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Abstract

The Hong Kong economy hos been oble to maintoin consistent growth
for a.longer period of time under morket mechonism. On the finonciol
development front country has performed well ond occupied the
finonciol copitol stotus of Asion region. Even the recent concept of
offshore local currency bond (dim sum bonds) lounch of China is
mostly focilitoted by Hong Kong due to proven copobilities on
finonciol performonce. Theoreticolly, the healthy finonciol system
creates the mossive scope for economic growth ond development
however empirical findings ore yet to confirm the orgument. In this
regord, the present study tries to identify the impact of financiol
deepening on economic growth of Hong Kong. The ARDL bounds-
testing opprooch confirms thot there is the short-run as well os long-run
relationship between finonciol deepening ond economic growth in
Hong Kong economy.

Keywords: Finoncial deepening, economic growth, principal
component onolysis, ARDL bounds test approoch.

Introduction

The adverse consequences of recent global financial crisis have been
very well pronounced worldwide. This crisis hos intensified the
discussion for diognosing the behavior of financial system ond its
contogion effect in on economy. Moreover, the development
economists have frequently expressed their views obout the role of
finoncial sector in addition to the primitive inputs such os lobor force
ond technological progress in determining the economic growth. It is
evidenced that finonciol system mobilizes the individual’s savings,
overcomes the asymmetry of information ex-onte ond principal ogent
problem ex-post, ameliorote the liquidity risk, focilitate in risk
diversification ond provide ease in tronsoctions (Levine, 1997). The
role of finoncial system in economy is extended towords the
accumulotion of copitol ond strengthening the technological
capobilities.

Hong Kong is considered the most promising industrial stote of the
world. Hong Kong lounched the economic reforms in eoarly 1970s
torgeting mojor segments of the system for overoll economic
development. The economy witnessed improved growth after mid of
1970s as it had ottoined the growth rote of 12 percent during 1976-80.
The exponsion of textile ond clothing had been the key choracteristics
of'the economy in late 1970s (Cheng, 1984). In early 1980, Hong Kong
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had foced the problem of protectionism, peripheral
competition and rising labour cost, but diversificotion nature
of'the economy ot that time proved to be very beneficial (So,
1986). On the financial front, Hon Kong bonking system had
been regulated by strict administrotive direct control like
interest rates, licensing for new entronts etc. With the
exponsion of the economy in later 1970s, Hong Kong felt the
need of developed finonciol system to cater the growing
demond of credit for profitoble projects. In this process
major finoncial sector reforms were put in place with the
target of deregulating the interest rote, creating o healthy
competition among privote players, effective monitoring,
etc. As a result, there wos the ropid exponsion of finonciol
sector with the number of bonks hos increosed from 431 in
1970to0 1043 in 1980. In late 1970s, Hong Kong had attained
the stotus of finonciol copitol of Asio, ond third lorgest
finonciol centre of the world preceded by New York ond
London (Chung, 1983). Opting Hong Kong os the world
centre instead of Jopon ond Taiwon was the outcome of its
liberal stote policies. These policies were charocterized with
free flow of international funds ond no discriminotion
ogainst foreign operotors. Further, it led to drostic increose in
the number of foreign licensed banks in the city. The liberal
policies of the economy were proved sound for the economy
os significont omount of funds hod flowed in the system by
internotionol investors. Initiolly the funds were chonneled
towords the reol-estote but loter on the high liquidity
generated from the sole of property focilitoted the
construction of mossive infrostructure projects which
accomponied its export industrialization structure (So,
1986). In light of this information, it con be orgued thot one
of the functions of the finonciol system, tronsmitting the
funds towards profitable projects, had been wotched over
way back in the early 1980s. It puts forth oo motivation to us
to identify the other roles (mentioned earlier) of the finonciol
system in the ongoing economic environment. Moreover,
Hong Kong economy, which is charocterized os open market
driven economy, hos been oble to maintoin consistent
growth for o longer period of time. In recent years, the
economy hos procured the growth rate of 5 to 6 percent. It
gives on immense opportunity to empirically exomine the
importonce of finonciol system in sustoining such high
growth trojectory ond more importontly draws our ottention

in finding the relationship between financiol deepening ond
economic growth in the environment of morket generoted
activities.

