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Abstract

India and China demonstrate contrasting
trajectories in their shadow banking industries.
India is currently placing significant attention on
the launch of Jio Financial Services Ltd., a
separate entity derived from Reliance Industries
Ltd. This has generated investor optimism, despite
an initial decline in stock prices, as indicated by a
valuation of $19 billion. The strong performance
of Bajaj Finance Ltd. emphasises the significance
of India's nonbank lending sector, surpassing even
the State Bank of India in terms of total value.
China's shadow banking system emerged as a
response to post-financial crisis caution. It
involved a complicated network of lending through
trusts, focusing on real estate and local
governments. Nevertheless, nonbank issuers are
currently facing a significant decline in the real
estate market, as seen by recent instances of failed
payments and apprehensions regarding the
potential spread of financial hazards.

The shadow banking crisis that occurred in India
in 2018 caused a disruption in the availability of
credit for the real estate sector. However, the
current situation, which is influenced by the
increasing digitization of the consumer economy,
shows potential for improvement. Jio Financial
intends to take advantage of technology in order to
benefit from Ambani's extensive business network
and deep understanding of consumer behaviour.
India’s regulatory framework appears to be more
conducive to the development of domestic industry
leaders, in contrast to China's strict regulations.
The future of India's shadow banking sector hinges
on the adoption of technical advancements,
digitalization of consumer services, and effective
regulation to ensure sustainable expansion while
avoiding systemic concerns. This might potentially

lead to a preference for nonbank lenders with
advanced technological capabilities, perhaps
overshadowing smaller deposit-taking institutions
that are government-controlled.

Keywords: Shadow Banking, India, China,
Nonbank Lenders, Jio Financial Services, Bajaj
Finance Ltd., Financial Crisis.

What is Shadow Banking?

The concept of "shadow banking," coined by Paul
McCulley in 2007, has garnered multiple
interpretations without a definitive consensus on
its exact nature. (McCulley, 2007) This lack of
consensus extends across different countries,
complicating theoretical discussions in specific
institutional contexts. For instance, Europe refers
to lending by insurance companies as shadow
banking, while China includes wealth management
products offered by banks. In India, lending by
bank-affiliated finance companies falls under this
umbrella. Despite these disparities, exploring
significant attempts to define shadow banking aids
in understanding its fundamental characteristics
across diverse conceptualizations. At the 2007
Annual Jackson Hole Conference, McCulley
initially defined shadow banking as "the entire
alphabet soup of levered-up non-bank conduit
systems™. (McCulley, 2007) The emphasis on the
"non-bank" aspect in shadow banking was further
underscored by the Financial Stability Board
(FSB) in its 2013 report, defining it as "credit
intermediation involving entities (fully or
partially) outside the regular banking system or
nonbank credit intermediation for short".
(Financial Stability Board. "Shadow Banking
System, 2013) These definitions portray shadow
banking as entities distinct from the commercial
banking system, suggesting a shadow system that
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taps into informal financial systems and potentially
involves activities such as money laundering and
tax evasion. However, scholars like Guttmann
(2016) and Mehrling et al (2013) argue that such
illicit activities aren't the primary components of
shadow banking systems. (Guttmann, 2016)

Expanding on these foundational
conceptualizations, Mitchell (2016) delineates two
primary definitional categories within the shadow
banking literature. (Mitchell, 2016) The first,
termed the "market view," centers on securitization
and market-mediated financial transactions. From
this viewpoint, shadow banks, akin to banks, act as
intermediaries between savers and investors. The
shadow banking system, alongside its traditional
counterpart, comprises a network of specialized
financial institutions and vehicles channeling
funding from savers to investors through various
securitization and secured funding techniques in a
minimally  regulated  environment.  These
intermediary  entities  perform  four  key
transformations---maturity, liquidity, leverage,
and credit risk transfer---akin to traditional banks,
albeit without the direct access to explicit public
sources of liquidity and risk insurance provided by
central banks or entities like the US Federal
Deposit Insurance Corporation (FDIC). The
alternate perspective, referred to as the "money
view," perceives shadow banking as akin to the
traditional commercial banking system. In addition
to maturity and credit transformation, shadow
banks issue "near-monies" or "liquid short-term
stores of wealth." Mitchell (2016) argues that while
traditional banking creates new credit money,
shadow banks facilitate the extinction of this credit
money when savers exchange bank money for
shadow bank liabilities, acting as a storage facility
for credit claims exceeding the capacity of
traditional bank balance sheets. (Mitchell, 2016)
These nuanced definitions offer varied insights
into the process of credit creation and
intermediation by shadow banks, elucidating their
distinct roles alongside traditional banking
systems.

Mechanisms of Shadow Banking

The financial ecosystem, which has traditionally
relied on conventional banking systems to act as
mediators between savers and investors, has seen

the rise of shadow banking. Shadow banking
companies differ from traditional banks in that
they operate in a more fragmented structure,
facilitating the connection between lenders and
borrowers by acting as intermediaries.
(Brunnermeier, 2016) The objective of this study
is to clarify the mechanisms via which shadow
banking operates. It will examine both the market
and money perspectives in order to analyze its
functioning and consequences. Figure 1 provides a
schematic illustration of this.

