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Default Waves Emerge as China's 'Shadow Banking'
Sector Grapples with Crisis
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An escalating crisis within China's "shadow banking" domain looms as a potent threat,
potentially exacerbating the challenges an already beleaguered economy is facing.
Interestingly, a fresh report has cast doubt on the efficacy of Beijing's government to
intervene effectively using fiscal stimulus.
 
Recent coverage by Bloomberg News, dated Wednesday, has illuminated that Chinese
authorities have sought the expertise of Citic Trust Co., a subsidiary of the state-owned
China Construction Bank, to undertake an evaluation of Zhongrong International Trust
Co.'s current state. When Citic was tasked with a similar assessment for a prominent
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asset management entity in 2021, the subsequent outcome involved a substantial bailout
package designed to avert the firm's collapse.
 
As a pivotal participant in China's expansive $2.9 trillion trust sector, Zhongrong operates
as a subsidiary of the esteemed Zhongzhi Enterprise Group. Impressively, Zhongrong
oversees assets amounting to almost $90 billion, which belong to an array of investors.
However, recent events have witnessed the firm's inability to fulfill payments for multiple
investment vehicles, sparking apprehensions regarding its financial stability.
 
This growing concern about the financial well-being of China's trust sector comes at a
juncture when Beijing is grappling with the intricate challenge of upholding its economic
growth trajectory. While economists speculate on the feasibility of implementing some
form of fiscal stimulus package, a recent in-depth analysis from the U.S.-based research
institute Rhodium Group—known for its nuanced understanding of the Chinese economy
—presents a thought-provoking argument. This analysis indicates that the central
government's capacity to navigate its way out of the prevailing crisis through expenditure
might be subject to more constraints than conventionally perceived.
 

Shadow Banking in China

 
The term "shadow banking" as a phenomenon has gained prominence for its unique role
in channeling funds and investments across diverse sectors of the Chinese economy,
bypassing the traditional routes of bank-based lending. As the term suggests, this
practice operates in the periphery of the mainstream financial system, raising pertinent
questions about its implications, risks, and the broader economic landscape.
 
At its core, shadow banking represents a dynamic blend of innovation and adaptation
within China's financial sector. Rather than lurking in obscurity, these entities command
considerable influence and recognition in the Chinese market. In a nation where
conventional bank deposit interest rates linger below 1.5%, shadow banking institutions,
notably trust companies, have capitalized on providing investors with substantially higher
returns on their savings. This departure from the norm is intriguing, often accompanied by
the allure of capital preservation against potential losses. However, the appealing high
returns have encountered challenges in the recent slowdown of China's once-red-hot
economic growth.
 
During the years characterized by China's double-digit economic growth, delivering
elevated rates of return was relatively straightforward for trust companies. However,
achieving these levels of returns has grown increasingly challenging in recent years as
the Chinese economy has encountered shifts. Notably, a considerable portion of the
assets routed through the trust sector was directed towards the Chinese real estate
market, which has recently navigated a series of challenges and crises. As a considerable
portion of assets flowed through the trust sector into real estate ventures, the sector's



3/5

trajectory has been marked by periods of volatility and crisis. The evolving dynamics of
the real estate market have illuminated the vulnerabilities of shadow banking, as the
sector is exposed to the ebbs and flows of this vital economic pillar.
 
Yet, shadow banking in China is not merely a tale of triumphs and setbacks but a
testament to the nation's economic adaptability. The willingness to explore alternatives to
conventional lending mechanisms underscores China's ability to diversify its financial
landscape. However, this diversification also brings forth risks that warrant vigilance. The
opacity of these operations, coupled with the potential for systemic contagion, raises
concerns about the broader stability of the financial sector. A recent comprehensive
analysis, attributed to Goldman Sachs, estimates that losses across the Chinese trust
sector might reach an alarming figure of $38 billion. This figure underscores the impact of
the shifting economic landscape on this sector and the broader economy.
 

The Issue of Concealment

 
Numerous offerings provided by Zhongrong to its investors are designed to ensure a
consistent income stream, with certain products disbursing payments as frequently as
once per month. This inherent structure makes concealing a significant crisis within the
company an exceptionally challenging endeavor.
 
In the present week, analysts have successfully pinpointed a multitude of investment
products offered by the firm that have fallen short in delivering payments to their intended
beneficiaries. Furthermore, reports indicate that the company has suspended the
redemption process for select short-term investment vehicles. This move has resulted in
a scenario where concerned investors find it arduous, if not impossible, to liquidate their
holdings.
 
