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Abstract 

Shadow banking plays an integral part in modern day banking and finance. However, shadow banking is not a 

modern concept, in fact, it has existed for many years when considering credit outside of banking institutions. 

Shadow banking was coined around the time of the global financial crisis 2007-2009, but the roots of such run 

far deeper than this time period. This paper will discuss credit outside of the traditional banking system, shadow 

banking and the global financial crisis focusing on securitisation, and prominently how shadow banking may be 

the catalyst for the next financial crisis with a focus on China where it appears rife.  

Introduction  

The shadow banking system1 has been defined by the Financial Stability Board (FSB) as, “…credit 

intermediation involving entities and activities outside the regular banking system.”2 It can involve products that 

may otherwise be too risky to include in a bank’s balance sheet, to peer to peer lending. Shadow banking assists 

the economy by offering alternative ways to move money from one destination to another. Nevertheless, while 

this can be viewed positively in that traditional banking3 may not be able to assist those requiring credit,4 the 

consequence is that through little to no regulation produces an issue of supervision.5 And with recent figures 

denoting that assets stand at $52 trillion globally,6 indicating a buoyant market, means that if a financial 

downturn occurs then the shadow market can severely impact the economy.  

 
* Dr Matthew Barnes is a Lecturer at Wolverhampton Law School, University of Wolverhampton, United Kingdom. His research interests 

lie in banking and financial regulation, as well as financial crises. ORCID ID 0000-0003-3344-9958. I would like to thank Professor 

Andrew Haynes and Dr Lézelle Jacobs for their suggestions. I take responsibility for any errors.  
1 There are many entities considered to be shadow banks, although not all are confirmed or visible. An example can be seen in India and 
the company – Infrastructure Leasing & Financial Services Ltd, which posed a problem for the Indian market when short term funding 
increased which put strain on the Indian economy. See Jun Luo, ‘Shadow banking’ (2018) https://www.bloomberg.com/quicktake/shadow-
banking [Accessed 21 February 2020], or Simon Mundy and Kiran Stacey, ‘IL&FS bailout sends shockwaves through India’s shadow banks’ 
Financial Times (New Delhi, 2 October 2018) https://www.ft.com/content/3a9e7832-c621-11e8-8167-bea19d5dd52e [Accessed 21 
February 2020]. 
2 Financial Stability Board, ‘Shadow banking: scoping the issues’ (2011) https://www.fsb.org/wp-content/uploads/r_110412a.pdf page 1 
[Accessed 24 September 2019]. 
3 Traditional banking in the context of regulated banks and financial institutions offering services; a deposits and loans structure.  
4 Credit to include lending.  
5 It may prove difficult to supervise a financial institution that a regulatory body has no power over or is unable to detect. Additionally, 
since the financial crisis regulation is more apparent than the past.  
6 Jeff Cox, ‘Shadow banking is now a $52 trillion industry, posing a big risk to the financial system’ (2019) 
https://www.cnbc.com/2019/04/11/shadow-banking-is-now-a-52-trillion-industry-and-posing-risks.html [Accessed 24 September 2019]. 
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The tone of this paper is not to portray the shadow banking system as a murky and unsavoury 

alternative to the traditional banking system, as many traditional banks operate in this sector, but to illuminate 

that shadow banking will be the catalyst for the next financial crisis with a focus on China that will instigate the 

process due to promotion of this form of lending over the past four decades.7 As Guttman indicates, “…it is 

perhaps no longer enough to think of ‘shadow banking’ as this somewhat sinister underground funding machine 

separated from old-style banking. No, it is part and parcel of how the world’s leading banks operate today.”8 

The point is that shadow banking should not be seen as completely separate to traditional banking which is 

heavily regulated. As Tarullo expressed, “While the term ‘shadow banking’ implies activity outside the purview 

of regulatory oversight, regulated institutions are in fact heavily involved in these activities, both in funding 

their own operations and in extending credit and liquidity support to shadow banks beyond the regulatory 

perimeter.”9  

The abstraction, shadow banking (hereinafter to include shadow bank and shadow market), was created 

by the economist Paul McCulley.10 Although this was referred to in a US capacity, it applies to entities and 

activities around the world. While the abstraction was born in the twenty-first century, one has to acknowledge 

that credit has been circulating outside the walls of the traditional banking system for many years. Since 

McCulley’s speech, shadow banking has expanded to include, “…all financial intermediaries that perform bank-

like activity but are not regulated as one.”11 Therefore, while shadow banking is relatively new, at least in name 

form, the practice of providing credit outside the traditional banking system is not new at all; it also applies to 

unregulated activities performed by regulated entities.  

There is a reason why credit has existed outside the traditional banking system for so many years. 

Individuals and companies may not have the credibility to obtain credit by accessing the traditional route of 

lending from a bank or other financial institution. Subsequently, if there is an opportunity to source credit 

through other means then history would evidence this practice. This type of flexibility illustrates why credit 

outside the traditional banking system, in the safe realm of regulation12 and protection for individuals and 

companies, has become so popular. Credit and shadow banking are not restricted to one sphere, they exist 

 
7 See ‘Shadow banking as catalyst for the next financial crisis and China’ later in this paper. 
8 Anastasia Nesvetailova, ‘The transformation of banking’ in R Guttmann, Shadow banking: Scope, origins and theories (London: Routledge 
2018) page 35. 
9 Daniel K Tarullo, ‘Shadow banking and systemic risk regulation’ (2013) https://www.bis.org/review/r131125j.pdf [Accessed 20 November 
2019] page 3. 
10 Laura E. Kodres, ‘What is shadow banking?’ (2013) https://www.imf.org/external/pubs/ft/fandd/2013/06/basics.htm [Accessed 24 
September 2019]. 
11 A.A.K, ‘How shadow banking works’ (2016) https://www.economist.com/the-economist-explains/2016/02/01/how-shadow-banking-
works [Accessed 24 September 2019]. 
12 After many financial crises over the years, regulation does not necessarily mean safe but perhaps it should be construed as being safer 
than without regulatory measures in place. 
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through small non-bank lenders,13 traditional banks and off-balance sheet activities,14 and governments such as 

China encouraging the use of shadow banking to stimulate and grow their respective economy during the global 

financial crisis 2007-2009 (GFC).15  

 The remainder of this paper will divide into three parts: credit outside of the traditional banking 

system, shadow banking and the global financial crisis 2007-2009, and shadow banking as a catalyst for the next 

financial crisis incorporating China. By considering these three points, it will be illustrated how shadow banking 

will be the catalyst for the next financial crisis before concluding.   

