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F I N A N C I A L  L I B E R A L I Z A T I O N

E C O N O M I C  D E V E L O P M E N T

A B S T R A C T

    Financial Liberalization is a broad theme concerning extensive

background of the history of economy and economic thoughts.

Although this subject is relatively young as an academic field, the

topics that it touches upon almost contain the whole themes

throughout the history of the economic thoughts.  It is for this

reason that it inspires deep interests among researchers all over the

world. Meanwhile, the fact that global financial liberalization led

to both rapid economic growth and severe financial and economic

crises forces the governments and scholars to seek an optimal path

to financial and economic liberalization, which will promote the

economic progress and structural transition at the lowest cost of

financial risks. My work focuses on the financial liberalization in

under-developed  countries  and  economies  in  transition  from

traditional planned economy to free-market style, studying the

economic  sources  and  economy  performance  of  the  financial

repression in these countries,  inspecting the process of their

financial liberalization and its profits and costs, investigating the

role  of  government  activities  in  the  process of  financial

liberalization and financial crises, and analyzing the path selection

of financial liberalization in transition economies.

    In the first part ¡°Introduction¡±, we will get a birds-eye review

of the financial liberalization from the perspectives of history of

economic  thoughts  and  economy.   The  study  on  financial



liberalization can not be separated from the everlasting debate

between Economic Liberalism and State Interventionism in history

of economic thoughts, and to some extent, the heated argument

about the advantages and disadvantages of financial liberalization is

actually the logical continuation of this debate in the field of

modern finance. By investigating the thoughts of classical economic

liberalists in the history, we have got much valuable enlightenment

on the vicissitudes of economic liberalism and the relationship

between freedom the state, which has important implication on the

role of state in financial  control in the  process  of financial

liberalization. Meanwhile, the history of financial liberalization is

actually the history of the government behavior adjustment in the

financial control, and the process in which the style and scope

changes  in  government  regulation.  In  many  under-developed

counties and economies in transition, the financial liberalization is

state-dominated,   and   the   discussion  about   the   financial

deregulation is logically connected with the role of government,

with the public choice  in decision-making,  and with various

institutional qualities in different states.  Institutional economics

provides us a valuable visual angle to examine the role of financial

institution, the dynamic characters of financial liberalization and

the path-dependence in the institutional transition of financial

system.  We will take advantage of the analytical paradigm of

institutional  economics  to  study  the  process of the  financial

liberalization and its institutional condition. Transition economics

is a new branch of economics rising with the historical transition

from planed economy to market economy in former socialist states.

The ¡°Washington Consensus¡± of privatization, stabilization and

liberalization has had great influence on the policy-making in

transition economies and meanwhile it has many negative lessons to

them. The study on financial liberalization in these countries must



be  combined  with  the  research  achievements  in  transitional

economics and development economics. In the first part, I try to

introduce the methodology and analytical framework of this work,

and the detailed analysis of economic thoughts in the history will

help us grasp the macro characters and future tendency of financial

liberalization.

    The second chapter is an attempt to investigate the financial

system  in  an  institutional  economics  framework.  From  the

perspective of institutional economics, financial markets represent

series of institutional arrangements that have various functions

containing information transmission, providing encouragement and

income distribution. The power that induces the acts of financial

institutions and the flows of financial assets is price, and the true

prices in financial markets reflect the real scarcity of financial

resources. The distorted Prices are the important tools for under-

developed countries to implement the policy of financial repression.

From the perspective of the process of saving and investment, we

can view financial system as a convenient mechanism connecting the

capital deficit units and surplus units that decreases the seeking

cost and increases the capital profits. Financial repression policies

have  negative  effects  on  this  connection  mechanism  and  so

discourage the saving and investment in the economy. We can also

understand the financial markets from the angle of exchange and all

the behaviors in the financial markets are some kinds of exchange,

which could produce exchange surplus if the exchange process are

not distorted and intervened by unreasonable government power.

The financial repression in many under-developed countries is

fulfilled just by the limitation on and intervention of financial

exchange, such as limitation on market entry, financial innovation

and business scope of financial institutions.  In Chapter 2, the

institutional  system  of  markets  is  examined,  and  the  well
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performance of the net of governments, firms, banks and central

banks will benefit greatly for the efficiency of financial markets.

