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ABSTRACT 

Over the years, shadow banking has experienced a significant increase within the global 

financial system, with the United States (US) having the largest shadow banking sector. 

Emerging economies, particularly China have also seen a significant increase in shadow 

banking activities. Following the global financial crisis of 2007–2008, there have been 

concerns over the risks that are posed by shadow banking and the need for regulation of the 

sector. Consequently, the aim of this research report was to assess the regulation of shadow 

banking in South Africa and to make proposals for reform based on the experiences of the US 

and China. The findings show that shadow banking, while useful to the economy, poses 

systemic risks to the financial system. In the US, shadow banking is widespread, and had a 

significant impact in exacerbating the effects of the global financial crisis. Consequently, 

major reforms were put in place to reduce these risks through the Dodd-Frank Act and the 

Consumer Protection Act. The report also shows that the Chinese financial system has 

undergone major reforms. Due to the inadequacies of the financial system in offering credit, 

shadow banking has risen significantly in China amid concerns over a poor regulatory 

environment for averting the inherent risks. As a consequence, authorities in China are taking 

steps to improve regulation and avert these risks. With respect to South Africa, the 

environment for shadow banking remains conservative, with minimal risks posed to the 

financial sector. Furthermore, in spite of its risks, shadow banking activities have helped to 

facilitate financial inclusion in the economy. Based on these findings, it is important that 

South Africa adopts a progressive approach to the regulation of shadow banking activities. It 

is important to ensure that there is a balance between facilitating financial inclusion and 

ensuring that shadow banking activities do not pose a risk to the financial system, through 

effective regulation. This calls for smart regulation that ensures that shadow banking 

activities are effectively regulated to minimise risk without stifling economic growth.  
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1. INTRODUCTION 

One of the most significant and most interesting results of the globalisation process has been 

the swift development and subsequent integration of financial markets.1 This is possibly due 

to advancements in technology and deregulation, coupled with the development and 

implementation of more complex financial instruments.2 Consequently, two financial market 

structures have come into being. The first of these is the traditional banking system, while the 

second is a parallel structure, which includes non-banking financial institutions, commonly 

referred to as “shadow banking”. By definition, shadow banking is credit intermediation 

involving activities and entities outside of the regular banking system.3 This includes all 

entities outside the regulated banking system that perform the core banking function: credit 

intermediation of accepting deposits from savers and lending it to borrowers.4 A key attribute 

of the shadow banking system is that it functions outside mainstream state supervision and, as 

such, outside the banking principles that regulate this system.5  

Over the past decade, shadow banking has experienced a significant increase within 

the global financial system.6 In 2015, total assets for the global shadow banking sector rose to 

$92 trillion, from $89 trillion in 2014, rising to an all-time record of 150% of global gross 

domestic product (GDP) based on 21 assessed jurisdictions.7 Some jurisdictions with the 

                                                 
1 Mehmet F. Dicle and John Levendis ‘The impact of technological improvements on developing financial 

markets: The case of the Johannesburg Stock Exchange’ (2013) 3 Review of Development Finance 4 at 204-213; 

Nicholas Economides ‘The impact of the internet on financial markets’ (2001) 1 Journal of Financial 

Transformation 8 at 8-9; European Central Bank ‘How could new technology transform financial markets?’ 

available at https://www.ecb.europa.eu/explainers/tell-me-more/html/distributed_ledger_technology.en.html, 

accessed on 18 August 2017. See more: Steven L. Schwarz, Regulating Shadow Banking, 31 Review of Banking 

& Financial Law 619-642 (2012) at 625. 
2 Ibid 
3 Financial Stability Board ‘Global Shadow Banking Monitoring Report 2015’ available at 

http://www.fsb.org/wp-content/uploads/global-shadow-banking-monitoring-report-2015.pdf, accessed on 12 

January 2017; See also Financial Stability Board ‘Shadow Banking: Strengthening Oversight and Regulation 

Recommendations of the Financial Stability Board’ (2011) at 1; and Financial Stability Board ‘Strengthening 