Credit outside of the traditional banking system 

Credit can be traced back to the Mesopotamia era, around 2000 BC,16 and ancient Greece.17 This has developed 

over time from what was borrowing capital in exchange for seeds and grains, to ancient temples being the first 

recognisable banks, the first central bank; Bank of England in 1694, to the first building society; Ketley’s 

Building Society.18 In modern banking times, credit outside of the traditional banking system, including 

unregulated activities by regulated banks and financial institutions, can be pinpointed to the first half of the 

twentieth century19 in which Hayek stated: 

“There can be no doubt that besides the regular types of the circulating medium, such as coin, 

bank notes and bank deposits, which are generally recognised to be money or currency, and 

the quantity of which is regulated by some central authority or can at least be imagined to be 

so regulated, there exist still other forms of media of exchange which occasionally or 

permanently do the service of money.”20  

It can be viewed that credit has not only circulated through different channels since the Mesopotamia 

era, but it continues to do so since the beginning of modern banking and the traditional banking system. While 

the shadow banking system shares similarities with the traditional banking system in relation to activities and 

entities outside the regulated sphere,21 this can also be applied to time periods before modern banking and 

 
13 Robin Wigglesworth, ‘Non-bank lenders thrive in the shadows’ Financial Times (New York, 4 February 2019) 
https://www.ft.com/content/4610e820-1b09-11e9-9e64-d150b3105d21 [Accessed 24 September 2019]. 
14 A.A.K (n11). 
15 See Andrew Collier, Shadow banking and the rise of capitalism in China (Singapore: Palgrave Macmillan, 2017) specifically Chapter 3.  
16 Annabelle Amery, ‘A brief history of loans: business lending through the ages’ (2019) https://www.become.co/blog/a-brief-history-of-
loans-business-lending-through-the-ages/ [Accessed 9 October 2019]. 
17 Scott B MacDonald and Albert L Gastman, A history of credit and power in the western world (US and UK: Transaction Publishers, 2009), 
p.24-26. 
18 See Simon Rex, ‘The history of building societies’ (2019) https://www.bsa.org.uk/information/consumer-factsheets/general/the-history-
of-building-societies [Accessed 9 October 2019]. 
19 See Friedrich A Hayek, ‘Prices and production’ (1931) https://mises-media.s3.amazonaws.com/Prices%20and%20Production_5.pdf 
[Accessed 9 October 2019]. 
20 Ibid page 113. 
21 Both shadow banking and traditional banking systems offer credit, maturity and liquidity transformation. However, there is a difference 
in how this is done. The traditional banking system will receive deposits then loan them out and this is visible on the balance sheet; the 
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regulation. For example, during the fourteenth century as the banking system was becoming more developed 

and started to move away from temples providing bank like services,22 one of the most well-known banks, the 

Medici Bank,23 pushed forward the process of deposits and withdrawals.24 That being said, there would have 

still been other means by which credit could be obtained. 

In modern banking, there continues to be credit outside the conventional route to obtaining credit, the 

main difference being is that banking now operates in a highly regulated environment compared to the past. 

Credit outside the walls of regulated banks25 and other financial institutions, exists the realm of non-regulated 

entities with minimal rules on capital and liquidity;26 there are also regulated entities offering products that fall 

outside the scope of regulation. Examples from the above where there might be little to no regulation include 

structured investment vehicles (SIVs),27 hedge funds,28 and credit default swaps (CDS).29 Additionally, and 

leading onto the next section of this paper, credit intermediation is not confined to one single intermediary who 

will control every part of the process as it has done in the past. Credit intermediation now involves several 

parties in the transaction, some of those parties being non-banking financial intermediaries who may supply part 

of the credit or be a part of the process.30  

With a brief account given of credit outside of the traditional banking system discussed, it is prudent to 

consider shadow banking in light of the GFC, as this will allow comprehension as to why the author believes 

that shadow banking will be the catalyst for the next financial crisis.  

Shadow banking and the global financial crisis 2007-2009 

There are a variety of factors that led to the GFC, although it appears that the consensus of the general public is 

associated to the subprime mortgage market collapsing in the US which affected many countries in a domino 

 
shadow banking system will mediate between several entities that allows those loans to be removed from the balance sheet. Additionally, 
while the traditional banking system will be supported by public funding, the shadow banking system is supported via the private sector. 
See Anastasia Nesvetailova, ‘Shadow banking, German banking and the question of political order’ in O Kessler and B Wilhelm, Shadow 
banking: Scope, origins and theories (London: Routledge 2018) page 56. 
22 Deposit of goods. 
23 See http://www.themedicifamily.com/The-Medici-Bank.html [Accessed 10 October 2019]. 
24 This type of system forms the traditional bank and building society process of taking money in, in the form of deposits, and then loaning 
it out in terms of withdrawals.  
25 Although many banks delve into the shadow banking system through off-balance sheet activities whereby regulation is impaired. 
Additionally, special purpose vehicles are often created.  
26 Wei Shen, ‘Shadow banking system in China – origin, uniqueness and governmental responses’ [2013] J.I.B.L.R 28(1), 20, 21.  
27 A non-bank financial entity. See Gillian Tett, Paul J Davies and Norma Cohen, ‘Structured investment vehicles’ roles in crisis’ Financial 
Times (London, 12 August 2007) https://www.ft.com/content/8eebf016-48fd-11dc-b326-0000779fd2ac [Accessed 10 October 2019]. 
28 See The Money Advice Service, ‘Hedge funds’ https://www.moneyadviceservice.org.uk/en/articles/hedge-funds [Accessed 10 October 
2019]. 
29 CDS offers protection for the lender if a borrower defaults; this is achieved by transferring the risk for regular income. See John Dizard, 
‘Time to wipe out the absurd credit default swap market’ Financial Times (London, 11 May 2018)  https://www.ft.com/content/a6cd6130-
542f-11e8-b24e-cad6aa67e23e [Accessed 10 October 2019]. 
30 Anastasia Nesvetailova, ‘Investment funds, investment banking and systemic risk’ in E Bengtsson, Shadow banking: Scope, origins and 
theories (London: Routledge 2018) page 163. 
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like fashion.31 However, there were other contributing factors such as excessive risk taking; liquidity shortfalls; 

inadequate tools to calculate risk; ratings of banks, financial institutions and products being poorly reflected by 

credit rating agencies; and perhaps most importantly – regulation.32  

It can be argued that for the general public, shadow banking is an alien concept.33 While this may be 

the case, it does not extinguish that shadow banking played an important part in the GFC.34 The focus in this 

section will consider the GFC and how shadow banking played a contributing role, focusing on securitisation.35 

There were other ways in which shadow banking contributed to the GFC,36 but they will not be discussed here. 

Securitisation is the process of issuing securities that are underpinned by a pool of assets that are put 

into packaged bundles.48 An example that was prominent leading to the GFC was the pooling of assets of 

residential mortgages and selling them to investors as securities. In other words, “Securitisation is a way of 

transferring assets and risk to investors, and generating funds for more assets.”49 There is a generic term 

associated with securitisation – asset backed securities (ABS). Asset coming from the thing itself, such as 

commercial debt, student loans or credit card debt, these assets being moved into securities which equals 

securitisation. It is, in short, a security backed by an asset.  

