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Abstract:

During the last quarter of the 20th century, there has been a rapid growth in China. With the policy of economic reform and opening up to the outside world towards the end of 1978, the fast pace of economic growth has continued as a miracle. Average annual growth rate during the period of 1978-2004 has been 9.2% exceeding the planned target of 7%. GDP has increased by 10.3 times as much as that of in 1978. With the development of domestic economy, within a very short period of time China is gradually becoming an open market economy from a closed economy. The average foreign trade growth has been 16.7% and the volume of foreign trade has increased by 56 times. The foreign trade reliance has increased from 9.5% in 1978 to 70% in 2004.
This period has seen major changes in the scale and structure of financial systems of many economies throughout the world. This period also witnessed globalization in these economies. There were many dimensions to this process of transformation but a striking characteristic of these changes was increasing importance of stock markets in these economies. Prior to these changes the stock markets in these economies were in infancy and in China the stock market is still very much under-developed.

This study compares the case of China with other economies and finds that financial system plays an important role in the economic growth. This study further finds that thus far the economic growth in China has been lead by banking sector. To further the fast paced economic growth and maintain what China has achieved in its economic growth, it is very important to develop a well functioning market driven financial system such as an efficient stock market.
Introduction:
China had a soviet-style centrally planned economy until 1978. In 1978 China’s communist party (ruling party in China) decided to move towards the market oriented economy. After the liberalization and opening up of the China’s economy, the rate of growth of China’s economy has surprised the policy makers and academics as well. During this period China’s economy has on an average grown at 9.20% per annum (in nominal terms) as against world average of 3.9%, during this period China’s GDP growth has been approximately 3.48% in real terms.
Financial structure or system in its broad sense refers to the banking and non-banking financial institutions including the capital market. Main purpose of financial system is to provide services and allocate scarce financial resources to enterprises and industries with comparative advantages and thereby adaptable to the sustainable growth in economy; that is the economy can maintain its growth in a relatively stable pace with in a narrow range. In macroeconomic terms such growth rate depends on the productive investment and consumption by economic unit. The allocation of funds to finance the investment or stimulate consumption is determined by the degree of development of financial structure (Yi-fu, Qi, Ming-xing, 2003). In term of China, its economic growth has largely been dependant upon the banking institution which has been primarily state owned and the proportion of the privately owned bank, whether domestic of foreign is very small (ibid).

The financial structure of China has grown with the economic growth in China during this period. Banking sector has dominated China’s financial structure and has grown rapidly. During this period China’s economic development has gone through its different stages of development; quantitative expansion from 1980 to 1996, structural regulation from 1997 to 2002 and now in its phase of new transition from 2003 (Mu-xiang, Zi-ming and Zhong-mao, 2004). 
Prior to 1974, China had a centralized economic policy, financial structure consisting of purely banking sector, lead by Peoples Bank of China, the only bank in China conducting both policy and commercial banking business. Subsequently in 1984, the Peoples Bank of China (PBC) was split into two parts; PBC taking the role of central bank, responsible for monetary policy, Industrial and Commercial Bank of China (ICBC) responsible for commercial banking business. Subsequently the state government established three more banks to cater for the commercial banking needs. In 1981, the issuance of bonds was resumed and in 1984 Shanghai and other areas started issuing shares and corporate bonds. Shanghai stock exchange was established in November 1990 and subsequently Shenzhen stock exchange in December 1990
.
The purpose of this research is to investigate if the development in the financial structure in China has been to a degree which can sustain the growth in economy. The research shows that the there has been a tremendous growth in the financial structure in China during the period of opening up of the economy in China and the financial structures in China has evolved during this period. Despite this growth the economic growth in China has been primarily bank based and the market based financial intermediation has been marginal. When reorganization of the banking sector was being implemented during the period August 2004 to October 2005, the stock of these banks were listed on the Hong Kong stock exchanges and not on any of the stock exchanges in the main land of China because of the liquidity and the market efficiency factors, (Mu-xiang, Zi-ming and Zhong-mao (2004)). This study finds that during the first phase of liberalization the economic growth in China has been lead by the banking sector; the market based financial structure has not developed as much as it should have. Based on the theory and evidence this study finds that there is an urgent need for the policy makers to promote an effective market based financial structure such as stock market to facilitate the growth in economy.
Brief review of literature:
In this section, we review the studies developing links between the financial sector and real sector, this link is important to understand the relationship between a sound financial structure and the economic growth. 