Oversight and Regulation of Shadow Banking An Overview of Policy Recommendations’ (2013) at iv 
4 Laura E Kodres ‘What Is Shadow Banking?’ (2013) 50 Finance & Development 2, available at 

http://www.imf.org/external/pubs/ft/fandd/2013/06/basics.htm, accessed on 24 January 2017 
5 N Valckx et al ‘Shadow Banking around the Globe: How large, and how risky’ in IMF Global Financial 

Stability Report—Risk Taking, Liquidity, and Shadow Banking: Curbing Excess while Promoting Growth (2014) 

at 68; Małgorzata Solarz ‘The Importance of Shadow Banking Sector entities for population affected by credit 

exclusion’ (2013) 2 Copernican Journal of Finance & Accounting 2 at 190; Gillian Jones ‘Shadow banking 'not 

a risk to stability'’ Business Day 25 April 2014, available at 

https://www.businesslive.co.za/bd/companies/financial-services/2014-04-25-shadow-banking-not-a-risk-to-

stability/, accessed on 26 May 2017. 
6 Solarz op cit note 5 at 190; Jealous Chishamba ‘The Rising Dominance of Shadow Banking’ The Zimbabwe 

Independent 24 October 2014, available at https://www.theindependent.co.zw/2014/10/24/rising-dominance-

shadow-banking/, accessed on 26 May 2017; Valckx et al op cit note 5 at 65.  
7 Financial Stability Board ‘Global Shadow Banking Monitoring Report 2016’ available at 

http://www.fsb.org/wp-content/uploads/global-shadow-banking-monitoring-report-2016.pdf, accessed on 27 

May 2017 at 1; Sophia Furber ‘Shadow Banking hits 150% of GDP’ S&P Global Market Intelligence 10 May 

https://www.ecb.europa.eu/explainers/tell-me-more/html/distributed_ledger_technology.en.html
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largest shadow banking systems are the United States (US), the Euro Zone8, and the United 

Kingdom (UK). Of these, the US shadow banking assets exceed those of traditional banking.9 

However, emerging financial markets have also experienced fast growth in shadow banking 

activities in past years.10 In 2014, China's shadow banking grew at twice the rate of bank 

credit, and eventually reached 35% of the country’s GDP.11 South Africa has not been left 

behind in the growth of shadow banking activities. In 2014, shadow banking in South Africa 

accounted for 24% of the total assets in the financial system, including hedge funds, money 

market funds, trust companies, and finance companies.12  

If managed well, shadow banking is seen as a powerful tool for economic growth.13 

However, careless monitoring or management may be detrimental to the entire global 

financial system. The global concern is that increased banking regulations have a tendency to 

encourage the channeling of investments into less regulated areas, such as shadow banking, 

with the aim of avoiding restrictions.14 Whilst many jurisdictions, such as the US, the UK, 

and the European Union (EU) seem to have some level of control over shadow banking 

activities, specifically after the 2007–2008 global financial crisis (GFC), the major fear is that 

the growth of China’s shadow banking system, whereby banks lend money at high interest 

                                                                                                                                                        
2017, available at http://marketintelligence.spglobal.com/our-thinking/news/shadow-banking-assets-hit-record-

150-of-gdp-financial-stability-board-says, accessed on 27 May 2017; 
8 The monetary union of 19 of the 28 European Union (EU) member states which have adopted the euro (€) as 

their common currency and sole legal tender. These countries are Austria, Belgium, Cyprus, Estonia, Finland, 

France, Germany, Greece, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, the Netherlands, Portugal, 

Slovakia, Slovenia and Spain 
9 Valckx et al op cit note 5 at 65; Chishamba op cit note 6; Szu Ping Chan ‘The $75 trillion shadow hanging 

over the world’ The Telegraph 30 October 2014, available at 

http://www.telegraph.co.uk/finance/newsbysector/banksandfinance/11198457/The-75-trillion-shadow-hanging-

over-the-world.html, accessed on 27 May 2017; Zoltan Poszar, Tobias Adrian, Adam Ashcraft and Hayley 

Boesky ‘Shadow Banking’ (December 2013) FRNBY Economic Policy Review 7.   
10 Valckx et al op cit note 5 at 65; See also Swati Ghosh, Ines Gonzalez del Mazo, and İnci Ötker-Robe 