ABS have a wide meaning and generally catch all types of pooled assets which are made into a security 

that completes the process of securitisation. It has been postulated that there are three types of security: 

mortgage backed securities (MBS) which can be residential (RMBS) or commercial (CMBS);50 ABS which 

covers collateralised bond (CBO),51 loan (CLO)52 and debt obligations (CDO);53 and asset backed commercial 

 
31 Economies around the world are heavily connected, which means that a catastrophe in one country could impact another, or many 
countries, as did during the GFC. See discussion, for example, Jenny Anderson and Heather Timmons, ‘Why a U.S. subprime mortgage 
crisis is felt around the world’ The New York Times (Washington, 31 August 2007) 
https://www.nytimes.com/2007/08/31/business/worldbusiness/31derivatives.html [Accessed 21 February 2020]. 
32 See Matthew R Barnes, ‘Banking regulation and the Basel III Accord: An examination of the risks and shortcomings posed by Basel III’ 
https://librarysearch.wlv.ac.uk/discovery/fulldisplay?docid=alma991002752509604901&context=L&vid=44UOWO_INST:MAIN&lang=en&s
earch_scope=MyInst_and_CI&adaptor=Local%20Search%20Engine&tab=ALL&query=any,contains,matthew%20barnes&offset=0 
[Accessed 17 October 2019]. 
33 From media coverage and conversing with people not in the field, it became apparent to the author that when asking members of the 
public and those not working in the field, the question of who was to blame for the financial crisis? or what was the cause of the financial 
crisis? the typical response would be the mortgage market in the US. Some responses given would be around banks and excessive risk 
taking, but very few would comment on credit rating agencies, tools to calculate risk, and certainly not shadow banking. 
34 See Financial Services Authority, ‘The Turner Review: A regulatory response to the global banking crisis’ (2009) 
https://webarchive.nationalarchives.gov.uk/20091002211538/http://www.fsa.gov.uk/pubs/other/turner_review.pdf  [Accessed 17 
October 2019]. 
35 Securitisation  played a significant role in the GFC. See Gary Gorton and others, ‘Regulating the shadow banking system’ (2010) 
http://ssrn.com/abstract=1676947 [Accessed 18 December 2019] and Barrie Ingman, ‘Shadow banking – the next wave of financial 
regulation’ [2018] 33(3), 84, for example. 
36 For example, similar to the banking system interconnectedness played a significant role. See Daniel Sanches, ‘Shadow banking and the 
crisis of 2007-08’ (2014) https://philadelphiafed.org/-/media/research-and-data/publications/business-
review/2014/q2/brQ214_shadow_banking.pdf [Accessed 17 October 2019]. Additionally, factors not relating to shadow banking also 
contributed to the GFC. 
48 Types of security include credit card loans, student loans, car loans, and most prevalent for the purpose of this paper – mortgage debt.  
49 Thomas Hale, ‘Securitisation: the chicken and egg version’ Financial Times (London, 3 November 2015) 
https://www.ft.com/content/9089429a-7ef3-11e5-98fb-5a6d4728f74e [Accessed 6 November 2019]. 
50 Securities backed by mortgages of a residential or commercial nature.  
51 Securities backed by investment grade bonds. 
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paper (ABCP).54 MBS and ABS cover medium to long term securities, and ABCP covers short term securities.55 

It should be acknowledged that securitisation can be a beneficial financial tool for raising capital or moving risk, 

as the IMF stipulate, “…securitization represents an alternative and diversified source of finance based on the 

transfer of credit risk (and probably also interest rare and currency risk) from the issuers to investors.”56 See 

figure 1 below. 

 
Fig.1 IMF, ‘What is securitization’ (2008) https://www.imf.org/external/pubs/ft/fandd/2008/09/basics.htm 

[Accessed 27 November 2019]. 

Before focusing on MBS, which was the main form of securitisation for shadow banks leading to the 

GFC, a distinction should be made between traditional and synthetic securitisation. Traditional securitisation 

relates to the sale of the assets to the special purpose vehicle (SPV).57 This enables the originator to raise capital 

which in turn allows for future transactions and business. Synthetic securitisation results in the assets being 

retained by the originator, but the risk being transferred with the sole purpose to remove risk from the balance 

sheet.58 There is no capital at the outset but the benefit is that by not having the risk on the balance sheet creates 

less restrictive capital requirements via regulatory means, i.e. the bank will not have to put as much money to 

one side to cover those assets. 

 
52 Security backed by bank loans (debt). This is a form of CDO. 
53 Securities backed by a pool of loans and other assets.  
54 Securities backed by physical assets.    
55 Fimarkets, ‘Securitisation’ https://www.fimarkets.com/pagesen/securitization.php [Accessed 27 November 2019]. 
56 Andreas Jobst, ‘What is securitization’ (2008) https://www.imf.org/external/pubs/ft/fandd/2008/09/basics.htm [Accessed 27 November 
2019]. 
57 Special purpose vehicle is typically created by the parent company to move assets from said company balance sheet. This is to minimise 
risk in most cases.  
58 This is done in the form of a credit derivative. 
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It is widely evidenced that the subprime mortgage market was a major factor contributing to the GFC.59 

Therefore, it is imperative to consider MBS in combination with shadow banking. MBS became a widely used 

financial tool leading to the GFC, as house prices began to rise and more people wanting to borrow, there was 

an enormous appetite for MBS. Banks wanting to fill this demand were lured in by the rising house prices and 

the combination of wanting to lend in addition to the financial tool that is MBS which aided this process. 

Fundamentally, standards could be lowered in order to lend to a larger portion of the US population. The 

lowering of standards permitted consumers to enter the market that would otherwise not be in a position to do 

so, or it would allow consumers to purchase homes that were out of their monetary reach. The profile and 

stability of these consumers created risk.  

Lehman Brothers was a prime example whereby the financial services firm was heavily involved in the 

mortgage market leading to its’ demise in 2008.60 Another large contributor was Freddie Mac and Fannie Mae 

who invested heavily in purchasing many mortgages and issued MBS.61 The problem here was not only the 

sheer volume of mortgages bought and MBS issued, but the low capital requirements that Freddie Mac and 

Fannie Mae were able to achieve due to their position in the market. Due to the diminished standard of lending, 

not only by Freddie Mac and Fannie Mae but also Lehman Brothers and similar entities, the quality of MBS 

began to diminish which meant that if the securities were split into tranches62 then the ratings were useless. 

Eventually the housing market peaked around 2006 and borrowers began to default due to the ratio of size of 

loan to buyers’ earnings. Payments could not be paid, and many MBS became disproportionate in value to the 

asset underpinning them. A combination consisting of the volume of mortgages produced, consumers involved, 

and high amount of MBS issued meant that there was no way to sell these investments. Affirming a visible link 

between securitisation, MBS and the GFC.  

