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Abstract. The banking shadow, namely the money creation by banks beyond
traditional loans, plays an important role in China's money creation process, which
brings many challenges to monetary policy operation and financial risk management.
This paper provides a detailed analysis of the money creation mechanism in China's
shadow banking sector, provides an accurate measure, studies its impact on financial
risk, and investigates recent regulation. To strengthen supervision, Chinese regulators
should closely track the evolution of various shadow banking channels, both on —and
off-balance sheet. Specific macro-prudential supervision tools, such as asset reserve
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and risk reserve, should be applied to shadow banking and traditional shadow banking
respectively.

Annomayus. Tenesas 6amkogckas cucmema, a UMEHHO CO30aHue OAHKAMU OeHel
HOMUMO MPAOUYUOHHBIX KPEOUMO08, Uspaen 8adCHYI0 POJib 8 Npoyecce CO30aHUs OeHe2
6 Kumae, umo cozoaem muodicecmso npoo.iem 05 nposedeHUs OeHeHCHO-KPeOUmHOL
ROIUMUKY U ynpasieHus punancosolmu puckamu. Cmamovs oaem noopoOHbIl AHAIU3
Mexaumuzma co30anus 0enez 8 meHesom 6aHkKosckom cekmope Kumas, npedcmasnenul
MOYHbIE UBMEPEHUs, U3YUEeHO GIUSHUE MeXAHUusMa HA (QUHAHCOBBIN PUCK U
uccnedo8ansbl NOCieOHUe H08086edeHUs 8 pe2ynuposanuu. Ymobwvl ycunums Hao3o0p,
Kumatickue  pe2yismopvl  OOJICHbL  BHUMAMENbHO — OMCeHCUBAMb  I8OTIOYUIO
PA3TUYHBIX MEHe8bIX OAHKOBCKUX KAHANL08, KAK DANAHCOBLIX, MAK U 8HeDANAHCOBVIX.
Koukpemnvie uncmpymenmsl MakxponpyoOeHyuaibHo20 HA030pa, maxue KaKk pesepe
aKmueo8 U pe3eps pPUCKO8, OO0JICHbI NPUMEHAMbC K MeHesolu OAHKOBCKOL
oessmenvHoCmu U MPAOUYUOHHOU — MeHeBol  OAHKOBCKOU  OesmelbHOCMmU
COOMBEMCMBEHHO.

Introduction

In recent years, China's shadow banking system has become an integral part of the
financial system. Different from developed economies, China's shadow banking is
dominated by commercial banks due to the bank-dominated financial system. A key
feature of shadow banking in China is that banks hide loans in other accounting
categories. We can define China's shadow banking system from the perspective of
credit money creation, and highlight the differences between two categories of shadow
banking in China: bank shadow banking and traditional shadow banking.

Shadow banking is defined as the money creation by which banks generate liabilities
from assets through accounting treatment, while traditional shadow banking refers to
the creation of credit by non-bank financial intermediaries through money transfer.
Both provide funding under the general shadow banking system, but only the banking
shadow can create new money supply and thus influence the intermediate monetary
policy objectives of the People's Bank of China (PBC).

This paper highlights for the first time the role of shadow banking in money creation
in China and how it affects financial risk and its impact on the effectiveness of
monetary policy. While traditional shadow banking in China operates in much the same
way as in developed economies, the shadow of banks mainly involves loans taking the
form of other types of assets, posing challenges to the effectiveness of monetary policy
and financial regulation. First, the banking shadow reduces the ability of monetary
policy to influence money creation and risk taking, thus increasing financial stability
risks. Second, it weakens the effectiveness of bank loan supervision and leads to the
accumulation of systemic risks.

Banks’ shadow and traditional shadow banking

Shadow banking in China has much in common with that of other countries, such as
credit creation and regulatory arbitrage, but some of its features are products of China’s
financial and regulatory system. Thus, it is necessary to define China’s shadow banking
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system more accurately as the basis for further research. Considering the different
credit creation mechanisms (credit money and non-money mechanisms), we classify
Chinese shadow banking into two categories: banks’ shadow and traditional shadow
banking.

Banks’ shadow entails banking activities that provide money for real sectors through
asset expansion (which is inherently identical to bank loans) and related credit money
creation (asset expansion simultaneously creates deposits), but which circumvent
regulatory restrictions — such as credit allocation constraints — by hiding loans as
alternative balance-sheet items. Banks’ shadow is channeled mainly through third-
party financial institutions, including other banks and non-bank financial institutions.

Analyzing the composition of bank assets facilitates our understanding of the
operational mode and business types of banks’ shadow. Banks’ shadow can be
decomposed into “interbank” and “investment” channels according to asset type.

