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ABSTRACT

For a long time, the economic growth is influeniogdinancial system, and economists pay more ane attention to this effect.
With China's reform and opening up and the estahlint of socialist market economic system, thedmandustry plays an
increasingly important role in the national econpmich has become the core of modern economyisipaper, we make an
empirical test to analyze how the financial systeitheffect on the economic growth. The result shtfat the financial
development increased one percentage can driveomiorgrowth increased by 0.942 percentages, seffhet of financial
development to economic growth is obvious. Fromsiwhco-integration test, the result shows thaktbgist at least one direct
co-integration relationship between financial depehent and economic growth, which means that tbeist a long-term
equilibrium relationship between financial develgoirand economic growth.
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INTRODUCTION

Economic growth is the main driving force to soguabgress, and the financial industry is consideasdhe
leading factor to promote economic growth. For agldime, the economic growth is influenced by fioh
system, and economists pay more and more attetditiis effect. With China's reform and openingamal the
establishment of socialist market economic systém,financial industry plays an increasingly imgart role
in the national economy, which has become the cbmaodern economy [1]. The financial industry neiyo
promotes the development of social investment, dsb has beneficial effect to the optimal allocatiof
capital. Financial development can reduce the ahpgiinsaction cost, and promote the optimizatiow a
upgrading of industrial structure in China at theme time[2]. As China's financial development ahd t
ceaseless rise degree of opening to the outsidépaBhfinancial internationalization process haserme
accelerated stage by stage, and financial institgtihave began carry out international operatiatively[3].
The continuously improvement of financial systens paovided a strong guarantee to China's steadyarid
growth of economy, which can be discovered in Csimaform and opening-up economic data.

The theoretical study of the relationship betwei@aricial development and economic growth mainlyjude

the financial deepening, financial constraints tiyefinancial structure and financial functions these aspects.
R.I. Mackinnon and E.S. Shaw are representativeinahcial deepening theory, and Mackinnon proves t
developing countries generally exist governmenernvéntion in the financial situation through the deb
which has led to the inhibition of financial devpitoent in the developing countries and financialteysis
difficult to achieve its capital allocation functip thus reduced the stimulation effect of econorhy[4
Muhammad Shahbaz (2013) investigates the relatipnbletween energy use and economic growth by
incorporating financial development, the resultwhdhat there is also bidirectional causality exigetween
financial development and economic growth [5]. dgyeGreenwood (2013) test how important is financial
development for economic development by using dlgasate verification model. The result shows thhbut
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29 percent of U.S. growth can be attributed to tedhigical improvement in financial intermediatioit;
suggests that financial intermediation is importdot economic development [6]. Jake Kendall (2012)
investigate the connection between banking seawelbpment, human capital, and economic growtmidn
districts by using unique, district-level, econongiowth data. The result shows that the bankindosde an
important component of national growth [7]. Georddua and George Marbuahb (2013) investigate the
long-run growth effects of financial development Ghana; they find that the growth effect of finaalci
development is sensitive to the choice of proxytiBthe credit to the private sector as ratios toPGIhd total
domestic credit are conducive for growth, while ddo money stock to GDP ratio is not
growth-inducing[8].Muhammad Shahbaz,ect (2013) dram the linkages among economic growth, energy
consumption, financial development, trade openaessCO2 emissions over the period of 1975Q1-201ihQ4
case of Indonesia. The results confirm that theiabd@s are co-integrated; it means that the long ru
relationship exists in the presence of structurabks[9].

Chinese scholar Meng Meng (2003) proves that Céifiaancial deepening promotes economic growthhin t
long-term based on the Grainger function[10]. Raaosheng, Zhang Zongyi and Feng Jun (2002) point out
that China's financial development has limit inflege on economic growth, but the more performance is
economic growth promote financial development tlgtouheir empirical research[11-12].For the finahcia
structure theory, Chinese scholars Ai Hongde (20€4) that the eastern region of China financial
development has the boost effect to the economgutir the study, but economic growth is inhibited by
finance in the western area[13]. Xin Xiangjing, Wuifang and Wang Zheng (2008) point out that effect
financial structure, which can realize financiahétion will promote the economic growth; Wan Xinghn
Huang Jingbo and Xu Lijun (2011) raise China's eamstdium and western regional financial structurewd
match the economic structure[14-15]. The schol@séarch results show that China's financial deraknt
has certain stimulation effect to the economic ghgvbut the effect of finance development to ecopam
different in different regions and economic level.