Investors
(Long term)

(Short term)

Deposits Deposits

Market Analysis

From a market standpoint, typical banks,
commonly referred to as 'vanilla' banks, act as
mediators between savers and investors. They
facilitate transactions and reduce the impact of
asymmetric information and high search costs.
Nevertheless, these banks encounter intrinsic
disparities between the enduring nature of their
assets (loans provided to borrowers) and the
immediate obligations (deposits held by lenders),
resulting in liquidity concerns and capital
adequacy difficulties. In order to bypass these
problems, a financial structure that is more
fragmented and diverse arises, encompassing
shadow banks such as pension funds or insurance
companies. Shadow banks function as
intermediaries, amassing deposits from lenders and
supplying funds to conventional banks.
Significantly, in order to ensure the safety of these
financial transactions, banks enter into repurchase
agreements (repos) with shadow banks, which
entail the sale of government securities. This
arrangement provides lenders with security and
earns cash by taking advantage of pricing
differences in the repo contracts. Nevertheless,
difficulties emerge, namely with the limited
availability of government securities and the
requirement for rigorous surveillance of security
prices, prompting modifications in agreements
between shadow banks and conventional banks.
(Acharya, 2010) Figure 2 provides a schematic
illustration of this.

92

TILG



Teerthanker Journal of Law & Governance

Vol. 02, Issue 01 (Jan-June 2026)

Equity/Debentures G-Secs (Repo) Loans

- P —| P ———|
Savers | | Pension Funds | | Banks | Investors
[——+ e [ ——
Deposits Deposits Deposits
Figure 2

Continuation of Market View Perspective

Moreover, the system's evolution entails the
establishment of special purpose vehicles (SPVS)
by banks. These Special Purpose Vehicles (SPVs)
acquire loans from banks, reassemble them as
asset-backed securities (ABS), and distribute them
to different market lenders, such as financial
organisations like mutual funds and pension funds.
While improving market liquidity, this complex
system raises issues regarding the quality of ABS
and the transfer of risk from banks to SPVs and
subsequently to other entities. The consequences
of these intricacies became clearly apparent during
the Global Financial Crisis (GFC), which played a
role in a prolonged economic decline. (Financial
Crisis Inquiry Commission. "The financial, 2011)
Figure 3 provides a schematic illustration of this.
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Financial Viewpoint

In contrast, the money view perspective defines
shadow banks as firms that temporarily modify the
flow of money by replacing bank deposit liabilities
with loan liabilities from borrowers. This process
entails banks generating currency, distributing it
throughout the economy, and ultimately gathering
these funds, which are then credited to deposit
accounts maintained by banks. Subsequently,
banks exchange these deposits for loans with
shadow banks through repo transactions. This
financial manoeuvre essentially nullifies the
money generated by banks until the shadow bank
reverses the repo transaction. (Sivramkrishna,
2019) Figure 4 provides a schematic illustration of
this.

To summarise, the market perspective examines
the functional mechanics of shadow banking,

highlighting its ability to mitigate the constraints of
conventional banking while also raising
apprehensions over the quality of assets and the
transfer of risks. In contrast, the money view
examines the complex financial system that
encompasses deposits, loans, and transactions
between banks and shadow banking firms. Gaining
insight into these viewpoints establishes a strong
basis for conducting thorough qualitative and
quantitative assessments of shadow banking. This
is crucial for fully grasping its characteristics and
expansion, particularly within the framework of
the Indian financial environment.
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Shadow Banking in India

The reputation of shadow banking in India has
been turbulent, mostly because of recent high-
profile scandals, particularly the downfall of
Infrastructure Leasing & Financial Services
Limited (IL&FS). (Kothari, 2020) Prior to
discussing concerns arising from these events, it is
crucial to establish the definition of shadow
banking within the Indian context. According to
the Reserve Bank of India (RBI), shadow banking
refers to the activities of non-banking financial
companies (NBFCs) involved in lending,
selling/purchasing assets, and operating revolving
savings and credit societies, which are called chit
funds in India. (Business Standard. (2020, 2020)

India's credit environment is distinctive, marked by
a substantial informal structure based on familial
ties, social hierarchy, and reliance on trust.
However, the available data mostly focuses on the
formal sector, which is the main subject of our
investigation. According to market analysis, Indian
shadow banks or NBFCs function as
intermediaries that facilitate the transformation of
credit. Their primary role entails engaging in short-
term borrowing, predominantly through the
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issuance of commercial paper (CP), to support
longer-term funding in infrastructure ventures such
as highways, power plants, ports, and real estate.
The operational mechanism of Indian Non-
Banking Financial Companies (NBFCs), as
illustrated in Figure, revolves around utilizing
short-term borrowing to finance infrastructure
development.

CP, CD Loans
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t
Deposits Deposits
” Deposit H
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This is motivated by the accessibility of cash and
the cost-efficiency of short-term borrowing in
comparison to issuing long-term bonds or stock.
The activity appeals to individuals who save
money and are looking for greater returns, even
though it comes with increased dangers. This is
mainly affected by the decrease in interest rates
and the limited availability of government bonds.

Supporting this pattern, there has been a consistent
decrease in the Reserve Bank of India's benchmark
repo rate, dropping from 8.5 to 5.40 per cent since
2012. At the same time, the ratio of public debt to
GDP has slightly declined from 69.6 to 68.7 per
cent over the same period. (Reserve Bank of India
(RBI). (2022, 2022)

Shadow banking in India, mostly led by NBFCs,
centres on enabling credit reforms through
leveraging short-term borrowing for financing
long-term infrastructure projects. Although the
system has managed to attract depositors by
offering higher returns in the face of reduced
interest rates and a shortage of government bonds,
it is vulnerable to hazards, as demonstrated by
recent scandals like the collapse of IL&FS.
Gaining a thorough understanding of these
complexities is crucial for grasping the subtle
details and difficulties that are inherent in India's
shadow banking sector.

