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Abstract: The financial industry plays a core role in the operation of the modern market economy, 
and its development ultimately determines the direction and content of national economic development. 
The fundamental goal of financial supervision is to reduce the negative external impact of information 
asymmetry on the entire economic system in financial market transactions, thereby creating a favorable 
financial environment for the healthy development of the economy. Accordingly, financial supervision 
is of great significance to the economic growth and industrial development of any country or region. 
Nonetheless, financial regulation, a state intervention system arrangement, is like two sides of the same 
coin, which forms kind of restraint on free market competition, but the root lies in regulation itself. 

1 LACK OF SUPERVISION LEADS TO GREAT RISKS IN THE FINANCIAL SECTOR 

For a long time, under the continuous government suppression and blockade, huge private capital is 
not legally recognized under unfair policy constraints. This is just like the impact pressure formed by 
the rising water level on the dike. Without effective flood discharge, it is hard to predict how much 
impact the flood of 800 billion private funds will form on the market economy once the dike bursts. It 
can be seen that the current private financial supervision in China cannot effectively lower the systemic 
risks in the financial field, but hides huge unknown risks. 

From the market point of view, the society's expectation towards private finance is to make up 
for the insufficient supply of formal finance and relieve the capital demand pressure on private 
enterprises and individuals. It can be seen that the prevailing market demand in the credit market 
endows private finance with the role of intermediary platform by assuming the task of providing 
financing for small and micro enterprises and entities with borrowing difficulties. However, in practice, 
the government fails to actively encourage the private finance development, but adopts various policies 
to restrict or even prohibit the growth of private finance. Due to the different functional orientation of 
society and the government towards private finance, private finance has been kept in a very awkward 
position. Without official recognition, it is understandable that private finance seeks underground 
development. 

Therefore, to a certain extent, the government's definition of private finance as "guerrilla" reveals 
an irresponsible attitude, which leads to a gap in its supervision and buries huge risks in the financial 
sector. From the domestic development process of private finance, it can be seen that private finance 
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always takes a path of developing from prohibition to going underground, to the outbreak of crisis, 
and then to prohibition and further outbreak of crisis. Such vicious circle has something to do with the 
institutional changes in the government's private financial supervision. As a result, private finance does 
not disappear because of blockade, but grows abnormally in a harsh environment, leading to the 
accumulation and amplification of risks in the financial sector. Under strict supervision, nevertheless, 
there will be more hidden private financial market transactions. At the same time, the abnormal 
increase in the interest rate of underground lending exacerbates adverse selection and moral hazard. 
Such constantly accumulating invisible risk is difficult to effectively supervise. Once the invisible risk 
beyond the government's financial supervision ability breaks out, it will certainly cause serious harm 
to all aspects of the social economy. 

2 THE LACK OF SUPERVISION LEADS TO COMPETITION BETWEEN PRIVATE 

FINANCE AND FORMAL FINANCE FOR RESOURCES 

Although financial regulation forms based on market failure, the stability and security of the financial 
industry is not the only goal of financial regulation, nor is it the ultimate goal of the existence and 
development of the financial industry. Instead, the ultimate goal is to promote the sound, prosperous 
development of social economy and improve social and economic welfare. For a long time, the 
theoretical circles have not reached a consensus on the relationship between financial development 
and economic growth, but two completely different viewpoints are formed. The first viewpoint is 
supported by American economists with Goldsmith et al. as the representative, believing that there is 
a parallel relationship between financial development and economic development of a country or a 
region. This parallel relationship is mainly reflected in the high level of financial development under 
high level of economic development. The second viewpoint is held by scholars such as Edward Shaw 
who pointed out that the two demonstrate more constraints in relationship. That is, good financial 
development can effectively promote economic development, and restrained financial development 
will hinder economic growth. It can be seen that financial development plays a self-evident role in a 
country's economic development. Therefore, it is obvious that inefficient national supervision of 
private finance exerts negative impact on economic growth, which is mainly reflected in the following 
aspects: 

First, inefficient private financial supervision directly leads to the overall inefficient financial 
industry. It is undeniable that the high-intensity supervision of private finance by government 
departments subjectively cuts off the evolution path to participate in the financial system, which 
directly leads to the long-term monopoly of the financial sector by state-owned formal financial 
institutions, so financial resources are under high level of government control. Although such strict 
supervision can alleviate financial risks to a certain extent, when the financial market is completely 
controlled by state-owned formal financial institutions, the government can allocate financial resources 
at will without constraints, which is likely to cause unreasonable allocation of financial resources. 