Economic Performance of Hong Kong

The growth performonce of Hong Kong economy had been
very impressive os economy mointoined the averoge growth
of 13 percent in GDP during 1960-65. However o holt in
growth performonce had been witnessed during 1965-76
with growth figures were to the tune of 7 percent. With
significont jump during 1976-80, the economy ogoin
maintoined the growth oround 7 percent till lote 1980s. But
economy hod witnessed the great impoct of Asion finonciol
crisis of 1997-98 as the growth momentum wos broken out
ond economy reached to the minimum growth of less thon 3
percent by late 1990s. Since then the growth performonce
has improved. The country hos consistent saving behovior
which helped to realize the investment gools os reflected
through stoble copital formation for past couple of decades.
Country hos performed well on external front with surplus
current occount balonce ond significont capitol inflows. In
the recent past (2011-15) the economic fundomentals have
noticed decline compared to previous period. In foct the
impoct of recent global finonciol crisis is olso visible in
Hong Kong economy.

Financial Development Profile of Hong Kong

Finoncial Development Index (FDI) 'is compiled by World
Economic Forum, published under Financial Development
Report 2010.* As per the report first ronks are secured by US
ond UK becouse these are the most developed countries
olong with the developed finonciol systems comprising
various innovotive financial products. However some Asion
economies olso occupied better ronk os Hong Kong ond
Singapore ottoined third ond fourth position, respectively in
overall ranking of FDI of 52 countries. There is significont
improvement in the ronking of Hong Kong economy in 2009
compared to the tenth ronk in yeor 2008. The higher ronk
meons the growth of almost oll the seven pillars of finoncial
development, but the strongest improvement for Hong Kong
is observed in the finonciol intermediotion porticulorly
derived from its efficient bonks, initiol public offer and
mergers ond ocquisition activities.

Table 1: Economic Performance of Hong Kong

Percentage of GDP
Year GDP Growth* GFCF GDS CAB FDI
1960-65 13.0 342 243 - -
1966-70 6.7 19.5 24.9 - -
1971-75 7.7 22.6 29.4 - -
1976-80 11.7 26.6 335 - -
1981-85 5.8 26.2 31.6 - -
1986-90 7.8 24.4 36.0 - -
1991-95 5.2 27.9 32.6 - -
1996-2000 2.7 29.2 30.4 4.0 20.2
2001-05 43 229 31.5 9.3 21.8
2006-10 4.0 22.1 31.2 11.5 14.9
2011-15 3.0 23.8 25.4 2.7 12.7

Source: Compilation from WDI and IFS, Note: * Real GDP (US$)
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This report also highlighted the ronking for different pillors
of finonciol systems. In cose of institutional environment,
Hong Kong secured 10th position among the 52 countries. It
stood ot third position in both dimensions such os business
environment ond finonciol intermediories dimension
porticulorly in bonking sector. From finoncial stability front,
the country achieved 2nd position in controst to the United
States ond United Kingdom whose respective positions ore
39th ond 46th respectively, cleorly indicoting finonciol
instobility in these developed economies. For the finonciol
market dimension, top position is achieved by USA, while
Hong Kong maintained 5th position. The seventh and lost
pillar of finoncial systems is related to size, depth ond occess
of finoncial systems. In this pillar the country is dominoting
omong the Asion countries with 2nd ronk. The index wos
ogoin compiled in 2013-14 with brooder dimensions of
finonciol system, ond Hong Kong occupied the 9th position
(os compored to 8th position of Japon) obove thon other
gionts such as Germony ond Singopore. “This remarkoble
performonce of finonciol system of Hong Kong gives o
motivation to exoamine the relationship between finonciol
deepening ond economic growth. The study is orgonized os
follows: the next section briefly reviews the theoretical ond
empiricol literature reloted to finoncial development ond
economic growth. Third section describes the methodology
used in the study. Fourth section discusses the empirical
findings of the study ond finolly concludes the discussion.

