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Abstract: Based on the multivariate dynamic factor model with regime switching, this paper uses a single underlying,
unobserved variable to capture the inherent instability of China’s financial system and to analyze the characteristics of the

&

financial instability in two different regimes, i.e., “instable regime” and * stable regime” . According to “ Financial
Instability Hypothesis” , “Financial Accelerator Theory” and other related research on the relationship between financial
instability and economy, we analyze the asymmetric effect of financial instability on China’s economy using a specific
Markov-Switching Auto-regression model MSIAH (M)-ARX (P). Empirical results show that Chinese financial system has
cyclical instability and the effect of financial instability on economy is asymmetric with regard to different regimes of economic
growth. Specifically, the effect is significant and positive in “high—speed growth” regime, but not significant in *“low—speed
growth” regime.

Keywords: Financial Instability; Macro—economy; Markov Regime Switching; State—space Model
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