-led new-democratic revolution, with farmers as the main force, can evolve to socialism.

According to Marx’s original idea, socialist revolution will occur in highly developed capitalist countries, so the working class must serve as the main force of revolution. The working class was the main force of the October Revolution in moderately-developed capitalist Russia. Due to the state of semi-industrialization, however, farmers still held an important position. While recognizing the importance of farmers, Lenin did not know much about them. During the Russian civil war, this led to the wartime communist error of a “surplus appropriation system.” Only after the end of the civil war was the New Economic Policy carried out, a policy that met the needs of farmers. As a result of the Communist party’s weak role in rural areas of Russia before the October Revolution, and its lack of experience in leading farmers, Lenin tended to think it more difficult to deal with farmers than with the bourgeoisie, and he intended to realize the acquisition of agricultural products by a national capitalist approach. In contrast, our party lived in rural areas for a long time and was as close to farmers “as flesh to blood,” so after the victory of the revolution we were much wiser than the Soviet Union in leading the farmers.

During China’s first revolutionary war period, the Party tried at first to use the working class as the main force for revolution and to capture the cities first. In 1927, the victory of the Northern Expedition** and the rapid development of Shanghai’s labor movement pushed the revolution to its climax, but soon the “4.12” counter-revolutionary coup’? announced the failure of the first revolutionary civil war. Before this failure, Mao Zedong had already recognized the importance of farmers. He set up a workshopofthe farmers’ movement in Guangdong and led the farmers against landlords in Hunan when the Northern Expedition began. Chen Duxiu thought that small-scale independent farmers accounted for the majority of China’s population and suffered less oppression from landlords than in other countries. Therefore, in his opinion, the farmers couldonly be united if they joined the revolution to fight against warlords and bureaucrats. He refused the Party’s criticism at the August 7 Meeting and went into the embrace of Trotsky, with the nonsensical idea that China had already established a bourgeois regime and becomea capitalist society after the victory of the Northern Expedition. He objected to the guiding principle as proposed at the Sixth National Congress of the CPC, namely that China needed to continue the democratic revolution against imperialism and feudalism, and needed to mobilize farmers to conduct an Agrarian Revolution in a China that was still a semi-colonial, semi-feudal, society. Comrade Mao Zedong putforward a new revolutionary concept that Marx and even Lenin had never considered: move thefocus of therevolution to rural areas, mobilize farmers to establish rural revolutionary bases,encircle the cities with rural areas, and, finally, seize the cities.

The Stalin-led Communist International was basically in support of the CPC’s revolutionary path. Stalin made many correct moves, but committed errors of blind leadership due to his lack of understanding the specific circumstances ofthe Chinese revolution. His support of the third “Left” line drove the Party to give up the Central Soviet Area and begin the Long March. An independent CPC, with Mao Zedong, Zhou Enlai, Liu Shaoqi and Zhu De as its core, applied Marxism to the specific conditions of the Chinese revolution. This core group made wise decisions throughout the Chinese revolution, from the “Xian Incident” which forced Chiang Kai-shek to cooperate with the CPC and fight Japan (the second cooperation between the CPC and Kuomintang), to the Anti-Japanese Revolution, to the victory of the Anti-Japanese Revolution, to the war of liberation, and finally to the victory of the New-democratic Revolution.

After New China was founded, our Party’s policy towards the national bourgeoisie was obviously different from that of the Soviet Union after its October Revolution. We considered the contradiction with the national bourgeoisie to be a contradiction among the people rather than with the enemy. We did not confiscate the national capital, but gradually transformed it through state capitalism, a system that is the creation of the CPC. Although Lenin once brought forward the idea of State capitalism and bourgeois redemption, it was realized first in China rather than in the Soviet Union. Practice has proven that the confiscation ofcapital in the Soviet Union destroyed productivity to a certain degree. China’s policy of peaceful transformation not only avoided damaging the national capitalist economy in the transformation process, but achieved a certain degree of growth. When the transformation was completed, the vast majority of the original capitalists and agents of employers became positive instead of negative factors in society. This formed an obvious contrast to the Soviet Union’s exile of “White Russians.” Instead of dogma, our Party treated Marxism—Leninism as a guide to action and determined our own path by absorbing Marxist-Leninist theories into the realities of China.

In 1953, the general line of“socialist transformation of the national economy” was put forward as China’s goal. The Party proposed completing the entire task

In Socialist Transformation of China's National Economy, written by me and several comrades in 1959, I thought that the exact process ofthe socialist transformation was totally correct except for the People’s Communes. Only in the last part of the book did I mention the transformation, but without specific interpretation. In the late 1970s, I repeatedly thought that the socialist transformation was moving too fast and too far, but did not publicize my opinions. Since the publication of Resolutions to the Partv’s Several Historical Issues since the Founding of New China, we have been allowed to discuss these things publicly. After the proposal of the theory that China is still in the primary stage of socialism and should establish socialism with Chinese characteristics, more people have begun participating in the discussion. It has almost become common wisdom that socialist transformation moved too fast and too far, but there are still different views on how it should have been carried out.

Some people hold that after the victory of the democratic revolution, China should have gone through a very long period of new democracy before any socialist transformation, due to China’s poor economy. Chairman Mao mentioned this on several occasions. Before the victory of the revolution and just after the founding of new China, the Party’s top leaders all shared this view, so it was said in the Common Program adopted by the Political Consultative Conference that China was a “new democratic country.” In 1953, the general line for the transition period was that the transition from capitalism to socialism began as early as the founding of new China, and that it was necessary to carry out socialist industrialization and socialist transformation in agriculture, handicrafts and capitalist industry, and commerce. Originally meant to be finished in fifteen years, the transformation only took five years. Many believe that the transformation should have taken as much time as or even more than originally called for. This would have been more in line with the actual situation in China, that is, if the country had gone through a very long period of new democracy before entering socialism. Due to a precipitous transition, the transformation impeded rather than promoted the development ofproductive forces, especially in 1958 when People’s Communes greatly damaged productivity. This precipitous transition was not consistent with Marx’s historical materialism. After the Third Plenary Session of. the Eleventh CPC Central Committee in 1978, more and more people have begun to hold this view.

Other comrades hold a completely different view, however. They do not feel that the new democratic period should have been extended. Their fundamental argument is that no real society is pure. Each has a dominant economic sector supplemented by other economic components. In the nineteenth century, a capitalist society was mature in major Western countries and, in the early twentieth century, entered into the stage of monopoly capitalism. However, in Eastern Europe and also particularly in Japan, extensive remnants of a feudal economy still existed, but we do not deny that these countries were capitalist because of this. The individual economy that Marx mentioned in Das Kapital is still widespread in all the capitalist countries, with no sign of ever being eradicated, which is another example. Therefore, it seems unrealistic for the general line of socialist transformation not only to wipe out capitalist industry and commerce altogether, but also to eliminate individual farming and handicrafts through cooperative transformation or collectivization within fifteen years. In the Nordic cooperative countries, capitalist economy takes the dominant position while the cooperation of agriculture and handicraft industries is still mainly limited to the supply and marketing areas. In the field of agricultural production, in particular, family operations account for the main portion while supply and marketing have been completely dominated by commercial and financial capital, even in the highly mechanized United States. In the early 1950s in China, the supply and marketing of agriculture and handicraft industries gradually came to be controlled by the supply and marketing cooperatives. Practice has proven that the rapid expansion of the cooperative and collectivization policies to all production impeded rather than promoted the development of productive forces, especially in rural communes. Therefore, to assume that one must eliminate any traces of capitalist and even of individual economy before one can feel that socialist transformation is complete may be rather misguided. If one adheres to this view, one has to believe that we are still back in the “new democracy stage.”

These comrades believe that the “completion ofsocialist transformation” means that socialist public ownership plays the predominant role, has a solid leadership governing other economies, and that the proletariat-led “people’s democratic dictatorship” should be established. If so, we should have entered the primary stage of socialism in the mid-1950s. It is unreasonable to treat the “new democratic economy” as an independent historical stage, instead of a short transition to establish proletarian power, develop a socialist public-ownership economy, and enter into the primary stage of socialism.

The rush in 1956 to carry out the socialist transformation of agriculture, handicraft industries, capitalist industries, and commerce, went overboard and made a historic mistake. Without admitting that mistake, it is impossible to interpret our current economic restructuring in the proper light. It is impossible to understand why to allow a variety of other economic sectors, especially the household contract responsibility system, when socialist public ownership firmly takes the leading position. Of course, the household contract responsibility system in

The former view has been publicly put forward while the latter is still in the minds of only a small number of people. We list these views in order to discuss them, which is correct. To sum up historical experience, I think these issues deserve further theoretical study under the guidance of Marxism.

Between 1957 and 1977, we carried out 20 years of pure socialism. The result was that the speed at which China’s agricultural production grew was basically equivalent to the growth in population. With the growth of an urban population that consumed more food, however, the average amount of grain distributed to each person decreased slightly. Although industrial production increased rapidly in form, average wages slightly decreased because of the substantial increase in the number of workers. In these 20 years, the growth rate of capitalist production was lower than that in China, but the growth of their people’s well-being, especially per capita income, was much faster. In the first eight years after the founding of the PRC, the gap between China and capitalist countries narrowed considerably, but then expanded again in the following twenty years. Practice has proven that the building of “pure socialism” is far from “scientific socialism,” which promotes the development of productive forces in line with Marx’s historical materialism. More seriously, “pure socialism” was utopian socialism.

The main feature of utopian socialism is that it abandons two important principles of modern economic development, the principles of equivalent exchange and distribution according to work. This utopian feature was advocated by Marx in his economic works. This feature was also prominent in the People’s Commune period between 1958 and 1961. The policy of “equal price and distribution” among State, commune, brigade, and production team completely destroyed the principle of equivalent exchange. Public canteens and the advocating of free food as a replacement for the wage system completely destroyed the principle of distribution according to work. Although utopian socialism was gradually rectified after 1961, the Leftist thinking that it represented was not only not corrected but even grew during the so-called “ten years of disturbance.” (That thinking said, “do not be afraid that farmers are poor, be afraid that they will restore capitalism.”)

Comrade Mao Zedong always attached importance to the combination of China’s revolution with Marxism, as opposed to advocating straight Marxism. He advocated seeking truth from facts and proceeding from practice, which thereby formed Mao Zedong Thought. This brought unparalleled achievements for the Chinese revolution. However, after the victory of the revolution, especially after the completion ofthe first Five-Year Plan, Mao’s ideas gradually diverged from reality and slid from “historical materialism” into “historical idealism.” Mao thought that subjective will can be used to change the relations of production, a way of thinking that planted the seeds of the Great Leap Forward. Even in his so-called “last instructions,” in his old age, Mao still believed that the equivalent exchange and distribution according to work were simply equivalent to

“bourgeois rights” and that their implementation would, inevitably produce bourgeois “elements” in society. His historical idealist mindset, that said, “do not be afraid of the poor, be afraid of the restoration of capitalism” influenced many leaders and was later misused by such counter-revolutionary elements as Lin Biao and Jiang Qing. They used this thinking to start the ten years of chaos that drove the entire national economy of China to the brink of collapse. For two years after the crushing of The Gang of Four, Mao’s “Theory of All” still held sway.

Around the time of the Third Plenary Session of the Eleventh CPC Central Committee, the Party Central Committee headed by Comrade Deng Xiaoping encouraged the people to, “eradicate superstitions, liberate the mind, and proceed from reality in everything we do.” The Party Central Committee noted that all the Party’s policies should be conducive to the development of productive forces. Through this pronouncement, the “Theory of All” was finally destroyed and the original luster of earlier Mao Zedong Thought was restored. The CPC Central Committee now proclaimed two new Decisions which were based on adjusting the weighting of sectors in the national economy. These two Decisions were called “Reform,” and “Opening Up.” They started a new historical period in China’s socialist economic development. The Central Committee also asserted that China was still at the primary stage of socialism and had to build socialism with Chinese characteristics. Setting the minds of the whole Party and the entire population on the task, while still adhering to socialist principle, suggestions conducive to the development of productive forces were proposed. These led to rapid development of China’s national economy in the 1980s. People across the country had sufficient food and clothing, after thirty years of hoping for these basic things, and some people gradually became well-off. The original prosperity of socialism was restored. While many socialist countries in Eastern Europe withered, China’s socialism thrived. Why? I think it is because we decisively broke the rigid model of economic management set up by Stalin in the 1930s (transported to China in the 1950s) and implemented brave reforms.