Review of Literature

In recent years a vost aomount of literature hos emerged who
tried to highlight the theoretical rational of finonciol system
in real economy, ond olso quontified the relotionship
between finonciol development ond economic growth for
various reosons. Schumpeter (1912) orgued thot well-
functioning bonks ore oble to finonce the profitoble
investment projects. Gurley ond Shaw (1955) highlighted
the investment efficiency role of finoncial intermediories.
The efficient ollocation of investment leads to increose in
returns to copital ond so increoses the copital occumulation
os well as savings. McKinnon and Shaw (1973) pointed out
the finoncial liberalization ospect ond contended that high
interest rote induces the sovings thot increases the volume of
investment ond hence influences the growth. Such benefit is
found missing in financiol repression system of interest rate
ceiling os it rations the credit. Greenwood ond Jovonovich
(1990) hod observed the copital occumulotion role of
finonciol system. Financial system primorily focilitote in
tronsmitting the savings from households to productive
units, ocquiring information obout profitoble investment
projects ex-onte, monitoring ond exerting corporote control
ex-post, diversifying the risk ond eosing tronsoctions
(Levine, 1997). Besides, some models focused on the role of
finonciol system towords monogement of liquidity risk
(Diomond & Dybvig; 1983).
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Vorious empirical studies have been corried on to identify
the relotionship between finonciol development ond
economic growth. Goldsmith (1969) concluded thot the
developed financial system particularly financial
intermediaries explain the economic growth. The flood of
empirical studies to test the relotionship in some line come
into existence in 1990s. King oand Levine (1993) hod been
one of the prominent studies of this period. They concluded
that vorious meosures of finonciol development is positively
ossociated with the economic growth. Also, it wos found thot
the predetermined component of finonciol development is o
good predictor of long-run growth over the next 10 to 30
years. Moreover, higher level of finonciaol development is
strongly associoted with future rotes of copitol accumulotion
ond future improvements in the efficiency with which
economies employ copital. It wos interpolated thot finonce
not only follows the growth but predicts long-run economic
growth also.

Further, King ond Levine (1993b) gave emphosis on the
productivity growth ond copital accumulation role of
finonciol development. They concluded thot there is
significont relationship between the financiol development
meosures ond long-run per-copita growth, capitol
occumulation ond productivity growth. Focusing on
investment hypothesis of finonciol development, Gregorio
ond Guidiotti (1995) orgued thot the tromsmission from
financiol development to economic growth is becouse of
efficiency, rather thon the volume of investment. Further,
empiricol studies focused on stock moarket developments
ond contended thot there is close relationship between the
stock moarket ond bonks, non-bonk finonciol institution,
pension funds ond insuronce componies (Demirguc, Kunt &
Levine; 1996a, 1996b). Also it wos orgued thot
predetermined component of stock market development is
positively ond robustly reloted with long-run economic
growth (Levine & Zervos; 1996). Levine & Zervos (1998)
found on importont empirical relotionship between stock
moarkets ond economic growth. They concluded that stock
moarket liquidity ond bonk development ore positively ond
significantly correlated with economic growth, caopitol
accumulation ond productivity increment.

Research Methodology
Data and Resources

To investigate the relationship between finonciol deepening
ond economic growth for Hong Kong, onnual time series
dota is used. The somple period of the study ronges from
1990 to 2008 based on the consistent availability of data for
the finonciol indicotors. Existing literoture give due
weightoge to both dimensions viz. institutionol ond morket-
based environments for measuring the finoncial
development. In finoncial system the finoncial instructions
ond finonciol morkets work os complimentory of each other.
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The finonciol morkets ploy o cruciol role in ameliorating the
liquidity risk ond focilitate risk diversification. It
necessitates including these roles of risk omelioration
among the indicotors of financial development. These roles
ore embodied in the morket size, morket octivity ond morket
efficiency. The present study has quontified the finonciol
deepening by considering the various dimensions of both the
environments. These dimensions of finoncial development
are discussed os follows:

On the front of finoncial institutions, the size of finonciol
intermediories is measured through the relotive figure of
liquid liobilities in terms of economy size. Two ospects ore
importont, one is how much credit is extended to the privote
players out of total credit ond second is the size of privote
credit in the economy. The allocation towards private sector
is presumed to have relatively more implicotions towords
the efficient utilizotion of finonce (Levine, 1997). The bonk
credit to private sector s percentage of GDP measures the
octivity of financiol intermediaries (Beck et al., 1999). The
quontity os well quality forms mojor chunk of finoncial
development. Here two variobles PRIVATE (rotio of credit
allocated to private enterprises to totol domestic credit) ond
PRIVY (credit provided to private enterprises os % of GDP)
are considered.

On finoncial morkets side, the market size is quontified by
morket copitalization as share of GDP (Levine & Zervos,
1998). Market octivities are reflected by, stock traded volue
ratio (STVR) (volue of domestic equities traded on domestic
exchonge to the GDP income) (Kunt & Levine, 1999).
Turnover ratio (TR) (volue of trodes of domestic equities to
market copitalization) coptures the efficiency dimension of
finonciol morkets. In o nut shell, the present study utilizes
liquid liobilities, private credit out of total credit, private
credit in relation to GDP, bonk credit to private sector,
market copitalization, turnover ratio ond stock traded volues
for measuring the finonciol deepening. An oggregote index
is compiled to present the multidimensional dota into single
varioble using the principol component onalysis technique.
Economic growth is measured through real per-copito GDP.
Other controlling voriobles to the growth models are real
gross fixed copitol formation on indicotor of productive
copogities, ond trade to GDP ratio o proxy for exposure of
economy towords rest of the world. The dota sources ore
World Development Indicators (World Bonk) ond
Internationol Finoncial Stotistics (Internotional Monetory
Fund).

Method of Analysis: Auto-Regressive Distributed Lag
Model

The co-integration model for estimating the long-run
relationship omong the select variobles wos first designed by
Engle ond Gronger (EG 1987) for two voriobles followed by
Johonsen & Juselius (JJ 1990) for more thon two variobles.
The key point to note here is that oll the voriobles in the co-
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integroting regression must be integroted of same order.
Moreover, it is not necessory the economic variobles to be
co-integrated despite the some order of integration. Here we
are confronted with mojor problem is thot the economic
variobles may not be integrated of same order. Also EG ond
JJ techniques ore offected by small somple. In light of these
problems outoregressive distributed log model (ARDL)
bounds testing approoch to co-integrotion developed by
Pesaren et ol (2001) has advontoges that it con be opplied
irrespective of integration properties of the economic
variobles (either level or first difference stationory) (Pesoron
ond Pesoron, 1997). Further, ARDL consider sufficient
number of logs to copture the dato generoting process in
general to specific modeling framework (Lourenceson &
Chai, 2003). Moreover, ARDL technique is for superior thon
the JJ co-integration technique (Pesoron & Shin, 1999).

Suppose we wont to test the co-integration between two

variobles X ond Y. For the purpose, following equation is

specified: ) ,

AYi=Bo+ Dy, AY,, +> $AX, +01Yur+0Xute (1)
i=1 i=1

Where B0 is drift term, A is difference operator and st

denotes the white noise.

ARDL opprooch is two steps process where our first concern
is to identify the long-run relationship omong the underlying
variobles using F-statistics and if exists then to estimote the
coefficients of long-run relations ond moke inferences about
their volues. If the long-run relotionship exists then
following egror-correction model is estimated:

P
AYi=Bo+ D y,AY,, +> $AX, +oECM.+e )

i=1 i=1
The error correction model result indicotes the speed of
odjustment bock to long-run equilibrium after o short-run
shock.

By toking stock of existing literature following model is
specified to estimate the relationship between finonciol
development ond economic growth.

