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Debt in China is approaching crisis levels. Aggregate debt 
stands at 237% of Chinese GDP, compared with less than 150% 
in 2008. Chinese debt is far above any other emerging market 
and so raises the risk of a financial crisis there and prolonged 
economic slowdown. Analysts agree that the cause of such an 
unprecedented build up of debt is the attempt of the Chinese 
national government to stimulate the economy by encouraging 
greater lending for investment at a time when demand for 
Chinese exports from the world economy was faltering. The 
Chinese authorities insist that there is little chance of any 
imminent financial crisis in China because the financial sector 
is nationalised, and so they are able to exert more control over 
banks than in the west. While it is true that the state-owned 
sector is vast in China, this does not address the problem of 
informal banking, where unregulated lending has grown quickly 
and where credit risk is disproportionately concentrated.

The informal banking sector consists of financial and  
non-financial firms that lend money. Mostly these are trusts  
that have promoted wealth management products, enabling 
Chinese citizens to invest in products purporting to deliver 
higher returns than savings accounts, but also includes financial 
products offered by the retail sector, notably the giant online 
retailer Alibaba. Shadow banking in China has grown rapidly, and 
now one quarter of total debt lies outside the regulated part of 
the financial sector. Investor funds have no capital protection  
and no protection against excessive credit risk. Paradoxically 
many of these investments have been channelled into declining 
sectors, partly because state-owned enterprises in mining, steel 
and real estate have been allowed to promise unrealistic returns. 
In August 2015 the collapse of the state-owned credit guarantee 
company in China’s rust-belt prompted increasing scrutiny on  
the activities of China’s shadow banking sector and the  
pervasive difficulties of moral hazard. 

The economic theory of finance explains how a banking sector 
can emerge by demonstrating that governments will regulate 
the financial sector to reduce the threat of opportunistic 
behaviour by financial predators through making false promises 
to ill-informed consumers. Consumers of investment products 
will lend their money safe in the knowledge that government 
regulation minimises this risk of moral hazard. The rapid growth 
of the unregulated financial sector in China is therefore explained 
by consumer willingness to trust unregulated lenders. 

This research has focused on inconsistencies in this explanation.1 
For this current explanation to be true, ordinary Chinese 
investors must be willing to adopt near-reckless behaviour in 
their lending practices. But there is no evidence from  
sociological studies that Chinese attitudes towards financial  
risk are significantly different from elsewhere in the world.  
A related explanation suggests that Chinese consumer financial 
sophistication lags behind other countries because of the 
legacy of the Communist government and, in particular, the 
Cultural Revolution. This research addresses this aspect directly 
by focusing on a historical case study of shadow banking in 
Shanghai, which began in the immediate aftermath of the First 
World War and which continued to operate successfully until  
the Cultural Revolution. 

The so-called ‘Big Three’ department stores in Shanghai 
were established by ethnic Chinese entrepreneurs, who had 
established their original retail operations in Sydney, Australia. 
They were sufficiently prominent members of the Australian 
Chinese community that when they proposed returning to China 
to establish department stores (the novel retail format of the 
day), they were able to pool the savings of large numbers of the 
Australian Chinese community into these retail investments.  
As the ‘Big Three’ department stores continued to develop, they 
continued to extend business operations in accordance with 
the underlying business model of collective financing. Unrelated 
diversification into insurance, finance, real estate and a whole 
host of manufacturing operations allowed these retail businesses 
to grow to become the most valued Chinese firms by the 1930s. 
But by then the real focus of operations was not on department 
store retailing, but rather on unregulated investment banking. 
Many, many thousands of ordinary Chinese people deposited 
small amounts with these businesses, funds which were  
then reinvested. 
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The ‘Big Three’ department stores of Shanghai were the original 
exponents of Chinese shadow banking. Their example illustrates 
that the Chinese consumers have a long standing preference for 
informal but trustworthy institutions over formally regulated 
institutions in the financial sector. The recent rapid build up of 
debt in the informal banking sector since 2008 cannot therefore 
be explained as some sort of legacy of attenuated commercial 
sophistication from the Communist revolution. Instead this case 
study points to long-standing institutional failures in financial 
governance in China, which therefore provide the incentive for 
ordinary Chinese to select trusted but unregulated investment 
vehicles instead.  

Chinese consumers have a long 
standing preference for  
informal institutions over  
formally regulated institutions.