In the early period of “reform and opening up,” reform was first carried out in rural areas because at the time about 80 percent of China’s population was in rural areas. Agricultural workers accounted for about 70 percent of all workers. Agriculture was the foundation of the national economy, so the breakthrough point for reform in China started in farming villages. Unlike industry, agriculture is affected by the weather, so the mobility and flexibility of labor is important. In order to maintain those advantages, family farms are still dominant even in the highly mechanized United States. Our country’s rural People’s Communes went too far beyond the needs of the development of productive forces and at one point seriously undermined productivity. Next, with ownership divided among three levels, the team-based system was still beyond the needs of the development of productive forces and even impeded its development. Giving up a high degree of collectivization in agriculture was necessary, but it met with a major obstacle, however. In 1959, farmers living in severe hardship in some areas were harshly criticized as being “wrong in direction” when “production contracted to each household” again was proposed and they were now too wary to adopt it. With the

This new system greatly increased the enthusiasm of farmers, and a large amount of surplus labor transferred to other sectors when production efficiencies in agriculture were significantly increased. The CPC Central Committee strongly encouraged household sideline businesses, which had previously been termed “capitalist tails” and had been punished accordingly. The Committee allowed farmers to transport their agricultural products to the cities for “long-distance trade,” which had also been prohibited in the past. Some regions actively developed commune corporations which not only created opportunities for labor and employment for the farmers but greatly enriched the supply of agricultural and sideline products in the cities. At the same time, a reform of labor and the employment system was carried out in cities, repealing the old method that said that the Labor Department of any organization was 1n charge of employment. The unemployed were now permitted to find jobs for themselves. Service industries were vigorously developed and jobs were provided for more than ten million people. Emerging entities called “small groups” and self-employed operations not only solved the problem of unemployment but solved problems ofcities in obtaining food, clothes and vegetables. In the past, urban commerce had been conducted exclusively by State-owned commercial departments. Rural commerce was conducted exclusively by supply and marketing cooperatives. Both were now jointly operated by the State, the collective, and the individual. Without bold reform, urban and rural markets would not have prospered.

In the early 1980s, we reformed the system of State-owned enterprises. In that system, all the profits were handed over to the State, and all investment and capital was provided by the State, for technological changes, new product testing, even working capital. In the reformed system, enterprises paid taxes to the State and were allowed to use the rest oftheir profits to expand production and improve the livelihood of their workers. Central and local fiscal relations were also reformed in a similar fashion. Local governments and enterprises could conduct off-plan production and construction according to market needs, with their own “self-owned funds.” This quickly changed their financial condition and greatly promoted their growth, as they produced more and more new products. These new changes required us to further develop the commodity economy and expand our market adjustments. According to the “Decisions on Economic Restructuring” adopted by the Third Plenary Session ofthe Twelfth CPC Central Committee in 1984, China’s socialist economy was now a planned commodity economy based on public ownership. Itbecame imperative to merge the planned economy and the commodity economy in seamless fashion. The recognition that we had to do so was a major breakthrough in socialist theory.

Along with economic “reform,” we carried out the policy of “opening up.” In 1980, we began to establish four special economic zones (Shenzhen, Zhuhai, Shantou, and Xiamen), two development areas (Guangdong and Fujian), and we later opened up more than ten coastal cities, including the Pearl River Delta, Yangtze River Delta, southern Fujian, Shandong Peninsula, Liaodong Peninsula, and Hainan Province. With almost all the coastal areas in the Southeast China opened, thousands of foreign enterprises were attracted to China, and the economy boomed. In the 1990s, Shanghai focused on the development of Pudong District, apart from several original small zones. Before the Second World War, Shanghai lagged far behind Hong Kong; now in turn, it strove to catch up with and hoped to match or exceed Hong Kong. As the political situation changes, we may develop border trade and economic cooperation among provinces in the north, west and southwest, and gradually develop from the surrounding areas toward the heartland. On the basis of the brilliant success in the 1980s, | believe that the achievements will be even more splendid in the 1990s.

Up to now, there has been no successful example of socialist economic restructuring. Our reform involves exploring in practice and finding bold breakthroughs, so inevitably some mistakes will take place. Our hurried economic construction in the past resulted in imbalances and violated the objective laws of development that Marx mentioned in Das Kapital: production must be expanded in a balanced manner, so in the early phases, adjustments are necessary to pave the way for reform. In the early years of the 1980s, our adjustment was effective and we had completed the basic adjustment by 1984. Unfortunately, in the fourth quarter of 1984, the economy again started overheating, particularly in the area of overbuilding. Some theorists proposed that we should maintain high growth, based on western Keynesian ideas. This resulted in wrong decisions and increasing inflation, and finally the panic buying in July and August of 1988. The situation forced the Central Committee to put forward a new direction at the Third Plenary Session of the Thirteenth CPC Central Committee. The policy recommendation was to “improve the economic environment, rectify economic order, and comprehensively deepen the reform.” In fact, this was another adjustment after the failure of macroeconomic controls, undertaken so as to re-create conditions for the deepening of reforms.

As ten years of reform from 1978 to 1988 fully show, there is nothing wrong with our general direction. We did not strengthen guided planning in time, however, and learn to use economic measures effectively to promote macroeconomic controls, after we narrowed the scope of mandatory plans. The gap led to a failure of macroeconomic controls.

After two years of rectification, the present supply and demand are nearly balanced. The market for many types of goods is very weak, which has led to insufficient production, fewer profits, more losses, and decreased economic efficiency. “Rectification” addressed the minor issues while some deep-rooted problems are far from being resolved. To overcome the difficulties, the only solution is to

From a theoretical standpoint, | think we should first correct a view that was held in the past, before the 1970s, namely that “planning means socialism” and “the market means capitalism.” That incorrect view treated “planning” and “market” as being equivalent to “socialism” and “capitalism,” totally disregarding the beneficial functions of a market. The report at the Twelfth CPC National Congress proposed the “planned economy as the mainstay and market adjustments as supplementary.” It pointed out thatmarket adjustment is an essential supplement to a planned economy, a statement that accomplished a small step forward with regard tothe issue. A great step forward took place at the Third Plenary Session ofthe Twelfth CPC Central Committee and the Thirteenth CPC National Congress. The issue 1s under discussion and the discussion should be deepened. We should not take “planned economy” as socialism and “market economy” as capitalism for, in my opinion, this is far from the way thingsare. In the nineteenth century, when a small-scale commodity economy prevailed, capitalist countries followed a laissez-faire doctrine, resulting in anarchy and cyclical economic crises. The President of the United States, Franklin D. Roosevelt, carried out Stateintervention in 1934 to eliminate a world economic crisisthat had lasted for four years, and achieved significant results. Since then, a number of capitalist countries have strengthened State intervention while stillfollowing a laissez-faire doctrine. The United States, which firmly adheres to the laissez-faire doctrine, is one example. Yet more than 30 percent of its gross national product (not including the huge budget deficit) is allocated by the State through fiscal channels. The Federal Reserve Bank in particular, which has the right to issue money, 1s always ready to adjust interest rates so as to carry out tightening or liberalizing policies. In addition to the coordinating agency of the Department of State, there are hundreds of public and private research institutions to forecast economic growth and provide a basisfor government decision-making. Japan, France, and othercountries have their own sets of institutions to develop and oversee the implementation of economic planning; the same goes forsuch developing countries as South Korea.

Many socialist countries did not advocate the development of a commodity economy in the past, or, though recognizing it was a “commodity,” prevented market adjustments from influencing prices and thereby choked the economy. The Third Plenary Session of Twelfth CPC Central Committee boldly announced that China’s socialist economy is a planned commodity economy based on public ownership, and that a commodity can go nowhere without a market, or without the necessary effects of the law of value. “Market” is to “commodity” what “water” is to “fish:” fish would die ifthere were no water. If we hope to manage the socialist economy properly, we must manage macro aspects (overall balance of the State economy) through planning (especially guiding planning after the institutional reform), and at the same time we must give more leeway to micro aspects through the market (including pricing policies). Errors in the past occurred in both planning and market, not just in market adjustment. From the experience of the

Third Plenary Sessions of the Twelfth and Thirteenth CPC Central Committee, the mistakes originated in the failure of macroeconomic controls. The rectification is to rectify the mistakes. The rectification aims to pave the way for deepening reform, furthering or creating conditions for market adjustment. If we continue to place “planning” and “market” in opposition, we will never find the correct way forward.

(August 1992)

People of my age and experience may share a unique perspective on the prospects for economic restructuring. Before liberation, I was actively involved in the longterm revolutionary struggle to destroy the old economic system. Soon after New China was founded, I worked in leading economic departments and participated in the creation of the socialist economic system. Over the next few decades, I witnessed tremendous achievements as well as all kinds of setbacks in the building of the socialist economy, and I also recognized many drawbacks ofthe traditional socialist system that was then in practice. After the Third Plenary Session of the Eleventh CPC Central Committee in 1978, | was honored, at such an old age, to participate in the great cause of reform, with emancipated mindset and an economic outlook that had changed with the times. Before writing this article, 1 systematically sorted through my major ideas on the economic restructuring over the past few years and found them improved quite a bit over many years earlier. Just as my old economic thoughts could not escape their times, my present thoughts, including my economic thinking, can hardly go beyond the limitations of the current times. Therefore, my view on economic restructuring is recorded here quite frankly and is open to readers’ comments.

How my views on economic restructuring developed

My involvement in the revolution began with my strong dissatisfaction with the old society and my vision for a better new society. I have always been convinced that the socialist system is the best political and economic system for social justice and common prosperity, among systems recognized to date by human beings. However, at the beginning, my understanding ofsocialism derived only from the classical works of Marxism and the established patterns of the Soviet Union. After liberation, I was primarily engaged in practical economic work, but I still retained my independent thinking about economic theory. My ideas went into articles I wrote for newspapers, magazines, or internal materials. My firm purpose in learning is to pursue truth steadfastly and to revise and change my world view as well as my economic outlook with the results of practice. In this respect, the most representative example isthe reconsideration and development of my understanding of the law of value and of acommodity economy in the socialist period.

| have always advocated the role of the law ofvalue in the socialist economy. However, it took me several decades to explore how and to what degree the law of value works.

When I wrote “Role of the Law of Value in the Chinese Economy” in 1953, all the economic staff and theorists in China were studying Stalin’s Economic Problems of Socialism in the USSR. Many comrades thought that commodity production and the law of value were foreign to a socialist economy, and contrary to the rules of a planned economy. They felt that a State-run economy should be dominated by socialist economic laws (mainly the law of planned and proportional development), while petty-commodity production was still dominated by the law of value, and a capitalist economy was dominated by the law of value and the law of surplus value. I do not agree with this view. In my opinion, since the prices of major agricultural products back then were determined by the State, the State might adjust production volume through pricing policies, or in other words, the laws of value, and might include a petty-commodity production into the State plan. The State might also bring capitalist industry and commerce into the State plan through processing, distribution, and sales.

Overall, the article stresses that the country has been able to take advantage of the law of value to plan the main part of the national economy. A major victory in the economic recovery period has been that the leading role of the State-owned economy has gradually been strengthened and the spontaneous role of the law of value has gradually been restricted. More efforts should be made to overcome blind development and strengthen planning so as to realize the planning of our national economy and more clearly exert the leading role of the law of socialist economy. My opinion is criticized by Sun Yefang, who holds the view that, since the law of value is an objective law, it should not be restricted. To restrict it commits the same error as abolishing or transforming the law of value.