The earliest studies establishing links between the financial and real sectors were based on arguments by Schumpeter (1911), and were formally developed and expanded in the contributions of Goldsmith (1969), McKinon (1973) and Shaw (1973). And Shaw（1973）further put forward the concept of “financial deepening” on the basis of analyzing the said relationship.  King and Levine（1993a，b，c）found out that economic growth was highly correlated with the financial structure and demonstrated that the development of financial structure was an important indicator for the potentiality of future economic growth. There is a correlation between output growth and stock returns in countries, including both advanced countries with highly developed markets and developing countries with emerging stock markets. The presence of this association in a variety of countries at different stages of economic and financial development suggest that an understanding of this relationship may help in understanding the need for a sound financial structure for long-term sustained development in the economy of a country. 

The existence of correlations between economic growth and stock returns has prompted debate on the causal direction of the underlying relationship. Morck, Shleifer, and Vishny (1990) review five existing theories providing explanations for this link and summarize the relevant empirical literature. In turn these are:

According to “passive informant” hypothesis, the only mechanism underlying the correlation between stock returns and output growth is related to the dividends. Under the assumption that stock prices reflect the present discounted value of all future dividends and that the dividend growth is related to GDP growth, a correlation between this year’s stock returns and next year’s economic growth arises naturally. If next year’s economic growth is buoyant, news revealed this year will typically be positive, resulting in larger stock price increases this year.

Under the “accurate active informant” hypothesis, stock price changes provide managers with information about market expectations of future economic developments. Managers base their investment decisions on this information thereby justifying market’s expectations. The stock market acts as a “sunspot” bringing about one of the many possible self-fulfilling equilibriums.  In this case stock price changes are perfectly correlated with fundamentals.

In the “faulty active informant” hypothesis, the manager’s decision relating to investments is based on stock price movements, but they cannot distinguish between movements reflecting fundamentals and market sentiment. Stock market movements that are not based on fundamentals can therefore mislead managers into under-investing or over-investing compared with the ‘fundamental benchmark’.

The “financing” hypothesis, based upon Tobin’s q theory, suggests when stock prices are above the replacement cost of the capital, entrepreneurs are more likely to expand by investing in new physical capital, possibly financed by issuing new shares of their company, rather than by purchasing existing firms. Therefore, high stock returns will be followed by high investment and economic growth. There is a debate on whether this mechanism allows for irrational movement in stock prices to influence real economic activity, as suggested by Fischer and Merton (1984), or whether rational managers will choose not to respond to changes in financing cost resulting from market sentiment, as argued by Blanchard, Rhee, and Summers (1993).

The “stock market pressure on managers” hypothesis suggests that stock prices may affect investment even if they neither convey information on economic outlook nor change financing costs. If investors have negative views on firm’s future prospects and force down the share price, managers may have to cancel their investment plans to protect themselves from the likelihood of being fired or firm being taken over. In the other case, if investors are confident of a firm’s prospects and drive its share price upwards, managers may decide to take up investment projects aggressively in order to appear not being too cautious. 

The review of these hypotheses does not answer the question of the causal direction of the relationship between the stock returns and the economic growth but establishes the link between the two.

Financial systems perform two functions in channeling resources from surplus to investments. Intermediaries are shown promote risk-sharing at the cost of growth, while markets promote growth at the cost of risk-sharing (see Fecht (2004), Diamond and Dibvig (1983), Levine (1991), Diamond and Rajan (2000, 2001), Ennis and Keister (2003) and Fecht et al (2005)). Bencivenga and Smith (1991) show in an economy banks have an analogous effect on investment and growth.

Developing countries may have more bank-oriented financial systems and in the process of development, a gradual progression toward a more market-driven system transpires. The importance of the banks in these economies can be explained by informational asymmetries, (Fecht (2005)).