The Rise of Shadow Banking in India

The remarkable expansion of shadow banking in
India can be ascribed to various factors, notably the
economic changes of 1991 that introduced

liberalization, privatization, and globalization. The
implementation of financial deregulation led to the
emergence of Non-Banking Financial Companies
(NBFCs) in the formal sector, which was
previously predominantly controlled by informal
lenders. The reforms also fostered competition in
the commercial banking industry, as private banks
entered the market in search of new lending
opportunities. The reforms necessitated the
exploration of alternate sources of money, going
beyond the conventional commercial and informal
channels. (Agarwal, 2019) The desire for
alternative finance in India was driven by the shift
in its growth trajectory, industrial expansion, and
the limited availability of conventional credit for
small and medium companies (SMEsS).
Furthermore, the expansion of housing and
automotive loans, the growing involvement of the
private sector, limitations on budget deficits, and
collaborations between private and public entities
for infrastructure projects have generated a
substantial requirement for directing credit
towards profitable initiatives.

In India, Non-Banking Financial Companies
(NBFCs) are classified into different categories
based on factors such as their ability to accept
deposits, their non-deposit-taking status, and their
level of risk. (Vacharya, 2014) Systemically
significant non-banking financial companies
(NBFCs) are obligated to adhere to distinct
regulatory mandates, such as maintaining statutory
liquidity ratios, capital adequacy ratios, and non-
performing asset ratios. The study examines the
historical background of India's economic reforms,
emphasizing the transition from borrowing based
on production in the 1980s to a financialized
economy in the 1990s, where the expansion of
money exceeded GDP. (Reserve Bank of India.
"Non-Banking Financial, 2023) During this period,
there was a decrease in the market share of public
sector banks (PSBs) in favour of non-banking
financial companies (NBFCs) and private banks.
Non-Banking Financial Companies (NBFCs)
heavily depend on commercial banks for funding,
and their proportion of the overall bank credit has
been consistently rising.

The strong correlation between banks and NBFCs
underscores their function as intermediaries for
commercial bank lending. Furthermore, mutual
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funds have a substantial impact on the financing of
Non-Banking Financial Companies (NBFCs), with
their total investment in NBFCs amounting to
almost INR 2,300 billion as of March 2018.
(Financial Stability and Development Council.
"Report, 2020) The recent increase in investments
in mutual funds, namely from private sector
entities, aligns with the growth of non-banking
financial companies (NBFCs) and the wider
process of financialization in the Indian economy.
Ultimately, the article examines the expansion of
commercial paper (CP) issuance by non-banking
financial companies (NBFCs), emphasizing a
tripling of the amount during a span of seven years.
The use of short-term, unsecured debt instruments
gives rise to worries over the vulnerability of the
financial system, as the values of the assets
supporting these instruments are prone to changes
in market and macroeconomic circumstances.
(Financial Stability and Development Council.
"Report, 2020)

Growing Concerns over Shadow Banking
in India

Despite the benefits of shadow banking in
providing alternative investments, channelling
resources efficiently, and diversifying risk,
significant concerns have arisen regarding its
potential for financial instability. The primary risk
lies in the trading of already existing credit claims,
creating a pyramid of debt where repayment relies
on readily available assets at the top. This reliance
on short-term funding to finance long-term
projects creates vulnerabilities, as evidenced by the
2018 IL&FS crisis.

IL&FS, a major NBFC, defaulted on its CPs, CDs,
and inter-corporate deposits, exposing its
bankruptcy and raising concerns about the fragility
of the shadow banking system. The contagion
effect was significant, impacting other financial
institutions and causing market volatility. This
incident highlighted the "dark" side of shadow
banking, characterized by fraud, inadequate
governance, and weak risk management practices.
(Sharma, 2022) The IL&FS crisis led to
government intervention to prevent a wider
financial crisis. While this averted immediate
disaster, it underscored the significant risks
associated with shadow banking in India. Moving

forward, policymakers need to address these risks
through enhanced regulations, improved corporate
governance practices, and stricter risk management
frameworks.

Shadow Banking in China

What were the characteristics of the
Chinese credit system before the
emergence of shadow banking?

The development of China's credit system prior to
the rise of shadow banking marked a notable shift
from a government-regulated banking sector to a
more varied financial environment. Prior to the
emergence of shadow banking in the 2000s, banks
mainly regulated the credit system in China. The
development of this control was influenced by
certain crucial attributes and regulatory limitations.
At first, banks occupied a privileged position in the
financial ecosystem. (Hachem, K, 2018)

They had a significant clientele, especially among
State-Owned Enterprises (SOEs), who had a
dominant presence in the economy. In China's
tightly controlled economy, the availability of
legal alternatives for finance was restricted,
thereby strengthening the dominance of banks over
deposits and loans. Banks also profited from
implicit guarantees as the state was considered to
protect depositors, promoting confidence and
allowing them to amass significant deposits despite
giving meagre interest rates. Furthermore,
regulatory procedures effectively governed interest
rates for both deposits and loans, thereby
guaranteeing substantial profit margins for banks.
(Elliott, D., Kroeber, A., & Qiao, Y, 2015)

Nevertheless, the banking system was restricted by
governmental rules. The People's Bank of China
(PBOC) imposed restrictions on individual banks'
lending amounts in order to govern the overall
money supply by controlling the quantity of loans
provided. The loan allocation in smaller banks with
strong government connections was significantly
affected by the excessive control and surveillance
of the loan process, although this has been less
common in recent years. Furthermore, loan growth
was restricted by restraints such as loan-to-deposit
ratios, and banks were required to retain
considerable reserves with the PBOC due to
elevated reserve requirements, resulting in

TILG

95



Vol. 02, Issue 01 (Jan-June 2026)

Teerthanker Journal of Law & Governance

financial pressures. Prior to the 2000s, the credit
system was characterised by a limited bond
market, exclusive government control of large
banks, and a bias towards lending to State-Owned
Enterprises (SOEs) rather than Small and Medium
Enterprises (SMEs). The banks' preference for
state-owned enterprises (SOEs) stemmed from
their ~ perceived  creditworthiness,  market
dominance, mild penalties for loan defaults, and
the possibility of social or political pressures. The
prejudice against small and medium-sized
enterprises (SMEs), despite their significant
impact on employment and GDP, stems from
multiple issues such as insufficient collateral, low
credit history, and harsher penalties for loan
defaults in comparison to state-owned enterprises
(SOEs).