LY = B, + B FDI + B, LKCAPITA + B3 TR +p  (3)

Where LY is log of real per-copita. GDP, FDI is finoncial
deepening index, LKCAPITA is the log of real gross fixed
capital formation per-copito.ond TR is the trade ratio. fO is
the intercept, Ps ore portial coefficients ond p is the error
term.

Results & Interpretation

The study exploited principal component onolysis o
statistical method for converting the finonciol development
indicotors into a.composite score.

Financial Deepening in Hong Kong

For Hong Kong economy, the size of finoncial system hod
much dominonce of finonciol morkets during 1988-92. For
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the same period the market copitalization wos much obove
the size of the economy ond liquidity wos to the tune of holf
of the GDP (Toble 2). The finoncial institutions were equol
portners to shope the finonciol system os performonce of
institutions wos stognont. The continuous surge in morket
performonce led to overoll development in the finonciol
system. The morket size hos increased whopping from 190
percent of GDP in the period 1988-97 to whopping 356
percent during 1998-2008, mainly the post crisis period of
Asion finoncial shock. Hong Kong might have learned the

Volume 10 Issue 11, May 2018

lessons from the economic shock ond tried hord to moke the
resilient economy towords such shocks. AN improvement
has been noticed in the market liquidity in the post crisis ero.
However the stock market efficiency could not witness the
substontiol improvement. For the similor compaorison for
finoncial institutions, the depth of hod increased
significontly, credit ollocation to privote sector haos
improved ond credit generoted by commerciol bomks hod
remoined stagnont (Toble 2).

Table 2: Financial Development Indicators for Hong Kong (Average Values)

Year MC! TR STVR! M3'  PRIVY' Bank Credit' = PRIVATE
1990-92 129.7 422 50.7 174.9 142.7 133.4 107.0
1993-97 249.5 57.4 134.9 165.7 151.3 144.7 104.6
1998-2002 306.8 49.2 149.0 2213 155.2 140.1 110.8
2003-08 398.2 59.0 238.8 278.5 144.1 136.7 105.8
1990-97 189.6 49.8 92.8 169.1 148.1 140.5 105.5
1998-2008 356.6 54.5 198.0 252.5 149.1 138.2 108.1
1990-2008 277.1 52.3 147.9 217.4 148.7 139.2 107.0

Source: Compilation from WDI and IFS 2009,

In order to know the oggregote performonce of finonciol
system of Hong Kong, study follows the methodology of
Fritz (1984) where PCA is used for exomining the finoncial
deepening of Philippines. In the process of computation of
index, the present study utilizes three foctors bosed on eigen
value criterio which explain 86 percent vorionce of the
communolity. In the onolysis process, the foctor loadings ore
obtained for different foctors. After thot the combined score
to each of the varioble is computed. The combined score is
computed while multiplying the weights of respective
variobles in corresponding foctor with the proportion of thot
factor's Eigen volue ond then odding for eoch factor. The

weights ore obtained with dividing the loodings of
respective varioble by the sum total of loadings in each
foctor.

Toble 3 presents the relotive contribution of finonciol
indicators in the overall index composition. It is observed
that privote credit out of total credit; finonciol morket
efficiency ond liquidity hold significont weights of 14.9, 8.1
ond 3.7, respectively. The size of financiol morkets ond bonk
credit hold negative weights implying their movements ore
not in consistency with direction of other dimensions of
finonciol deepening.

Table 3: Weightage for Financial Development Indicators

Country/Factor Factor 1 Factor 2 Factor 3 Combined Weight
Mmc! 0.77 0.01 -0.49 -5.86
TR 0.58 0.57 0.32 8.13
STVR' 0.93 0.32 0.02 3.66
m3! 0.81 -0.04 -0.30 2.72
PRIVY' -0.26 0.90 0.14 3.43
Bonk Credit' -0.41 0.84 -0.33 -4.84
PRIVATE 0.36 -0.05 0.85 14.87
Eigen values (EV) 2.81 1.96 1.28 6.05
EV Proportion 46.50 32.35 21.16 100.0
Proportion of Communaolity 0.40 0.28 0.18 0.86

Source: Author’ Computation
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Figure 1: Financial Deepening Index for Hong Kong
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Source: Author's Computations.