We also reexamine the financial interrnediary institutions in an

institutional economics view, and conclude that the existence of

financial intermediary institutions is helpful for financial market

participants to reduce transaction costs and other costs due to

moral hazard and adverse selection.  Structuralism analysis of

financial  markets  also  reveals  that  financial  development  and

liberalization  are  companied  with  the  transition  in  financial

structure, including the structural changes between direct and

indirect finance and the changes  between  capital  and  money

markets. The conclusion of this chapter reveals that sensitive price

system,   complete   financial   intermediary   institutions   and

instruments,  appropriate relationship  among  various  units  in

financial  markets  and  suitable financial markets  structure  are

necessary determinants in financial efficiency and stability.

    Chapter 3 deals with the contents and roots of financial

repression in under-developed countries. Financial repression refers

to a situation under which money system is repressed and the

domestic capital market is isolated, so that the market mechanism

of  financial  resources  allocation  is twisted  and  the  financial

development  and  economic  growth  is  impeded.  The  author

attempts to provide a new interpretation for the economic reasons

that logically led to financial repression in development economies.

The traditional interpretation by early economist could not explain

the inner logics of the financial control during the development ot

the LDCs, and could not explain the implicit relations among

various financial repression instruments. This work provides a new

theoretical model that focuses on the target function and constraint

condition that the LDCs were confronted with when they started

their industrialization process.  Their target function was quick



industrialization  and  economic  catch-up  with  the  developed

economies, but the constraint condition that they were confronted

with is the capital scarcity and the undeveloped financial markets

that  constituted  the  bottleneck  constraints  of  the  financial

development in LDCs. The economic analysis on the interest rate

regulation reveals that rate ceiling in financial markets distorted the

price signals and so that they could not reflect the real scarcity of

financial resources, and more, the rate regulation led to under-

capitalization, and eventually reduced the financial efficiency in

economy.   The  structural  financial  repressions  are  another

instrument of financial repression, which contains the structural

regulation  on  some  special  financial  sectors  and  financial

instruments.  This chapter also discusses some typical forms of

financial  repression  in  LDCs  and  planed  economies  such  as

government finance and specialized finance.  We could not deny

some positive effects of the government finance and specialized

finance in some periods of the development of these countries, but

we should realize that they have the natural tendency to transform

themselves into financial repression.

    Chapter 4 traces  the theoretical development of financial

liberalization and attempt to provide tentative evaluation. Although

these theories are varying greatly in theoretical paradigm and

analytical angles,  they are focusing on the same theme:  the

relationship between financial development and economic growth.

Schumpeter¡¯s theory was very influential in the early stage, which

emphasized the logical connection between financial system and

entrepreneurship  and  innovation,  and  disclosed  the  social

management  function  of financial  sectors  in  free  competitive

markets.  Goldsmith¡¯s initiative research on financial structure

revealed the structural characters of the transition of financial

system and its influence on economic development.  Gurley and



Shaw¡¯ s distinguish between inside money and outside money

provided us a new perspective to understand the relationship

between financial development and economic growth.  McKinnon

and Shaw¡¯s financial deepening theory in 1970¡¯s marked the formal

beginning of financial liberalization theory. For the first time, they

focused their research on development countries, analyzed the

typical  characters  and  logical  roots  of  financial  repressions,

inspected  the  negative  influence  of  financial  repressions  on

economic development, and put forward the policy proposals of

financial liberalization. They believed that as the real interest rates

were adjusting to the market equilibrium level, the investment

quantities and capital productivities would be increased and so

accelerated the economic development. The McKinnon and Shaw¡¯s

creative theory were developed by ¡° McKinnon-Shaw School¡± and

¡°Endogenous Financial Growth School¡± in 1980¡¯s and 1990¡¯s, and

these theoretical developments were coinciding with the global

financial liberalization since 1970¡¯s. In the author¡¯s viewpoint, we

should not neglect the inherent defects of the theory of financial

liberalization though it had positive effects on the global financial

development. The basic hypotheses of complete information and

profit maximization and the omission of institutional analyses

constitute the main drawbacks of traditional financial liberalization

theories.  The traditional theories based on general equilibrium

analysis overlooked the serous information dis-equilibrium and

markets absence in development countries, could not disclose the

inner risks in the dynamic process of financial liberalization, and

neglected the institutional conditions that financial liberalization

must  depend  on.  The  institutional  quality  and  government

activities are the main determinants on the results of financial

liberalization in development countries.