It appears, consequently, that there were several factors which culminated to the risks created by 

securitisation: poor lending combined with low capital requirements for some financial institutions; lending 

standards could be lowered resulting in the quality (bad) of mortgages being grouped; third party exposure; 

complex products that few understood that created problems not only for those purchasing but also an rating 

 
59 See, for example, Steve Denning, ‘Lest we forget: why we had a financial crisis’ (2011) 
https://www.forbes.com/sites/stevedenning/2011/11/22/5086/ [Accessed 11 December 2019], Renae Merie, ‘A guide to the financial 
crisis – 10 years later’ The Washington Post (Washington, 10 September 2018) https://www.washingtonpost.com/business/economy/a-
guide-to-the-financial-crisis--10-years-later/2018/09/10/114b76ba-af10-11e8-a20b-5f4f84429666_story.html [Accessed 11 December 
2019], Brian Duignan, ‘Financial crisis of 2007-08’ https://www.britannica.com/event/financial-crisis-of-2007-2008 [Accessed 11 December 
2019], for example. 
60 Will Kenton, ‘Lehman Brothers’ (2018) https://www.investopedia.com/terms/l/lehman-brothers.asp [Accessed 27 November 2019]. 
61 Barry Nielsen, ‘Fannie Mae, Freddie Mac, and the 2008 credit crisis’ (2019) 
https://www.investopedia.com/articles/economics/08/fannie-mae-freddie-mac-credit-crisis.asp [Accessed 27 November 2019]. 
62 Level of risk. Junior – most risky, Mezzanine, and Senior – least risky. 
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agencies’ ability to rate accurately and an overreliance of such.63 All of these factors have severe risks attached 

and while for the author there is no obvious winner for highest risk, on balance, poor lending remains a critical 

issue as it has been creeping back into the market in the past few years. With financial entities offering finance 

to those with a poor credit history and county court judgements,64 lending has gone further into the realms of 

non-bank providers (at least in the US) where regulation is light and the (private) securitisation market is still 

fragile.65 In the UK, lender mortgage rates are dropping which could affect and link to poor lending practices 

and weaker applicants coming into the market encouraged by low interest rates.66  

As indicated above there remains a risk from the past. There is, however, a new issue since the GFC 

and that is regulation brought in to tackle the aforesaid problems.67 Regulation in the forms of Basel III,68 

Capital Requirements Regulation,69 or Solvency 2,70 have stifled the securitisation market. The risk here is that 

while securitisation caused a significant problem leading to and during the GFC, and that regulation is required, 

securitisation also has its’ benefits. Perhaps taking a radical stance, the risk now stands at limiting what can and 

always has been an effective tool that helps banks and other financial institutions.71 It appears that a blanket 

approach has stigmatised securitisation that has, in turn, affected its’ resurgence. Securitisation should not have 

been tarnished with the same brush on a global level. This can be supported by Standard and Poor’s who 

indicated that securitisation for most European products performed well with only a 0.05% downturn between 

the periods of 2007 and 2013 in comparison to the US which saw an 18.4% decline.72 In further support of this, 

Fitch Ratings conducted a study between 2000 and 2012 which again reflected a fairly strong position from a 

European standpoint compared with the US at 12% expected losses,73 thus confirming that securitisation isn’t 

always bad and a blanket approach should not be the action taken. The reality is that securitisation remains 

 
63 In addition to material used, also see Orkun Akseli, ‘Securitisation, the financial crisis and the need for effective risk retention’ [2013] 
E.B.O.R. 14(1), 1. 
64 Patrick Collinson and Rupert Jones, ‘The ‘sub-prime’ market is back in business’ The Guardian (London, 8 July 2017) 
https://www.theguardian.com/money/2017/jul/08/sub-prime-mortgage-bankrupt [Accessed 10 March 2020]. 
65 Editorial Board, ‘America’s mortgage market is still broken’ (2018) https://www.bloomberg.com/opinion/articles/2018-04-30/america-s-
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problematic in two forms: poor lending which has remained since the GFC, and poor regulation which is a result 

of the GFC.74 

In conclusion there are two interesting lines of thought behind securitisation, shadow banking and the 

GFC. First, that traditional banks were incentivised to securitise and move risk to the shadow banking system. 

Second, shadow banks demanded these assets.75 Either way, this confirms the link between shadow banking and 

the GFC through securitisation and MBS.76 The important point to take from this, as was put forward by Baur 

and others, is that securitisation leads to systemic risk, that MBS increases systemic risk further of which the 

shadow market was a prime player.77 As Adrian and Ashcraft state, “… the crisis demonstrated that shadow 

banking creates new channels of contagion and systemic risk transmission between traditional banks and the 

capital markets.”78 Securitisation is very much at the forefront of being in a position to create systemic risk that 

was prevalent leading to and during the GFC and has continued to do so.  

Shadow banking as a catalyst for the next financial crisis and China 

It is undeniable that shadow banking played a role in the GFC, from shadow banks to traditional banks 

performing shadow banking activities, securitisation and MBS, there was a connection. A lot has been done 

since the GFC, from reducing the interconnectedness between shadow and traditional banks, to Basel III79 and 

regulation;80 although there is a strong case that Basel III’s improvements such as Tier 1 capital, introduction of 

a leverage ratio, and introduction of a capital conservation buffer and countercyclical buffer, pushes traditional 

banks toward shadow banking to gain more profit.81 While there have been developments82 there remains weak 

points that need to be addressed, such as regulatory arbitrage.83 With the ever-increasing regulatory demands on 

traditional banks, it is plausible that shadow banking remains and continues to rise. Where traditional banks may 

have operated in the past they no longer operate, where traditional banks may have offered products in the past 

 
74 Poor regulation in the forms of too strict, or non-existent, and also that a tailored approach is required rather than a blanket approach.  
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http://publications.europa.eu/resource/cellar/f4d38cec-bc4c-11e6-a237-01aa75ed71a1.0001.01/DOC_1 page 1-2 [Accessed 27 November 
2019]. 
76 Ibid for a theoretical and empirical stance. 
77 Dirk G Baur and others (n74). 
78 Tobias Adrian and Adam B. Ashcraft, ‘Shadow banking regulation’ (2012) 
https://www.newyorkfed.org/medialibrary/media/research/staff_reports/sr559.pdf page 1 [Accessed 24 April 2020]. 
79 For a comprehensive analysis of Basel III, see Matthew R Barnes (n32).  
80 See Tobias Adrian, ‘Shadow banking and market based finance’ (2017) https://www.imf.org/en/News/Articles/2017/09/13/sp091417-
shadow-banking-and-market-based-finance [Accessed 5 December 2019], for example. 
81 Emily Lee, ‘The shadow banking system: why it will hamper the effectiveness of Basel III’ [2015] J.I.B.L.R. 30(7), 373, 379. 
82 Tobias Adrian (n85). 
83 See John Plender, ‘Beware threat of low-quality debt and opaque shadow banks’ Financial Times (London, 6 March 2018) 
https://www.ft.com/content/070c8902-2093-11e8-a895-1ba1f72c2c11 [Accessed 11 December 2019]. 
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they no longer provide these products; this is where shadow banks enter and fill those gaps.84 This does not 

mean that traditional banks are completely separate as they now perform certain activities in the guise of 

shadow banks, and with less regulation comes less responsibility and rules.  

The overwhelming view is that with extreme tightening and reform in the area of securitisation86 that 

shadow banks are absorbing the market where traditional banks once occupied.87 Regulation, specifically capital 

constraints, have resulted in traditional banks’ lending less and shadow banks stepping in to plug the gap. 