Models of financial intermediation show that financial markets constraint the amount of risk-sharing intermediaries can provide (Diamond and Dibvig (1983), Allen and Gale (1997) and Diamond (1997)). These models show that financial markets lower the social welfare because they restraint intermediaries from providing the full extent of risk sharing as they could provide. As markets are assumed to provide no alternative benefit to the households, there is no tradeoff. Fecht et al (2005) shows that markets promote growth and as such provide a meaningful tradeoff to households. As pointed by Jacklin (1987) the earlier models suffered with the drawback that they showed the markets to constraint the amount of risk sharing but provided no benefits. Significance of this tradeoff is that the market by promoting growth at the cost of risk sharing enhances the growth in economy. This is supported by evidence from Fecht et al (2005). 
Economic growth and financial development in China
China is an economy in transition which has some extraordinary characteristics in the development of financial structure and economy and is different from those in developed countries or other emerging economies. The central government in China made a commitment to transform the communist style planned economy into a socialist market economy in 1992; the relationship between the financial structure and economic growth has gained. With the increased globalization and China’s entry into World trade organization the development of market-driven financial structure is being looked with an increased interest. 
China’s financial development was closely correlated with its economic growth (Tan (1999); Wu-jian (2000); Ting-chun (2002)). Zhang Jie (1998) pointed out that Chinese financial system was quite different from that in western countries even though the relationship between financial development and economic growth in China was consistent with them. In western countries, the financial system was characterized by the market economy with property right protection in its core. In China, the basic features of its financial system were the state financial control under “dual structure financial system” (state-owned and non-state-owned financial system) and ownership discrimination in the allocation of financial resources. Qian (2001) further indicate that such ownership discrimination limited the development of non-state-owned sectors and affected the economic performance, but also stimulated the expansion of informal financial dimensions. Wei and Shu-song (2004) argue that these informal financial activities increased the financial risks  because they were conducted on a market basis and disengaged from the financial supervision. Yi-fu (2005) argued that the evolution of financial structure mainly rest with the requirements of virtual economic activities to financial services and the comparative advantages of different financial intermediaries involved in financing real sectors. Author further discussed financial structure could be categorized into Market-based direct finance structures; they are characterized by securities market financing with stock markets as representatives and Bank-based or Relationship-based indirect finance structures with banking industry holding more financing share. Whether the financial structure is market based or bank based is determined by the relative proportion between banking finance and market finance. Similar definition has been adopted by World bank in terms of market based or bank based economies (Yi-fu (2005)). 

Stiglitz (1985) point to the pure market based financial structures because of informational asymmetries and possibilities of loss in social welfare because of the high liquidity of stock market (Shleifer & Summers (1988 )) as well as the possibility of less incentives to exercise effective corporate governance for the reason of ownership diversification (Shleifer & Vishny (1986)) .
Pure banking financial structure can adversely affect enterprises to a larger degree in three ways; first, banks may cut down the risky investments made by enterprises by entering into new investments and resigning debt agreements (Rajan (1992)), second, pure banking structure may not facilitate the innovation and growth of enterprises because of the inherent prudence of banks, and the probable collusion between banks and enterprises（Black & Moersch (1998)).

At the earlier stage of economic development, capital denseness and financing scale of enterprises increases constantly for the opportunity cost of capital utilization decreases with the development of economy, which demands a more bank-concentrated financial structure to channel funds; especially to small and medium-sized enterprises. Therefore, banks may be more important than stock markets. With the extensive expansion of enterprises, the investment risks move up gradually, which makes banks to enlarge but also requires stock markets to take shape so as to withstand risks arising from these increasingly large-sized enterprises. So this stage brings about a combination of bank-based and market-based financial structure with banking sector playing relatively important role. The further development of economy declines the financing cost, which stimulates more small and medium-sized enterprises to depend on external finance such as external equity finance. At this stage of economic development the need for the market based financial structure becomes more important. 
China’s Economic Growth:
From 1949 to 1978, there was a Soviet-style centrally planned economy. During that period, the Great Leap Forward (1958-1960) and the Cultural Revolution (1966-1976) brought political and economic dislocation and even economic regression. In December 1978, the Central Committee of the Chinese Communist Party stressed that the focus of future work would be economic development and modernization of agriculture, industry, science and technology as well as national defense and that all the other work should be subordinated to meeting this goal. China’s central government has been continuously taking steps to move the economy from a socialist planned economy to a more market based economy from the time of its initial announcement of the said policy in its 14th congress of the Chinese communist party.
During the period from 1990 to 2004 the China’s economy has on average grown at 9.02% in nominal terms and 3.48% in real terms (CPI adjusted). China’s GDP has grown much faster during the period from 2000 to 2004 as compared with the rest of the world (Appendix 1). 
Existing financial structure in China:
Chinese financial structure has been developing with its economic growth. The banking sector has dominated for a long period of time before the securities sector came into being in 1992 which was marked by the establishment of the Shanghai and Shenzhen Stock Exchanges. With only thirteen years of history, the Chinese stock market has still been underdeveloped, thereby, its financial structure been bank-oriented. The Chinese banking industry, (different from that in western countries; which have the main objective of maximizing share holders wealth) operates for a dual-purposes, i.e. the development of itself and the national economy as a whole. Development of national economy is more important for Chinese banking industry and thus greatly influenced by the state government. Most of the Chinese banks have previously struggled to realize the objective of their own development within the required economic growth targets as set by state government. They have tried to get a balance between the two objectives, but instead caused many salient and serious problems Such as the chronic illness of high level non-performing loans (15.57% of total loans in 2004 and 15% in 2005 first quarter), non existent private sector in banking, less competition in banking industry. These problems per se may hinder the further economic growth.