Measuring China’s shadow banking

One strand of the literature uses the aggregation approach to measure the scale of
shadow banking, that is, directly sum up the products or subcategories of shadow
banking. This creates two issues. First, the different definitions or classifications of
shadow banking lead to significant differences in measurement results. For example,
Yan et al. (2014) define six measures of Chinese shadow banking according to
regulation intensity. The broadest measure of shadow banking is RMB 67.03 trillion,
whereas the narrow measure is only RMB 10.3 trillion. Liu (2013) estimates the size
of "other debts than formal credit lending" at approximately RMB 25 trillion, of which
the scale of shadow banking is approximately RMB 10 trillion. Gao et al. (2013) focus
on banks’ off-balance sheet financing and make an estimation based on the indicators
of total social financing, which they find to range from RMB 7.1 trillion to RMB 21.9
trillion.

Second, the aggregation approach cannot avoid double-counting or omission. The
approach is applicable to off-balance sheet securitization (a major component of U.S.
shadow banking) rather than to China. For example, the overlapping of shadow
banking subcategories may induce double-counting, and the different accounting
practices of different institutions, such as identical items listed under different
accounting items, may result in omission.

Monetary policy challenges and regulation

Strict regulation of traditional banking gives rise to the shadow banking system. The
rapid growth of shadow banking in China was driven largely by the credit tightening
policies introduced in 2010 and by China’s unique banking regulation system. In the
second quarter of 2010, Chinese monetary authorities began to implement a more
prudent monetary policy, introduced macro-prudential policies characterized by capital
constraints to strengthen regulation, and applied specific credit regulations to sectors
with excess capacity (e.g., real estate). To circumvent regulations and meet financing
needs in certain sectors, shadow banking activities rose sharply, posing threats to
financial stability.
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Conversely, shadow banking undermines the effect of monetary policy. The
effectiveness of some regulatory policies and tools has been compromised or partially
offset by the shadow banking system. For example, the Chinese government set credit
restrictions — such as restrictions on loans from traditional banks and the equity ratio
of developers — on the real estate sector to prevent housing bubbles, but shadow
banking provides an alternative source of funding. A similar case holds for enterprises
with excess capacity. Furthermore, capital adequacy requirements for banks have
become less effective, as shadow banking activities have enabled banks to move some
assets off-balance sheet, such as the above-mentioned entrusted and trust loans through
bank-trust cooperation.

Conclusion

This paper's in-depth analysis of China's shadow banking system highlights the key
role of shadow banking in creating credit money and hiding bank credit risks. It also
assesses the challenges facing monetary policy regulation and financial risk
management.

First of all, the definition of shadow banking in China is clarified, which is divided
into shadow banking and traditional shadow banking, and the money creation
mechanism of shadow banking channel (interbank channel and investment channel) is
analyzed in detail. From the perspective of credit money creation, it also clarifies some
misconceptions about wealth management products and their role in shadow banking
in China. Secondly, this paper quantifies the size of China's shadow banking (including
the shadow banking of banks and traditional shadow banking) by deduction and
subtraction method, and compares it with the summing method commonly used in
literature, indicating that deduction and subtraction method can avoid miscalculation
problems, such as double calculation and overestimation. Thirdly, this paper examines
the relationship between shadow banking credit and financial risk from both macro and
micro levels. China's shadow banking funds are mainly used by local government
financing vehicles, companies with overcapacity and property developers. The banking
shadow is closely related to M2, the money creation indicator, while the traditional
shadow banking has little correlation, which reduces the accuracy of M2 as a policy
measurement indicator. At the micro level, based on the balance sheet information of
311 banks (including listed and unlisted banks) in the past decade, this paper finds that
although the banking shadow has pushed up the credit risk of banks, banks have not
fully assessed the risk or taken corresponding countermeasures. Finally, the paper
discusses the monetary policy challenges posed by shadow banking in China and
examines recent trends in regulatory tightening.

Both shadow banking and traditional shadow banking are inextricably linked with
the banking system, with banks as the main source of capital. Regulators should
strengthen macro-prudential management of the banking system to prevent excessive
growth of financial risks in the future.
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Abstract. Current business development trends require the company to take into
account the interests of a wide range of stakeholders that have a positive and negative
impact on the company's performance. The article discusses historical milestones in
the study and classification of stakeholders. A generalizing conclusion is made.

AHHOWlaL;u}Z. COGpeMeHHble meHdeHuuupaS’eumuﬂ obusneca mpe6y;0m om Komnarnuu
ydumbsleanib uHmepecvl UUpoKo2co Kpyea 3auRmepecO6AHRbIX CMOPOH, OKA3bl8AOUWIUX
noaosIcumeslbHoe u ompuyanielbHoe 6JlauslHue Ha pe3)ibniamabl oesmenbHocmu
xomnanuu. B cmamve paccmompersl  uUcmopudeckue e6exu 6 U3YHYeHUu u
Kknaccughuxayuu cmetixkxonoepos. Coenan 0606warowuli 8b1600.
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