Essentially, shadow banks are still able to avoid restrictive regulation(s) compared with depository financial 

institutions and fulfil the role of lender to those requiring such services.88  

While there is validity in that shadow banks should not be regulated in the same way as traditional 

banks - because some of the contributors funding shadow banks are investors only - therefore regulation should 

not be the same compared to traditional banks where sources of credit come from different streams; borrowing 

and lending is more substantial; and the possibility of systemic risk is much greater - the author would contend 

that systemic risk is not as wide apart as once was.89 So while there is some validity to the argument that shadow 

banks should not be regulated in the same way as traditional banks, it should be appreciated that systemic risk 

can manifest in the shadow banking market through, for example, chain credit intermediation.90 As Martin 

states, “Shadow banks can…cause a buildup of systemic risk indirectly because they are interrelated with the 

traditional banking system via credit intermediation chains, meaning that problems in this unregulated system 

can easily spread to the traditional banking system.”91 And it is for this reason, amongst others, as to why 

shadow banking needs to be regulated similarly to traditional banks albeit in a tailored fashion.92 Furthermore, 

the size of the market in which shadow banking now occupies is extensive and with close links with traditional 

 
84 Greg Buchak and others, ‘Fintech, regulatory arbitrage, and the rise of shadow banks’ (2017) 
https://www.fdic.gov/bank/analytical/cfr/bank-research-conference/annual-17th/papers/15-piskorski.pdf page 2 [Accessed 5 December 
2019]. 
86 See Thomas Hale, ‘Draft rules cast doubt over eurozone securitisation reforms’ Financial Times (London, 19 July 2017) 
https://www.ft.com/content/73c4fdb8-6bbc-11e7-b9c7-15af748b60d0 [Accessed 12 December 2019], Slaughter and May, ‘The new EU 
securitisation regulation’ (2018) https://www.slaughterandmay.com/media/2536632/new-eu-securitisation-regulation.pdf [Accessed 12 
December 2019], Regulation EU 2017/2402 securitisation and creating a specific framework for simple, transparent and standardised 
securitisation https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32017R2402&from=EN 
[Accessed 12 December 2019] and Regulation EU 2017/2401 prudential requirements for credit institutions and investment firms 
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32017R2401&from=EN [Accessed 12 December 2019], Bank for 
International Settlements, ‘Revisions to the securitisation framework’ (rev. 2016) https://www.bis.org/bcbs/publ/d374.pdf [Accessed 12 
December 2019]. 
87 Greg Buchak and others (n84) page 29. 
88 This can also be achieved by a traditional bank creating an SPV. See Emily Lee, (n81) 375. 
89 Shadow banking now poses a substantially greater systemic risk than in the past where there were fewer links with traditional banks 
and capital markets, and the market share occupied by shadow banks were much smaller. 
90 Credit creation occurs massively outside the traditional banking system. The problem here is the credit intermediation risks. See Brian 
Caplen, ‘Are regulators on top of shadow banks?’ (2019) https://www.thebanker.com/Editor-s-Blog/Are-regulators-on-top-of-shadow-
banks [Accessed 11 March 2020]. 
91 Michelle Martin, ‘What is shadow banking and why does it matter?’ (2012) https://www.reuters.com/article/shadow-banking-
idUSL5E8D60YI20120207 [Accessed 11 March 2020].  
92 The author is of the opinion that regulation needs to be tightened in the shadow banking market, but the author is not asserting that 
regulation should be the same as the traditional banking market. It is accepted that both spheres are different, even though there are 
some similarities such as providing credit and liquidity.  
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banks, systemic risk is heightened further.93 The problem that now prevails is one of increased market share and 

the shadow market continues to occupy a large portion of the global financial market.94 

Leading from this tailored approach, there is evidence to support that there needs to be sufficient 

regulation in place to curb the issues stemming from the shadow market. Yes, this does move away from the 

notion that shadow banks should be regulated in the same way as their traditional bank counterparts, however it 

does support the idea that a tailored approach is needed due to systemic risk issues. A prime example of this can 

be viewed in India.95 Shadow banking in India is currently causing severe problems for the Indian economy with 

one of its major shadow banks in question; Indiabulls.96 This has added to the recent fall of another prominent 

player in the market IL&FS97 which has since been compared to the Lehman Brothers crisis.98 This shows that 

funding disasters of this kind spread far and wide to thousands of non-bank financial institutions99 whereby 

regulation is weak, and the Reserve Bank of India put forward that this could affect banks. The potential 

systemic risk impact is being monitored by the Reserve Bank of India and a leading credit rating agency, Fitch 

Ratings, has stated that, “…the banking sector would be dealt a significant setback from the systemic stress 

being seen in NBFCs.”100 This illustrates that the scale and proportion of the market now inhabited by the 

shadow market is worrying, and it is due to this that they pose a similar risk to traditional banks. For example, in 

2017 it was reported that non-bank intermediaries held $117 trillion equating to a 31% market share.101 

Furthermore, the interconnectedness between the two are indicators that regulation should be in place, albeit not 

necessarily the same as traditional banks but with a tailored approach to combat what is now a market 

susceptible to systemic risk deriving from the shadow market.102  

So, while it can be said that shadow banks should not be regulated in the same way as traditional 

banks, and traditional banks not wanting to change the system because they profit from it as Satyajit comments 

 
93 See European Commission, ‘Financial supervision of shadow banking’ https://ec.europa.eu/info/business-economy-euro/banking-and-
finance/financial-supervision-and-risk-management/financial-supervision-shadow-banking_en and Financial Stability Board, ‘CNMV 
advisory committee response to the FSB consultative documents: a policy framework for strengthening oversight and regulation of 
shadow banking entities and a policy framework for addressing shadow banking risks in securities and repos’ https://www.fsb.org/wp-
content/uploads/c_130129y.pdf [Accessed 11 March 2020]. 
94 Poor lending remains an issue also. See previous section in this paper. 
95 See Divya Patil, ‘Why India’s troubled shadow banks spook the market’ (2019) https://www.bloomberg.com/news/articles/2019-07-
02/why-india-s-troubled-shadow-banks-spook-the-market-quicktake [Accessed 23 April 2020]. 
96 Indiabulls is a large finance company operating in many spheres from housing finance to personal finance. 
97 IL&FS operates in infrastructure development and financial services 
98 Benjamin Parkin, ‘India’s shadow banking crisis raises spectre of contagion’ Financial Times (Mumbai, 30 October 2019) 
https://www.ft.com/content/61fb4894-f634-11e9-9ef3-eca8fc8f2d65 [Accessed 23 April 2020].  
99 Ibid.  
100 Reuters, ‘Risk of contagion in India’s financial sector rising – rating agencies’ (2019) https://www.reuters.com/article/india-banks-
risks/refile-risk-of-contagion-in-indias-financial-sector-rising-rating-agencies-idUSL3N2781T1 [Accessed 23 April 2020]. 
101 Satyajit Das, ‘Don’t just expose shadow banks, regulate them’ (2019) https://www.bloomberg.com/opinion/articles/2019-11-
02/shadow-banks-need-regulation-to-rein-in-financial-risks [Accessed 23 April 2020]. 
102 It was reported by the FSB several years prior that non-bank intermediaries had a significant part of the sector in relation to asset 
holdings - $140 trillion of banks for 20 jurisdictions and $75 trillion for non-bank intermediaries. Signalling that the shadow market is large 
and continues to rise comparing to the 2017 figures stated above. See Graeme Baber, ‘Banking and shadow banking: do any shadow 
remain?’ [2015] Comp. Law 36(7), 212, 212. 
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there are, “differences in capital, leverage and liquidity requirements between bank lending and an equivalent 

extension of credit by shadow lender,”103  the argument here for similar regulation in a tailored fashion is a 

result of the shadow market now encompassing a large percentage of the global financial market, the 

interconnectedness between shadow and traditional banks, and the threat posed by shadow banks in the form of 

systemic risk. 