EXPERIMENTAL SECTION

2.1 Data collection and evaluation index

In order to analyze how the financial developmédfgat on the economic growth, we use STATA 12.Gwafe and
make a statistical analysis of financial ratios #&otél domestic economic data from the year of 1802013.The
main indicator to gauge a country or regional fitiahdevelopment level is financial interrelatiatio (FIR), which
refers to a country's total financial assets amshemic volume ratio, and the formula can be exgess:

FIR=F, W, = 8 Qly+ 70+ y) +1)tfiy + gfL+ 1)+ €]+ 61+ g2 -1 @)

Economic significance of each symbol is represebtethe formula is:F represents the area of firenassets;W
represents region economy gross; usually use GDeafoulationf3 represents capital output ratio, and the output is
equal to the ratio of capital, namely "capital dimént ";y represents the growth rate of GRPepresents the rate of
inflation;n represents external financing ragiegpresents ratio of stock, bonds, options andrdthancial products

to GDPA represents financial institutions to non-finandiatitutions financial products assets r&iogpresents
foreign net creditor rate, which is expressed a&srdtio of foreign financial capital to the finaaciamount
represents price sensitive financial assets fatiepresents asset price fluctuation ratio.

So that we can get the financial development ifskesed on this method. The data of GDP is colleftted Beijing
statistic year book and Caixin database, perioch fi890 to 2013. We also undertake log processigt®, noted as
LnFIR and LnGDP.

2.2 ADF unit root test

The unit root test was first put forward by Daviitkey & Wayne Fuller, so it is also called DF td3f test is a
basic method in stationarity test, if we have a eled:

Yo = oYy t 4 (2)

DF test is the significance test to the coefficidfito<l, when T-o, p ' -0, that means the impulse will be
reduced when the time is increased. Howevepzi, the impulse will not be reduced with the time,tbat this
time-series data is not stable. The basic DF testetncan be written as:
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Y =B +t5t+ (1+ J)Yt—l T U 3)

If we add the lagged variable Ay, in formula 10, then it will be called the augmehf@ickey-Fuller test, so that
ADF test model can be written as:

AY, :ﬂ1+ﬁ2t+aYt—1+aizAYt—i t& (4)

i=1

Data stable is the premise of establishing VAR matleaugmented Dickey—Fuller test (ADF) is a fest unit root
in a time series sample. We use ADF unit root tieshspect LnFIR and LnGDP, the result as is shawtable 1.
Through the test results we can see that LnFIRLa&DP are non-stationary,then we test on d.LnFIR dhnGDP
and demonstrate that they are stable, so we c&hthaiVAR model and use granger test and cointegréest.

Table 1: Augmented Dickey—Fuller test (ADF)

Variable|Test Statisti|{1% Critical Valu¢§5% Critical Valu§10% Critical Valu{ Result
LnFIR -1.677 -3.709 -2.983 -2.623 Unstable
LnGDP 0.585 -3.709 -2.983 -2.623 Unstablé

D.LnFIR| -3.721 -3.709 -2.983 -2.623 Stable

D.LnGDH -3.569 -3.709 -2.983 -2.623 Stable

2.3 VAR model

Vector auto regression (VAR) is a statistical magkgtd to capture the linear interdependencies ammitigple time
series. An estimated VAR model can be used forclsting, and the quality of the forecasts can deggd.VAR
model is the simultaneous form of autoregressivdahd VAR (p) model of a time series y (t) has then:

AYry =AYy HHIF A Y T € (5)

In this paper, | use AIC, SC criterion to identihe lag length. From the result, we can get thamiimimum AIC is
in lag 2, so | choose lag 2 as the lag length. Tiverbulid the VAR model of LnFIR and LnGDP as:

LnGDP = 1325+ 205LnGDR_, - 1187LnGDR_, + 0942LnFIR,_, — O457LnFIR _, (6)

LnFIR=-125+ 0233LnFIR_, + 0204LnFIR_, + 0448L.nGDRE_, + 059L.nGDR_, (7)

According to the formula (16), it can be seen tihat effect is financial development promotes ecanognowth.
LnFIR at lag 1 period increased one percentageddaa LnGDP growth by 0.942 percentage, LnFIR gt2gperiod
increased one percentage can drive LnGDP growtif0 87 percentage, so the effect of financial dgwslent on
economic growth is obvious. Financial developmelttitpromote the growth of the GDP in short time} financial
development will decrease the growth of the GDEhénlong time. According to the formula (17), indae seen that
the economic growth can also promote financial tgraent, and LnGDP at lag 1 period and the 2 pdriotkased
1 percentage will drive the LnFIR increased by 8.4hd 0.59 percentage respectively. Therefore ndiah
development and economic growth have direct mygrahotion effect.