However, I admit the role of the law of value in the non-State-run economic sectors. As said in the article, we will commit serious errors in making decisions and plans if we deny the adjustment role of the law of value in private industry, individual handicrafts, and agricultural production. We will commit errors if we guide private industry, individual handicrafts, and agricultural production on the basis of subjective desire instead of the objective law of value, despite having a people’s democratic dictatorship, the leadership of the socialist State-run economy and a State plan. If we think the State plan can completely dominate the whole national economy, and deny the role of the law of value without knowing that the State plan is only effective within a certain scope and to a certain degree, we completely deny the function of the law of value.

But on the other hand, we would commit another error if we think that the law of value can operate freely in China, without restrictions, as in capitalist countries. We commit another error if we only recognize the existence of commodity production and the role of the market in adjusting the law of value. We commit an error if we think that the socialist economic law is only dominant in a State-owned economy and the private economic sector is still dominated by the law of value,

| State plans directly set quality and quantity of various important products and the quantity and price of allocated products in all the economic sectors as well as the grass-roots enterprises.

i) The State does not make direct production plans, that is, does not distribute production tasks directly to grass-roots enterprises, and the State-run business sectors adjust production in the supply and marketing process according to market needs.

3. The State manages neither production nor sales, that is, the producers decide their own production and market their own products.

During the National Discussion on Economic Theory held in Shanghai in 1959, I delivered a report entitled Commodity Production and the Law of Value under a Socialist System. This pointed out that, “Since the law of value is objective, it will play its spontaneous role forever and will never play a role consciously. As Stalin said, regardless of whether you know it or welcome it, it always exerts the same effect   the law itself cannot consciously play a role, but man can consciously make use of the law.” At the meeting, | was not in favor of the “Tai Chi” idea as applied to the law ofvalue, that is, the law exerts less effect when planning exerts more, and vice versa. | advocated the simultaneous role of planning and the law of value, and I noted that the State plan must comply with the law of value in order to regulate production and product circulation effectively. Ifwe are in substantial compliance with the first role ofthe law of value, that is, that prices are generally consistent with the value of the product, we can completely use the State plan to adjust the economy.

Alternatively, the State can adjust the economy actively through the second role of the law of value. In both cases, it is the State and the national economic plans that play a decisive role, the law of value having its function at the same time. Under such circumstances, the roles of these two are the same. When the first role of the law of value is violated, that is, when prices drift apart from the value, the law of value will play its*second role to impact production or sales volume. This role may go against the requirements of the State plan and exert a negative influence. At this time, the State has to amend the prices of goods or “build a seawall to avert the flood.” The “seawall” is the State plan. The more the price drifts apart from the value, the higher the peak of the flood and the more likely the seawall is to break. With appropriate prices but a serious imbalance in supply and demand, the law of value will also play its second role, that is, to shake the product prices. The law of value will take the place of the State plan in adjusting the economy and will move freely ifthe State loosens or gives up its planned management. In short, people’s behavior determines the positive or negative role of the law of value. Even if the law has a negative effect, we should blame ourselves rather than the law of value. Given the above, it can be seen that my understanding of the law of value has made certain progress.

However, until my writing of Study on China's Socialist Economy Issues in 1979, and my revision in 1983, I still thought that “the law of value under socialist conditions generally does not spontaneously exert adjustment functions, but is often used consciously by the State to regulate the economy. The law of value is used by the State (through pricing policy) to adjust the production and sales of various products. So we say that the State plan is the main mediator in a socialist economy.” At that time, | believed that the role of the law of value could be restricted, because the law of value is the law of commodity economy and the commodity production is characterized by being based on individual ownership of the means of production and by anarchic production. Now that we had basically eliminated the system of individual ownership and anarchic production, the decisive factor in the national economy became the rule of proportional development of the national economy and the State plan that interprets the rule. The role of the law of value had been reduced. But I did not agree that the law of value did not exert its function of adjustment. For many years, we took too little advantage of the law of value and restricted it too much and as a result suffered a lot from economic losses. Therefore, when we said that the law of value had been restricted, we did not mean that the law no longer exerted its function of adjustment or that we could restrict the objective law by our personal wills. We were bound to lose in that case. As | also pointed out in the book, some economists regarded a “‘socialist economy” as “planned economy” and a “capitalist economy” as “market economy.’ The view reflects the difference between the two social systems in certain aspects, but the distinction is far from absolute. The capitalist market economy to some extent accepts State intervention and planning at different times and on different occasions; the socialist planned economy does not rule out the market and must, on the contrary, make good use of the market under the leadership of the State plan.

In May of 1980, I took part in the work of the newly-established Economic Restructuring Office of the State Council. I started thinking about a fundamental reform of the traditional socialist economy. My economic thought reached a new level. Before this, economic circles in China had regarded restructuring as a

In June 1980, I published Views on Economic Restructuring in the People’s Daily. This article came at the conclusion of the economic restructuring of the previous year. It pointed out that in the previous year we had carried out reform in two respects. One was distribution, to ensure the material interests of Central and local governments, enterprises, and individuals and to mobilize initiative to grow production and increase income. The other was circulation, to break through our previous centralized purchase and contracted marketing, and our planned distribution, to allow the market to exert its adjustment functions and begin, step-by-step, to resolve the disconnect between production and demand. The reform of distribution is a top-down process, while the reform ofcirculation is a horizontal process, dealing with the relationship between production and demand. These two kinds of reform must go hand in hand. Expansion of enterprise powers belongs to the reform ofdistribution. But it 1s necessary to reform prices at the same time, since the enterprise’s profit and loss cannot reflect its economic condition accurately if prices are irrational. In addition, mere reform of distribution is not sufficient to change the economic structure and solve the problems of “large and all-inclusive” and “small and all-inclusive,” and redundant construction projects under inappropriate prices.

Therefore, despite being ignored at the outset, reform of circulation seems more important than reform ofdistribution. The “circulation reform” | mentioned in this article actually meant expanding the role of market mechanisms. Decentralizing power and conceding power in terms of certain interests aims to arouse initiative. However, if prices are irrational, this end cannot be achieved, and the social coordination mechanisms fail to work. Because of this, | loudly called for speeding up the reform ofboth price and circulation so as to better bring into play the coordinating functions of the market.

In September 1980, on behalf of the Economic Restructuring Office of the State Council, I delivered a report called /nterpretation of Preliminary Views on Economic Restructuring” at the meeting of First Secretaries of provinces, municipalities, and autonomous regions. The text put forth the belief that, “The socialist economy at the current stage is a commodity economy in which public ownership of the means of production dominates, and diverse sectors of the economy exist side by side (later ‘commodity economy’ was qualified byaddition of the phrase ‘under the guidance of the State plan’).” I also proposed the combination of “nlanned adjustment” and “market adjustment” as the main guideline for reform.

Reform is undertaken in order to change a rigid system, one in which there was planned adjustment but no market adjustment. These proposals were great breakthroughs at that time but met with opposition. They were fully affirmed by the Third Plenary Session of the Twelfth CPC Central Committee in October, 1984 and they eventually became the consensus of most economists.

In December 1980, I delivered the report More on Reform of Economic Structure and Management System at the Central Party School, proposing in public to build up a socialist commodity economy in which diverse sectors of the economy exist side by side on the basis of the predominance of socialist public ownership but with diversified forms of socialist ownership. The proposal had the effect of helping to liberate general thinking at that time.

My view that China’s socialist economy at this stage is a commodity economy shows significant progress over what it was before. First, | recognize that the socialist economy is essentially a commodity economy. Newly founded China, as I thought, was still a semi-colonial and semi-feudal country. Its natural and seminatural economy accounted for the greatest part of the economy, its commodity economy was underdeveloped and thus large-scale socialized production was still in a primitive state. Under such circumstances, in order to develop productive forces quickly, in accordance with the laws of history it was necessary to develop a commodity economy and large-scale socialized production. However, our planned-management system replaced commodity exchange with product distribution, and replaced open and flexible large-scale socialized production with a closed and inflexible structure. The “socialism” thus built is simply rigid, good neither for the development of productive forces nor the improvement of people’s living standards. As “practice” has proven, this rigid form of “socialism” never succeeded in forming large-scale socialized production via what was a highly centralized administration that excluded a commodity economy. Second, | changed my former view that a commodity economy can be based only on individual ownership of the means of production. As long as the public ownership of means of production predominates, we now should not exclude the development of other sectors of the economy. As long as public ownership of the means of production adopts flexible operating modes so that each of the enterprises operates independently and assumes sole responsibility for its profits and losses, and so long as each can compete with others in the market through equivalent exchange, these enterprises will be energetic. My analogy is that they will become similar to cells in living organisms, rather than lifeless bricks on large buildings. In this way, socialist public ownership can definitely be combined with a commodity economy.

“Plans should be based on commodity exchange and the law of value.” This statement, put forth at the Thirteenth CPC Central Committee in 1987, was an important innovation and breakthrough in theory that greatly emancipated the thought of the majority of economists and theoreticians. | was inspired by it so much that | wrote an article on the statement to express my understanding. My article fully affirmed the role of the law of value. Marx’s law of value is the law of acommodity economy, the law that guides the supply and demand relationship

After 1989, economic restructuring progressed rather slowly. Some people even began to doubt the socialist direction of reform. In the face of a rapidly changing international situation in particular, some people again put forward the “pure socialism mode.” They criticized market-oriented reforms, any policy that allows the coexistence of different economic sectors, and so on. In view of this attempt to reverse the direction of reform, | wrote to Central leading comrades in July of 1990 and recommended following the line of the Third Plenary Session of the Eleventh CPC Central Committee and speeding up the pace of reform.

In 1990, after a period of rectification, the “buyer’s market” emerged that had been expected for many years. This provided a good opportunity for price reform. At the same time, for various reasons, the atmosphere among academics was relatively subdued, and many people began to suspect or even deny reform. So, in China Social Science Issue 1, 1991, | published an article entitled, On Several Theoretical Issues of Socialist Economy in which | elaborated my latest understanding of the socialist economic system. The article pointed out that a commodity economy exists not only in the primary stage of socialism, but will possibly play an important role in the entire socialist period; a socialist society must preserve the principles of distribution according to work and equivalent exchange. Through this line of thinking, the article discussed such issues as commodities, currencies, prices, markets and commodity exchange, plans, ownership of means of production, labor and wage system, fiscal system, banking and financial systems, enterprise management system in socialist economy, and my ideas on them. As for the law ofvalue, | think that the traditional planned-management system in fact turns a commodity economy into a product economy. In such a traditional system, the law of value is used by the State consciously to plan prices rather than allowing prices to adjust prices spontaneously in the market. “Practice” has proven, however, that all the price plans drawn up by socialist countries deviated from actual value, and that the so-called “conscious use of the law of value” in fact abandoned the law of value. Objective economic laws inevitably punished perpetrators of this mistake. The socialist planned commodity economy should not plan the prices of all commodities in the name of “conscious use of the law of value,” but should let the law ofvalue adjust prices spontaneously in the market.

Since its publication, my article received praise from the majority of economic theorists, but also some criticism. I have no energy to study these criticisms, which, as | conclude in general, share one shortcoming. Their ideas seem to be no different from the traditional ideas held before the Third Plenary Session of the Eleventh CPC Central Committee, and they show no progress since that time. It seems that these comrades have not accepted the Party’s theoretical and conceptual development since the Third Plenary Session of the Eleventh CPC Central Committee and have not noticed the tremendous changes at home and abroad since reform and opening up. Therefore, I do not think it is necessary to respond to them specifically.