Second, the inefficient supervision of private finance goes against the optimal allocation of 
financial resources. Western economic theory always emphasizes the important role of savings 
converted into investment for economic growth, which also stresses the existence goal of financial 
markets to a certain extent. Relevant empirical research literature also shows that in a country or 
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region's banking system, the proportion of state-owned shares directly affects the financial market 
efficiency of the country. In China, formal financial institutions are the main organizations operating 
financial resources, and the combined role of private financial regulations and inefficient state-owned 
financial institutions directly affects the financial market efficiency. It reduces the efficiency of private 
financial institutions and goes against financial resources configuration. The main reason is that the 
allocation of financial resources of formal financial institutions is basically concentrated in state-
owned enterprises, which leads to the widespread waste of financial resources among such enterprises 
under the soft budget constraints. It can be seen that the inefficient supervision of private finance not 
only results in inefficient use of limited financial resources by state-owned enterprises, but also makes 
capital needs of the vast number of private enterprises not met. This situation damages the resource 
allocation efficiency in the financial market, also bringing immeasurable negative effects to economic 
growth. 

3 THE LACK OF REGULATION HINDERS INNOVATION IN FORMAL FINANCE 

Practice shows that the financial system defects seriously restrict the economic development of a 
country or region. Conversely, a well-established financial system significantly promotes economic 
growth through the financial intermediary role of efficient capital markets [22]. Whether the financial 
market can effectively allocate financial resources depends on the level of financial efficiency, and the 
level of financial efficiency is determined by the following three factors: the regional financial sector's 
ability to raise funds, the ability to convert capital into investment, and the capital use efficiency. 
Where, higher financial efficiency allows financial resources to enter the financial market as quickly 
as possible through financial intermediaries, thus creating a positive effect on the real economy. 

In addition, the resource allocation efficiency of the private financial market also depends on the 
above three factors. At the same time, the efficiency of private financial market is inseparable from 
efficient supervision. The reason is that the lack of private financial supervision system will hinder the 
innovation of the formal financial system from the following three aspects, which in turn hinders the 
improvement of the financial market efficiency. First, higher capital allocation efficiency of the private 
financial system can obviously improve the service function of the entire financial system. For example, 
it improves the ability of the financial market to respond to the diversified capital needs of customers. 
Meanwhile, it also strengthens the ability to identify borrowers information, so that adverse selection 
in lending is avoided. Second, insufficient innovation in the private financial supervision system is 
detrimental to the diversified development of private financial organizations. The existence of private 
finance not only enriches the financial system, but also greatly increases the financial market efficiency 
through diversified arrangement of financial property rights. For example, although private lending 
activities are characterized by much higher interest rates than the formal financial market, the 
cooperative and mutual assistance behavior maximizes the use of idle financial capital and accelerates 
the social savings-investment conversion (F-H). Similarly, the presence of informal financial forms 
such as private equity funds also provides channels for corporate financing to a certain extent. Third, 
the appearance of private financial organizations and activities break the original financing structure 
of the financial market and plays a positive role in mobilizing the financial market. The participation 
of private financial organizations and the economic participation of private lenders add significant 
competitive factors into the financial market, which helps to break the monopoly of state-owned formal 
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financial institutions on credit business. The changed market competition environment also brings 
pressure to the business activities of commercial banks and other formal financial institutions, which 
promotes market-oriented reform in formal financial institutions. In addition, the appearance of private 
financial organizations is completely driven by the market system, which is essentially a product of 
the forces of supply and demand in the market economy. Moreover, it means institutional and 
organizational innovation at the level of financial system, providing reference for innovation at the 
level of formal financial system. 

