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Preface

This research brings Chinese financial system into the international financial system
framework to make comparison and do some essential judgments. Based on the principle
of designing a financial system, we study what kind of financial system is the best for
the current situation of China; how such financial system boosts the economy of China
keep going up? This research, from a brand new perspective, re — apprehends the
function of finance, financial agency, and financial market. What’s more we analyze
the mechanism that economic growth being affected by a financial system. From a practi-
cal point of view, how to develop our future financial system, how to make right
choice? Before answering the above questions, we need to first be a good designer of fi-
nancial system with a strategic foresight, provide a scientific demonstration, and hold
an exact understanding of every specific issue. Only through this way, might we escape
from the passive phases of skin — deep policy recommendation, and avoid sinking any
policy resources. Therefore this research has its own theoretical and realistic signifi-
cance.

Since Schumpeter pointed out the importance of the banking to economic growth,
the academe has done a vast amount of researches on the relationships between those
two. Usually the function of financial system can be summarized in the following 5 as-
pects: (1) Save the cost of collecting and processing information, and improve the
efficiency of resources allocation. (2) Alleviate the agency problem caused by infor-

mation asymmetry, and create a convenient environment for corporate governance.
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(3) Diversify the investment risk as a protective measure for the high risky invest-
ment. (4) Transform savings into investments, optimize resources allocation, and
speed up the technology innovation. (5) Reduce transaction costs, accelerate spe-
cialization. Consequently, if we compare the capitals to the blood of a specific eco-
nomic system, financial system is a very complicated system controlling the circulation
of blood. The importance of financial system in an economic system is self-evident.

Strictly speaking, the essential of financial system includes financial institution,
financial market and financial supervision. From a historical point of view, the early fi-
nancial system came into being in time of ancient Greece, or even earlier. As time went
by, great changes had taken place in the following 3 aspects: financial products, fi-
nancial institation, and financial market. And those changes speed up since 1970s’”. The
future development of financial system is one of the hotspot topics that the government,
financial industry and academe will pay great attention to. If we make comparison at a
given fixed period, there exist great differences between different financial institutions,
financial markets, as well as financial supervision system, and it is the truth for both
developed countries and developing countries. What’s more the content of the differences
itself is evolving. Although the complexion of different financial system is very different,
there exists some kind of common law, and they all follow some essential rules. To de-
sign a financial system is just to find out the universality of those rules.

How to design a financial system? It is a conventional topic, however it can be
new. It is conventional, because in terms of financial system selection and the relation-
ship between financial system and economic growth, the argumentation among the fi-
nancial economists have been in existence for a long time. Neoclassicism economists
think that the financial system is just a veil of economy, however other scholars consid-
er that the development of finance has its critical importance to the economic growth. As
far as the question, who can better boost the economic growth, a bank-based financial
system or a market-based financial system? The debate already lasts for a whole centu-
ry. We say it is a new topic in a sense that with the development of game theory and in-
formation economics in 19705’ as well as the fruitful achievements in the cross studies on
law and financial problems, the study on conventional topics of how to compare and de-
sign financial systems can be carried out using new analyzing tools, more important, it
can be implemented from whole new angles. It can provide theoretical supports for the
design and innovation of financial system in a certain period when planned economy is

being transformed into market economy.
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The following is the structure, contents and main conclusions of this book.

The research covers 5 parts: Development of financial system and economic growth
(Chapter 1 & 2), Structure of financial system and economic growth ( Chapter 3 &
4), Law environment, other mechanism and financial development ( Chapter 5 and
6), Financial crisis and economic growth (Chapter 7, 8, 9), Financial supervision
and financial reform. It is organized as follows:

Chapter 1, Financial development and economic growth; theoretical analy-
sis. Wenbin Xu.

Chapter 2, Financial development and economic growth: evidence from Chi-
na. Junci Huang, Shuxia Jiang,

Chapter 3, Financial structure and economic growth: theoretical analysis. Guojin
Chen.

Chapter 4, Financial structure and economic growth: international comparison
and development trend. Qingfeng Cai

Chapter 5, Law environment, financial development and economic growth of Chi-
na. Guojin Chen, Lei Wang, Manjing Xiang.

Chapter 6, Informal finance: a perspective to explain China economic growth puz-
zle. Yichun Zhang, Chaoyun Du, Qingfeng Cai.

Chapter 7, Banking crisis formation mechanism and the potential existence of
banking crisis in China. Ming Zheng

Chapter 8, Foreign exchange crisis formation mechanism and the potential exist-
ence of currency crisis in China. Mengnan Zhu

Chapter 9, Bubbles, economic growth and financing model choice. Chongming
Qiu, Benhua Xiao (section 1 & 2), Chongming Qiu, Lan Zhang (Section 3).

Chapter 10, Financial supervision and financial reform in China. Zhenlong Zheng,
Wei Yang.

Professor Zhenlong Zheng and Professor Guojin Chen, two leading researchers of
the project group, are in charge of the design of the outline, organization of the project
and compiling of the book.

In Chapter 1, Financial development and economic growth: theoretical analysis,
first we introduce the basic viewpoint of classical and neoclassical economists. Classical
economists consider that finance is the provider of the medium of exchange, and it is an
approach to achieve the optimal allocation of social resources. However neoclassical

economists think that due to the substitution effects between money and wealth, the



change of monetary supply and monetary policy have no impacts on the changes of real
economy. Next they introduce financial development theory and information cost theory
respectively. Financial development theory takes the basis of Keynesian Macroeconomic
theory. They consider that financial development plays an important role in the long run
of economic growth. The scholars holding information cost theory think that information
costs and transaction costs provide incentives for the appearance of financial mar-
ket. Different types of information cost, transaction cost and their combinations act as
an activator to generate different financial contracts, financial institutions and financial
markets. Finally, we revisit the empirical literatures on the relationships between above
two theories, which cover the cross-sectional researches by comparing different coun-
tries, as well as the researches on corporate finance issues, and all kinds of empirical
analysis methods.