My view on the economic restructuring

If someone asks me to summarize my view on the economic restructuring in one sentence, for me that sentence is “reform is carried out to set free productive forces.” Before 1978, I kept exploring the proper path for China’s economic system based on the law ofvalue, and I aimed to overcome the excessive and rigid control of the traditional economic system and restore the vitality of socialism. Since 1978, I have stuck to the guiding purpose of “reform is carried out to set free productive forces” in theoretical study and reform practices. This spring, Comrade Deng Xiaoping made a series of important speeches during his inspection tour in

I will talk about my views on economic restructuring from the following aspects.

Scientific socialism

Why will human society develop from a capitalist to a socialist society? In accordance with Marx’s view, after the capitalist economy develops from a commodity economy to a high degree of large-scale socialized production, conflicts will arise between the large-scale socialized production and the individual ownership of the means of production. When individual ownership constrains the development of social productivity, economic crises breaks out. Capitalist society is inevitable as a stage in the development of human society. We cannot simply say from a moral point of view that capitalism is the root of all evil. In contrast to primitive society, after all, slave society represents great progress in the course of human civilization. The same is true of the progression from feudal society to capitalist society, since it has been a historical fact that in capitalist society the productive forces have gained an unprecedented level of development. It can be said that there would have been no ancient civilizations without a slave society, and no modern civilizations without capitalism. We should not only treat the capitalism of the past in this way, but also today’s capitalism. When the capitalist economic crisis develops to a stage when it cannot be overcome, public ownership will replace individual ownership of the means of production, resulting in socialism and communism. Therefore, Marxism had the idea that socialist revolution would break out first in the most developed capitalist countries. Historical development is very complex, however, and due to various reasons the first socialist revolution broke out in the moderately-developed capitalist country, the Soviet Union. Due to more complex reasons, the new-democratic revolution against imperialism and feudalism happened in China, where capitalism had just begun and feudalism still dominated the society. After the victory of the revolution, China was directly transitioned into being a socialist country. For these reasons, our country Is in the primary stage of socialism. It now faces the major task of the development of commodity production.

Since socialism is the child of capitalism, it will surely inherit the characteristics of capitalism, among which the most important is the commodity economy. The commodity economy not only exists in the primary stage of socialism, but may play an important role in the whole socialist period. The principle of equivalent exchange in a commodity economy is an effective way to coordinate various economic sectors in large-scale socialized production, as required by the inherent properties of the socialist system. Marx envisaged an advanced stage of communism without goods or money. After the victory of the October Revolution, the Soviet Union implemented a policy of wartime communism for a very short period. After the end of the civil war, the Soviet Union quickly shifted to the New Economy Policywhich Lenin advocated to restore the relationship between commodities and currency. As a result of Lenin’s early death, there was no conclusive determination as to whether the NEP was an expedient or a corepolicy in socialism. In the1930s, Stalin went on to establish theplanning management system in which, although goods and currency still existed in form, the production and allocation of allkinds of products except fora few small commodities had to be planned, and products had tobe exchanged inaccordance with planned prices. Inpoint of fact, the economy retreated from a commodity economy back toa product economy. The centralized planning system based on this model later became the standard economic system in all socialist countries. “Practice” has proven that the traditional socialist economic system is rigid and inefficient. It cannot adapt to the contemporary development of science and technology or to people’s growing material and spiritual needs. Without reform, it offers absolutely no way to progress.

The disintegration of the Soviet Union and the drastic changes in Eastern Europe resulted in a downturn of the international communist movement. New conditions spurred the new development of the theory of scientific socialism. It should be recognized that when Marx wrote Das Kapital, capitalism had provided a mature model for people to explore the laws of its development, and there were mature classical bourgeois economists’ works for reference. Thus, Marx could provide a profound and accurate analysis ofcapitalism. However, such analysis, after all, was abstract to the degree that it could be applied to all capitalist countries, but may not be completely consistent with any one capitalist country. Marx lived in an age when socialism had not yet come into being. He could only refer to the works of utopian socialism by bourgeois scholars, so his ideas about socialism definitely contain some elements of fantasy. It is simply unrealistic to construct a practical system in accordance with Marx’s idea of socialism. China’s building of socialism has experienced a tortuous path. It took us a long time to be able to look with any rigor into the planning economic system that we modeled after the Soviet Union. Of course, even before reform and opening up, our planning system had never included such a wide range of products and operated so tightly as that of the Soviet Union. However, the defects of excessive and rigid control in this system have long been exposed. Once some of our comrades did not think of these as defects, but defended and treated them as the superiority of socialism. For example, in the past, the supply of various goods including daily consumer goods could not meet demand — some daily necessities had to be bought with certificates and were rationed in such limited amounts that people always had to queue up to buy things. Some comrades said, “The socialist system is to satisfy the maximum needs of the people, therefore, short supply and regular shortages are determined by the basic economic laws of socialism and are a concrete

More and more people now realize that socialism should have various forms at different stages in different countries, rather than existing as one rigid model. Each country should set up its own unique economic system in line with its national characteristics, and reform that system at different stages of economic development. Only in this way can socialism maintain vitality. The socialism with Chinese characteristics that Comrade Deng Xiaoping put forward is based on the combination of the basic principles of Marxism with China’s modernization. It is a kind of scientific socialism rooted in contemporary China. The key difference between socialism with Chinese characteristics and traditional socialism is that traditional socialism was built on the basis of aproduct economy, while socialism with Chinese characteristics is built on the basis of a commodity economy. Traditional socialism develops to “socialism with Chinese characteristics” via the path of market-oriented reforms. Practice has proven that building socialism with Chinese characteristics is a correct decision.

Standard of productive forces

Fundamentally speaking, socialism is superior to capitalism because socialism is more favorable to the development of productive forces.

Marx pointed out that socio-economic patterns are generated under the requirements of the development of productive forces. The pattern that promotes the development of productive forces will develop, while the pattern that constrains the development of productive forces will sooner or later perish. Therefore, the sole standard for the reasonableness of a socialist system is whether or not it is conducive to the development of productive forces. That is to say, Marx did not include as determining factors such things as equity, justice, and other ethical standards. It is incorrect and a form of utopian socialism to treat socialism as the product of noble moral values.

A commodity economy greatly promotes the development of productive forces. An accidental commodity exchange emerged during the last phase of primitive society. After gradual development ofthe slave and feudal societies, the commodity economy developed rapidly in early capitalism, resulting in large-scale modernized industry, large-scale socialized production, and remarkable improvements in productivity. This is the fundamental reason that the achievements of capitalist economic development in the past two to three hundred years were much greater than achievements during slavery and feudal economies over two to three thousand years. Newly-established socialist countries should not abandon but rather are now inheriting the commodity economy, the tremendous driving force of productivity. Nonetheless, a considerable number of people in socialist countries, from Stalin onwards, lack adequate awareness of the objective laws ofhis-torical development. They have consistently tried to weaken the relationship between commodities and currency and have wanted to replace commodity exchange with planned distribution, resulting in an increasingly rigid socialist model. “Practice” has proven that during the building of socialism we should develop both large-scale mechanized industries and large-scale socialized production. We should make use ofthe relationship between commodities and money in order to organize large-scale socialized production throughout society, and in order to develop productive forces, enhance comprehensive socialist national strength, and improve people’s lives.

The criterion of productive forces established in the Thirteenth CPC National Congress is of great importance in guiding our reform. What is the criterion of productive forces? To sum up, any systems, guidelines, and policies that are conducive to the development of productive forces are in line with the fundamental interests of the people, and thus are needed or permitted by socialism. Any systems, guidelines and policies that are not conducive to the development of productive forces are incompatible with socialism and thus are not allowed in a socialist country and are in violation of historical materialism. In short, whether or not something is conducive to the development of productive forces is the fundamental criterion to judge our socialist theories, systems, paths, guidelines, policies, and measures.

For a long time, in theoretical study as well as practical work, people used abstract principles and the “utopian mode,” rather than the criterion summarized above, to judge things. This has been the key reason for the unchecked spread of “Leftist” deviation and has created the great difficulties in eradicating not just Leftist deviation from people’s mentality but also the prevalence of formalism. During reform and opening up, we have often been challenged as to whether the reform is capitalist or socialist. Anything labeled “socialist” is apparently to be encouraged, even if it actually restricts the development of productive forces, and anyone who criticizes whatever is labeled “socialist” will be attacked. Likewise, anything that is labeled “capitalist” will be forbidden, even if it is really good for the development of productive forces, and anyone who dares to test, adopt and promote what is labeled “capitalist” will often face great political risks. Since “Leftist” deviation is deeply rooted in our Party, reforms are encountering tremendous resistance. The criterion of productive forces is a good weapon to oppose “Leftist” deviation. Only the re-establishment ofthe criterion of productive forces will ensure braver, faster, and more efficient reform.

Commodities, money, and the market

Since the Third Plenary Session of the Eleventh CPC Central Committee in 1978, the guidelines defining China’s reform have undergone continuous innovation,

Both “Plan” and “market” are means of resource allocation, but “market” is the foundation of “Plan,” which in turn reflects “market.” The market is primary. The Plan not only should be formulated based on market information and laws, but it should also accept the test of the market. If the planned proportions cause serious supply and demand imbalances in the market, then there must be something wrong with the Plan. Therefore, any plan can neither restrict the spontaneous role of the market nor “cautiously use the law of value,” but can only follow the laws ofthe market. There is a saying that a “plan” is used to control resource allocation while a “market” arouses initiative. This view seems to confirm the role of market, but is lopsided, because markets should be the main factor in resource allocation and should not be excluded. In the past, we neglected the role of markets in resource allocation. We thought that a plan could ensure coordinated economic development, with the result that we had imbalances and even seriously distorted the economic structure.

Since we are in a commodity economy, we must attach great importance to the issue of commodity prices. In the past, we paid much attention to the stability of commodity prices. Since commodity prices were set by the State, price lost its original meaning and became a mere symbol of economic accounting. To ensure the adjusting role of the market, it is necessary to let prices float with changes in supply and demand. I think that the overall price level should be stable, while the prices of various goods and services should flexibly reflect the relationship between their respective supply and demand. Prices should vary with the changing production costs ofvarious products (relative increase in the cost ofagricul-tural products and mineral products, relative decrease in the cost of processed products), so that the changes will themselves regulate the supply and demand of all commodities. When the value of money remains stable and there is no inflation, the prices ofsome commodities will rise and others fall, but the overall price level can remain stable. The fundamental approach to maintaining price stability, therefore, is to control the total money supply to avoid inflation. On this basis, pricescan be released from controls ina step-by-step manner to conform to adjustments as per the law ofvalue. In this way, the supply and demand of various commodities will tend to balance, and ensure the proportional development of the national economy.

To control the money supply is a measure adhering to planned management, and to liberalize prices is to implement market adjustments. We should ensure a good combination of the two. Because we did not allow a commodity economy in the past, we did not attach importance to the study of money. We treated money as labor vouchers or even as a “tail of capitalism” to be removed. Since reform introduced market mechanisms, we have encountered some problems in macromanagement and price reform over the past few years due to our inadequate understanding of money. Moreover, the money oftoday is very different from that of the time when Marx wrote Das Kapital, when a fixed metal currency with a fixed value was used and there could be no inflation. Nowadays, all countries in the world use paper currency instead of precious-metal-backed currency. Paper currency itself has no value and the value it represents changes with the quantity issued. To stabilize the value of paper currency, we must control the quantity issued, in accordance with the needs of circulation in the market. In socialist countries, an overheated economy may easily occur, which leads to inflation and high commodity prices. At this moment, the ideal approach is to reduce social needs and control the issuance of paper money, so as to stem the rise in commodity prices. The ideal approach is not to restore rationing and strengthen planned control. However, economic overheating can hardly be restrained under softened constraints of enterprises and local finance. Under economic overheating, we often controlled and even froze commodity prices rather than fundamentally managing our money supply. Some easily controlled products (mainly agricultural products and minerals) had lower prices and developed at a slower pace; many difficult-to-control products (mainly processed products) had higher prices and developed at a rapid pace. As a result, the original price system, which was nearly well managed, distorted again, resulting in the imbalance of industrial and product structures and in market chaos.