Economic growth and financial structure in China:

China’s economy grew at the rate of 9.2% during the period 1993 to 2004 as against the World average of 3.9%. Banking credit has grown from 26,461 billion RMB to 188,566 billion RMB during this period. During the same period the stock exchange capitalization has grown 3,531 to 42,458 billion RMB.
As compared to this India’s economy has grown at the rate 8.4%, banking credit has grown from 695,890 million rupees to 18678,460 million rupees during the same period and the stock exchange capitalization based on Mumbai stock exchange data has increased from 1,750,930 million rupees to 16,357,660 million rupees during the same period. The percentage of non-performing assets to the total assets in the banking sector is 4% and 3.3% at the end 2003 and 2004 respectively.
Trading volume on China’s stock exchange has increased from 3,627 billion RMB to 32,115 billion RMB during the period as against that of India on a newly started stock exchange (NSE – National Stock Exchange); trading volume increased from a modest of 18,060 million rupees a year in 1994 to 11,400,710 million in 2004.
Conclusion
Relationship between financial structure on one hand and economic growth on the other has been widely acknowledged. In general developing and emerging economies tend to have unstable and weak financial structures, particularly during the stages of economic transformations. Further it has also been acknowledged that during the rapid phase of economic development, the growth is lead by banking sector and market structures become important subsequently. 

At the present stage of transformation, the growth in China has been lead by the banking sector, which itself is weak and burdened with large proportions of non performing assets (15% for 2005, Appendix 2). Series of reform measures have been initiated and implemented in China during the last decade to make financial sector more competitive, fair and transparent. Still the financial institutions in China are largely owned and controlled by the government which suggests high moral hazard potential. 
Circumstances in China to some extent are similar to India where the financial structures are changing rapidly and economic growth has been rapid. Basu and Gupta (2005) suggest rise in imbalances, risk-taking and inefficiencies of the institutions in India and recommend careful policy response. China is also facing a similar situation; China’s economy is growing at rate faster than India but this growth has primarily been dependant on banking sector which is ridden with high proportion of non performing assets and there is evidence of a potential for moral hazard. Thus China’s economic growth is vulnerable to its weak financial structure and the absence of a strong market economy. The policy makers in China should focus attention towards this before a weaker financial structure becomes unsustainable for the growth of economy. 
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Appendix 1

	Table of Comparison of GDP and GDP Growth Rate in the World

	Unit: domestic currency: a hundred million; %

	Country
	GDP in 2003
	GDP Growth Rate ( over last year )　

	
	
