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ABSTRACT

The rapid growth of the shadow banking system since the 1970s with finan-
cial innovation, financial liberalization and financial globalization has been in-
fluencing the financial system structure, financial innovation and financial sta-
bility profoundly. The shadow banking system is an organic system of by the in-
terdependence and interaction of non — traditional banking institutions or enti-
ties, structures, instruments and markets, based on the financial market and fi-
nancial innovation, which combine alone or jointly conducting as well as innova-
ting traditional bank’s core functions but without or less regulatory. The govern-
ment — sponsored, “internal” and “external” these three shadow banking sub —
systems which intermediate in different types of credit ways respectively, heavily
interact each other constituting a complicated huge shadow banking system, es-
pecially in the United Sates. The shadow banking system not only differs from
but also relates to the traditional banking system. These two kinds of banking
systems interact, compete, fuse, and correlate each other highly.

Functions are the reflections of inherent nature of things. Only the function-
al requisites are met, functions can be fully realized. With the evolution of the
financial system to modern financial system and its functions, core functions of
the commercial banks no longer rely entirely on the traditional banking system,
but more conducted by the shadow banking system. Functions of the shadow
banking system, which have hierarchy, are the continuation and embodiment of
its essential attribute. Exactly, the financial innovation is the nature of the shad-
ow banking system, and is the common realization way and common characteris-
tic of its core concrete functions as well as the most important abstract and im-

plicit function, which embodies specifically that the system perform various
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forms of financial innovation to innovate and strengthen the forms and mecha-
nisms of the function of credit intermediary, credit creation, risk management
and liquidity enhancement conducted by the traditional banking system.

The shadow banking system has experienced its infancy stage, rapid devel-
opment stage, expansion stage, heavy losses stage, adjustment stage, recovery
stage and redevelopment stage, on behalf of the financial innovations in recent
about 40 years, in the meantime, whose financial innovation breadth and depth
is also constantly expanding and upgrading. The shadow banking system has
gradually become the main source of financial innovation. The changes of eco-
nomic environment, demand for risk evasion, financial regulation, science and
technology promotion, the profit maximization, risk management, market com-
petition and other internal and external supply and demand factors are the main
reasons for the system financial innovation function evolution. Financial innova-
tion, regulatory arbitrage and institutional supply are three main ways of the
function evolution. Every specific function of the system financial innovation
functions respectively has the different function mechanism from the traditional
banking system. Whereas, the competition and cooperation of different financial
bodies, perfect financial institutions and markets system, advanced financial in-
novation technology, good financial system and credit environment are prerequi-
sites for the shadow banking system implementing financial innovation function
smoothly. Since the financial crisis erupted, many researchers have been over-
emphasizing the negative effects but ignoring the large positive effects of the
shadow banking system and financial innovation, causing the incomplete, one —
sided researches difficult to objectively reveal the nature and economic effect of
its financial innovation function. The realization of the financial innovation func-
tion of the shadow banking system is conducive to optimizing the allocation of re-
sources, reducing market transaction costs, enhancing the financial service
quality and promoting the real economy development.

At present, the trust companies, types of private equity funds, banks fi-
nancing management products market in China have some preliminary character-
istics similar to the international shadow banking system, among which the coop-

eration between banks and trust companies, financing management business,
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private equity funds as the main characteristics of the supply of credit activities
out of the traditional banking system, represent the development direction of
Chinese financial innovation, but there is still a big gap compared with the de-
veloped countries. By the restrictions of policy and market, Chinese shadow
banking system is more playing functions of financing intermediary services, the
financial innovation functions such as the function of intermediary credit, credit
creation, liquidity enhancement and risk allocation are not being exerted
smoothly and fully. The result of the empirical analysis in China showed a posi-
tive correlation between the shadow banking system financial innovation function
and the economic growth. So this macro effect of the overall economic growth
should not be underestimated. The main obstacles, the financial innovation
functions of Chinese shadow banking system facing, include the rigid, and in-
flexible administrative regulation, the financial system structure lack of financial
innovation depth, micro financial entities short of innovation motive forces, en-
vironment need to be optimized urgently and so on. China should learn experi-
ences and lessons of the shadow banking system development and financial inno-
vation from other countries and regions, reasonably relax the over — strict admin-
istrative financial regulation, heavily foster and develop the modern financial
system, highly strengthen the micro financial entities with financial innovation
force and strongly optimize the financial innovation environment, especially fo-
cusing on the bank financial products innovation to improve the function of fi-

nancial innovation conducted by the shadow banking system.

KEY WORDS: Shadow Banking System Financial Innovation Finan-

cial Functions
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