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Abstract 
In the last few decades, the relationship between finance and economic growth has 
received much more attention. According to King and Levine (1993), economic growth 
is highly correlated with financial development. Furthermore, Adusei (2013) reported 
that there is a bi-directional causal relationship between finance and economic growth 
in 24 African countries. As China’s economic reform has since 1978 been fully launched, 
the Chinese capital market began to form in the 1980s and continued to develop for 30 
years. Since 2018, the Chinese capital market has become the second-largest capital 
market in the world (Hu, Pan and Wang, 2018). This study will argue the correlations 
between capital market development and economic growth in China. The results show 
that economic growth is positively correlated with the Chinese capital market 
development. Additionally, this study concludes that the expansion of the stock market 
also follows economic growth. In other words, there exists a bi-directional causality 
between capital market development and economic growth in China. Therefore, any 
efficient and vigorous implementation of policies directed at any of the two could be 
beneficial to China. This essay will be organized as follows: firstly, the related literature 
will be reviewed; secondly, an overview of the origin and development of the Chinese 
capital market will be described; additionally, the empirical experiment will be designed 
and discussed; furthermore, the empirical results will be showed and analyzed. In short, 
this study could not just investigate the impact of financial development on economic 
growth, trying to explain economic growth in recent ten years, but indicate whether 
strong economic strength can supply a great impetus to develop the capital market. 
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1. Literature Review 

There exists a voluminous literature studying the relationship between capital market 
development and economic growth. The most significant early contribution to financial and 
economic development came from Joseph Schumpeter who argued in 1912 that financial 
systems development could promote economic growth (2003). In 1993, King and Levine 
empirically verified Schumpeter’s view, using data on 80 countries over the 1960-1989 period. 
Moreover, Mishra et al. (2010) appraised the impact of the capital market efficiency on the 
economic growth of India using time series data from 1991 to 2010. The study reported that 
India’s capital market can contribute to economic growth due to high market capitalization and 
market liquidity. 
Using regression and VAR models, Brasoveanu et al. (2008) empirically investigated the link 
between capital market development and economic performance in Romania. Their study 
showed that capital market development could positively promote economic growth, with a 
strong feedback effect, meaning that financial development also follows economic growth. 
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Besides, Adusei (2013) applied the panel GMM model to examine the finance-growth nexus in 
24 selected African countries. The results from the Pairwise Granger causality test suggested 
that there is a bi-directional causal relationship between financial development and economic 
growth in the study countries. 
However, some researchers hold the opposite view that the positive relationship is weak or 
even negative. For example, Chakraborty (2008) adopted Engler-Granger and Johansen 
techniques to point out that there is a negative link between stock price volatility and industrial 
growth rate in India. On the other hand, causality test results suggested that causality runs from 
the GDP growth rate to stock market capitalization, meaning that economic growth will impact 
financial development, but the estimated coefficients are rather small in magnitude. And thus, 
the correlation between finance and economic growth is weak. 
To sum up, the relationship between economic growth and capital market development 
remained an important subject of debate among scholars. There is currently increasing 
literature concerning the relationship between finance and economic growth. Nevertheless, the 
research for socialist developing countries with a relatively short history of capital market 
development like China is very limited. 