There are other areas of concern, for example the ratings issued to certain products offered in the 

shadow banking sector by credit rating agencies104 that still operate under the issuer pays business model. 

Whilst this may be a problem, the real focus in this section is how shadow banking can be the catalyst for the 

next financial crisis and there appears to be a much bigger problem. Rather than playing a part in the GFC, 

shadow banking will play a leading role in the next financial crisis. Furthermore, China could be the catalyst due 

to the sheer scale of China’s market and fast economic development since the 1980s. Shadow banking appears 

epidemic that a negative financial eruption of any kind could send shockwaves across the world.  

China has come a long way since the era of strict political and economic control.105 Shadow banking 

can be pinpointed to the late 1970s106 during the time where there was a more liberalist approach and loosening 

in many aspects of the previous highly controlled country. In terms of the economy, everything went through 

the state between 1950 to 1976, and there was no freedom for private enterprises and entrepreneurs. When a 

new leader arose in the late 1970s there was a loosening in many aspects of China, although the economics and 

money aspect were severely affected by the previous leader and financial markets were basic at best. While 

private enterprises began to expand there was an issue of capital, and the only way for these often-small 

borrowers at the time was to seek capital from a different type of lender. These small lenders who loaned money 

can be viewed as the first type of shadow banks in China.107 

During this period, circa 1980s, China was seeking to expand and boost the economy. Due to many 

banks being state controlled,108 the best way to expand the economy was to offer low interest rates to savers so 

companies requiring money could obtain cheap credit from those banks. In essence, the citizens of China were 

funding those companies and contributing to the growth of China; an emerging economy at the time. At this 

point, shadow banking propelled forward by offering savers a better savings rate compared with the state-

 
103 Ibid. 
104 Credit rating agencies operate under the issuer pays business model. There are several issues here such as conflict of interest and the 
ability to rate products effectively – this is not so much an issue with the agency but more so the product itself if it is mixed with other 
products in securitisation.  
105 Mao Zedong. 1949 to 1976. 
106 Deng Xiaoping 1978 to 1992. 
107 See Andrew Collier (n15) Chapter 1. 
108 Thus, all sources of income and profits would directly flow back to the state. 



controlled banks,109 and the years that followed saw the creation of many informal banks. Throughout the 1980s 

the Chinese government supported shadow banks which in turn catapulted the economy forward at an 

astonishing rate.110 With less regulation, shadow banks were able to offer credit and other financial means 

outside of the regulated banking sector. It should be acknowledged that shadow banking in China is a different 

beast to how it is perceived in other (Western) countries. Rather than being the dark underbelly that it is often 

perceived to be, it can be viewed as an important and integral part to China’s success to what is now the second 

largest economy in the world.111 

Over time, traditional banks entered the shadow banking market in order to gain additional profits, this 

was around the time of the GFC. This prompted the Chinese government to toughen regulation and inject a 

substantial amount of money into the market so that China would not suffer the same fate as Europe and the US. 

During this time the market could not lend quick enough which meant shadow banks grew even further. This is 

where traditional banks became heavily involved in the shadow market so that other profits could be obtained 

due to profits being stifled in other areas as a result of regulatory measures in place.112 State controlled banks 

also joined, albeit in a different form i.e. offering loans and allocating them off balance sheet. In fact, many 

shadow lenders are state owned in China, with a recent estimate of around 90%.113 Shadow banking thus entails 

shadow banking entities, traditional banks, and many traditional banks that are state owned.  

In respect of shadow banking and GDP, China is smaller compared to other countries, however there 

are three problems that are present which will impact China heavily and why China creates a risk to the world 

economy. First, the support of the Chinese government that was encouraged heavily during the financial reforms 

in the 1980s. Second, the large capital injection during the GFC that enabled shadow banks to gain a prominent 

role in the market. Third, traditional and state-controlled banks joined the shadow market; this is a problem that 

appears evident in other countries, what does not are the other two – support of shadow banks to aid and boost 

the economy,114 and the large capital injection during the GFC whereby shadow banks were needed to soak up 

the excessive amount of monies being pumped into the system in order to then lend. 

 
109 Jumping forward to the early 2010s, the tightly controlled credit system in China has continued to push people and money toward the 
shadow banking system. It was projected that around 2,000 Renminbi was in the shadow banking system around 2010-2013. See Wei 
Shen (n26) 21 original source Brooke Masters. This has since grown. 
110 Additionally, commercial banks place a big role which shows a link between shadow bank credit intermediations and the formal 
commercial bank intermediation. What this means is that banks are involved with shadow credit intermediation. See Torsten Ehlers, 
Steven Kong and Feng Zhu, ‘Mapping shadow banking in China: structure and dynamics’ (2018) https://www.bis.org/publ/work701.pdf 
page 10 [Accessed 12 December 2019]. 
111 Focus Economics, ‘The world’s top 10 largest economies’ (2018) https://www.focus-economics.com/blog/the-largest-economies-in-the-
world [Accessed 5 December 2019]. 
112 Andrew Collier (n15) page 5-6. 
113 Wei Shen (n26) 22. 
114 Although it would be naive to assume that no other country has not supported the use of shadow banking for economic purposes.  
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An assertion can be put forward that if a problem did arise then the Chinese government would rescue 

the economy by putting more money into it. This assertion can be linked to the support and financial backing 

evidenced by the Chinese government and the state backed banks over the last thirty to forty years. Even so, this 

would be a monumental undertaking that would need even more capital than 2008 when the equivalent of US 

$600 billion was forced into the economy. The author is of the view that a crisis is all but guaranteed, it is not a 

matter of how it is a matter of when. As Stevenson-Yang indicated in 2015, ‘…a crisis is on the way…’.115 

It can be seen that there has been a fast increase in the growth of shadow banking since the 1980s and 

this has continued to grow at an alarming rate. This, combined with the GFC, has contributed to the 

restructuring of the Chinese financial regulatory system.116 The fragmented system in China was one of the 

causes that permitted financial entities such as shadow banks to operate and undertake risky transactions. By 

merging two regulatory bodies,117 China is trying to create a better and more effective body to eradicate 

loopholes and enhance supervision to strengthen the financial market and reduce, among other things, the 

effects and operations of the shadow market. It is apparent that China are aware that they have a problem.118 

