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ABSTRACT

The relationship between financial development and economic
growth has aroused a lot of attention. So many literatures focused on
the relationship between them theoretically and empirically. However,
few of them paid attention to the institutional context of this relation-
ship. This book studies the effect of the institutional context in China
on the relationship between financial development and economic
growth,

The book points out that the most important institutional con-
text in China is the combination of fiscal decentralization system and
political centralization system. In the fiscal decentralization system,
the local governments can share taxes with the central government.
At the same time, they must be responsible for some of the local gov-
ernment expenditures. Thus, under the fiscal decentralization sys-
tem, the local governments must compete with each other for higher
GDP growth rate, with which they can get more taxes from local en-
terprises and households. This is called tax competition and GDP
competition. On the other hand, in the political centralization sys-
tem, the local government officials must compete with each other for
political promotions. The criteria set by the central government for
choosing the candidates for political promotions are directly subjected
to GDP growth rate, employment rate and etc. So under the political
centralization system, the local governments are also encouraged to

“increase the local GDP growth rate. Therefore, this special fiscal and
political system has affected the development of the financial system
in two ways: (1) It encourages the intervention of the local govern-
ments into the commercial banks and other financial enterprises.

(2) The regional capital flow is affected by the fiscal decentralization,
L] 1 L ]
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because the local governments intend to retain the capital in their own
regions and to support the local enterprises.

By building a dynamic game with complete information, the pa-
per proves that government intervention in a financially depressed e-
conomy affects relationship loans undertaken by commercial banks
through two channels, namely, competition effect and complementa-
ry effect caused by artificially market segmentation, which ultimately
leads to the shrink of the relationship and financing difficulties of
small and medium sized enterprises. The ultimate consequence of the
above effects will raise the revenue of government intervention,
which, in turn, will strengthen the government intervention again
and consequently intervention trap emerges in the financially de-
pressed economy. On the above theoretical basis, firstly, the paper
conducts an empirical study on the problems using panel data covering
from 1991 to 2008 and finds that the local government will strengthen
its intervention into financial institutions to get the right to use extra
funds due to the bad match between the fiscal revenue and expendi-
ture of local governments, which will exert an adverse impact upon
the growth effect of finance development. Secondly, the paper empir-
ically investigates into the impact of local government intervention
and regional financial development on the sources of regional econom-
ic growth. We {ind that, under the circumstances of fiscal decentrali-
zation, regional financial development may contribute to the increase
of provincial TFP and to certain extent, reduce the extensive accumu-
lation and growth of capital. This is helpful to the shift of economic
growth mode. However, we also find that in the case of fiscal decen-
tralization, local government intervention may prevent China from e-
conomic growth mode shift. Thirdly, the paper empirically studies
the effect of the regional differences in financial development and local

government intervention on the economic convergence. Results show
L] 2 -
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that regional differences in financial development and regional differ-
ences in the cross item of financial development and local government
intervention are promoters of the regional gap. Furthermore, they
encourage the more underdeveloped western provinces to adopt a
more extensive growth mode to catch up with the eastern and medium
provinces, which in the result may accelerate the financial risk accu-
mulation and be harmful to the stability and persistence of the eco-
nomic growth in China,

From the aspect of capital mobility, the paper points out that in-
creasing the capital mobility between the regions within a country is
very helpful to the convergence of the capital return rate, the efficien-
cy of the capital accumulation and the economic growth. And at the
same time, a free capital flow between the regions within a country is
one of the key promoters of the economic growth convergence. On
the above theoretical basis, firstly, the paper evaluates the mobility
of capital and financial capital between the different provinces in Chi-
na using F-H test. Results show that the mobility of financial capital
is fluctuating from 1992 to 2008, which at the same time, is highly
related to the index of fiscal decentralization. Secondly, the paper
uses time series ranging from 1992 to 2008 to empirically investigate
into the relationship between the mobility of financial capital, region-
al financial development and economic growth, points out that:
(1) The fiscal decentralization system and the existence of local gov-
ernment interests have a negative effect on the mobility of financial
capital; (2) The decrease of the mobility of financial development
would directly do harm to the allocation efficiency of financial capital
and the economic growth convergence of different provinces, which
furthermore, would do harm to the growth effect of the regional fi-
nancial development and the alleviation of the economic growth gap of

different provinces.
L ] 3 L)
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Therefore, a more harmonious match and coordination between
the fiscal revenue and expenditure of local governments, including a
more scientific political evaluating index system of local government
officials and the construction of market-oriented environment of fi-
nancial development will improve the play of financial development

upon regional economic growth in China,
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