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Abstract: Considering the current situation of the international regulation of shadow banks system and its actual
development in China, the paper expands the model of optimal capital regulation developed by Plantin (2012). The model
shows that increasing the regulatory burden on the traditional banks may create a surge in shadow banking in the presence of
a shadow banking system and decrease the overall welfare. The social optimal policy is to avoid too strict controls over the
traditional banks, to regulate the shadow banking system partially while the traditional banks are regulated tightly, and to
regulate it thoroughly while the traditional banks are regulated loosely. Taking into account the particularity of China’s
shadow banking system, we need continue to promote market reform of interest rate and build a more relaxed financial
environment, so as to reduce the regulatory arbitrage. Meanwhile, imposing correct and rational guidance for the shadow
banking is better than taking strict control over it.
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