However, changes in the financial environment
were occurring despite these limitations. Joint
stock banks, influenced by their historical function
as corporate bankers, functioned in a somewhat
deregulated setting, offering loans to the private
sector. Urban and rural commercial lenders had
limitations in their ability to access State-Owned
Enterprise (SOE) lending prospects, which forced
them to provide loans to Small and Medium
Enterprises (SMEs). Analysts saw advancements
in targeted risk evaluation for small and medium-
sized enterprises (SMEs), while acknowledging
ongoing difficulties faced by SMEs when
interacting with banks, which exceed those seen in
other nations. The rise of shadow banking marked
a transition away from conventional financial
frameworks. Shadow banking firms provided
alternative financial products, posing a challenge
to the prevailing dominance of traditional banks.
This transition was driven by the necessity for
varied funding alternatives, particularly for small
and medium enterprises (SMEs) that have been
overlooked by the conventional banking industry.
In a nutshell, the Chinese credit system prior to the
emergence of shadow banking was marked by the
predominance of banks, strict regulatory measures,
preferential ~ treatment towards state-owned
enterprises (SOES), and restrictions on financing
for small and medium-sized enterprises (SMES).
(Awrey, D, 2015) As the traditional banking sector
remained dominant, changes in financial dynamics
and regulations were creating opportunities for the

rise of shadow banking, which brought new
aspects to China's credit environment.

What is the current state of shadow
banking in China?

Stringent  regulatory measures and  severe
economic conditions have recently brought about
substantial changes in the landscape of shadow
banking in China. (Awrey, D, 2015) Although
shadow banking has experienced a 20% decline in
assets, it continues to exert significant influence in
the financial sector, albeit on a smaller scale.
Significantly, essential operations such as trust
loans and wealth management products (WMPSs)
continue to exist, but they are now subjected to
more stringent regulations and a heightened focus
on diversification. Amid economic downturns, the
e-commerce finance sector is growing and making
the shifting picture more challenging for the
industry. Nevertheless, despite its reduced
condition, shadow banking in China still presents
significant hazards to the financial system,
necessitating ongoing attention and thorough
regulatory supervision. Accurately delineating the
bounds of shadow banking in China is difficult due
to diverse interpretations, resulting in disputes on
its activities and total scale. Shadow banking
encompasses various sorts of financial activities.

e Trust loans and leases are financial
transactions overseen by trust firms,
which are a distinctive type of organisation
in Chinathat combines characteristics of
both banks and fund managers. Although
these businesses demonstrate adaptability,
regulatory bodies are gradually
imposing more stringent restrictions on
their  activities. (Liu, K, 2021)

e Non-financial firms facilitate entrusted
loans through banks for  legal purposes,
offering banks protection against the credit
risk of the borrower. These loans,
commonly utilised by State-Owned
Enterprises (SOEs), are mostly directed
within business groups,  causing the line
between internal and external lending to
become indistinct.

e Bankers' acceptances (BAs) are
documents issued by banks that  provide
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a guarantee of future payments within a
specified period of time. (Gozlan, A,
2008) These instruments can be employed
to increase the amount  of loans beyond
what is shown on a bank's financial
statement, however labelling all BAs as
shadow banking exaggerates its scope.

Interbank entrusted loan payments refer to
a situation when one bank  lends money
to a client of another bank, on behalf of the
latter, and transfers both the main
amount and the interest when the loan
matures.

Microfinance institutions specialise in
providing small-scale loans, primarily in
rural areas, with the aim of enhancing
credit availability for persons residing in
these locations.

Financial leasing refers to the practise of
leasing assets that are  not included in a
bank or trust company's financial
statement for  extended periods of time.
Recently, there has been a boom in the
establishment of e-commerce finance
firms, specifically aimed at  providing
financial services to Small and Medium
Enterprises (SMEs)  associated with e-
commerce platforms.

Guarantee companies enable shadow
banking by offering financial
guarantees, transferring credit risk to these
corporations, and lowering capital
requirements for participating banks.
Certain guarantee firms may offer
unlicensed direct loans.

Pawn shops and informal lenders serve as
key financial resources for specific
households and small  businesses.
Nevertheless, accurately  assessing their
impact on shadow banking is difficult due
tothe scarcity of available data.

Trust Beneficiary Rights (TBRs) are
financial instruments that enable
purchasers to obtain profits earned by a
trust. These  instruments are commonly
utilised by banks to retain the economic
advantages of loans without including

them in their financial statements,
therefore affecting their capital needs.

e Wealth Management Products (WMPs)
monitor broad portfolios and have
developed to incorporate a modest equity
allocation. While subject to some
limitations, securities firms and asset
managers provide alternative options
that have less restrictions, making them
attractive to investors who are looking for
higher returns. Although  not explicitly
classified as shadow banking, activities in
the interbank market exhibit similarities
with wealth management products
(WMPs) and enable transactions such as
TBR acquisitions.

Although it has declined, shadow banking remains
a prominent presence in China's financial sector.
(Gruin, J., & Knaack, P, 2020) Trust loans, wealth
management products (WMPs), and emergent
sectors such as e-commerce financing continue to
exist but are now subject to more stringent rules. In
order to deal with economic uncertainties and
regulatory concerns, it is essential to have ongoing
monitoring and efficient policy management. This
is necessary to reduce possible risks related to
shadow banking and guarantee the long-term
stability of the financial system.