2. Chinese Capital Market: An Overview 

Although the Chinese capital market has a relatively short history of development, it has 
experienced remarkable growth and is currently the second-largest in the world only after the 
United States (Hu, Pan and Wang, 2018). This section describes those momentous events that 
occurred during the development course of China’s capital market. 
The early Chinese capital market emerged and began to grow from the late 1970s to the early 
1990s. With the advancement of economic reform, enterprises’ demand for funds is gradually 
diversified, becoming the economic soil of China’s capital market. In the early 1980s, several 
small state-owned and collective enterprises in the city began to take a variety of joint-stock 
attempts, and thus the original stock began to appear. For example, FEILO ACOUSTICS CO., 
LTD.SHANGHAI, founded on November 18, 1984, was the first joint-stock company in New 
China. Its establishment marked the start of China’s joint-stock system reform. After that, 
Shanghai Stock Exchange and Shenzhen Stock Exchange were established in November 1990 
and April 1991 respectively, which immensely improved the concentration and efficiency of the 
stock trading. 
The unified national capital market was initially formed during 1993-1998. In October 1992, 
the establishment of the China Securities Regulatory Commission (CSRC) marked the 
integration of the capital market into a unified regulatory framework. Since then, relevant laws 
and regulations have been continuously promulgated such as the Interim Regulations on the 
Administration of Stock Issuance and Trading, the Interim Measures for prohibiting Securities 
Fraud, and the Company Law. Hence, the national capital market began to develop in a 
standardized way. 
Chinese capital market gets further regulated and realizes tremendous growth from 1999 to 
now. For instance, the implementation of the Securities Law in 1999 and the revision of 
Securities Law and Company Law in 2006 laid a solid legal foundation for the standardized 
development of this capital market. Meanwhile, continued progress was made in building a 
multi-tiered capital market system: Small and Medium Enterprises Board, Growth Enterprise 
Board as well as Science and Technology Innovation Board started to trade in 2004, 2009, and 
2019 respectively. By 2019, the aggregate market capitalization of listed companies in China 
has exceeded 50 trillion yuan. The huge funds raised by the capital market were provided for 
much more enterprises of different sizes, industries, and stages of development. 
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From the first joint-stock company FEILO ACOUSTICS CO., LTD., to now 4750 listed companies, 
China’s capital market has gone through the development process of more than 100 years in 
many developed countries in just over 30 years. 

3. Data and Methodology 

3.1. Data Selection 
The study investigates the correlations between the capital market development and economic 
growth in China on time-series data from the first quarter of 2010 to the last quarter of 2019, 
i.e., 40 observations. Table 1 lists all the variables used to measure the Chinese capital market 
and economic growth as well as their corresponding notations. 
 

Table 1. Variables and Notations 
Variables Notations 
Capital market variables Market capitalization MCN 

MCR 
Number of listed shares NLS 
Trading volume TVN 

TVR 
Number of traded shares NTS 
Liquidity proxy NLI 

VLI 
Economic growth variables Gross Domestic Product GDP 

GDPR 
GDPRG 

 
As shown in Table 1, capital markets can be measured in two dimensions: size and liquidity. 
Also, these two dimensions are determined by several factors as follows. 
Size variables: market capitalization in nominal (MCN) and real (MCR) values, as well as 
number of listed shares (NLS); 
Liquidity variables: trading volume in nominal (TVN) and real (TVR) values, number of traded 
shares (NTS) as well as two liquidity proxies (NLI and VLI[9]). 
In this study, the following capital market variables were selected to investigate: 
the real market capitalization (MCR), used for eliminating the inflation effect; 
the real trading volume (TVR); 
the first liquidity proxy (NLI), expressed as the ratio between the number of traded shares and 
the number of listed shares. 
For these selected variables, this research uses the sum of data in both Shanghai and Shenzhen 
stock exchanges, collected from Eastern Wealth Choice Database. 
Moreover, economic growth is measured by the real gross domestic product. The Gross 
Domestic Product at Constant Prices (GDPR) was directly obtained from National Bureau of 
Statistics of China. According to previous literature (e.g., Brasoveanu et al, 2008; Ly, 2011), it 
was a standard practice to use the natural logarithm of GDPR as the proxy for economic growth. 

3.2. Research Methodology 
The purpose of this study is to analyze the correlations between capital market development 
and economic growth in China. The computational methods used in this research are multiple 
linear regression model and vector autoregression (VAR) model. 
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In this study, the selected regression function was: 
 

𝒍𝒏(𝑮𝑫𝑷𝑹𝒕) = 𝜶𝟎 + 𝜶𝟏 𝒍𝒏(𝑮𝑫𝑷𝑹𝒕 𝟒) + 𝜶𝟐𝒍𝒏 (𝑴𝑪𝑹𝒕)+𝜶𝟑 𝒍𝒏(𝑻𝑽𝑹𝒕) + 𝜶𝟒𝑫𝒕 + 𝜺𝒕 
 
Besides, a vector autoregression (VAR) model was constructed to analyze: 
 

𝒍𝒏(𝑮𝑫𝑷𝑹), 𝒍𝒏(𝑴𝑪𝑹) 
 