In chapter 2, Financial development and economic growth: evidence from China,
first we set a nationwide financial CGE model based on 2000 input-output table, then
we study in term of credit activity, how the scale changes influence the GDP generation
and increment. The results indicate that the existing credit structure is behind the sub-
stantial economic developments. We should take action to effectively control extending
credit, make it going up with a reasonable growth rate. Meanwhile we should actively
push the adjustment of our credit financial system, to make it more and more effi-
cient. Next we set a financial CGE model based on 2000 Xiamen input-output table,
then we probe into the question that in term of credit activity, how scale changes influ-
ence the regional GDP generation and increment. The results indicate that the depend-
ence of Xiamen economy on bank loan is relatively high. Expanding of the scale of credit
loan has short term comparalive static positive impact on the welfare of inhabitants as
well as social investments. However the bank loan being unreasonably distributed,
increase the credit loan on a large scale can benefit the policy adjustment of the current
economy and industry structure of Xiamen. In the last part of this chapter, we elaborate
the basic framework of the Chinese financial CGE model, data analysis, as well as pro-
gram selection.

In Chapter 3, Financial structure and economic growth: theoretical analysis, we
first set out from the information economics point of view to study how different financial
system ( bank-based or market-based financial system) acts on economic growth. We
think that two financial systems have their own advantages in different aspects, such as

monitoring moral hazard, acquiring information and internal incentives, etc. Therefore



there does not exist a type of financial system absolutely superior to the other. A correct
decision on selecting a financial system should be based on the specific situation of a
country. Considering that both bank-based and market-based financial system boost the
economic growth, we compare their relative efficiency. We find that no matter what type
of the financial system is being used, most of the financial transactions are completed
through the way of establishing financial contracts, hence the most important factor af-
fecting the financial system efficiency is the quality and efficiency of the underlying
country’s legislation and jurisdiction system.

In chapter 4, Financial structure and economic growth: international comparison
and development trend, we first introduce the foundations and evolvement of early fi-
nancial system, we study how the market-based and bank-based financial system came
into being, we also analyze the main characteristic status and future developing trend of
developed countries (UK, USA, Germany, Japan, Canada, France, Italy) finan-
cial system and financial market. Next, from three perspectives, information process-
ing, risk management and corporate governance, we compare the financial systems of
different primary economies in the world. Then focusing on behavioral finance, we dis-
cuss how institutionalization of market investment takes effect on the convergence of fi-
nancial system. Finally, we put Chinese financial system into an international financial
system framework to make comparison. Based on the current situation of China, we
make policy recommendation that at present a feasible choice is to make out financial
system a “multifinancing” structure.

In chapter 5, Law environment, financial development and economic growth of
China, first, we empirically investigate the relationships of law environment, financial
development and economic growth. The results indicate that although the impact of the
banking credit balance, which measuring financial depth on economic growth, is not
statistical significant, the bank loan lent to private enterprises have statistically signifi-
cant positive impacts on economic growth. Legislation reinforcement can make non-state
division acquire more bank loan, also push commercial banks to strengthen risk control
when dealing with state enterprises, avoid producing bad debts. Next, from a historical
point of view, we discuss the relationships between legal protection of the medium or
small sized investors and stock market development. The results indicate that with the
legislation reinforcement taking effects on protecting small shareholders’ interests, the
scale of the stock market escalates, liquidity enlarges, and the management skill of lis-

ted company gets improved step by step. Lastly, considering from the perspective of ex-



ecuting the law, we study the relationships of executing security law, protecting inves-
tors and security market development.

In Chapter 6, Informal finance: a perspective to explain China economic growth
puzzle, we first introduce the meaning of informal finance, organization and running
mechanism. Next, from institutional economics perspective, we explain the causc of
formation of Chinese informal financial markets, the characteristics and changes of the
institutional system. The results indicate that the growth of informal finance is derived
from nonpublic-owned economy seeking financial supports. Seldom there exit formal con-
tracts in informal financial markets. The agreement is fulfilled through self-motivated
promises. To some extent, informal finance is the requirement of market economy’ de-
velopment, it closes the gap of administration levels of formal finance, and benefits the
transition and evolvement of the whole financial system. We provide a case study by set-
ting Wenzhou an example to probe into the problem how informal finance influences the
economic growth. Then we compare the formal and informal financial divisions respec-
tively between China and other countries. Finally, we discuss the questions, such as
how Chinese informal finance is evolving? What direction is the informal finance going
to? We claim that private equity market is the evolving direction of advanced Chinese
informal financial market.

In chapter 7, Banking crisis formation mechanism and the potential existence of
banking crisis in China, we first study how banking crisis is generated basically from
macro and micro considerations. The macro causations are the variety of macro-economic
and financial components that might explain the existence of banking crisis (including
financial economic system, economic environment, financial economic policy, finan-
cial market environment, etc). The micro causations are related to the banking industry
itself, some of them come from internal division of banking system (including the
mechanism of banking system, management skill, relationships of micro economies,
such as banking, government, enterprise, etc. ). Next we analyze the potential exist-
ence of Chinese banking crisis. At present, the vulnerability of Chinese banking system
includes high bad debts ratio, low capital sufficiency, low profit, lack of innovation
ability, etc. Meanwhile, it also has something to do with many other reasons, such as
financial supervision, financial structure, credit environment, the last but not least,
we are transforming from planned economy to market economy. Those reasons usually in-
duce and accelerate the formation of endogenous mechanism, and make it take effects

to produce the frangibility of banking system. Finally, we propose some measures to de-
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