For the period of 1990 to 2008, the behavior of finoncial
deepening is reflected in figure 1. The country hoad sound
performonce in 1992 os index volue stood ot 112 as
compored to averoge volue of 100. In the subsequent four
years the level of deepening hos seen downfoll ond reached
to lowest level in 1996. The interesting observation is thot
Hong Kong could monotain the finonciol deepening even in

the Asion finonciol period. One point to note thot Hong
Kong's finonciol deepening is sensitive to the finonciol
markets ond every volatility in the morket puts the overall
performonce vulnerable. The index value declined
substontially in 2004 mainly coused by volotility finonciol
market. Since 2004 the finoncial system hos deepened os
reflected in the improved volue of index (Figure 1).

Table 4: Financial Deepening Index for Hong Kong

Year Financial Deepening Index
1990-92 103.2
1993-97 96.3
1998-2002 111.1
2003-08 92.2
1990-97 98.9
1998-2008 100.8
1990-2008 100.0

Source: Author’s Computotions.

On on overoge, Hong Kong’s finoncial system hos been
resilient to the Asion finoncial crisis as observed by stoble
performance before ond ofter the crisis ero. It’s worth
mentioning that the Hong Kong finoncial deepening level is
moinly explained by private credit along with other
primitive finonce indicotors. Herein lays the scope for some
sort of improvement in its volue for further improvement in
the finonciol deepening level. Another lesson is to have o
sound balonce in both the environments. Since privote credit
is importont ingredient for finoncial system, it might have
rendered the improved capabilities of firms to add on the
output ond employment opportunities to the next best level.
This is the mojor enquiry of the study ond next section deals
whether finoncial deepening has resulted into the improved
economic growth of the country.

40

Financial Deepening and Economic Growth in Hong
Kong

The economy hod sustained the high growth rote till mid of
1990s, but the growth was lower for period 1996-2000
might be affected by Asion financial crisis. In the recent post,
the economy has secured the improved growth ond such
performance is considered to be the outcome of economic
ond finoncial sector reforms. In this growth journey, the
importonce of finonciol development is identified with two
fold criterio: one is descriptive analysis; second is diagnosis
of relationship between finonciol deepening ond economic
growth using specified model. Toble 5 presents the behavior
of real per-capito. GDP ond finoncial development index for
Hong Kong in different economic environments. * The
figures of toble 5 does not conform explicit trend pottern
between finoncial deepening ond economic growth.
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Table 5: Economic Growth and Financial Deepening in Hong Kong

Year Yr FDI'
1990-1992 7.06 49.24
1993-1996 25.48 31.82
1997-2000 29.05 76.45
2001-2004 43.80 18.91
2005-2008 87.84 50.16

Source: Author’s Computations.

YT and FDI" are reol per-capita GDP ond Finenciol Deepening Index in scale of 100.

The long-run relationship between finonciol deepening ond
economic growth is examined using the Auto Regressive
Distributed Log (ARDL) bounds-testing opprooch. The first
step of the model is to investigate the integration order of the
series os none of the series should be integrated of order two
or more. In order to check the stationory behavior of the
series, Augmented Dicky Fuller (ADF) ond Phillips Perron

(PP) tests are utilized for intercept model for oll variobles.
The test statistic reported in Toble 6 highlights that most of
the series ore non-stotionory in level form while the first
difference of the series indicates stationory process.
However some series are not stotionory in difference form
bosed on ADF criteria, but the other test statistic indicotes
the stationory behovior of the series.