Despite these changes it appears that the shadow banking industry has spurred back to life.119   

Whilst the speed of shadow banking growth and the GFC has prompted the Chinese government to 

restructure, there is also one more factor that has ignited the desire to curtail the shadow market. The Chinese 

government were also concerned about the impact to ordinary investors whom sought high returns on their 

money. The way for those investors to achieve better returns was to delve into the shadow market.120 A lot of 

the time investors would not know what they were investing in but gave their money away in the promise of 

high returns. There are many instances of this happening, for example recently retired couples investing 

substantial amounts of money into investment products not fully knowing what the product was or being lied to, 

and in return the newly retired couple could achieve two to three times higher percentage rate points than what 

could be achieved from traditional banks.121 The problem here is not only the investor not fully understanding 

the product but that in some instances the investors may have been told, or believe, that the product is linked to 

 
115 Andrew Collier (n15) page 145 quoting Anne Stevenson-Yang. 
116 See, for example, Wu Hongyuran, Zhang Yuzhe and Han Wei, ‘In depth: redrawing China’s financial regulatory landscape’ (2018) 
https://www.caixinglobal.com/2018-08-06/redrawing-chinas-financial-regulatory-landscape-101311876.html [Accessed 28 January 2020], 
and China Banking News, ‘Financial stability and development committee’ http://www.chinabankingnews.com/financial-stability-
development-committee/ [Accessed 28 January 2020]. 
117 China Banking Regulatory Commission and China Insurance Regulatory Commission.  
118 Also see Kaiji Chen, Jue Ren and Tao Zha, ‘Unintended consequences of monetary and regulatory policies on banks’ risk-taking 
behaviour: A closer examination of China’s shadow banking’ (2016) https://voxeu.org/article/causes-and-consequences-china-s-shadow-
banking [Accessed 23 April 2020]. 
119 Don Weinland, ‘China’s shadow banking industry’ Financial Times (Hong Kong, 24 September 2019) 
https://www.ft.com/content/4c66b622-dea5-11e9-9743-db5a370481bc [Accessed 28 January 2020].  
120 Knowing or unknowingly is a different matter entirely.  
121 Engen Tham, Matthew Miller and David Lague, ‘China’s leaders fret over debts lurking in shadow banking system’ (2017)  
https://www.reuters.com/investigates/special-report/china-risk-shadowbanking/ [Accessed 28 January 2020]. 
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retail investments in equities when in fact it would be linked directly to the banking market.122 Thus being a 

different investment and higher risk. In conclusion there are several observations and propositions to note that 

illustrate how and why China will be the catalyst for the next financial crisis.  

First, the interconnectedness between shadow banks; traditional banks; state owned banks and the 

Chinese government, mean that a failure in one will lead to the other and at some point in the future the Chinese 

government may be unable to rescue their banking system. Creating systemic risk.   

Second, is how China has risen to such power and now connects with many other leading economies. 

This means that those invested in the Chinese economy will be harmed also.123 Additionally, over the last few 

years China has been the biggest contributor to the world economy, currently 28%, and this means that if a 

financial crisis began in China then the impacts of such would be felt far and wide.124 This coincides with the 

argument that China’s lending market is now exposed to the same extent as the US during the time of the GFC 

and this can be associated with excessive lending;125 lending at domestic and international level has been 

substantial and the quality of lending questionable.126 Again, creating systemic risk on a global level.  

Third, is the tension with the US and that companies are now becoming more concerned about the state 

of China and are beginning to move production to other countries.127 Equally, the focus in China in recent years 

has been one of domestic improvement such as infrastructure and real estate. For that reason, if companies are 

moving out of China and the ageing population128 is resulting in fewer projects being undertaken, then the 

question will arise as to who will shadow banks, traditional and state-owned banks, lend money too? Thus, 

causing a downturn in the economy. This would be more a financial crisis for China rather than a transmittable 

one to other parts of the world.   

Fourth, is the current leadership in China129 and the actions being taken to restrict the use of shadow 

banks.130 While this does not mean that shadow banks will be the cause of a financial crisis which could spread 

to parts of the world, it does indirectly portray an element of accountability dating back to the 1980s reforms, 

 
122 Private meeting, Professor Andrew Haynes, University of Wolverhampton, Wolverhampton, 12 January 2020. 
123 Also consider the BRICS initiative which is heavily finance by the Chinese. This could also bear consequences.  
124 Noah Smith, ‘If there’s a recession, it will be made in China’ (2019) https://www.bloomberg.com/opinion/articles/2019-08-16/if-there-
s-a-recession-it-will-be-made-in-china [Accessed 5 December 2019]. 
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126 Martin Wolf, ‘China’s debt threat: time to rein in the lending boom’ Financial Times (London, 25 July 2020) 
https://www.ft.com/content/0c7ecae2-8cfb-11e8-bb8f-a6a2f7bca546 [Accessed 28 January 2020]. 
127 See Yun Li, ‘More than 50 companies reportedly pull production out of China due to trade war’ (2019) 
https://www.cnbc.com/2019/07/18/more-than-50-companies-reportedly-pull-production-out-of-china-due-to-trade-war.html [Accessed 7 
January 2020]. This may be further impacted by Covid-19. 
128 Charlie Campbell, ‘China’s aging population is a major threat to its future’ (2019) https://time.com/5523805/china-aging-population-
working-age/ [Accessed 12 December 2019]. 
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government support and involvement that has led to the rise, and success and large scale use of shadow banks. 

Companies are now borrowing offshore, creating further connections with the world which could eventually 

lead to a global financial crisis. Additionally, it has been reported as of late 2018 that Chinese companies are 

struggling to stay on top of their loan repayments;131 signalling a potential downturn in the market that could 

impact shadow banks heavily as they form a large part of the banking market, despite current efforts to rein 

them in. 