People generally thought that it was the liberation of prices that caused the chaos, so they adopted a more stringent approach to managing prices, which caused even more distorted prices, more unreasonable industrial product structures, and a more chaotic market. The “practice” of countries around the world tells us that the right policy should be to control money supply and set free prices, and thus rationalize prices and normalize the market, so as to promote the deepening of competition.

Whether a commodity economy is a market economy or not is still under discussion in theoretical circles. The essence of the problem is that some people have not understood whether a market economy is “capitalism.” In my opinion, a planned commodity economy is bound to have a commodity exchange, as well as a market. As water is to fish, so is a market to commodities. [f China further deepens its reforms, it will be necessary to develop a socialist commodity economy

The market is the place for commodity circulation and business competition. Only when commodities circulate freely and their prices maintain a reasonable relationship under the law of value, can the market be stable and companies freely participate in competition. Markets must be open, where commodities circulate freelyand enterprises compete with each other fairly. Only in this way can the economy beinvigorated. In thepast, China’s means of production were under the management and allocation of State planning departments and materials departments. Urban business was exclusively operated by State-owned commercial departments, and rural business was exclusively operated by supply and marketing cooperatives. Materials departments distributed goods according to plans, and one or two “goods ordering conferences” were convened every year to sign supply and marketing contracts, without there being any permanent institutions for transactions to do with the means of production. State-operated commerce was equipped with wholesale stations that were termed Levels I, II, and III. These conducted purchases and sales based on administrative divisions ratherthan through channels of commodity circulation. The supply and marketing cooperatives mainly bought products according to the State plan. They did not allow farmers or rural collectives to transport thegoods, that cooperatives were notable to purchase, to cities forsale. Any ad hoc long-distance exchange or sales conducted by farmers was prohibited as capitalist behavior. Thus most of the channels forany real circulation of commodities were blocked. Channels must be open and competitive. Our recent reforms broke up the monopolies of urban and rural commerce and created markets inwhich State-owned, collective, and individual sectors can compete with each other. A variety of producers of the means of production began to set up markets in major cities so that sellers and buyers   could meet   face  to  face and negotiate prices. With a  market

set-up,  the economy  will  be  invigorated along with the  market’s  gradual

development.

Since 1979, we have made substantial progress in “thought” during the course of our “practice.” We have gone from the exclusion of a market to its development, from a single commodity market to an open and unified market system. The progress can be summarized as follows:

| The use of market mechanisms and the nature of social and political systems are not necessarily linked. By which | mean that Plan and market, as means to regulate economies, are objectively needed, they do not define the difference between asocialist and a capitalist economy.

tO

market’s positive role in effectively allocating resources and placing competitive pressure on enterprises.

1S) A “market” should be a system. With only a commodity market, commodity prices will not be able to guide the flow and reorganization of factors of production, so market supply and demand will not be able to achieve overall balance. Therefore, in addition to a commodity market, it is necessary, gradually, to open capital markets, technology markets, information markets, real estate markets, and labor markets.

The market must be a nationwide, open, and unified market. In order to establish an efficient, flowing, and controllable commodity circulation system, we have to dismantle regional and man-made limitations and advocate mergers between sectors and regions. Only in this way cana variety of scarce resources be effectively allocated through the division of labor and exchange in the larger scheme, can the regions take advantage of their comparative advantages of resources to achieve better development.

Achieving overall balance of aggregate supply and demand ts the premise on which we base the market’s active role. If this premise does not work, part or all of the market’s active roles in allocating resources and promoting enterprises’ competitiveness will be lost. We should keep the balance between aggregate supply and demand of the society while introducing market mechanisms into our reforms.

6 Entities in the market must be enterprises with autonomous management, assuming full responsibility for their own profits and losses. Only in this way can the enterprises actively respond to market price signals and make quick and positive responses, and can the market operate in a healthy manner.

The market is far from omnipotent and perfect. Market price mechanisms cannot reflect social costs and benefits such as environmental governance, infrastructure, social services and civic education. Nor can the gap between the rich and the poor be solved by the market. In addition, market adjustments are always uncertain and temporary and happen after events. It is necessary therefore to combine adjustments with pre-established, long-term, strategic plans.

Market mechanisms can only effectively play their role when combined with an adequate legal system as well as with the updating of people’s mentality and cultural concepts.

Ownership of the means of production

In Critique of the Gotha Program, Marx wrote ina highly abstract way that the means of production of socialist countries was owned “by the whole society.” In comparison, Stalin’s Economic Problems of Socialism in the USSR is closer to reality. He proposed the coexistence of two forms of ownership, ownership “by the whole society” and “collective ownership.” China followed the same system before the Third Plenary Session of the CPC Central Committee. In 1980.

In the past, we divided China’s socialist public ownership into ownership “by the whole people’ and “collective ownership,” as though we could apply to reality the distinctions that we drew in theory, and I did not completely agree with this. First, so-called collective ownership meant rural supply and marketing cooperatives all the way from Central, down to cities, and to villages. Such cooperatives were not set up with commune members’ funds, their cadres were not elected by the commune members, and the commune members did not receive the profits. In fact, these so-called cooperatives were set up with State funds, the State sent cadres down to manage them, and Central government regulated their supply and marketing tasks, level by level. Those who completed their tasks had a modicum of independence. They were in fact a “Second Commerce Department” (or rural commerce department). Second, so-called collective ownership meant factories in large- and medium-sized cities run by the No. 2 Bureau of Light Industry (which developed out of the Handicraft General Cooperative, and was later renamed the Industrial General Cooperative). These “cooperative factories” were not set up with commune members’ funds, their cadres were not elected by the commune members, and profits were not distributed to commune members. They were actually funded bythe No. 2 Bureau of Light Industry and managed bycadres assigned by the Bureau. After the requisite profits were turned over to the State the rest could be used by the Bureau itself for operations that were within the scope of its control, for things like investment in expanded production. The cooperative factories under the No. 2 Bureau of Light Industry were therefore also called big [larger share] collectives and small [smaller share] collectives under wholepeople ownership, an intermediate system between collective ownership and ownership by the whole people. They in fact were of the same nature as the No. | Bureau of Light Industry. Both featured ownership “by the whole people’ at a regional level.

| also have a contrary view on the ownership system ofthe rural economy. This used to be thought of as collective ownership. The People’s Communes have now been discarded and replaced by town-and-village government institutions that implement the household contract responsibility system. The previous rural teams’ industrial enterprises and other enterprises were changed to “township enterprises” after the abolition of the People’s Communes, and these township enterprises are in fact managed by the two different governing levels of town (commune) and village (brigade). The rural enterprises are also funded and operated by the two different levels of either town or village governments. Their profits are distributed by these governmental levels “in a unified manner,” which means that profits are all submitted to the town and village governments and the governments redistribute them according to the plan and requirements of different sectors. The enterprises are in fact “small ownership by the whole people” within the scope of a community, whether that be at the town or the village level. Therefore, the current understanding of the term “collective ownership” is in fact the “ownership by the whole people,” but at different levels, and managed by governments at the central, provincial, municipal, county, town, and village levels. The traditional understanding of “collective ownership” and “ownership by cooperative” mixed the two together as one concept, and this is now not accurate. In Northern Europe, the functioning concept of acooperative is that it is funded by its own members and operates independently, profits are distributed to members according to their shares, and capital is raised among the members to expand production. That form of cooperative is established on the basis of personal ownership ofshares and distribution according to share, while our collective system of ownership is established on the basis of public ownership at different administrative levels.

Public ownership is the core of a socialist economic system, and it has great advantages. It can concentrate resources across the country, province, county, town and village to ensure the construction of key projects. In the first Five-Year Plan, we constructed 156 key projects, which lay the initial foundation for socialist industrialization. The large-scale water conservancy projects, nuclear tests, and sending a satellite into space were all the result of concentration of resources and self-reliance. Today’s high-tech scientific research still needs concentrated national attention. In all the rural areas where township enterprises are more developed, in addition to production, such public works as public building, education, health care and other social undertakings are also developing rapidly. Besides, via industry assisting agriculture, agricultural development is also promoted, which fully demonstrates socialism’s superiority.

Of course, public ownership cannot play as active a role as formerly in the old economic structure. The socialist commodity economic system that we are now in

Enterprise management system

Commodities represent the smaller cells of an economic organism, while enterprises represent larger ones. Cells are alive and can grow and reproduce by themselves. As I have said, in the old economic system, before the 1980s, enterprises were treated like lifeless bricks instead of cells. Several discussions on the question of “centralization or decentralization” from the 1950s to 1970s ended by giving certain powers to local governments rather than to enterprises. Centralization and decentralization differ from each other in terms of administration at different levels of government institutions. Neither of these movements towards higher or lower levels changed the basic management mode of our planned economic system. As a result, before the 1970s, we were in the vicious cycle of “decentralization causing disorder and centralization causing rigidity.” Until the early 1980s, a certain degree of powers was given to enterprises as well as local governments. That is, enterprises had a certain degree of authority to undertake purchasing and sales and could retain part of earned funds for expanded production according to market demand. This was the first effective step in reforming urban industry, following on the success of agricultural reforms.

At this point, however, large- and medium-sized State-owned enterprises still need to implement many mandatory production plans and product allocation plans. Their material supplies also come from planned allocations. After 1988, State planning was strengthened once again. For example, the State economic management departments selected a number of enterprises and applied forceful supervision to make sure Plans were carried out, a measure known as “doubly guaranteeing” results. The practice was proven to be ineffective. Now, the national economy obviously runs on two different tracks, one being the commodity economy and the other a product economy. Basically, large- and medium-sized State enterprises belong to the product-economy category and their product often drifts away from what the market needs. In addition, they now lack all vitality due to the systems of “eating from the same big pot” and the “iron rice bowl,” the results ofthe State’s all-out support. The enterprises of acommodity economy, on the other hand, township enterprises in particular, enjoy faster development and higher efficiencies despite their lack of funds or high technology. They react instantly to the market like fish returned to water.

More and more people now agree that separating government administration and enterprise management is necessary to invigorate State-owned enterprises, so that they have sufficient autonomy. Since reforms began, we have tried various ways to implement this separation. The contract system of rural reforms was applied to industrial and commercial enterprises. Before 1986, some enterprises began pilot trials with the contract system in a number ofareas, and since 1986 the system has been introduced to the whole country. The contract system helps invigorate enterprises and maintain revenue stability. However, a number of issues require our attention. | believe that the contract system contains, at a minimum, the following problems:

| Maintenance and increase in value of enterprises’ fixed assets. Although the audit system at the end of the contract period is implemented in some places, we lack the wherewithal to evaluate fixed assets accurately and can hardly evaluate depreciation with any degree of precision, especially intangible depreciation.

in) Enterprises lack enthusiasm for technological progress and product development. These are vital to the long-term development of enterprises and necessarily consume much time, money and energy. The contract period is often too short for operators to care about long-term development.

	
3 . The contact system in fact allows an enterprise to share profits but be irresponsible about losses, so enterprises tend to distribute and consume rather than preserving profits.


	
4 Uneven profits accrue to different enterprises. The determination of a base quota in any given contract relies mainly on one-on-one negotiations, and there is no standard. Therefore, enterprises tend to focus on negotiating the base quota rather than on production improvement. The lower the base quota, the more profits the enterprise can receive. The workers’ income has a lot to do with the base quota. In negotiations between enterprises and government departments, enterprises are more familiar with their internal situations and thus hold an advantageous position. In addition, enterprises are driven by interests, while governmental departments are not bound by responsibility, hence departments are often very generous in sacrificing national assets.