Table 6: Unit Root Test Statistic for Hong Kong

ADF Test PP Test
Variable Level 1% Difference Level 1% Difference
FDI -2.2960 -1.7758 -1.7632 2.9392°¢
TR -0.0023 2.3368 0.3342 -2.7789°¢
LY 0.2780 -2.5116 0.1847 -3.3025°
LKCAPITA -2.4360 -3.1469" -2.4107 -3.1728"

Source: Author’s Computations. Note: o, b, ¢ indicote statisticolly significont ot 1, 5, 10 percent level

respectively. FDI: financiol deepening index, TR: total trade os percentoge of nominal GDP, LY:

log of

real per-capito GDP, LKCAPITA: the log value of real gross fixed capitol formation per capito.

The results of test stotistic for diognosing the long-run
relotionship omong the economic indicotors ore presented in
Table 7. The F-statistic (13.44) exceeds the upper threshold
volues ond hence provides strong evidence of long-run
relationship among the specified voriobles. The direction of
relationship exhibits thot there is no long-run relationship

while considering finoncial development, trade openness
ond copitol formation os dependent varioble. These results
suggest that finoncial development olong with the
controlling variobles trade openness ond reol investment is
the driving force to the per-capito GDP of the Hong Kong
economy.

Table 7: Diagnosis of the Long-run Relationship

Functional Form®

F-statistic (4,7)

F(LY/FDI, LKCAPITA, TR, D1)
F(TR/LY, FDI, LKCAPITA, D1)
F(FDI/LY, LKCAPITA, TR, D1)
F(LKCAPITA/LY, FDL, TR, D1)

13.4433*
2.5053
2.1446
0.6731

Source: Author’s Computations. Note: * indicates significont ot 99 % confidence intervol

® F(LY/FDI, LKCAPITA, TR, D1 ) denotes thot LY is exploined by FDI, LKCAPITA, TR ond

finoncial crisis period ond so on.

Dummy of Asion

7 The critical values are 1(0) = 4.385 and 1(1) = 5.615 at the 1 % level of significance (see Pesoron et al.; 2001).

To moke the long-run onolysis operotive, the Akoike
Information Criterion is used for the selection of order of
ARDLos (1,1,1,0,1). Toble 8 exhibits the behaviour of long-
run coefficient of select variables. It is found that finoncial
deepening is having positive sign, however not statistically
significont ot individual level. Trade rotio is statistically
significont ot 1 percent level with the coefficient value of
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0.23. It implies thot one unit increose in trade openness leods
to 0.23 percent increose in real per-capita GDP in the long-
run. Copital formation ond dummy variobles oare
insignificont in the model. The estimated ARDL model
satisfies the conditions of diognostic tests of serial
correlation, functional form specification, normolity ond
heteroskedaosticity (Toble 9).
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Table 8: Estimated Long-run Coefficients Using ARDL Approach

(Dependent varioble LY)

Regressor Coefficient Standard Error T-Ratio P-Value

TR 0.2325 0.0332 6.9955 0.0000

FDI 0.0006 0.0006 0.9645 0.3540

Dl -0.0604 0.0580 -1.0406 0.3190

INPT 7.0484 1.5128 4.6591 0.0010

LKCAPITA 0.2704 0.1784 1.5159 0.1550
Source: Author’s Computations.

Table 9: Diagnostic Test Statistic

Diagnostic Checks Test Statistic P-Value
X s 0.9499 0.3300
il 0.6603 0.4160
¥ nor 0.8283 0.6610
i het 1.6615 0.1970

Source: Author’s Computations.

The short-run relationship between finonciol development
ond economic growth is further investigated using error
correction model. The results presented in Toble 10 points
that the post error is negotive ond statistically significont ot 5
percent level which is consistent with the model. This
coefficient indicotes the speed of adjustment in the short-run

equilibrium with the long-run disequilibrium in post period.
It implies thot nearly 51 percent of the disequilibria in real
GDP per-capita growth of the previous yeor's shock adjust
back to the long-run equilibrium in the current yeor. The
present model also holds conditions of the other diognostic
tests (Table 11).