Case Study of Zhongzhi Enterprise Group
(ze9)

The recent disclosure made by Zhongzhi
Enterprise Group (ZEG) regarding its severe
insolvency and inability to repay outstanding debts
in China's shadow banking industry has
highlighted a significant sociological intersection
involving financial institutions, market dynamics,
and socioeconomic repercussions. In the dynamic
financial environment of China, this recent
development emphasises the intricate relationship
between economic systems, the vulnerability of
institutions, and the intrinsic intricacy of wealth
management. The financial turmoil experienced by
ZEG has far-reaching consequences. It not only
indicates a crisis within the shadow banking sector,
but also highlights the impact on investor
confidence, consumer sentiments, and the
socioeconomic divide among wealth management
participants. This situation reveals a complex
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sociological landscape  where  systemic
vulnerabilities intersect  with corporate
mismanagement, market demands, and societal
trust in financial instruments. This sociological
inquiry explores the interplay between economic
systems, institutional behaviour, and the resulting
societal consequences. It offers an analytical
perspective that may be utilised to understand the
intricate network of relationships that are creating
the present financial ecosystems in China and the
social consequences of these ecosystems.

A prominent wealth management, non-banking
financial institution (NBFC), firm in China has, in
recent past notified investors of its inability to fully
repay its outstanding debts. (Diksha Madhok and
Juliana Liu, 2023) This development has rekindled
concerns that the persistent downturn in the real
estate market in China may be impacting the
shadow banking industry, which is estimated to
have a value of approximately $3 trillion.
Zhongzhi Enterprise Group (ZEG) informed
investors on Wednesday that it was in a position of
"severe insolvency," as reported by a Chinese
state-owned news site. (Huang Yujie, 2023) The
article referenced a letter from the shadow bank,
which was also publicly disseminated by the
shadow bank itself.

Reuters confirmed that it had indeed viewed the
letter, which closely resembled the report at hand.
CNN is unable to authenticate the contents of the
letter, and ZEG did not respond to a request for
comment. CNN cannot authenticate the letter. In
the letter, the company, based in Beijing and
heavily involved in the faltering Chinese real estate
sector, described its debt as “significantly
massive." With a total asset value of 200 billion
yuan, it is projected that its total liabilities might
potentially reach 460 billion yuan, which is
comparable to $65 billion. ZEG indicated that
collection is challenging, the projected recoverable
amount is minimal, cash is depleted, and asset
impairment is severe. This was because the group's
assets are primarily focused on debt and equity
investments with a significant duration. (Laura He
(https://www.cnn.com/profiles/laura-he) and
Mengchen Zhang, 2023) The corporation is a
prominent private conglomerate in China, with
extensive activities in the mining, financial
services, and electric car sectors. Initial worries

regarding its financial condition were raised in
August, when a trust in which it holds some
ownership disclosed its failure to fulfil obligations
to corporate investors.

China boasts a vast number of wealth management
institutions that provide investors relatively
substantial returns. Zhongrong International Trust
is among these companies, and as of the conclusion
of 2022, it has overseen assets valued at $87 billion
for corporate clients and affluent people. Analysts'
estimations indicate that the trust industry,
commonly referred to as the “shadow banking"
sector, has a value of $2.9 trillion, surpassing the
size of France's economy. (Laura He
(https://www.cnn.com/profiles/laura-he) and
Mengchen Zhang, 2023) In essence, shadow banks
primarily facilitate funding by means that are not
recorded on the balance sheet or through non-bank
financial institutions such as trust firms.

China's economy is currently facing a prolonged
real estate crisis, prompting concerns about its
future. The "shadow banking" sector, a substantial
and covert component of China's financial system,
has attracted attention due to these issues. Analysts
indicate that individuals from the middle and
higher middle classes often constitute the majority
of investors in wealth management products in
China. The occurrence of late payments could
potentially undermine consumer confidence,
leading to defaults and worries. In the letter
addressed to investors on Wednesday, ZEG
expressed remorse for the financial challenges it
has encountered. The corporation acknowledged
its ongoing struggle with "ineffective" internal
management, which has persisted since the demise
of its founder in 2021, compounded by subsequent
resignations of senior executives.

Contrasting Regulatory Approaches

The regulatory frameworks governing shadow
banking in India and China are interesting
examples that provide important insights into the
sophisticated tactics taken by these economic
powerhouses. Both nations are dealing with the
intricate and hazardous nature of shadow banking.
However, when comparing their regulatory
solutions, it becomes clear that there are significant
differences and some underlying parallels. The
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shadow banking sector in India is characterized by
its diversity, consisting of several non-banking
financial institutions such as NBFCs, NBFC-Ds,
and NBFC-ND-SIs. The variety of options
available in this sector demonstrates its
progression in order to address the complex and
diverse developmental requirements of the nation.
China's regulatory approach, in contrast,
demonstrates a stricter and more formalized
framework aimed at reducing the risks related to
liquidity, leverage, and regulatory arbitrage. The
differences in the structure and level of regulation
of shadow banking companies create an
opportunity for a revealing comparison.