‘Chasing the Shadows: How Significant is Shadow Banking in Emerging Markets?’ (2012). 88 World Bank 

Economic Premise, available at https://openknowledge.worldbank.org/handle/10986/17088, accessed on 15 

October 2017 at 3 
11 Douglas Elliott, Arthur Kroeber and Yu Qiao Shadow banking in China: A primer (2015) 9 The Brookings 

Institution; Chishamba op cit note 6; Chan op cit note 9. 
12 South African Reserve Bank Financial Stability Review 1 ed (2016) 9; Jones op cit note 5; Chan op cit note 9.  
13 Alan Moreira ‘Is shadow banking good for the economy?’ World Economic Forum 18 September 2014, 

available at https://www.weforum.org/agenda/2014/09/shadow-banking-economy-regulation/, accessed on 18 

August 2017. ``At the epicentre of the global financial crisis, shadow banking has become the focus of intense 

regulatory scrutiny. All reform proposals implicitly take a stance on its economic value”; Chi-Chur Chao, Mong 

Shan Ee and Jing Zhang ‘Shadow Banking and Economic Development in Developing Countries: Evidence 

from China’ European Financial Management Association at 1-3; Gaston Gelos and Nico Valckx ‘The Growth 

of Shadow Banking’ IMFBlog 3 October 2014, available at https://blogs.imf.org/2014/10/03/the-growth-of-

shadow-banking/, accessed on 18 August 2017. 
14 Chishamba op cit note 6; Douglas D. Elliott ‘Reforming Shadow Banking in China’ 2015 Brookings 2; The 

Economist Group Limited ‘The Lure of Shadow Banking’ The Economist 8 May 2014, available at 

https://www.economist.com/news/leaders/21601826-shadow-banks-helped-cause-financial-crisis-better-

regulated-they-could-help-avert-next, accessed on 17 August 2017.  
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rates outside the regulated financial system, may have the potential to destabilise the Chinese 

financial system, and ultimately the global financial system.15 Based on these dynamics 

taking place in the shadow banking sector in different countries, it is imperative that South 

Africa learns from these situations and reforms its shadow banking sector, in order to 

facilitate growth and prevent negative effects.  

The objective of this research, therefore, is to provide an analysis of the regulations 

governing shadow banking in South Africa and to propose reforms based on the experiences 

of the US and China. A question one would ask is why one would choose the US and China 

as comparators? To start with, the US and China are both large economies on the global 

stage.16 In addition, the US still has the largest shadow banking sector in the world, despite a 

slight decline,17 and this sector appears to contribute most to domestic systemic risk.18 

However, in the context of emerging economies, the growth of shadow banking in China 

stands out.19 In this regard, this research report provides an exposition of how credit 

intermediation activities are conducted in the field of shadow banking. It is necessary to 

explore the importance of shadow banking and its effects in the wake of the global economic 

meltdown. To that end, this report seeks to review the operations of shadow banking in the 

US and in China, as well as the role it played during the global financial meltdown.  

This research report further analyses and discusses the role of shadow banking from 

the South African perspective. It shows that financial intermediaries have dominated the 

markets in this segment of the population. It also demonstrates that despite the systemic risk 

of shadow banking, its activities tend to have a positive impact. Furthermore, there is 

evidence to show that poor regulation of shadow banking and credit markets led to risky 

lending practices that contributed to the destabilisation of the financial markets and plunged 

them into the global economic recession. 

This research report will describe the US experience of shadow banking, and how the 

same system is dynamically implemented in the Chinese economy. These findings will 

provide an overview of the essential characteristics of shadow banking, as well as consumers’ 

                                                 
15 Lynley Donnelly ‘Bring shadow banks into the light’ Mail & Guardian 10 July 2015, available at 

https://mg.co.za/article/2015-07-10-bring-shadow-banks-into-the-light, accessed on 27 May 2017; Jones op cit 

note 5; Sui-Lee Wee & Owen Guo ‘Chinese Investment Scandal Highlights 'Shadow Banking' Risks’ New York 