As a result of the above considerations, many people worry that some enterprises will be emptied ofall assets within a few years of implementing a contract system.*! The short-term contract, basically speaking, does not handle the

The management system of large- and medium-sized state enterprises still needs to be reformed. The aim is to enable enterprises to become commodity producers and operators that adjust accounts and operate independently, take responsibility for their own profits and losses, compete with others fairly and survive in fierce competition. The first essential step is to comb through commodity prices. Serious price distortions will lead to volatile markets, incorrect economic accounting and unfair competition. Under the system of “sharing the profits but not being responsible for losses,” it is impossible to select excellent enterprises while eliminating inferior ones. Without competitive pressure, large- and medium-sized state enterprises won’t be able to compete with local enterprises, township enterprises, foreign-funded enterprises and private enterprises, not to mention the enterprises in developed countries. Enterprises in China rely on low wages to survive, and their labor productivity is far below that in Western countries. The key issue in the current extension of reforms is to balance prices and stabilize markets so that all enterprises can compete fairly from the same starting line.

Reforms should also resolve the problem of who should be responsible for the assets of State enterprises. In the past, State enterprises were owned by the State, even though we declared that they belonged to the “whole people.” Actually, no one cared about or took charge of the State-owned enterprise. The administrative department in charge took no responsibility after the basic start-up of an enterprise. Nobody was in charge of conserving funds, construction materials, or equipment, resulting in long-drawn-out and uncompleted projects, which soaked up and wasted a large amount of money. After completion of the projects, nobody cared about organizing the resources and raw materials for actual production or certainly for product marketing. The day of completion of a given plant could be regarded as the time to stop production. During early operations, nobody took charge of the maintenance and increase of the assets’ value, so little or no depreciation was deducted. In the case ofinflation in particular, any deducted depreciation funds could hardly cover the original assets. In short, the fact that no one is responsible for State-owned assets is a key reason for inefficient use of money and the waste of State-owned assets. We should, therefore, actively explore alternatives, more effective ways to realize socialist public ownership. The public economy can retreat from privately-operated industries. We can put small State enterprises up for public auction, such as small commercial outlets and small restaurants. Some enterprises can try leasing themselves out to other management. We may conduct trials of shareholding systems in competitive industries. In small enterprises, cooperative operations in which employees buy shares and draw dividends may be adopted.

Macroeconomic management and the economic functions of government

After reform, the State’s economic function shifted to macroeconomic control of the national economy. In other words, the State began influencing overall price levels and supply and demand relationships in the market by adjusting the most important macroeconomic indicators rather than directly intervening in enterprises or determining the specific price of goods and services in the market. Enterprises made operating decisions independently under the guidance of market prices.

The governments of socialist countries should always. have an investment function. Certain industries require huge amounts of capital but garner slow returns, such as the large-scale coal mines, oil fields, power plants, the iron and steel industry, railways, ocean shipping, civil aviation, posts and telecommunications. It is difficult for local governments and extremely hard for individual capital to invest in these areas, and they should be undertaken by the State. Some arenas may be invested in only by the Central government, and others via the combined efforts of the Central and local governments orjust of the local governments. Except for natural monopoly industries, government-built enterprises must be open to the market and to competition. To ensure the development of basic industries and infrastructure, the State must maintain a certain level of financial resources.

Before the Third Plenary Session of the Eleventh CPC Central Committee, China’s financial system featured centralized State control over income and expenditures. In other words, all the profits ofan enterprise, including depreciation charges, had to be turned over to the Central government, and all expenses, including refurbishing of major equipment, expansions, new product trials and so on, had to be allocated by and distributed by the Central government. The relationship between local governments and the Central government was the same. At the end of the 1970s, a pilot trial of a“contract system” was first carried out in Jiangsu Province. The Jiangsu financial authority handed over 42 percent of its local (provincial) revenue to the State, that is, the Central government, and kept the rest to improve local economic development. Enterprises’ profits were also handed over to the State, based on a certain formula, and the rest was used for expansion and reconstruction. With reserves in hand, local governments and enterprises could expand production according to market needs and not just according to the State plan. Always obtaining higher economic returns than the portion allocated to the Plan, they developed very fast. However, there were also some negative aspects. Taxation lost its function of helping adjust industrial structure. For example, the State imposed a high tax on tobacco and alcohol to limit tobacco and alcohol production and consumption. However, after the implementation of a system called “each eating at his own hearth,” tobacco and alcohol taxes became part of local revenue and places that were growing tobacco competed actively to set up small tobacco companies. They used Grade-A tobacco to produce Grade-C cigarettes, while the output of Grade-A cigarettes of large

After the “profit to tax” reform began, many industries felt it was unfair to them since commodity prices had not been rationalized. In order to adapt to the reality of price distortions, the product tax was collected according to profits on the product rather than as per industrial policy. The higher the price and profits of the product, the more tax was to be handed over. This approach not only failed to reflect industrial policy, but prevented reasonable price adjustment. Product taxes could hardly solve the issue of unreasonable prices, because product tax could only be collected according to product categories. Among the same category, products of different types and specifications had different prices, so enterprises were still finding they were treated unfairly. Adjustment taxes were then collected from enterprises with higher profits, which caused even more complaints. Taxation is one of the State’s most important tools for macroeconomic control, and we are charged with using the tools at hand to implement the State’s policies. First is control over the total volume of money supply. During economic overheating, a deflationary policy should be carried out, to increase State revenues and strive for fiscal balance. However, over the past few years of economic overheating, although the Central government mandated increasing revenues and reducing expenditures, the local governments cut tax rates to ensure a high speed of development. It has been difficult for the Central government and local governments to reach a consensus. As the Central government’s revenue decreased, budgetary investment in infrastructure was relatively tight, but the investment beyond budget expanded dramatically. As a result, infrastructure and basic industrial construction lagged behind processing industries, causing tremendous tension and overall imbalance. Another role of the taxation is to regulate industrial structure and express the state’s industrial policies by using different rates for different things. Our future reform should “set free” and balance most ofprices first, and only then set different tax categories and tax rates according to the general norms of acom-modity economy. In line with respective economic rights, duties, and respons!-bilities of the Central and local governments, a system of taxation should be adopted that helps break the power of local regimes and promotes the formation ofa unified national market.

Before reform and opening up, investment in fixed assets was included in State plans. The People’s Bank of China (PBC) and other specialized banks had no authority to provide loans for fixed-asset investment. Even the working capital of State enterprises was allocated by Central financial authorities, and all the banks only provided short-term credit for working capital. The PBC had actually become the treasury agent of the Ministry of Finance, responsible for the collection and allocation of fiscal revenues and expenditures. The Construction Bank was a bureau of the Ministry of Finance rather than a real bank, and was only responsible for releasing the fiscal allocations for fixed assets. It received neither interest nor principal. The fixed assets were included only in the National Bureau of Statistics; the property rights in principle belonged to the Ministry of Finance. While this system was in place, the Ministry of Finance had no specific institution to manage the assets; it had not established any such institution. Therefore, some of the fixed assets gained in value, some lost value, some became no longer sery-iceable but were never cleared from the books, so no one was clear about the detailed amount ofixed assets of each enterprise. The Bank of China was responsible for foreign trade settlement, foreign exchange management, and foreign currency exchange. The Agricultural Bank and rural credit cooperatives took charge of the disbursement and recovery of loans for agricultural products, and administered a small amount of agricultural production loans. Before the 1970s, due to the low level of agricultural production and to the poverty of farmers, some of the principal was not recovered, becoming defacto, albeit disguised, welfare payments.

With the reform of the fiscal system, local governments and enterprises now began to have reserves for investment in expanded production. The funds were usually deposited in banks. In addition, with the increased savings of urban and rural residents, banks could now give out small-scale fixed-asset loans with quick recovery and they begun to function as real banks. The PBC used to be the Central bank in the sense that it issued currency, but was also a commercial bank taking in deposits and issuing loans for working capital. It managed and was managed by other specialized banks as well as competed with them, which brought on great contradictions. To resolve them, in 1983, the State Council decided to nominate the PBC as the Central bank, with responsibility mainly for controlling currency issuance and guaranteeing the balance of credit receipts and payments. At the same time, its original businesses of industrial and commercial credit and deposits were transferred to the newly-established Industrial and Commercial Bank of China. The PBC became the State’s financial management institution. It became open only to the specialized banks and not the people at large, thereby becoming the banks’ bank. This was a great reform of China’s financial system. After the implementation of the policy that switched Central allocations to loans, the Construction Bank could grant funds to construction units as loans, and the borrower had to pay both the principal and interest, which played an important role in ensuring more conservative use of the funds.

Until 1983, the specialized banks still had to hand over deposits to and request loans from their senior authorities, so they had not yet exerted their expected

As a tool of macroeconomic controls, the role of financial controls has now exceeded the role of taxation. In situations of economic overheating, the Central bank decreases the amount of money in circulation, so that there is no way specialized banks cannot reduce loans. At present, the amount of money in circulation is reduced mainly via administrative fiat (reserve requirements) but in the future we should gradually use interest rates as the key leverage. When commodity prices rise in particular, interest rates on loans and deposits must be adjusted flexibly depending on how much prices rise, so as to maintain a positive real interest rate. In addition, the banks should also coordinate with the State’s financial authorities, providing loans via discounts and offering necessary support for infrastructure construction, for projects that require great up-front investment and slow recovery of investment. Banks must also pay attention to the profitability of loans and grant loans to superior enterprises so as to encourage enterprises to improve their operations and management.

Labor wages and system of income distribution

In socialist countries, is labor owned by the society or by the laborers themselves? Theoretically, it was thought that the labor force belonged to the society. Urban workers should therefore not find jobs by themselves but should be subject to the “unified” allocation of labor departments. The labor departments had the decisive say. Rural labor was allocated bythe People’s Communes, brigades, and production teams. Household sideline businesses, especially any urban or rural trade, were regarded as “tails ofcapitalism” and subject to severe restrictions. In 1979, I studied previous debates on this subject and proposed that the socialist labor force should belong to laborers themselves. This caused fierce debate. Now I am afraid that no one opposes the view I had back then. The current so-called “twoway choice” means that workers can choose jobs themselves and employers can choose workers, and this way ofdoing things is actually based on the assumption of private ownership of the labor force. Based on my view that the labor force belongs to laborers, | proposed later that, except for the urban workers arranged by labor departments, the unemployed can find jobs or form cooperatives or cooperative groups by themselves, apart from whatever is arranged by labor departments. Household sideline production should be developed in rural areas, and farmers’ long-distance trade should be permitted. All of this met strong objection. The State Council issued a decree in 1980 that stated that in addition to job arrangements by labor departments, unemployed are encouraged to find jobs by themselves. In 1980, there were about 10 million unemployed urban residents. In addition, there were 20 million urban youth living and working in rural production teams as a result of thepolicy called “cha dui,” or sending young people to work inthe countryside. There was not enough land for this large rural population totend, soagriculture could not absorb the full labor force and many people were ina state of semi-unemployment. After implementing the new policy ofcreating more employment opportunities, the number of employees in the individual economy and in private enterprises in urban and rural areas exceeded 20 million by 1991. The unemployment problem in many areas had been solved at that point.

As | once said, irrational commodity prices and irrational wages are two boils on the body of China’s socialist economy. After 1958, the national economy was severely damaged due to the Great Leap Forward and the Cultural Revolution. For about two decades, there was no increase in wages except for a small number of employees, and indeed the average wage of workers decreased slightly. After crushing The Gang of Four, wages have been increased several times, allowing a certain percentage of workers, mainly those with low wages and some hardship cases, to receive an additional raise. As a result, egalitarianism has become even more serious, which violates the principle of distribution according to work.

The situation has improved with the implementation of wage reform in 1985. In order to reward “progressive” employees, the State Council ruled that, depending on the profits of the enterprises, such employees could receive extra compensation to demonstrate the principle of distribution according to work. However, for want of a sound way of checking up on things, enterprises with poor performance also granted rewards to employees, and most enterprises distributed the same amount to each employee as additional wages, which only caused more serious egalitarianism. The issue has not been solved to date, and requires a new approach via reform.