Table 10: Error Correction Representation for the Selected ARDL Model
ARDL(1,1,1,0,1) selected bosed on Akoike Information Criterion

Regressor Coefficient Standard Error T-Ratio P-Value
fiTR 0.1175 0.0315 3.7263 0.0030
fiFDI 0.0003 0.0003 0.8603 0.4060
fiLKCAPITA 0.1367 0.1180 1.1577 0.2700
fiD1 -0.0305 0.0310 -0.9840 0.3450
fiINPT 3.5615 1.0605 3.3581 0.0060
ecm(-1) -0.5053 0.1664 -3.0364 0.0100
Source: Author’s Computations.
Table 11: Diagnostic Test Statistic of ARDL Estimates

Tes t Statistic Value
R-Squared 0.9800
F(5,12) 117.63
DW Statistic 2.3247

Source: Author’s Computations.

The obove estimoted results indicote the presence of long-
run os well as short-run relotionships between finonciol
deepening ond economic growth for Hong Kong. It is found
that Hong Kong hos enjoyed the developed finoncial system
both in institutions ond morkets as discussed earlier. Also,
the country has secured 2nd position in the finoncial stobility
index computed by World Economic Forum for 52
countries. It is inferenced thot developed finoncial system
might hove focilitated in advoncement of economic growth
ofthe country.

Conclusion

The composition of finoncial deepening index for Hong
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Kong suggests that the credit delivered to private sector hos
highest weight ond improvement in this direction may
further strengthen the finonciol deepening of Hong Kong.
Also, the balonced opprooch for finonciol markets ond
finoncial institutions seems o major policy lesson for Hong
Kong to moke the finoncial system stronger. The estimated
results of specified model indicate the presence of long-run
relationship between finoncial deepening ond economic
growth. However, the long run coefficient of deepening does
not oppeor significont in the long-run growth regression.
The error correction representotion shows thot the
coefficient of the post error term is consistent with economic
theory as it should be negatively significont. Bosed on the
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presence of relationship between finoncial deepening ond
economic growth, it con be pronounced that finonciol
system is elevating oll the functions smoothly in the
economy. The significont portiol coefficient of trode
openness suggests that competitive externol environment is
inducing the economic growth of Hong Kong which is
consistent to the eorlier stotement of the export driven
economy. It con be concluded thot in addition to the other
primitive inputs, finoncial system ploys on importont role in
the economic growth of Hong Kong. In this process,
enhoncing the performonce of finonciol system may be o
best avenue for the policymokers in strengthening the
economy.
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Endnotes:

1 It is grounded on seven pillars of finoncial development
viz. institutionol environment, business environment,
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finonciol stobility, bonks, non-bonks, finoncial morkets ond
size, depth & access of finonciol system.

2 Finoncial Development Report 2010. World Economic
Forum, USA Incorporotion, New York, USA.

3 Koatsioryna Svirydzenka (Jonuory 2016). Introducing o
New Broad-bosed Index of Finonciol Development, IMF
Working Paper, WP/16/5.

4 To moke the results comporable ond eosy to understond,
finonciol deepening index ond economic growth are
tronsformed into scole of 100. The tronsformation is corried
out by following method.

YI=(Yt—Ymin)/(Ymox —Ymin)*100

Where Ylis real per-copita. GDP in scale of 100, Yt is the real
per-copito. GDP in period t, Ymin ond Ymox represents the
minimum ond moximum volue of GDP for the somple
period.

Similorly the finonciol development index which is
computed from Principol Component Analysis is presented
in the scale of 100. The formal estimation of the relationship
between finonciol development ond economic growth is
followed by its descriptive onolysis.

5 YI ond FDI* are real per-copito GDP ond Finonciol
Deepening Index in scale of 100.

6 F(LY/FDI, LKCAPITA, TR, DI1) denotes thot LY is
explained by FDI, LKCAPITA, TR ond Dummy of Asion
finonciol crisis period ond so on.

7 The critical volues ore [(0)=4.385 ond I(1)=5.615 at the 1
% level of significonce (see Pesoron et ol.; 2001).
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