The regulatory development in India is
characterized by a dynamic story, where there is a
careful balance between prudential control and the
need for financial inclusion. The Reserve Bank of
India's reaction to the Shah Committee report in
1997 epitomizes this subtle and sophisticated
approach. (Reserve Bank of India, 1997) Non-
Banking Financial Companies - Deposit taking
(NBFC-Ds) encountered rigorous regulation, but
the other companies functioned under a somewhat
less strict regulatory framework. (Reserve Bank of
India. "Master Direction, 2014) In contrast, China
has implemented extensive regulatory measures,
initiating policy changes that emphasize a
dedication to resilience in response to systemic
concerns linked to shadow banking. The disparity
in regulatory evolution highlights the contrasting
ideologies that shape these states. (China Banking
Regulatory Commission. "Notice on, 2013)

The comparison primarily focuses on the different
strategies employed in risk management. The
shadow banking sector in India, which consists of
many entities, has challenges related to pro-
cyclicality and liquidity issues during periods of
economic growth. The regulatory response has
been carefully adjusted, in accordance with the
changing environment. (People's Bank of China.
"Notice on, 2017) China's focus on strict liquidity
requirements and capital adequacy ratios, along
with a ban on specific financial instruments such
as CDOs and CDS, demonstrates a proactive
strategy to manage and limit risks. The comparison
illuminates the distinct risk reduction techniques
implemented by the two governments. The
proactive government intervention in China is

notably different from the measured approach
taken by India. The Chinese government's role
goes beyond mere inspection, as it also includes
implementing significant regulatory changes
aimed at strengthening risk management and
governance. The rigorous limitations on financial
operations and foreign control emphasize a strong
commitment to prevent any dangers linked to
shadow banking. On the other hand, India's
regulatory changes seem to be more responsive, as
they are adjusted in response to new difficulties
rather than proactively changing the regulatory
framework.

Ultimately, the examination of shadow banking
regulation highlights the contrasting paths that
India and China have pursued. India's approach is
characterized by its careful consideration of
several factors, such as diversity and financial
inclusion, while also effectively managing risks.
This stands in stark contrast to China's proactive
and strict regulatory approach, which aims to
eliminate possible dangers before they arise.
(Financial Stability and Development Committee.
"Opinions, 2018) The comparative research
provides a comprehensive overview of the existing
regulatory frameworks and also illustrates the
changing dynamics of shadow banking in two
influential Asian economies. Comprehending
these subtle distinctions is essential for
policymakers, financial institutions, and scholars
who aim to navigate the complex realm of shadow
banking in various economic environments.

Potential Impact of Divergent Regulatory
Approaches

The divergent regulatory strategies employed in
India and China may lead to different degrees of
risk reduction in their respective shadow banking
industries. China's adoption of a stricter regulatory
approach has the potential to reduce the liquidity
and leverage issues linked to shadow banking.
Conversely, India's strategy of including both
strongly and loosely regulated Non-Banking
Financial Companies (NBFCs) may create
opportunities for regulatory arbitrage, hence
increasing the likelihood of vulnerabilities within
the system. (Nagaraj, R, 2020) Regulatory
difference can also impact market dynamics and
innovation in the shadow banking sector. Imposing
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more stringent laws in China has the potential to
create a market that is better regulated and more
stable.

On the other hand, India's combination of
regulatory systems may encourage innovation, but
it also raises the possibility of regulatory loopholes
and misconduct. (SEBI, 2020)

The divergent regulatory approaches may have
varying effects on investor trust in the two
countries. Increased regulatory oversight in China
has the potential to bolster investor confidence,
whereas the diverse regulatory landscape in India
may result in varied levels of trust among
investors, based on their interactions with certain
Non-Banking Financial Companies (NBFCs).
(RBI, 2018)

The Potential Impact of Shadow Banking
on Financial Intermediation in India and
China

The rise of shadow banking in India and China
poses an intricate interaction of possibilities and
difficulties for the future of financial mediation.
Although alternative financial institutions have
contributed to significant economic growth by
addressing the gaps left by traditional banks, their
ambiguous nature and lack of control have raised
worries over financial stability and systemic
dangers. (Knaack, P., & Gruin, J, 2021) In India,
the growth of shadow banking is driven by
multiple factors. The swift process of converting
the consumer economy into digital format provides
opportunities for financiers, particularly those
skilled in utilising technology to their advantage.
Digital platforms such as Jio Financial and Paytm
utilise vast amounts of customer data to tailor loan
packages specifically for underserved segments,
ensuring accuracy and precision. (Kulik, L., &
Korovkin, V, 2021) India's regulatory stance,
which is very permissive, promotes innovation and
growth in this area. The growth has multiple
consequences for India's financial sector. Shadow
banks have the potential to promote financial
inclusion by providing loans to marginalised
communities and small businesses, hence
facilitating economic progress. In addition, they
foster rivalry, hence potentially improving
efficiency and promoting product innovation.

Nevertheless, this expansion gives rise to
apprehensions regarding financial stability owing
to the lack of transparency and regulatory
deficiencies. Consumers and the broader financial
system may face risks due to wvulnerabilities

resulting from asset losses or exploitative
practises.
Conversely, China's shadow banking sector

encounters substantial obstacles. The present
decline in the real estate market reveals
vulnerabilities in shadow banks that have
significant investments in this sector, which could
result in defaults and economic turmoil. Stringent
regulatory measures aimed at addressing concerns
over financial stability could potentially hinder the
growth of the business and its ability to lend.
Furthermore, the current financial regulations in
China impede competition between conventional
banks and shadow banks, hence intensifying the
dangers connected with them. (Song, Z., & Xiong,
W, 2018) The future prospects of shadow banking
in China are still ambiguous. Increased regulation
has the potential to bring together the industry,
promoting stability while possibly diminishing
competitiveness. Although heightened oversight
endeavours to alleviate hazards, it may impede
innovation. The process of gradually incorporating
shadow banks into the traditional system has the
potential to enhance oversight and mitigate
systemic risks. However, this transition is intricate
and requires careful management. The impact of
shadow banking on financial intermediation in
India and China depends on various factors,
including economic  conditions, regulatory
regulations, and technological improvements.
Ensuring stability and consumer protection is vital,
despite the promise for financial inclusion and
innovation. Policymakers must carefully navigate
the task of encouraging responsible expansion in
shadow banking, while simultaneously mitigating
potential dangers, in order to maintain the long-
term stability and sustainability of the financial
system.