Times 19 April 2017, available at https://www.nytimes.com/2017/04/19/business/china-minsheng-shadow-

banking.html?_r=0, accessed on 27 May 2017 . 
16 Alex Gray ‘The world’s 10 biggest economies in 2017’ World Economic Forum 09 March 2017, available at 

https://www.weforum.org/agenda/2017/03/worlds-biggest-economies-in-2017/, accessed on 15 October 2017 
17 Kodres op cit note 4 
18 Valckx et al op cit note 5 at 65 
19 Valckx et al op cit note 5 at 67 

https://www.weforum.org/agenda/2017/03/worlds-biggest-economies-in-2017/
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preference for this system in lieu of the traditional banking system. The significant pitfalls of 

this informal banking system are also discussed, in particular how it may put an economy at 

risk if it is not well executed and anchored with efficient regulations.  

Based on the findings, this research discusses and provides proposals for reform such 

as tools to protect the financial stability and resilience of the economy.  

 

2. A BRIEF ON THE DEVELOPMENT OF SHADOW BANKING  

Many experts20 in the field of shadow banking are of the view that regulation of shadow 

banking is necessary to expand financial markets. Intuitively, this view focuses on the merits 

of shadow banking and ignores the negative effects that shadow banking can bring to 

financial markets if it is not properly regulated. Schwarcz21 is of the view that the key driver 

for the development of shadow banking was the rapid development in technology and the 

demand for short-term loans during the financial crisis of 2007–2008. Pozsar and Singh22, 

Schwarcz23, Mohd-Farid24 and Dudley25 comprehensively present the key elements in the 

growth of shadow banking, and analyse the system of transforming loans into marketable 

securities. However, their explanation of the origins of shadow banking is limited.  

Pozsar’s26 view is that imposing regulations on shadow banking is a key factor for the 

economic growth of non-banking activities in developed markets. According to Pozsar, 

shadow banking activities should be regulated in order to facilitate economic growth.  

Pozsar and Singh27 state that the investor demand for short-term loans was the main 

driving force for the expansion of shadow banking. However, they maintain that the reasons 

                                                 
20 Zoltan Pozsar and Manmohan Singh ‘The nonbank-bank nexus and the shadow banking system’ (2011) IMF 

Working Paper 289; Schwarcz op cit note 1 at 626; Muhamad A. Mohd-Farid ‘Monitoring shadow banking and 

its challenges: the Malaysian experience’ (2012). Available at 

http://www.bis.org/ifc/events/6ifcconf/mohdfarid.pdf, accessed on 12 February 2017; Dudley W. C ‘Proceedings 

from the Center for Economic Policy Studies (CEPS) Symposium 2009: More lessons from the crisis’ (2009) 

available at https://www.bis.org/review/r091117a.pdf, accessed on 18 August 2017. 
21 Schwarcz op cit note 1 at 626 
22 Pozsar & Singh op cit note 20 
23 Schwarcz op cit note 1 at 626 
24 Mohd-Farid op cit note 20 
25 Dudley op cit note 20 
26 T Adrian & A B. Ashcraft ‘Shadow Banking: A Review of the Literature’ in Garett Jones (ed) Banking 

Crises: Perspectives from The New Palgrave Dictionary (2016) at 22; Alan Moreira and Alexi Savov ‘Shadow 

banking and the economy’ Vox 16 September 2014 available at http://voxeu.org/article/shadow-banking-and-

economy, accessed on 18 August 2017; Bankenverband `Regulation of shadow banking` Association of German 

Banks at 11 
27 Pozsar & Singh op cit note 20 at 3-4; Moreira & Savov op cit note 26; Robert Unger ‘Traditional banks, 

shadow banks and the US credit boom – credit origination versus financing’ Deutsche Bundesbank Discussion 

Paper (2016) at 6 
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for that significant development remain uncertain. Schwarcz,28 however, argues that the 

expansion of shadow banking was due to the fast development of technology, which also 

facilitated the creation of innovative non-banking financial products at a lower cost compared 

to those of traditional banks. Another reason for the expansion of shadow banking could be 

due to the financial integration of economies, resulting in the financialisation of transactions 

and subsequent increase in demand for financial products.  