4 THE LACK OF SUPERVISION RESTRICTS THE HEALTHY DEVELOPMENT OF 

PRIVATE ENTERPRISES 

Undoubtedly, as the "cells" of the national economy, the vast number of private enterprises play an 
important role in the economic development of any country or region. In particular, in the development 
context of the information economy, private enterprises play even more important role in the national 
economy. However, the financing difficulties that plague the vast majority of private enterprises are 
still widespread, which brings increasingly prominent constraints on the development of private 
enterprises. The main reason is that the characteristics of formal finance make it difficult for private 
enterprises to seek financing from the formal financial system. For example, insurmountable problems 
such as limited scale of private enterprises and weak operational stability lead to lower debt capacity 
and anti-risk ability, which in turn restricts access to financing from formal financial institutions such 
as commercial banks. However, the presence of private finance can provide differentiated financing 
products for private enterprises. It is known that the main participants of private financial activities are 
local individuals or enterprises. All involved parties have a good understanding of the local economic 
development, who master even more information and other resources than commercial banks and other 
formal financial institutions. Therefore, it is possible to give full play to the differentiated role of 
private financial organizations in financial market competition, and vigorously develop private lending 
as a substitute for some commercial banks lending business. For instance, it is possible to expand credit 
service for small and micro businesses with less collateral, low credit, and high transaction costs in 
private finance. For small and micro enterprises, formal financial institutions generally assume 
attitudes of not daring, being unwilling and unable to provide credit business, which exactly brings 
opportunities for the development of private finance. According to the statistics of relevant statistical 
investigation departments, in 2011, private enterprises in Zhejiang Province obtained 82.7% loans 
from private financial organizations through guarantees, and the share of mortgage loans only 
accounted for 10.5%. It suggests that private finance, a lending behavior relying on popularity, 
geography and blood, has played a huge positive role in the development of the vast number of private 
enterprises. 

The lack of a regulatory system is unfavorable for the implementation of the private financial 
differentiation strategy. Therefore, in legal sense, the financing channels of private enterprises are 
limited by various unfavorable factors. For example, inter-enterprise lending is not legally recognized, 
and personal lending is difficult to play a role in business operations due to scale restrictions, which 
can be easily identified as illegal fund-raising of public deposits. Constrained by system defect in the 
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private financial supervision, it is difficult for private enterprises to seek sufficient financing from the 
private financial market, which further hinders the healthy development of private enterprises. 

5 THE LACK OF SUPERVISION HINDERS THE TRANSFORMATION OF PRIVATE 

FINANCE TO FORMAL FINANCE 

Theoretically speaking, financial organizations play an intermediary role in the development of market 
economy. The existence of such intermediary functions, as an institutional arrangement for the 
government to manage the economy, can effectively allocate the financial resources needed for the 
development of the real economy. The existence of effective and sound financial organizations can 
also greatly reduce transaction costs in financial markets. However, whether this institutional 
arrangement in a market economy can operate effectively is not subject to people's subjective will. 
Moreover, financial intermediary is not an organization in the narrow sense, but refers to financial 
market transaction behavior with a broad meaning. Accordingly, the transformation of private finance 
from informal financial organizations to formal financial organizations caters to the need of financial 
evolution. However, this result is difficult to achieve in an overly relaxed or strict regulatory 
environment. 

Judging from the historical evolution of the private financial organization structure, such informal 
financial organization eventually originates from private lending, but belongs to informal lending 
behavior due to uncertain and informal lending relationship. With the development of direct lending 
among the public for a certain period of time, under insufficient formal financial supply, private 
finance will inevitably gain space for rapid development, gradually evolving from a low-level informal 
organization to a higher-level formal organization. Nevertheless, the government's strict control and 
even bans block this evolution process, so the development model of private finance cannot leap from 
the primitive patriarchal system to a more modern bureaucratic system. The backward and outdated 
management model also determines the vulnerability of private finance itself. 

6 CONCLUSION 

At this stage, the national system and mechanism improvement in the field of financial supervision 
cannot skip the problem of private financial supervision, or it can be said that the innovation of the 
private financial supervision system is an important part of national financial system reform. In fact, 
China has relatively sound regulatory system for banking, securities, insurance and other financial 
industries, and there are corresponding regulatory authorities for specific supervision. However, 
private financial supervision is in a very vague state both in terms of system and supervision main 
body. Such lack of private financial supervision system not only reflects the shortcomings of the entire 
financial supervision system in China, but also interferes with the systematic and standardized 
operation of the formal financial industry through theshort board effect. Therefore, the current financial 
management system does not completely match the present financial market development, which 
needs compensation by strengthening the innovation of the private financial supervision system, and 
corresponding laws and regulations can be further introduced to regulate its development. At present, 
the reason why private finance is facing many controversial issues is very much related to the long-
term unconstrained development of private finance amid the formal finance development towards the 
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solidified model. As a result, it is difficult for the government management to transform the corporate 
financing structure under the expansion of the private finance scale, and the problems of single 
corporate credit structure and narrow financing channels remain unaddressed. Therefore, it is quite 
necessary to strengthen the innovation of domestic private financial supervision system. 
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