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ABSTRACT

The financial regulation appeared to be common before the
1970*. However, the 1980s and 1990s saw a rapid development
of finance and economy. The impetus came from the governments
of major countries that had begun to deregulate their financial
markets. However, the financial deregulation lead to totally dif-
ferent rtesults in the developed countries and the developing
countries. On one hand, in the developed countries, various fi-
nancial innovations were created, and the highly efficient fi-
nancial markets had promoted the development of the high—tech
industries. On the other hand, the developing countries from
Latin America to the East Asia had suffered overwhelmingly from
the continuous financial depression and crisis. What had made

the differences? What were the objectives of the financial dereg-

ulation?  In order to address the issues stated above, based on’

the theories and practices of different countries, this dissertation
advances the viewpoint of the gradual financial market develop-
ment applying the research methods of the modem finance and
economics. This dissertation aims to achieve the follow three
goals; (1) to explain the relationship among the financial de-

velopment, the financial deepening and the modern financial
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innovation;  (2) to study the practices of the developing
countries and testify the correctness of “the sequence of the e-

conomy marketalization” mainly the gradual financial deepen-
ing, the viewpoint raised by McKinnon in the1990%. This disser-
tation theoretically proved that the gradual financial deepening
came into being to meet the inner requirements of the gradual fi-

nancial market development thus developed and improved the fi-
nancial deepening theory. It is stated that the primary objective of
the gradual financial deepening countries is to establish, devel-
op and modify the financial markets otherwise the financial crisis
is unavoidable. (3) to bring forward some strategic suggestions
for China’s financial reform applying the gradual financial market

development theories.

The financial development theory is one, which explores
the relationship between the financial development and economic
development and how the financial development accelerates the
economic development. Based on the theory development se-
quence, this dissertation first analyzes the financial and eco-

nomic development theories from the classic economics to the

'modern financial innovation. It holds that (1) the financial de-

velopment is a comprehensive concept, which involves financial
deepening and the modem financial innovation. (2) A common
rule exists in the world financial development, the contents and
characteristics of which differ among countries. In the developed
countries, the financial deregulation normally lead to the mod-

em financial innovation as these countries had already formed the
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mature financial markets, whereas it appeared to be financial
deepening in the developing countries due to the backwardness
and the separation of the financial systems in these countries. In
1973, McKinnon and Shaw raised the financial deepening theo-
ries respectively. Their theories held that the government’s finan-
cial depression would cause vicious circles in the developing
countries. Through the financial deregulation, the financial
markets would fulfill the dual functions of the resources distribu-
tion and enhancing the economic development. McKinnon and

Shaw had strongly suggested the thorough financial deregulation.

The financial deregulation practice in the three Latin Ameri-
can countries in the 1970s proved that the financial deepening
theory was a failure. Later, through hard efforts, McKinnon
created the gradual financial deepening theories in the 1990%,
and it proved to be effective in the East Asian countries in the
1980*. However, when fastening the financial reform speed,
the financial crisis occurred in the Asian countries in the 1990Q®
and the gradual financial deepening theory could not give a per-
suasive explanation to the Asia Crisis as it theoretically had some
defects.

Provided that the financial markets in the developing coun-
tries were inefficient, the financial market could not well apply
the function of resources distribution. Moreover, it would result
in the wrong resource distribution. Therefore, the predominant
objective of financial deepening and deregulation in those coun-

tries is to develop an integrated market infrastructure. The study
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indicated that the financial market in the developing countries
was developed rapidly but inefficient. Applying the financial
dangerous area” theory in the 1990", this dissertation asserts
that in the developing counties, under the inefficient financial
market conditions, there exist financial dangerous areas both in
the credit market and the security market, the size of which is
dependent on how inefficient the market is. Under this circum-
stance, the free conversion under the capital account will cause
financial crisis sooner or later. The study on the 300 year history
of the financial markets in western countries showed that the
western countries had underwent the long and gradual develop-
ment of the deregulation, legalization -and standardizations and
re —deregulation. Contrarily, the developing countries’ financial
markets were not well cultivated through the process of free com-
petition. Even though some countries had copied the market and
regulations from the developed countries, the markets are still
inefficient with low transparency. The financial market develop-
ment must be gradual. During this process, relative regulations
must be formulated. In the meantime, various markets and the
management groups should gamble and adapt to each other. The
gradual development of the financial markets determines the
gradual development of the financial deepening. Accordingly, on
one hand, financial deregulations must be adopted, on the oth-
er hand, legal system must be strengthened and the market su-
pervision mechanism must be established for the marketalization
process.

With the policy of the rights releasing and the benefits com-
ve0000@ s



promise, China’s financial markets were established. Targeting
financing the state—owned enterprises and the government, Chi-
nese government showed strong capability, and China’s financial
markets had finished the gradual development process. China’s
financial market development had greatly accelerated China’s e-
conomic reform and the its rapid development. Nevertheless, cur-
rent China’s financial markets are still under the government’s
control. It is difficult for the non—state—owned enterprises, which
account for the large portion of the Gross Domestic Product to en-
ter in the formal financial markets. In addition, most state —
owned enterprises are not able to return the principle and inter-
ests. Therefore, China’s financial markets are not significant real
markets. Further opening of the financial markets must first solve
some practical problems, which involves the state—owned enter-
prise’s owning the legal property rights, the state—owned finan-
cial organizations’ shares distribution, the permission for the
non —state —owned economy to freely enter the formal financial
markets, the state—owned enterprise’s shares circulation, and
increasing the government’s financial income. The purpose is to
establish efficient and competitive financial markets. The interest
liberalization process can be completed in five periods. The capi-
tal accounts must be controlled before the domestic financial
markets become completely efficient. The efficient financial su-
pervision system and the market supervision mechanism should
be established. The enterprises whose assets are not adequate e-
nough to balance the debts must be discarded from the market so

as to ensure the healthy development of the financial markets.
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