Ultimately, lending and amassing debt, which is recently reported as 300% of GDP amounting to 15% 

of the global total,132 continues to grow in the dark crevasses of China’s financial system. While it may not be as 

prevalent leading to the GFC, it is very much alive. After all, lending outside the highly regulated traditional 

banking system will never cease. There will continue to be demand for credit required by those who do not have 

a good credit score for example, and, therefore, non-bank institutions will lend to those people and companies 

with questionable credit scores. It is, as was evident during the GFC, hard for regulators to identify and monitor 

where all these risks come from. The author would propose that there is still much that is not known about 

China, even though China opened its’ doors to the world over five decades ago. There remains secrecy over the 

true nature of China’s banking and financial sector. The biggest risk is not only shadow banking, but the true 

scale of shadow banking in this part of the world. How much is China really letting the world in is uncertain.133  

Conclusion 

The author would state that shadow banking will be the catalyst for the next financial crisis134 and while it can 

be argued that China will be a large contributor to the next financial crisis in that shadow banking is rife, it may 

not be the only country.135 In 2015, the main contributor in terms of shadow banking sector size was the US, 
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133 See Weizhen Tan, ‘About half of China’s loans to developing countries are ‘hidden’, study finds’ (2019) 
https://www.cnbc.com/2019/07/12/chinas-lending-to-other-countries-jumps-causing-hidden-debt.html [Accessed 12 December 2019], 
Anjani Trivedi, ‘How China’s hidden debt is getting even riskier’ The Washington Post (Washington, 13 June 2019) 
https://www.washingtonpost.com/business/how-chinas-hidden-debt-is-getting-even-riskier/2019/06/12/9dcfd15a-8d66-11e9-b6f4-
033356502dce_story.html [Accessed 12 December 2019]. 
134 See earlier material but also Clifford Rossi, ‘Will shadow banking cause the next financial crisis?’ (2019) https://www.garp.org/#!/risk-
intelligence/market/all/a1Z1W000003lqwHUAQ?utm_medium=social&amp;utm_source=facebook&amp;utm_content=org_article&amp;u
tm_term=willshadowbanking&amp;utm_campaign=sm_riskintelligence [Accessed 12 December 2019],  and Steven Pearlstein, ‘The 
shadow banks are back with another big bad credit bubble’ Washington Post (Washington, 31 May 2019) 
https://www.washingtonpost.com/business/economy/the-shadow-banks-are-back-with-another-big-bad-credit-
bubble/2019/05/31/a05184de-817a-11e9-95a9-e2c830afe24f_story.html [Accessed 12 December 2019] for example.  
135 When setting out on the journey to write this paper on shadow banking and the next financial crisis, it was envisaged that China would 
be the main focus of enquiry where shadow banking is widespread and interpreted very differently to other (Western) countries. 
However, it is now quite evident that there are other countries that evidence a larger proportion of shadow banking activities than China, 
namely the US and the UK. 

https://www.nytimes.com/interactive/2018/09/12/business/the-next-recession-financial-crisis.html
https://www.reuters.com/article/us-china-economy-debt/chinas-debt-tops-300-of-gdp-now-15-of-global-total-iif-idUSKCN1UD0KD
https://www.reuters.com/article/us-china-economy-debt/chinas-debt-tops-300-of-gdp-now-15-of-global-total-iif-idUSKCN1UD0KD
https://www.cnbc.com/2019/07/12/chinas-lending-to-other-countries-jumps-causing-hidden-debt.html
https://www.washingtonpost.com/business/how-chinas-hidden-debt-is-getting-even-riskier/2019/06/12/9dcfd15a-8d66-11e9-b6f4-033356502dce_story.html
https://www.washingtonpost.com/business/how-chinas-hidden-debt-is-getting-even-riskier/2019/06/12/9dcfd15a-8d66-11e9-b6f4-033356502dce_story.html
https://www.garp.org/#!/risk-intelligence/market/all/a1Z1W000003lqwHUAQ?utm_medium=social&amp;utm_source=facebook&amp;utm_content=org_article&amp;utm_term=willshadowbanking&amp;utm_campaign=sm_riskintelligence
https://www.garp.org/#!/risk-intelligence/market/all/a1Z1W000003lqwHUAQ?utm_medium=social&amp;utm_source=facebook&amp;utm_content=org_article&amp;utm_term=willshadowbanking&amp;utm_campaign=sm_riskintelligence
https://www.garp.org/#!/risk-intelligence/market/all/a1Z1W000003lqwHUAQ?utm_medium=social&amp;utm_source=facebook&amp;utm_content=org_article&amp;utm_term=willshadowbanking&amp;utm_campaign=sm_riskintelligence
https://www.washingtonpost.com/business/economy/the-shadow-banks-are-back-with-another-big-bad-credit-bubble/2019/05/31/a05184de-817a-11e9-95a9-e2c830afe24f_story.html
https://www.washingtonpost.com/business/economy/the-shadow-banks-are-back-with-another-big-bad-credit-bubble/2019/05/31/a05184de-817a-11e9-95a9-e2c830afe24f_story.html


followed by the Cayman Islands and Japan;136 other countries included Ireland and the UK. In a more recent 

report by the FSB, the same countries still occupy the top of the list where shadow banking forms a large part of 

the economy.137 Countries such as the Cayman Islands, Luxembourg and Ireland portray worrying figures where 

assets were 2,243 times of the GDP in the Cayman Islands, Luxembourg were 248 times GDP, and Ireland were 

14 times GDP138 of what is classified by the FSB as other financial intermediaries – in other words, entities that 

are not central banks, banks, pension funds or public financial institutions, that form a large sector in the 

aforementioned domestic markets. Furthermore, non-bank financial intermediation grew 8.5% and short-term 

funding increased 6% in 2017.139 Indicating not only a large share in the market against GDP, but also that 

credit intermediation via non-bank financial institutions is increasing and short-term lending which shadow 

banks are reliant on, is also increasing. This comes back to a common theme put forward earlier in this paper 

whereby the biggest risk now is the market share occupied by the shadow market. The problem for the global 

market is the systemic risk that derives from the shadow market. 

In conclusion, this paper discussed credit outside of the traditional banking system evidencing that this 

dates back many years. With that in mind, this paper focused on shadow banking in the years prior to the GFC 

and the role it played through securitisation. It was stipulated that securities contributed to the GFC and that this 

activity, specifically MBS, was evident in shadow banking. The link between securitisation and the shadow 

market stimulates the notion that not only did shadow banking contribute to the GFC, but that it has the capacity 

to contribute to the next financial crisis. The penultimate section discussed the next financial crisis and how 

shadow banking will be the catalyst, incorporating China. While there is evidence to suggest that this assertion 

is correct and that China has a large shadow banking market, there are other countries with much larger shadow 

banking sectors such as the US, Cayman Islands, Japan, Ireland and the UK. Any one of these could be the 

starting point for the next financial crisis, rather than China alone.140 

This paper was not written to negatively criticise China, but to show that shadow banking will be the 

catalyst for the next financial crisis and that it will begin in China. In actual fact, however, there are other 

countries that have larger shadow banking sectors. So, while it can be argued that China will not be the sole 

country that ignites the next financial crisis, it has signalled that shadow banking will be the catalyst for the next 
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financial crisis, albeit the possibility of several countries rather than one. With this in mind, and in response to 

the title – Shadow Banking: The Next Financial Crisis? – the answer is, yes. Regulation and mechanisms put in 

place since the GFC may limit the severity of the next crisis, but shadow banking is not new and was not created 

in the early 2000s leading to the GFC. Shadow banking has been operating for many years and the current 

measures in place will not prevent a financial crisis stemming from shadow banking. It is unclear how 

catastrophic the next financial crisis will be, but for those countries that have a large shadow banking sector, it 

could be too late. It seems that regulation only goes so far in that it has become stricter and has tightened this 

area. This will force banks and other institutions to delve into the opaque and rewarding shadow market. In the 

end, regulation continues to incentivise those seeking to obtain more profit.141 
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