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Close Ties Increase Risks

China: Shadow 
Banking and 
Formal Banking
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Late January 2014, the near 
default of a RMB3-trillion 
“Credit Equals Gold #1” wealth 

management product (WMP) which 
was distributed by China’s largest 
bank, Industrial & Commercial Bank 
of China, cast the spotlight on the 
opaque and murky world of shadow-
banking activities in the country. 

The WMP, which promised an 
annual yield of 10% (compared to 
the regulated, benchmark one-year 
deposit rate of 3%), and linked to 
a trust product invested in a coal 
company called Shanxi Zhenfu 
Energy Group, was repaid in full 
after a mystery investor injected the 
required funds to pay off the trust 
loan. Thus, a default of the large-size 
WMP was averted. This could have 
otherwise set off a chain effect that 
impacts on other similar WMPs, 
confidence in the banking system 
– and non-banking system such as 
trust companies, credit guarantee 
companies, among others – and also 
the broader economy. 

The development came right 
after the media disclosed earlier 
in the year that the State Council 
(China’s Cabinet) had released a 
directive named “Document 107” 
which acknowledged the importance 
of the shadow-banking sector, but 
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with the need for tighter and clearer 
regulations of its activities. 

As shown in Figure 1, shadow 
banking is a common activity in most 
developed economies. This basically 
involves the intermediation of credit 
by non-bank entities. The size of the 
sector can be in multiples of GDP, as in 
the case of the UK and Switzerland. 

Shadow banking can broadly be 
defined as financing/credit activities 
outside the formal banking sector. 
These range from bond financing, 
equity raising, securitisation and 
private equity to other activities 
such as pawnshop lending and “high 
interest” loans. 

s
as long as the Chinese 

economy is able to 
maintain its positive 
growth momentum of 

around 7.5% per year for 
the foreseeable future, and 

with proper regulations 
put in place, the shadow-

banking sector will become 
less of a “problem” and 
could in fact turn into a 

properly functioning part 
of the financial system.

 “Document 107” further clarified 
the definition of China’s shadow 
banking into three types, highlighting 
the lack of regulation or even licensing 
in some areas: 
1.  No operating licenses and 

unregulated, for example, internet 
finance companies; 

2.  No operating licenses and only 
partially regulated, for example, 
credit guarantee companies;

3.  Licensed but face inadequate 
regulation, for example, 
money-market funds and asset 
securitisation, etc.

There is no direct answer in 
determining the size of shadow 
banking in China because of the 
opacity of the sector and the lack of 
reliable data. Based on data from 
Financial Stability Board, a body set 
up by the G-20 to promote financial 
stability, China’s shadow-banking 
sector is estimated at 26% of GDP  
at end-2012, which is less than that  
of the smaller developed countries 
such as Australia (50.3%) and 
Switzerland (233.5%). 

Monthly credit data published by 
China’s central bank, People’s Bank of 
China or PBoC, suggest that the figure 
is much larger, at more than 60% of 
GDP at end-2013, or RMB34.5 trillion 
(Figures 2a and 2b), from about 20% 
of GDP at end-2008. 

354.4

233.5
183.7 165.9

72.4 64.4 50.3
25.8 17.2 7.4

% of GDP

 2011    2012

450

400

350

300

250

200

150

100

50

0

Figure 1  Size of Non-bank Financial Intermediaries
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Figure 2a  China: Non-bank Financing

Figure 2b  China: Non-bank Financing

Source: CEIC; UoB Econ-treasury Research estimates

*trust companies are only one form of China’s shadow-banking system; others include small loan companies, 
investment companies, credit guarantee companies, insurance brokerage firms, pawn shops, private equity 
investment funds, venture capital funds, and other informal credit arrangements such as pawn shops, 
underground financing, etc.
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Figures 2a and 2b suggest that the 
size of China’s shadow-banking sector 
ranges from 26% to nearly 61% of 
GDP, while some estimates even put 
it at more than 80% of China’s GDP. 
In any case, these estimates do not 
appear to be overwhelmingly large.  
Of more critical concern, however, is 
the nature of regulation (or lack of). 

Shadow Banking:  
how did it Come aBout? 
Figures 2a and 2b show that 
shadow-banking activities in China 
accelerated sharply after 2008 
and when the Chinese government 
implemented its RMB4-trillion fiscal 
stimulus programme in response 
to the global financial crisis. The 

stimulus programme caused ripple 
effects through the domestic 
economy in the form of a property 
price boom and excess industrial and 
manufacturing capacity in a variety 
of sectors, among others, in the 
subsequent years. 

As a result and arising from 
concerns of overheating in property 
prices and potential credit losses, 

the Chinese regulators started to 
impose additional restrictions to curb 
credit activities in the formal banking 
sector. This resulted in liquidity 
flowing out and into the shadow-
banking sector in order to circumvent 
these restrictions. These regulations 
included bank loan quotas, lending 
restrictions on certain sectors such 
as property and mining, interest rate 
floors and ceilings, loan-to-deposit 
(LD) ratios, and banks’ reserve 
requirement ratios (RRR). 