From the early days of liberation, in order to reduce unemployment we adopted a policy of low wages and high employment that was called “three meals for five people.” At the same time, the system of the “iron rice bowl” was put into effect, which meant that workers could not be dismissed and that cadres could not be demoted. Many government institutions and enterprises were soon overstaffed and inefficient. In recent years, after the restoration of the contract system, incompetent workers could be dismissed. But due to the entrenched thinking ofthe “iron rice bowl,” the situation of overstaffing and inefficiency is still far from being resolved. Only Sino-foreign joint ventures, foreign-funded enterprises, some

An important supportive measure in dealing with the “iron rice bowl” system is the establishment of social security and social welfare systems. China’s government institutions and enterprises have a sound welfare system that includes nurs-eries,public medical care, public canteens, staff quarters, pensions and caring for the elderly. In view of our current economic level, this all-inclusive welfare system, which is difficult to afford, is a kind of inefficient “eating from the same big pot” system. However, only 200 million people in cities and only a few rural areas with many township enterprises have been able to eatfrom this same big welfare pot, since these systems were not established in the other places. Meanwhile, lacking any safety net, government institutions and enterprises that did provide asafety net could not dismiss redundant workers. Enterprises cannot declare bankrupt now in particular, for business bankruptcy would leave all employees jobless and at risk.

Therefore, we should establish social security and social welfare systems as soon as possible and leave most of the things which were dealt with by the government to society at large. Currently, since we cannot declare that loss-making enterprises are going bankrupt, these enterprises, with financial burdens, need increasingly huge amounts of subsidies. After solving the social security and social welfare issues, a significant part of the subsidies can be used for the cause of welfare. In addition to State funds, we may require that part of the enterprises’ wage funds and employees’ wages are handed in to social insurance institutions to assume the costs of unemployment, pension, and other benefits. The government should establish special social welfare authorities. In setting these up, we may refer to the comprehensive systems of some Western capitalist countries. After handing over a large part of social welfare work to society, government institutions and enterprises can streamline their staff and greatly improve work efficiency. Workers can then compete in the survival ofthe fittest in the market, thoroughly breaking the current “iron rice bow!” system.

Relationship between reform and development

Revolution is to “set free the productive forces,” and so is reform. From the standpoint of the ultimate goal, the reform of the irrational “relations of production” which have so hindered the development of productive forces can greatly speed up economic growth. However, during the process of reform, because various aspects ofeconomic relations have not been straightened out, one-sided pursuit of rapid economic growth can only resort to “high-input low-output.” which has low efficiency. In the end we would only have to make adjustments, and the whole thing would not be worthwhile. In addition, excessively high speed during reform would exert too much pressure on the national economy. This is not conducive to adjusting relationships among stakeholders, and it will be very difficult to promote reform in the face of strong resistance. Therefore, we should set the pace of economic development at a proper level during reform, neither too slow nor too fast. In this regard, the “practice” over the past few years has taught us a profound lesson.

In 1984, the focus of economic restructuring shifted from rural areas to urban areas, and the situation was initially favorable. However, bank credit as well as salaries and bonuses got out of control in the fourth quarter, with bank credit experiencing a year-on-year increase of 164 percent and the bonuses of workers doubling. The momentum ofthis rate of growth continued into the first quarter of 1985. The out-of-control credit and bonus situation caused abnormal hyper-speed growth of industrial production in the first half of 1985, with a year-on-year increase of over 23 percent. As a result, there were shortages of energy and raw materials, and working capital was tight, which obviously could not support sustainable development. We had intended to launch price reform at that time, given the relatively liberal environment formed by the adjustments in the early 1980s. However, all aspects of society became very tight all at once, and prices increased terribly in a spontaneous manner. Price reform became impossible and the plan as originally scheduled was laid aside.

Hyper-speed economic growth is often related to rapid growth in construction. Expansion ofthe investment side is also often accompanied by inflation. From the “practice” of China’s reform and the experience of former socialist countries of Eastern Europe, we know that inflation is the enemy of reform. We also know that reform is market-oriented. To bring the adjustment function of the market into play, we must maintain a basic balance between aggregate supply and demand. With inflation, the market cannot fulfill its function and reform is impossible to carry on. At the same time, inflation seriously impacts people’s normal lives and leads to a great amount of dissatisfaction. Without the support of the people, reform will never succeed.

For a while, some economists believed that inflation was inevitable and even useful during reform. They felt it could define the economic take-offof developing countries. This beliefisuntenable both in theory and in practice. Some lately developed industrialized countries have succeeded without the help of inflation in their economic take-off. Indeed, social unrest occurs where inflation occurs, and economic results are poor; society 1is much more stable and economic results are better where inflation is controlled. This has become the internationally recognized experience. The view that inflation is inevitable in the course of China’s reform specifically is also without foundation. Since 1988, we have succeeded in curbing inflation. In recent years, we have launched a number of price reform measures. In 1991 in particular, we adjusted the prices of grain rations and cooking oil that we had dared not change for several years, and this was met with a stable social response rather than inflation. This illustrated that inflation can be avoided in the process of reform so long as we maintain balanced aggregate supply and demand and acertain level of economic growth, and do not pursue lopsided and ineffective high-speed growth.

Foreign trade

No country in the world can do without foreign trade. China must mutually trade with other countries on the basis of self-reliance, that is, satisfy its own needs first and then trade with other countries to get what it cannot produce. The gist of foreign trade is not only to help supply each other’s needs, but also to make profits in accordance with the principles of a market economy. The cost of producing the same product in different countries varies due to different natural and social conditions. Therefore, in addition to importing products which are sorely needed and impossible to make at home, countries may import products that can be made at home but for higher costs. For example, take some daily necessities whose production process is simple. Developed countries could manufacture them completely by themselves, and used to, but they began to import them from abroad due to their own high production costs, mainly wages. For every country, after careful calculation, there are always some products that itis more cost-effective to import than to produce. Of course, the country’s long-term interests should be taken into account when determining what to develop internally and what to import. We must import while exporting. We should make full use of our economic advantages in determining which products to export. We will receive profits when the production cost of these products is lower than that of the international market.

Economic results are important in foreign trade. Profits and losses in import and export are one criterion for economic efficiency, but another is the impact of trade on domestic production, as well as on people’s lives. We should never import and export just for the sake of expanding foreign trade, in an unprincipled way. Generally speaking, the import—export trading companies in capitalist countries pursue profit in every transaction and only conduct business that is profitable. Only a few goods which must be imported or exported at a loss are subsidized by the State (in the United States, the export of agricultural products is often subsidized by the State to avoid excess inventories and a reduction in agricultural production). China’s foreign trade in the past was under the comprehensive management and reckoning of the Ministry of Foreign Trade and Economic Cooperation, so we never did a precise calculation of the economic results. We thus lost money on the import and export of many kinds of commodities. A lopsided emphasis on the increase of total volume of imports and exports led to a heavy burden on the State and more and more subsidies for financial losses.

The reasons for foreign trade deficits should be analyzed in depth. | believe that the monopoly of foreign trade operations was a primary cause of these deficits. Before 1979, the vast majority of China’s foreign trade was operated exclusively by foreign trade institutions, so the quality of their operations could not be measured. The manufacturers of exports were almost completely cut off from world markets, and did not understand the needs of the international market. Therefore, they could not improve the quality or change the species, sizes and colors of the products in accordance with the requirements of international markets, which was detrimental to the development of foreign trade. From 1979 onwards, the Central government granted authority to conduct foreign trade to Guangdong, Fujian, Shanghai, Tianjin, and several other coastal provinces and cities, as well as a number of enterprises under the authority of industrial institutions. This allowed what had been formerly an exclusive right to diversify into multiple channels. Some trades are still under monopoly control, however, and these need gradually to be broken.

A second reason for the deficits in foreign trade can be put down to China’s unreasonable price system. Our domestic pricing system was at odds with that of foreign countries. Under unreasonable prices, it was difficult for China to distinguish between legitimate and illegitimate profits, or to know what products were actually making a loss. Therefore, the Ministry of Finance had to subsidize the imports and exports that were in arrears, which confused the dividing line between losses due to operations and losses due to policy requirements. Under the system of “eating from the same big pot,” foreign trade units could never be active in trying to improve operations and reduce losses.

The third reason for trade deficits was our unreasonable pricing of imported and exported commodities. Before 1974, our import prices were calculated on the basis of import costs plus handling charges and a small amount of profit. This approach could have been correct, but because of the low exchange rate of the

If we do not provide incentives, some highly-processed products that we would like to export will not be competitive in international markets. Alternatively, their export will end up with losses at reduced prices, due to the extremely high cost of exports. Nonetheless, we should consider at the same time that a lot of taxes have been collected by the government for these products in the course of processing. Foreign trade deficits could be eliminated and the products’ international competitiveness could be improved ifthe taxes were rebated, as according to common international practice. Tax rebates have indeed been implemented to a degree after being proposed, but in practice there are still many problems for further study, together with tax reform.

Exchange rate adjustments are very important in foreign trade reform, since exchange rates directly affect the prices of imported and exported commodities. Foreign exchange rates in China have long been fixed exclusively by the State, and were not modified along with the changing value of Chinese against foreign currencies. In recent decades, one after another capitalist countries abolished the gold standard for currencies. Inflation has become more difficult to control and the speed at which currencies of different countries devalue is different. That, added to the fact that trade balances are different in each country, surplus in some countries and deficit in others, has meant that exchange rates are changing all the time. Capitalist countries have come together to adopt various measures to stabilize exchange rates, in order to reduce foreign trade risk, but stabilization is difficult and disputes occur from time to time. We in China were oblivious to the frequent exchange rate changes in the international market. Our exchange rate was often lower than the international market, which encouraged imports rather than exports. This also exerted a negative influence on foreign trade accounting and on our process of opening to the outside world. After several major adjustments and frequent minor adjustments, the RMB exchange rate in recent years has generally moved along a reasonable trend. The posted price of foreign currencies is very close to that of our swap center. If possible, in the future we should implement a system of“free convertibility,” that 1s, an open exchange rate system.

Generally speaking, reform of our foreign trade system ainis to break the rigid foreign trade structure of the past, to encourage foreign trade enterprises to operate independently and assume sole responsibility for their profits and losses, and to change the situation of China’s foreign trade deficit as soon as possible. With the deepening of reform, we should strive to make commodity prices and exchange rates float flexibly against those in international markets. We should develop China’s foreign trade in accordance with common international practices. Of course, foreign trade reform has its own special characteristics, but is still closely linked with reformofother sectors in China. Forexample, reform is tightly linked to price reform and enterprise reform. Only after a reform of thedomestic price system, when most commodity prices are setfree and become reasonable, can foreign trade institutions take responsibility for their own profits and losses. Only when foreign trade enterprises become independent and autonomous economic entities will they become active and fearless in competition. The policy of foreign trade reform should encourage competition and liberalize operations. For those goods that need to be controlled, we should resort mainly to economic methods other than administrative intervention. Tariffadjustments are commonly used around the world. We are now applying to join GATT, and our foreign trade structure should be more in line with international norms after reforms. We need to do much detailed and down-to-earth work, after which we may also win more opportunities in the arena of foreign trade.

Related reforms

Early on in the course of reform, I was once the leader of the State Commission for Restructuring the Economic System and conducted research through both this Commission and the Economic Research Center of the State Council. When I studied restructuring with colleagues from various ministries, I realized that reform would result in a mess if every department were to carry out reforms independently, without coordination.

The national economy is an organic whole, and so is the economic system. No part of the whole can undertake fundamental change independently. Similarly, our country is an organic whole and any single region cannot surpass the overall level and make fundamental progress on its own, in terms of its economic system.