Global and Systemic Implications

The interdependence of the global financial system
means that differing regulatory strategies in India
and China could lead to cross-border spillover
consequences. Financial institutions that operate
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internationally may face varying degrees of risk,
which could result in heightened instability in
global financial markets. Global regulatory
divergence can lead to regulatory arbitrage, which
refers to the practice of financial companies taking
advantage of variations in legislation across
different jurisdictions. (FSDC, 2019) As a result,
financial activity may relocate to jurisdictions with
less strict laws, which might potentially increase
the overall risk to the system.

The different regulatory methods emphasize the
difficulties of international coordination in dealing
with systemic threats. In order to efficiently
mitigate the influence of shadow banking on the
worldwide financial system, nations must
cooperate in establishing uniform regulatory
norms and frameworks. Without such cooperation,
there is a possibility that regulatory loopholes and
inequities may continue to exist. The significance
of India and China in maintaining global economic
stability is highlighted by the possibility of
divergent regulatory strategies towards shadow
banking in these big economies. The occurrence of
any volatility in their financial systems may have
in significant consequences for international trade,
investment, and overall economic growth.

The existence of shadow banking worldwide
requires the implementation of global regulatory
norms to assure uniformity and mitigate systemic
hazards. International organizations like the
Financial Stability Board (FSB) are essential in
promoting cooperation and establishing guidelines
to tackle the issues presented by shadow banking
on a global scale. Ultimately, the distinct
regulatory strategies employed by India and China
have consequences that extend beyond their
respective countries. (Chen, Y., Li, X., & Wei, S.-
J, 2020) The worldwide and comprehensive
consequences emphasize the necessity for
synchronized endeavors to build uniform
regulatory structures that tackle the difficulties
presented by shadow banking on a global level.

Conclusion

Shadow financial organisations have traditionally
operated in both India and China to cater to special
credit requirements that are not fulfilled by official
banking systems. In contrast to their counterparts

in industrialised and developing nations, these
institutions were initially subject to more effective
regulation and did not present systemic risks to the
financial systems. Nevertheless, as the process of
financial deregulation progressed, these entities
became increasingly integrated and expanded in
their systemic significance. China's reaction to the
crises in the US and EU, particularly by largely
depending on growth generated by exports,
resulted in the implementation of a substantial
stimulus programme. This emphasised the dangers
of over dependence on exports and the resulting
economic disparity. The crisis revealed underlying
problems such as the incapacity to offer reasonably
priced lending to small and medium-sized
enterprises, meagre profits on bank deposits, and
the attraction of lucrative returns from unregulated
financial institutions, which contributed to the
swift expansion of China's shadow banking
industry.

The liberalisation movement in India enabled the
integration of shadow banking organisations with
the legal banking system. The lack of strict
regulation, particularly in the case of microfinance
institutions, did not effectively avoid crises, such
as the one observed in Andhra Pradesh. The
significant economic marginalisation, as seen by
the lack of access to financial services, has
contributed to the growth of shadow banking in
India. Both nations necessitate enhanced
regulatory oversight specifically designed for the
operations of shadow banks, even if it entails
sacrificing certain levels of economic growth in
favour of regulatory stability. Conventional
prudential requirements such as Basel 11 may lack
effectiveness.  Implementing stricter capital
requirements or supplementary buffers may
impede small and medium-sized enterprises'
ability to obtain credit by raising the cost of capital
for established banks. In order to control rapid
expansion, it is essential to implement
differentiated measures for different sectors within
shadow financial institutions and enhance
structural restrictions. Maintaining this regulatory
framework necessitates a favourable
macroeconomic  setting,  characterised by
favourable real interest rates and minimal inflation.
It is crucial to implement measures such as setting
limits on interest rates for financial instruments
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offered by shadow banks and promoting a fairer
distribution of national revenue in order to prevent
financial exclusion.

Ghosh et al. (2012) have pointed out that the
Financial Stability Board stresses the importance
of continuous monitoring as the global economy
adjusts to evolving legislation and economic
conditions. Constant attention is essential for
effectively navigating the ever-changing dangers
and linkages within the financial system. (Ghosh,
S., Gonzalez del Mazo, 1., & Otker-Robe, I, 2012)
To summarise, the rise and development of shadow
banking in India and China highlight the necessity
for customised regulatory frameworks to tackle
their systemic significance. To ensure long-term
financial stability, it is crucial to balance economic
development with regulatory stability, promote fair
financial inclusion, and uphold a supportive
macroeconomic climate. Continual monitoring and
adjustment to evolving financial environments are
crucial to protect against rising risks and
interconnectedness in the global economy.

References

McCulley, Paul. "The Shadow Banking System:
The New Paradigm?" Federal Reserve Bank of
Kansas City Economic Review 92, no. 4 (2007):
5-23.

Financial Stability Board. "Shadow Banking
System: Scoping the Issues." (2013): 1-22.

Guttmann, Robert W. "The Shadow Banking
System: Is It a Threat to Financial Stability?"
Journal of Financial Stability 21 (2016): 1-14;
Mehrling, Perry, Antoine Martin, and Anthony
M. Santomero. "Shadow Banks: Funding
Fragility and Financial Instability." International
Monetary Fund Working Paper 13/72 (2013).

Mitchell, Mark. "Defining Shadow Banking."
Journal of Financial Intermediation 27, no. 1
(2016): 15-27.

Brunnermeier, Markus K., and Anat Admati. "The
shadow banking system: Origins, implications,
and reforms." Oxford University Press, 2016.

Acharya, Viral V., Thomas Cooley, Matthew
Richardson, and Ingo Schnabel. "Shadow
banking: An analysis of lending through
structured finance conduits and asset-backed

commercial paper.” American Economic
Review 100.5 (2010): 2284-2313
Financial Crisis Inquiry Commission. "The

financial crisis inquiry report." Financial Crisis
Inquiry Commission, 2011.