With the optimal lag-order for endogenous variables. And then, the Granger causality test was 
used to analyze the Granger-cause between capital market development and economic growth. 
As mentioned in 3.1, 𝐺𝐷𝑃𝑅  is the real gross domestic product at the investigation period t (a 
proxy for economic growth), 𝑀𝐶𝑅  is the real stock market capitalization at t, 𝑇𝑉𝑅  is the real 
trading volume at t. All the time-series data are expressed in the form of their natural 
logarithms. In addition, it can be seen from raw data that there exists a seasonal change of the 
quarterly real GDP. Thus, dummy variable D was added into regression models to eliminate the 
seasonal effect for the fourth quarter. 
StataSE version15 was used in this study to construct these models and analyze the data. 

4. Results and Discussion 

Firstly, the selected regression model was tested. The results are presented in Figure 1. 
 

 
Figure 1. Multiple Regression Model Results 

 
The estimated regression equation is given by, 
 

𝒍𝒏(𝑮𝑫𝑷𝑹𝒕) = 𝟏. 𝟐𝟕𝟐𝟏𝟖𝟕 + 𝟎. 𝟔𝟒𝟔𝟑𝟒𝟔𝟖 ∙ 𝒍𝒏(𝑮𝑫𝑷𝑹𝒕 𝟒) + 𝟎. 𝟑𝟏𝟏𝟒𝟒𝟕𝟖 ∙ 𝒍𝒏 (𝑴𝑪𝑹𝒕)
− 𝟎. 𝟎𝟗𝟏𝟔𝟏𝟔𝟕𝟗 ∙ 𝒍𝒏(𝑻𝑽𝑹𝒕) + 𝟎. 𝟏𝟔𝟏𝟔𝟕𝟗 ∙ 𝑫𝒕 

 
The results show that R2 for the equation is 0.9584, quite close to 1, indicating that the fitting 
effect of this selected multiple regression model is excellent. Besides, the indicator to quantify 
economic growth ( 𝑙𝑛(𝐺𝐷𝑃𝑅) ) is positively correlated with stock market capitalization, 
measured by 𝑙𝑛(𝑀𝐶𝑅). On the other hand, economic growth is slightly negatively impacted by 
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the trading volume on the capital market. However, compared with the estimated coefficients 
of other variables in this equation, the coefficient of the trading volume variable (-0.09161679) 
is small in magnitude, reflecting that the negative relationship between trading volume and 
economic growth is rather weak. Therefore, the expansion of capital market size has a 
significant role in promoting economic growth in China. 
Furthermore, this study performed a VAR model for 𝑙𝑛(𝐺𝐷𝑃𝑅) and 𝑙𝑛(𝑀𝐶𝑅), and did Granger 
casualty test to find out which of these two variables is the other’s Granger-cause. A vector 
autoregression analysis with 4 lags was performed, which is the optimal lag-order. The results 
of Granger casualty test are shown in Figure 2. 
 

 
Figure 2. Granger Casualty Test Results 

 
According to Figure 2, the p-value (0.000) does fall within the rejection domain of the 5% 
significance level when the market capitalization variable (𝑙𝑛(𝑀𝐶𝑅)) is excluded, so the null 
hypothesis (stock market capitalization growth could not influence GDP growth) can be 
rejected. In other words, the expansion of the capital market impacts economic growth. 
Similarly, if the indicator of qualifying economic growth (𝑙𝑛(𝐺𝐷𝑃𝑅)) is excluded, the p-value 
would be 0.034 within the rejection domain of the 5% significance level, meaning that we can 
reject the null hypothesis (GDP growth could not influence capital market development). 
Therefore, the GDP growth also influences the capital market development, suggesting that 
there exists a bi-directional Granger causality between these two variables. 
In brief, the empirical results prove that the Chinese capital market development does spur real 
economic growth, and simultaneously economic growth can influence financial institutions to 
change and develop, and thus facilitate financial development. 
This essay not only finds a justifiable explanation of the Chinese economic growth in the recent 
ten years but also proves that strong economic strength is a way to supply a great impetus to 
develop the capital market. In the future, it is entirely possible for the Chinese government to 
use these findings practically to adjust macroeconomic trends as well as manage the national 
capital market by implementing economic and financial policies. 
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