The most important, determining, aspect of reforming our economic system right now is price reform. Reform should therefore give priority to price reform and break through the restraints of the traditional planning system by setting free the prices of most commodities. However, the existing tax and wage systems are based on the traditional planning system. They tie in to unreasonable price relations and the policy of rationed low-priced daily goods for citizens. Once price is liberalized, tax and wage systems must also be reformed accordingly, or we will be generating new discord in the country. Similarly, the original structure of enterprises must also be reformed correspondingly. In the past, enterprises implemented the financial policy of the State, taking in allocations and returning goods

Of course, we need to carry out reform in many other aspects, and the complicated relationship among these things cannot be articulated in a few sentences. On the whole, there should be an overall reform plan that is carried out in an organized and systematic manner. In implementation, the original plan should be amended and improved constantly, based on actual situations and in accord with actual needs. In addition, despite being under unified organization and leadership, various regions should carry out their reform creatively, according to their own conditions, and should allow room for subjective initiatives. With vast territory, large population and regional differences, the country cannot expect to maintain the same pace of reform throughout the land. It will be necessary and also possible to allow some areas to go faster in their reform. In fact, China’s special economic zones are pilot areas of economic restructuring, whose successful experience will be the model for our overall economic restructuring. We can also relax the policies in some provinces, so that they can speed up reform. The strategy of promoting the reform in certain regions first has been shown to be successful.

However, our national economy is still a whole, a single entity. When economic restructuring in some regions runs far ahead while other regions lag far behind and cannot catch up, it is likely to cause friction between systems in different regions. Attention is now focused on the gap between rich and poor regions, which is as it should be. In the past, there were obvious differences between economic levels of different regions in China. After the reform, in general, the relatively well-off coastal areas can easily carry out reform, so their pace of development will be much faster. While all the regions will see great improvement, the gap between the rich and the poor is being broadened. Our policy aims to let some regions get rich first and then help the poor to realize common prosperity as well. It is not enough to only be concerned about the gap between the rich and the poor, just as it is inappropriate and cannot solve the problems to adopt policies only from the perspective of reducing the gap. We should take concrete action to break regional barriers of commodity circulation and of funding and personnel circulation, encourage coastal areas to invest equipment and technical personnel in central and western regions, and in turn have coastal regions be supported with raw materials. One hundred years ago, the development of the central and western United States relied on investment from the 13 eastern states, which could serve as a model for our development.

The issue of creating a unified national market presents the issue of carrying out a whole set of related reforms throughout the entire country. Previously, we did not pay sufficient attention to this issue of comprehensive sets of reforms in economic restructuring, and it should now be the focus of our work.
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Notes

This article was originally published in Argumentation on Chinese Economic Reform, Tianjin People’s Publishing House, 1990; Collection of Xue Mugiao's Works, Shanxi Economic Publishing House, 2005.

to The process of turning “agricultural households” into “cooperatives” is seen as occurring in three stages. The first was 1949-1953, the second 1954-1955, and third 1955— 1956. By the end of 1956, 96.35 percent of households were said to have been organized into primary-level cooperatives.

| mu = 0.1647 acres, so 900 mu is equal to 148.23 acres.

The “Four Modernizations” were proposed by the Third plenary Session of the Eleventh CPC Central Committee in 1978, and included modernizing agriculture, industry, national defence, and science and technology.

This was a written speech made by the author at the forum on theoretical work, which was once printed and issued internally in Theoretical Dynamics of Party School of Central Committee of CPC and later incorporated into Anthology of Xue Muqiao’s Works on Economy, 1984, People’s Press; Collection of Xue Muqiaoo, 2005, Shanxi Economic Publishing House.

6 By “relations of production,” Marx referred to social relationships, such as the contractual relationship between a serf and his lord. In Das Kapital, Marx noted that the “totality of relations of production constitutes the economic structure of society.” “Accumulation rate” in this context refers to the overall fiscal surplus of the country, its net national income after deducting expenditures and any trade deficits.

The process ofturning “agricultural households” into “cooperatives” occurred between 1949 and 1956. In contrast, People’s Communes were formed during the Great Leap Forward, in 1958. Each commune included many smaller farm collectives; a commune could have as few as 4,000 households and as many as 20,000 households. People’s Communes were made official state policy in 1958, and were transformed into what are now called “townships” in the early 1980s.

Bo Yibo [1908-2007], born in Taiyuan Shanxi Province, was one of China’s most eminent political leaders. He was among the veteran leaders who opposed Great Leap Forward policies and tried to mitigate their worst effects. He was imprisoned during the Great Cultural Revolution. Purged by the “Gang of Four,” he returned to power after Mao’s death in 1976. He played a major role in “opening up” policies in the early 1980s.

10 The Anti-Rightist movement of the 1950s and early 1960s was intended to flush out those who were thought to be against the Party or its policies. The definition of rightist was highly vague. The movement was in response to the Hundred Flowers Campaign which ended July 1957. The “Second Wave” ofthe anti-Rightist movement focused on people who had criticized the Great Leap Forward.

1] These terms derive from Marx’s theory of historical materialism. By “relations of production,” Marx referred to social relationships, such as the contractual relationship between a serf and his lord. He said that the “totality of relations of production constitutes the economic structure of society.” By “forces of production,” Marx included all things employed by people in the course of production, including tools and materials but also including human labor and human knowledge. One interpretation of the theory was the idea that “technical change” (by increasing the forces of production) can bring about “social change” was a justification for emphasizing the “forces of production” in both China and the Soviet Union. It was one of the justifications for the Great Leap Forward.

The “three transformations” referred to the transformations that took place after the founding of the PRC [1949] in the fields of agriculture, handicrafts, and “capitalist industry and commerce.” These transformations were “accomplished” from 1953-1956. In this process, private ownership of the means of production was transformed into socialist public ownership of the means of production.

Held in Yan’an in 1941, this aimed at consolidating the Chinese Communist Party and called for “rectifying” mistaken ideas such as blindly copying the Soviet model. Selected Works of Mao Zedong, Volume III, published by People’s Press in 1977, p. 756. Selected Works of Lenin. Volume 1, People’s Press, 1972, p. 203.

Selected Works of Mao Zedong, Volume V, People’s Press, 1977, p. 373.

In Marxist terms, the “base” means the relationships into which people enter in order to produce things. The “superstructure” is determined by the “base,” and includes society’s other relationships and ideas. The base conditions the superstructure. The concept was developed by Marx in 1859 and has gone through many different interpretations.

	
18 Selected Works of Mao Zedong, Volume V, People’s Press, 1977, p. 374.


	
19 Xue Mugiao’s term here is actually “individual economy,” or “ge-ti,” which is one form of what later came to be understood as a non-collectively owned, and non-publicly owned form of ownership in a market economy.



Selected Works of Mao Zedong, Volume V, People’s Press, 1977, p. 356.

Selected Works of Mao Zedong, Volume |, People’s Press, 1977, p. 306-307.

Selected Works of Mao Zedong, Volume V, People’s Press, 1977, p. 404.

Originally published in the Manuscripts in Xue Mugiao 's Later Years, Joint Publishing Co., 1999; Collection of Xue Muqgiao, Shanxi Economic Publishing House, 2005.

In 1980, the State Council established the Economic Restructuring Office. The author, acting as the consultant, led the drafting of Preliminary Opinions on Economic Restructuring, when the Central Government planned to hold the Meeting of First Secretaries of Provinces and Cities. The leaders of Central Government decided to submit the document to the meeting for discussion and requested the author to make explanations about the document. Both the document and its explanatory notes were praised by Comrade Hu Yaobang. However, as economic restructuring was a topic new to many people then, no extensive discussion or decision was made. The document was only used as a proposal for review. After the meeting, the document wasn’t published either. This article was originally published in On China's Economic Restructuring, Tianjin People’s Publishing House, 1990; Collection of Xue Mugqiao, Shanxi Economic Publishing House, 2005.

boNn   This article was a letter written by the author to relevant leaders of the State Council.

It was originally published in the Manuscripts in Xue Muqiao’s Later Years, Joint Publishing Co. in 1999; the Collection of Xue Muqiao, Shanxi Economic Publishing House, 2005.

This article was a letter written by the author to relevant leaders of the State Council. It was originally published in the Manuscripts in Xue Mugiao’s Later Years, Joint Publishing Co, 1999.

This article was a letter written by the author to the Governor ofthe People’s Bank of China. It was originally published in On China's Economic Restructuring, Tianjin People’s Publishing House, 1990.

This article was a letter written by the author to leaders of the State Council. It was originally published in On China's Economic Restructuring, Tianjin People’s Publishing House, 1990.

	
29 This was the speech made by the author at the Workshop on Financial Economic Restructuring of Economic Research Center of the State Council. It was published in the Economic Work Communications (Issue 6, 1985), and then included in Manage Economy according to Objective Economic Laws published by the People’s Press, 1985.


	
30 This article was a letter written by the author to leaders of the State Council. It was originally published in the Manuscripts in Xue Muqiao’s Later Years, Joint Publishing Co, 1999.


	
31 This was a speech by the author at the National Symposium on Macro-economic Management Issues. It was originally published in On China's Macro-economic Management, China Economy Publishing House, 1987; and later included in the Reform and Theoretical Breakthrough, People’s Press, 1988.



Originally published in the Manuscripts in Xue Muqiao’s Later Years, Joint Publishing Co., 1999; the Collection of Xue Mugiao, Shanxi Economic Publishing House, 2005. eS)eS) The article was originally published in the Guangming Daily on December 17, 1988, later it was included in On China's Economic Restructuring, Tianjin People’s Publishing House, 1990; the Manuscripts in Xue Muqiao’s Later Years, SDX joint Publishing Co., 1999; the Collection of Xue Mugiao, Shanxi Economic Publishing House, 2005.

	
34 This was a speech made by the author at the Central Financial and Economic Leading Group Meeting. It was originally published in On China's Economic Restructuring, Tianjin People’s Publishing House, 1990; the Manuscripts in Xue Mugiao’s Later Years, Joint Publishing Co., 1999; the Collection of Xue Muqiao, Shanxi Economic Publishing House, 2005.



Chinese uses two terms for finance, one “cai-jing,” which means “finance,” and the other “cai-zheng” which translates to “public finance” or “politically-related finance,” and which is often used in referring to “fiscal” policy. Fiscal revenue includes tax revenue but also other forms of governmental revenue. A worsening fiscal situation means a situation in which government budgets are more and more in the red.

36 The Standing Committee of the Political Bureau of Communist Party of China invented some experts, including the author, to discuss the economic situation on July 15, 1990. Disagreement arose between participants on whether the economic reform should be “plan-oriented” or “market-oriented.” The author intended to systematically express his opinion on this issue of fundamental importance but failed, as he was advanced in age and was not as quick as before in thinking and also he was repeatedly interrupted during the talk. The author felt regretful for that. So he wrote this letter to state his ideas. This article was included in Collected Works of Xue Mugiao in His Later Years published by Joint Publishing Bookstore in 1999 and Collected Works of Xue Mugiao, published by Shanxi Economic Press in 2005.

Sy The paper is the author’s last self-written article. When it was published in Beijing Daily in July 1991, the discussion of socialist transformation was abridged by the editor. The article published this time is in full text. Originally published in Beijing Daily on July 3, 1991; contained later in Manuscripts in Xue Mugqiao’s Later Years, Joint Publishing Company, 1999; in Collection of Xue Mugiao, Shanxi Economic Publishing House, 2005.
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40 The paper was originally published in Articles of Famous Chinese Economists on Reform, Beiing Publishing House, 1992; contained later in 4 Memoir of Xue Muqiao, Tianjin People’s Publishing House, 2006, 2nd Edition and in Collection of Xue Mugqiao, Shanxi Economic Publishing House, 2005.


	
41 Under the contract system established after 1978, a minimum “base quota” had to be “handed over” to the higher authorities under contract, and what was produced above that amount could be kept.
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