	2000 
	2001 
	2002 
	2003 

	World ( average )
	　
	4.7 
	2.4 
	3.0 
	3.9 

	China
	117,252
	8.0 
	7.3 
	8.0
	9.2

	Bangladesh
	31,495
	5.6 
	4.8 
	4.9 
	5.4 

	India
	267,826
	5.4 
	4.0 
	4.7 
	7.4 

	Indonesia
	17,866,909
	4.9 
	3.5 
	3.7 
	4.1 

	Iran
	11,216,936
	5.9 
	5.4 
	7.2 
	5.9 

	Israel
	4,943
	7.5 
	-0.9 
	-0.8 
	1.3 

	Japan
	4,987,253
	2.8 
	0.4 
	-0.3 
	2.7 

	Korea
	7,213,459
	8.5 
	3.8 
	7.0 
	3.1 

	Malaysia
	3,920
	8.6 
	0.3 
	4.1 
	5.2 

	Mongolia
	13,622
	1.1 
	1.0 
	3.9 
	5.0 

	Burma
	86,604
	13.7 
	10.5 
	5.5 
	5.1 

	Parkistan
	42,085
	3.4 
	2.7 
	4.4 
	5.5 

	Philippines
	42,945
	4.4 
	3.0 
	4.4 
	4.5 

	Singapore
	1,591
	9.7 
	-1.9 
	2.2 
	1.1 

	SriLanka
	17,866
	6.0 
	-1.5 
	3.9 
	5.5 

	Thailand
	59,391
	4.8 
	2.1 
	5.4 
	6.7 

	Turkey
	3,586,996,285
	7.4 
	-7.5 
	7.9 
	5.8 

	Vietnam
	5,716,290
	5.5 
	5.0 
	5.8 
	6.0 

	Egypt
	4,150
	5.1 
	3.5 
	3.2 
	3.1 

	Canada
	12,146
	5.3
	1.9
	3.3
	1.7

	America
	109,855
	3.7
	0.5
	2.2
	3.1

	France
	15,515
	4.2
	2.1
	1.2
	0.2

	Germany
	21,302
	2.9
	0.8
	0.2
	-0.1

	Italy
	13,009
	3.0
	1.8
	0.4
	0.3

	United Kingdom
	11,005
	3.8
	2.1
	1.7
	2.3

	Australia
	7,797
	3.2
	2.5
	3.8
	3.0

	New Zealand
	1,489
	4.0
	2.5
	4.3
	3.5

	Source: Database of IMF and the National Bureau of Statistics of China


Appendix 2
	Proportion of non-performing loans in China                                   Unit: RMB million; %

	Year
	Loan Classification System
	Outstanding Balance of NPLs
	Share in Total Loans

	2000
	4-category
	18,563
	29.18

	2001
	4-category
	17,656
	25.37

	2002
	 4-category;       5-category
	17,016;16,874
	21.42;20.45

	2003
	 5-category
	15,900
	16.86

	2004
	 5-category
	15,751
	15.57

	2005
	5-category
	15,671
	15.00


Appendix 3
	China: Financial market facts
	

	Unit: RMB one hundred million; one hundred million shares; %
	

	Year
	Nominal GDP
	Net Credit Balance of Banking Sector
	Trading Volume in Stock Market
	Growth Rate of GDP
	Growth Rate of Banking Sector 
	Growth Rate of Trading Volume
	

	1993
	31,380 
	4,846 
	226.56 
	13.4 
	22.4 
	 
	

	1994
	43,800 
	5,142 
	101.33 
	11.8 
	19.5 
	(55.3)
	

	1995
	57,733 
	13,025 
	705.31 
	10.2 
	21.7 
	596.1 
	

	1996
	67,795 
	16,529 
	2533.14 
	9.7 
	21.2 
	259.2 
	

	1997
	74,772 
	13,757 
	2560.02 
	8.8 
	16.7 
	1.1 
	

	1998
	79,553 
	11,610 
	2154.11 
	7.8 
	15.5 
	(15.9)
	

	1999
	82,054 
	7,210 
	2932.39 
	7.1 
	12.5 
	36.1 
	

	2000
	89,404 
	5,666 
	4758.36 
	8.0 
	13.4 
	62.3 
	

	2001
	95,933 
	12,914 
	3152.28 
	7.3 
	11.6 
	(33.8)
	

	2002
	102,398 
	27,489 
	3016.19 
	8.0 
	15.4 
	(4.3)
	

	2003
	116,694 
	29,968 
	4163.08 
	9.1 
	21.4 
	38.0 
	

	2004
	136,515 
	18,795 
	5827.73 
	9.5 
	14.4 
	40.0 
	

	
	
	
	
	
	
	
	
	
	


Source: Statistical Bulletins of National Economy and Social Development of National Statistics Bureau of China (1993-2004); National Banking Regulatory Commission of China; National Securities Regulatory Commission of China
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