    In Chapter 5, the author tries to inspect the profits and costs



of financial liberalization and provide positive analyses basing on

the practices of Latin American and Asian emerging markets. The

profits of financial liberalization include facilitating the exchange

and evasion of financial risks, helping to acquire more information

about  investment  and  resource  allocation,  strengthening  the

supervision on managers and corporate governance, and motivating

capital formation and accumulation of saving. Empirical Researches

have revealed that there is strong relationship between financial

liberalization, financial development and economic growth. As a

process of institutional transition, financial liberalization must be

accompanied with huge institutional transition costs: the serious

financial fragility in the financial system of development countries.

Empirical  research  reveals  that  financial  fragility  has  clear

connection with financial liberalization,  and weak institutional

environments are more possible to trigger off financial fragility and

financial  crises.   For  the  development  countries,  financial

liberalization decreases the bank franchise value and improves the

inner fragility of the financial system. In this chapter, the author

choose   the   typical   economies   that   implement   financial

liberalization-Latin  American  and  Asian  emerging  markets-to

analyze the historic process and economic performance of financial

liberalization,  especially  investigating  the  logical  connection

between financial sectors reform and financial instability in these

countries. The conclusion is that although financial liberalization

from 1970¡¯s led to high economic growth in the emerging markets,

the frequent financial crises warned development countries of the

huge costs of financial liberalization, and suggested them to correct

the policy and structural distorts in capital inflows, bank credits,

financial regulation and supervision, macroeconomic control and

the path selection of financial reform.

    Chapter 6 focuses on discussing the role and results of



government intervention in the financial system and in the process

of financial liberalization, including inspecting the necessity of

government intervention, the institutional function of government

in financial markets, the government regulation and macroeconomic

control  during  the  process  of  financial  liberalization,  the

government  behavior  in  financial  crises,  and  the  role  of

international financial organizations such as the World Bank and

IMF in the worldwide financial liberalization and global financial

crises.  All the discusses have disclosed the necessary role of

government  as an important institutional  arrangement in the

financial system, and for this reason, it is very necessary for the

developing countries and emerging markets economies, which are

pursing the strategy of financial liberalization, to abandon the

complete laissez-faire stance and act beyond economic liberalism,

and have a wholly new revision and reallocation of the role of

government in their financial liberalization. The latest development

of information economics and market failure shows us the theoretic

basis  of  government  intervention  in  financial  markets.  The

financial market, which is a special market for the production,

acquisition and transmission of information, has more market

failure and market imperfection than ordinary markets for the

public goods  nature of information  and  lots  of externalities

connecting to information.  All the market failure relating to

information and externalities provides the necessity of government

intervention in financial markets.  The Institutional function of

government  in  financial  markets  includes  creating  financial

institutions,  regulating the financial system and direct market

intervention,  and these activities  are very important for the

developing countries to maintain financial market order, ensure the

healthy performance of financial institutions, and limit the negative

results of financial crises on the economic stability. This chapter



also discusses the advantages and disadvantages of ¡°East-Asian

style of financial control¡±. The main characters of East-Asian style

of financial control include viewing financial system as industrial

policy tools, government direct credit allocation, neglecting the

independence of central banks, and the special dominant status of

banks in the financial system. The East-Asian style of financial

control is actually a moderate financial restraint strategy, which

provides rent opportunities for banks, increases the bank franchise

value,  and so strengthens the positive encouragement for the

bank¡¯s investment activities. But the East-Asian style of financial

control also has harmful disadvantages that are the main sources of

Asian financial crises in late 1990s.  The author thinks that the

most important and basic role of government in financial market is

providing necessary and full-fledged  legal  framework for the

financial  system,  which  is  helpful  for  encouraging  market

competition and financial innovation, maintaining the stability of

financial system, and decreasing the possibility of financial fragility

and  turmoil.   This  chapter  points  out  the  importance  of

macroeconomic control during the process of financial liberalization

for  the  developing  countries.  These  macroeconomic  variables

include current account management, foreign debts, growth rate

and inflation rate, saving and investment, fiscal budget balance,

real exchange rate and interest rate, monetary policy, and political

stability. This chapter gives special emphasis on the global discuss

of the capital control in Malaysia, and the main opinion of the

author is that, capital control might be a very effective substituting

policy when the financial system is threatened by severe financial

crises and huge capital flight, but the essential resolve for financial

stability is improving the institutional quality of financial system

and  limiting  the  un-appropriate  government  intervention  in

financial  markets.  The  ending  of  this  chapter analyzes  the
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