Sivramkrishna, K. (2019, June). Shadow Banking
In India: Nature, Trends, Concerns And Policy
Interventions. G21 - Financial Economics.

Kothari, V. (2020, January 20). Shadow banking in
India: creating opportunity out of a crisis. Vinod
Kothari Consultants

Business Standard. (2020, December 5). Growth of
shadow banks poses threat to financial stability:
RBI report. https://www.business-
standard.com/topic/rbi-annual-report
(https://www.business-standard.com/topic/rbi-
annual-report)

Reserve Bank of India (RBI). (2022, July 15).
Report of the Working Group on Shadow
Banking System.

Agarwal, Prachi. SHADOW BANKING IN
INDIA: NATURE, TRENDS. The Fair India,
20109.

Vacharya, V. "The Growth of a Shadow Banking
System in Emerging Markets: Evidence from
India." NYU Stern, 2014.

Reserve Bank of India. "Non-Banking Financial
Companies." rbi.org.in, accessed December 6,
2023.

Financial Stability and Development Council.
"Report of the FSDC Sub-committee on Non-
Bank Financial Companies." Reserve Bank of
India, rbi.org.in, August 2020.

Sharma, Akhil. "Shadow Banking in India:
Challenges and Regulatory Solutions.” The
Economic Times, October 28, 2022.

Hachem, K. (2018). Shadow banking in
China. Annual review of financial
economics, 10, 287-308.

Elliott, D., Kroeber, A., & Qiao, Y. (2015).
Shadow banking in China: A primer. Economic
Studies at Brookings, 3(2015), 1-7.

Awrey, D. (2015). Law and finance in the Chinese
shadow banking system. Cornell Int'l LJ, 48, 1.

Liu, K. (2021). Chinese financial
companies: A review. The
Economy, 54(3), 217-231.

holding
Chinese

102

TILG



Teerthanker Journal of Law & Governance

Vol. 02, Issue 01 (Jan-June 2026)

Gozlan, A. (2008). BA'S: The practice and law of
bankers' acceptance.

Gruin, J., & Knaack, P. (2020). Not just another
shadow bank: Chinese authoritarian capitalism
and the 'developmental' promise of digital
financial innovation.

Diksha Madhok and Juliana Liu, Chinese shadow
bank says it has 'huge' debt and can't pay its bills,
CNN,Thu November 23, 2023,
<https://edition.cnn.com/2023/11/23/business/z
hongzhi-enterprise-group-china-insolvent-hnk-
intl/index.html>

Huang Yujie, Zhongzhi Group issued a letter of
apology to investors, and the principal and
interest of related liabilities were as high as 460
billion yuan, lanjinger.com, 22-11-2023,
Zhongzhi Group issued a letter of apology to
investors, and the principal and interest of
related liabilities were as high as 460 billion
yuan-Blue Whale Finance (lanjinger.com)
(https://www.lanjinger.com/d/223047)

Laura He (https://www.cnn.com/profiles/laura-
he) and Mengchen Zhang, China's 'Lehman
moment?' Big investment firm misses payments,
CNN BUSINESS, August 18, 2023, China's
'‘Lehman moment?" Zhongrong Trust misses
payments to investors \| CNN Business
(https://edition.cnn.com/2023/08/18/economy/c
hina-zhongrong-trust-protest-intl-
hnk/index.html)

Reserve Bank of India, Committee on Non-
Banking Financial Companies. "Report of the
Committee  on  Non-Banking  Financial
Companies (Shah Committee Report)." 1997.

Reserve Bank of India. "Master Direction - Non-
Banking Financial Companies - Prudential
Framework." 2014.

China Banking Regulatory Commission. "Notice
on Implementing  Measures for the
Administration of Shadow Banking Business."”
2013.

People's Bank of China. "Notice on Strengthening
the Supervision and Management of Liquidity of
Non-Bank Financial Institutions.” 2017.

Financial Stability and Development Committee.
"Opinions on Promoting the Healthy
Development of the Financial Market." 2018.

Nagaraj, R. (2020). Shadow Banking in India:
Regulation and Risks. Economic and Political
Weekly, 55(29), 45-51.

SEBI. (2020). Consultation Paper on Regulation of
Non-Banking Financial Intermediaries (NBFIs)
Engaged in the Business of Microfinance.
Mumbai: Securities and Exchange Board of
India.

RBI. (2018). Report of the Committee on the
Regulation  of  Non-Banking  Financial
Companies (NBFCs). Mumbai: Reserve Bank of
India.

Knaack, P., & Gruin, J. (2021). From shadow
banking to digital financial inclusion: China's
rise and the politics of epistemic contestation
within the Financial Stability Board. Review of
International Political Economy, 28(6), 1582-
1606.

Kulik, L., & Korovkin, V. (2021). India Goes
Digital: From local phenomenon to global
influencer.  SSRN Electronic  Journal.
https://ssrn.com/abstract=3829789:
https://ssrn.com/abstract=3829789

song, Z., & Xiong, W. (2018). Risks in China's
financial system. Annual Review of Financial
Economics, 10, 261--286.

FSDC. (2019). Report of the Working Group on
Shadow Banking. New Delhi: Ministry of
Finance.

Chen, Y., Li, X., & Wei, S.-J. (2020). Shadow
Banking in China: Regulatory Reforms and
Challenges. China Economic Journal, 13(3),
265-295.

Ghosh, S., Gonzalez del Mazo, 1., & Otker-Robe,
I. (2012). Chasing the shadows: How significant
is shadow banking in emerging markets? World
Bank Economic Premise, 88, 1--7.

TILG

103



