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Abstract

Traditional financial development theory (financial liberalization
theory) assumes that financial repress of developing country obstacle
saving motivation and economic growth, and bring forward financial
liberalization policy which focus on interesting rate liberalization.
However, the practice of financial liberalization indicates that the ef-
fect of financial liberalization is incredulous. In this paper, we find
the limitation of financial liberalization theory is that it does not take
view of the financial development stages and the real situation in ev-
ery developing country, on the contrary, it proposes implementing
unitary, radical financial liberalization reforms in all stages of finan-
cial development and in all developing countries. In fact, financial
development in developing countries characterize by different devel-
opment stages. In different financial development stages, the out-
sider environment, development condition, and main tasks vary.
Therefore, in different financial development stage, the content and
policy of financial development, and the role of government and
market should be different. Guided by this view, utilizing the
newest fruits of information economics, endogenous growth theory,
and financial theory, we bring forward two-stage hypothesis of fi-
nancial development based on financial development theoretical and
empirical research in native and other countries in this paper, to ex-
plain the financial practice of developing countries, especially eastern
Asian countries, and provide theory support for financial develop-
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ment and reform in China and other developing countries.

The main ideal of this paper is as following: in developing countries,
to avoid financial and economic crisis, and to establish advanced financial
systemn is an gradually course which could be divided into two stages. The
main task of the first stage is to preliminarily establish perfect financial
system guided by government. The main task of the second stage is
deregulation, and enforces market oriented reform.

At the beginning, we introduce traditional financial develop-
ment theory in the first chapter. The core of traditional financial de-
velopment theory is financial liberalization. It believes that financial
repress in developing countries obstacle saving and decrease invest-
ment efficiency. Therefore, it suggests enforcing financial liberaliza-
tion, and proposes on loosening government regulation, especially by
enhancing interest rate to promote financial development and eco-
nomic growth. But the practice of financial liberalization is not suc-
cessful. In this paper, we criticize on financial liberalization from
theory and practice, and the point out that the effect of increasing
saving and investment, accelerating economic development caused by
interesting rate liberalization advocated by financial liberalization
theory, is doubtful. However, radical financial liberalization usually
cause financial crisis, and make the economy and financial of devel-
oping countries in chaos.

Having introduced and critiqued of traditional financial liberal-
ization theory, we bring forth theory on how to establish advanced
financial system, and how to avoid economic and financial crisis. In
the second chapter, we firstly divide financial development into two
stages {rom theoretical angle. Two-stage financial development mod-
el in this chapter indicates that there are two stable equilibrium be-
tween financial development and economic growth, ie the low level
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equilibriums when financial system extremely undeveloped and high
level equilibrium when economic growth and financial development
are good circle. Leap from low level equilibrium to high level equi-
librium only that the scale of financial system exceed critical point,
which form a financial development threshold of developing coun-
tries. Benchmarked on whether the scale of financial development
exceed critical, we divide financial development of developing coun-
tries into two stages. Every stage has different implication, and re-
quires different development strategy.

Mckinnon economic is a low level equilibrium. In this equilibri-
um, financial sector is undeveloped which could not motivate savings
effectively. So economic is in logjam, and the distress of economic
cause people can’ t afford utilizing financial intermediation and finan-
cial market, therefore constrain financial sector development. As to
Mckinnon economic, the chief task is how to establish perfect finan-
cial system, and expand the size of financial agency to surmount fi-
nancial development critical and to realize financial development and
economic growth in good circulation. Due to the lack of market and
failure of market in Mckinnon economic, it can’t establish perfect
financial system quickly simply by market power, and it requires
support from government. Therefore, we bring forth the first stage
financial development theory in the third chapter, and the main idea
of this theory is “government create rent, and rent guide market”,
which make government succeed to avoid decreasing of financial effi-
ciency when it try to make up the loss of market failure by interfer-
ing financial development.

In the forth chapter, we discuss the second stage financial de-
velopment problems. After financial system preliminarily estab-
lished, the main task of financial development is loosening govern-
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ment interference, enforcing market oriental reform. However,
Loosening interference and enforcing market oriental reform is a
gradually process. So it requires: 1. abiding to definite order; 2.
strengthening supervise on financial market, to avoid appearance of
supervise vacuum, and restricting illegal behavior to prevent finan-
cial risk.

Having systematically discussed two-stage financial develop-
ment theory, we utilized this theory to analyze China’ s financial de-
velopment since its reformation and openness. We find that two-
stage financial theory can appropriately explain China’s financial de-
velopment in the past two decades.

Having an overall view of this paper, we find that it contributes
to financial development theory on the following: 1. preliminarily
bring forth two-stage financial development theory suited to develop-
ing countries. This paper firstly divided financial development of de-
veloping countries into two stages from theoretic angle. Moreover,
it has overall analysis on outsider environment and financial develop-
ment tasks in every stage, and makes different development strategy
for every stage; 2. Aimed at the attribute of Mckinnon economic
and the condition, character, implication and task of the first stage,
we bring forth the first stage financial development theory which fo-
cus on “government create rent, and rent guide market”; 3. We an-
alyze China’ s financial development practice since its reformation
and openness, and prove that the theory is at least useful for
Chin a’ s financial development practice , In additional, we get some
new conclusions.

Key Words: Two-stage financial development hypothesis; Financial
Development; Financial liberalization; Economic growth; Develop-
ing countries; China’s financial development
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