In order to analyze the relations between finaraéalelopment and economic growth, we use grangesatity test to
analyze this VAR model, the result is shown ing¢ablFrom Table 2, we can get that LnFIR is theaeds LnGDP,
which means financial development is the reasagctmomic growth increase. At the same time, LnG®Roi the
reason to LnFIR, so that economic growth is als rbason to financial development; this is alsoesamthe

conclusion above.
Table 2: Granger causality test

N

Equation| Excluded chi2 df  Prob>ch
LnFIR LnGDP 17.716] 2 0.000
LnGDP LnFIR 32.897] 2 0.000

At the same time, we take Johnson co-integratict te analyze the long-term relations between fir@n
development and economic growth, the results isvehio table 3.Co-integration is a statistical pnapeof time
series variables. Two or more time series are tgiated if they share a common stochastic dfitiyd or more
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series are individually integrated but some lireambination of them has a lower order of integratihen the series
are said to be co integrated.

Table 3: Johnson Co-integration test

Rank | Parms LL Characteristic Statistic 5% Significant
Value level
0 6 66.98959 20.9545 15.41
1 9 76.801423 0.64400 1.3309* 3.76

According to the results, there exist at least dinect co-integration relationship between finahdevelopment and
economic growth, which means that there exist g-tenm equilibrium relationship between financiavdlopment
and economic growth.

2.4 Impulse-response analysis

According to the results above, we can get thatetlexist a long-term equilibrium relationship betwefinancial
development and economic growth, and financial kgweent and economic growth is the reason to ecanom
growth, also the VAR model is stable. In order tmlsze the VAR model, | use Impulse-response foncand
cholesky variance decomposition, the results isvaha figure 1 and figure 2.

result: LnFIR -= LnGDP result: LnGDP -> LnFIR
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Figure 1. Impulse-response analysis
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Figure 2. Cholesky variance decomposition

From figure 1, we can get that when LnFIR receigad unit impact, it will lead LnGDP increase cuthenLnGDP
will reach the max at t=4 period and begin to lablst then. It illustrates there is long-term effeetween financial
development and economic growth. At the same timteen LnFIR received one unit impact, it will lead@GDP
decrease currently, and return to the basic sitmatt t=4 period. According to the impulse analyssults, we can
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get that financial development will significant luiince economic growth, so that it is importantetdance the
innovation of financial development. The choleskgriance decomposition also shows the same redhdt, t
contribution degree of LnFIR to LnGDP is graduatgreased. From figure 2, we find the contributaeygree of
LnFIR to LnGDP at t=1 period is 0, and then inceshgradually from setp 2, finally increased to 44 &t t=8 period.
At the same time, the contribution degree of LnGDRNFIR is 39.52% at t=1 period, then increased la@come
stable from step 2, the contribution degree in pe8iod is 72.13%.This means that financial develpirhas a
important contribution degree to economic growtid ean be used to explain the economic growth.

CONCLUSION

Above all, there are long-term interaction effebttween China's financial development and econagroevth.
Financial development can promote economy to gromticuously, and the economic growth can also ptertioe
development of finance, and financial developmemd @conomic growth have long-term stability of naltu
promotion relationship. According to the data of9Q%o 2010, it can be figured out that effect ofaficial
development prompting economic growth in 2005 carfdund gradually after 2006. Financial developnieag a
certain lag effect to economic growth. Considering importance of financial development, it is reseey to pay
more attention to the development of financial stdy and optimize capital configuration, improvee tnew
technology industry and improve policy orientedustly financing capacity, in order to promote Chirfinancial
structure optimize ceaselessly. China also neegsyoattention to the degree of financial developinghould be
suitable for the local economic development lemedlifferent regions, and avoid excessive finandalelopment at
the same time.

Because there is long-term interactive relationg@pveen financial development and economic growthshould
support financial industry, and draw lessons froternational financial crisis at the same time, andure that the
speed of financial development and economy is doated. Otherwise China need to strengthen financia
supervision, optimize the financial structure can#lyy and continue to promote financial reformpider to improve
the efficiency of the financial system, and drieemomy steady, fast development.
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