A crucial catalyst behind this crisis stems from the inherent struggles within the real
estate industry. Zhongrong took a substantial gamble on this sector last year, diverting
funds into various housing-related ventures facing difficulties, all in anticipation of an
impending market rebound that has yet to materialize. Impressively, an estimated 11% of
the company's total assets under management are tied up in real estate ventures.
 
The intricate web of investments, payment structures, and market dynamics has
culminated in a situation that not only spotlights the challenges faced by Zhongrong but
also underscores the broader complexities within the financial landscape. As investors
grapple with uncertainties and the company navigates through this turmoil, the
consequences ripple through a multifaceted economic ecosystem.
 

Can a Fiscal Stimulus Save the Day?
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Amidst a backdrop of economic fluctuations, the Beijing government has embarked on a
series of measures aimed at revitalizing its economy, with recent alterations in regulations
designed to rejuvenate a struggling stock market. Nonetheless, the question lingers –
Could a fiscal stimulus package be the ultimate solution?
 
Historically, China has harnessed substantial government investments to propel economic
growth, particularly through infrastructure and industrial sectors. However, a fresh
analysis from the esteemed Rhodium Group presents a distinct perspective, suggesting
that the maneuvering room of the central government to wield such economic rescue
might be more confined than previously assumed.
 
While the prevailing notion hinges on China's modest government debt levels enabling
the central government to unleash impactful stimulus, analysts Rogan Quinn and Logan
Wright of the Rhodium Group underscore the complexities lurking beneath the surface.
Their research draws attention to structural intricacies entwined with revenue generation,
intricacies that impose more restrictions than meets the eye.
 
In their study, Quinn and Wright eloquently articulate, "In reality, China's fiscal capacity is
highly constrained. The entire fiscal system is structured around revenues from
investment-led growth, which is ending. Tax revenues continue dropping relative to the
size of the economy, and the property market's decline has hit land sales revenues as
well."
 
They go on to highlight the nuances, revealing, "Actual fiscal deficits, including both
central and local government budgets, are around 6-7% of GDP, and are likely to stay in
this range, or rise. Persistent deficits of that size can be financed internally, of course. But
they will limit not only Beijing's ambitions for strategic spending, but also the use of fiscal
stimulus to support growth in the years ahead."
 

Conclusion

 
In this intricate tapestry of shadow banking, concealment, and potential fiscal stimulus,
China finds itself at a crossroads where historical precedents meld with the imperatives of
a modern economy. The very essence of this juncture demands an equilibrium that
embraces innovation while respecting the boundaries of fiscal realities. The interplay of
these elements underscores that the path forward is not one of binary choices but rather
a nuanced synthesis that calls for a harmonious blend of regulatory vigilance, economic
insight, and prudent policy-making.
 
As China navigates the contours of its financial landscape, it must do so with the
awareness that the complexities it faces are emblematic of a global financial evolution.
The lessons gleaned from the intersection of shadow banking, concealment, and potential
stimulus are not exclusive to a nation's borders; they resonate across international
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markets. The shadows may obscure, but they also beckon us to unveil the complexities
beneath. In the quest for stability, resilience, and sustainable growth, China's journey
through these intricacies presents an intriguing case study that invites us to reevaluate
our understanding of financial systems, transparency, and the dynamic equilibrium
between economic innovation and fiscal stewardship.
 

NOTE

 
As of August 31, 2023, at least 106 shadow banks have defaulted in China in 2023. This
number is expected to grow as the property crisis in China continues to worsen. The
shadow banking sector in China is estimated to be worth $3 trillion, and it is heavily
exposed to the property sector. As a result, the defaults in the shadow banking sector are
a major risk to the Chinese financial system.
 
The following are some of the shadow banks that have defaulted in China in 2023:

Xinhua Trust
Zhongrong International Trust
China Fortune Land Development
Fantasia Holdings Group
Evergrande Group
Kaisa Group
Greenland Holdings
Sunac China Holdings
Country Garden Holdings
Ronshine China Holdings
Agile Group

The defaults in the shadow banking sector are a sign of the financial stress that is
building up in China. The government is under pressure to take action to prevent a
systemic crisis, but it is still being determined what measures it will take.
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