In addition, the business 
landscape also helped spur the 
rise of shadow-banking activities, 
given that dominance of large 
state-owned commercial banks 
restricted financing channels, and 
compounded by the lack of clear 
regulations or enforcement in the 
non-bank sector, the lack of domestic 
investment alternatives (other than 
equity and property markets), and 
the lack of international investment 
opportunities with the closed capital 
account. These resulted in liquidity 
seeking higher returns in the non-
traditional banking area, and credit-
starved borrowers willing to pay 
above the regulated interest rates to 
institutions willing to lend to them. 

Trust companies thus became a 
main player in this intermediation 
space, offering trust products at 
attractive yields through traditional 
banks (with fee income tagged on)  
to investors, in the form of WMP 
(Figure 3). 

As a consequence, trust 
companies’ assets ballooned to 
RMB10.9 trillion by end-2013, a 45% 
increase from RMB7.5 trillion at end-
2012, and more than twice the size of 
RMB4.8 trillion at end-2011. 

Figure 3  A Typical Shadow Bank Arrangement
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Source: China NAo, CEIC, IMF, oECD UoB Econ-treasury Research estimates

Figure 4  China: Debt Threat — A Comparison
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in the financial sector, the central 
bank PBoC would have to step up as 
the lender of last resort, instead of 
turning to some external agency such 
as the International Monetary Fund 
(IMF) with its stringent criteria. 

As long as the Chinese economy 
is able to expand by around 7.5% 
per year for the foreseeable future, 
and with proper regulations put in 
place, the shadow-banking sector will 
become less of a “problem” and could 
in fact turn into a properly functioning 
part of the financial system.  

ConCluSion
One key difference in China compared 
to other countries is the lack of clear 
regulation of the sector, giving rise 
to potential conflict of rights and 
responsibilities especially in the event 
of a default, as demonstrated in the 
near default of a WMP early this year. 

In addition, the closely connected 
nature of the financial sector also 
results in the possibility that a default 
in shadow banking could spill into the 
formal banking sector, with negative 
impact on confidence as well as the 
broader economy. One key lesson 
learnt from the Lehman Brothers’ 
episode is that “confidence” is a fragile 
entity and once broken, would take 
years to rebuild. 

However, we are positive that the 
situation is unlikely to deteriorate to 
such extent as these loans and credit 
are denominated in local currency, 
and the central bank can step in 
where necessary. In addition, the 
central government’s relatively low 
debt level means that it has ample 
fiscal flexibility if there is a need to 
rescue the financial system, as it had 
done before. 

As the Chinese economy continues 
to maintain its growth momentum, 
there is a high probability that 
shadow banking may become a part of 
the country’s financial system.  ISCA

Suan teck kin cFA is Senior Vice President 
and Senior economist, economic-treasury 
research, united overseas bank Ltd, 
Singapore. 

Shadow Banking:  
how will it end? 
There are a number of risks in this vastly 
expanded shadow-banking system, 
with its opacity and unclear regulations, 
and perhaps lack of enforcement. 

The intertwining of the formal 
and shadow-banking sectors also 
means that trouble at one end, for 
example, default by major borrowers 
of trust loans, could impact bank 
customers at the other end of the 
financing chain who invested in the 
WMP that funded the loans. This has 
implications for the larger economy 
as well as confidence in the financial 
sector. When there is a sudden and 
major loss of consumer confidence, as 
a result of or perhaps due to failure 
of borrowers in the shadow-banking 
system to make repayments, the wider 
economy will also become negatively 
affected – as evidenced by the failure 
of Lehman Brothers and its impact on 
the global economy.

 

Given what we know, if we tally up 
the amount of debt in China, including 
all the bank loans, shadow-banking 
loans, local government debt, and 
central government debt, we found 
that at the minimum, the total debt 
in China is about 233% of GDP at end-
2013 (Figure 4). This is largely in line 
with Germany and UK’s experience, 
and well below that of Japan’s. Note 
also in China’s case, the central 
government debt is comparatively low 
at about 22% of GDP. 

What this means is that if it comes 
to the crunch, and the banking system 
in China needs to be saved, the central 
government, putting aside the issue 
of moral hazard, appears to have 
sufficient flexibility and resources to 
come to the rescue given the size of 
the central government debt. 

In addition, the shadow-banking 
situation in China is a purely 
domestic-currency problem. This 
means that if there is a major problem 

• the proliferation of shadow-banking activities in China in recent years was partly due to the regulated 
nature of the formal banking sector, as abundant liquidity looked for higher returns through 
intermediation in the non-bank sector. 

• Based on available credit data, the size of China’s shadow-banking system is estimated at around 60% 
of GDP or RMB34.5 trillion (approximately USD5.6 trillion) – three times larger than the 20% level at 
end-2008.  

• As China looks for ways to regulate the role of and improve transparency in the shadow-banking 
sector, more failures of trust/wealth management products are likely with the market playing an 
increased role. Based on the events so far and the central government’s resources, and the closed 
capital account in China, our core view is that the risks to the broader economy and financial sector 
are manageable.  