Mohd-Farid29 points out that in the wake of the GFC of 2007–2008, shadow banking 

and its related activities have required greater attention due to their ability to transmit risks to 

the financial sector through their significance as a source of credit and liquidity in the 

economy, and their interconnectedness with the conventional banking system. Intuitively, this 

means that in the South African context, reforms should focus on smart regulation of the 

sector to prevent the transmission of risks to the regulated banking system without stifling the 

growth of the alternative financial services sector.  

Dudley30 maintains that the GFC also revealed the failure of regulators and market 

participants to fully understand and appreciate the strength of the amplifying mechanisms, 

particularly those of the shadow banking system, which exacerbated business and financial 

cycles in the financial system. By implication, it means that effective regulation requires a 

thorough understanding of the financial sector and of shadow banking activities.  

 

3. THE SHADOW BANKING SYSTEM  

In recent years since the GFC, credit intermediation activities regulated outside of the 

banking system have had a strong ability to create vulnerability in financial markets.31 These 

outside activities are referred to as shadow banking because they act in parallel with the 

traditional banking system, but with the same capacity to offer mortgages and loans to third 

                                                 
28 Schwarcz, op cit note 1 at 626; Economides op cit note 1 at 8-9; Bankenverband op cit 26 note at 8 
29 Mohd-Farid op cit note 20; Bankenverband op cit 26 note at 4; Sali Bakare ‘Banking, Mortgage and the 

Credit Industry in the USA’ (2016) 21 Journal of Internet Banking and Commerce 1 at 7. See also Bryan J. 

Noeth and Rajdeep Sengupta ‘Is Shadow Banking Really Banking?’ Federal Reserve Bank of St. Louis October 

2011, available at https://www.stlouisfed.org/publications/regional-economist/october-2011/is-shadow-banking-

really-banking, accessed on 25 January 2017 
30 Mohd-Farid op cit not 20; David Luttrell, Harvey Rosenblum & Jackson Thies Understanding the Risks 

Inherent in Shadow Banking: A Primer and Practical Lessons Learned, No.18 (2012) at 9; Schwarcz op cit note 

1 at 619-625 
31 Bakare op cit note 29 at 7. See also Noeth & Sengupta op cit note 29 at 11-12; Daniel Sanches ‘Shadow 

Banking and the Crisis of 2007-08’ (2014) 7 Business Review at 7; Elijah Brewer III & Ann Marie 

Klingenhagen ‘Be careful what you wish for: The Stock Market Reactions to Bailing out Large Financial 

Institutions’ (2010) 18 Journal of Financial Regulation and Compliance 1 at 58. 
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parties at lower interest rates.32 Shadow banking is pursued by different financial actors and 

has thus become a key part of the economy at both domestic and international levels.33 

 Shadow banking is a descriptive term coined by McCulley.34 However, due to its 

ambiguous activities outside of the banking regulatory system and its power to monopolise 

the financial markets, shadow banking has a negative connotation. Shadow banking gained 

prominence due to the global financial meltdown — a phenomenon that happened between 

2007 and 2008. And to date, the regulated financial markets still face consequences due to the 

nature and scope of shadow banking, which acts as a facilitator for individuals and generates 

new models of private credit packages. 

Over the years, these activities have gained prominence in the global economy, with 

non-banking activities reaching $36 trillion in 2014, showing a moderate increase in shadow 

banking.35 

For the purpose of this research, a narrow definition of shadow banking by the 

Financial Stability Board (FSB) is preferred. With respect to the narrow definition, 

McCulley36 argues that shadow banking activities are outside of the banking sector, which 

raises systemic risk concerns and/or regulatory arbitrage concerns.37 Consequently, this 

definition encompasses the sector’s response to financial market innovation — the system is 

growing and functionally diverse. The four key aspects of credit intermediation that shadow 

banking operates are short-term funds for long-term asset investments, bond trading 

platforms, credit risk transfer, and unsecured credit to purchase fixed assets.  

All the above activities create bank-like risks but raise short-term markets based on 

funding, which in return can create vulnerabilities during financial crises.38 On the other 

hand, banks, with their strict system, demand deposits to fund the above activities. To a lesser 

                                                 
32 Sanches op cit note 31 at 8; Unger op cit note 27 at 6-7; Edward F. Greene and Elizabeth L. Broomfield 

‘Promoting risk mitigation, not migration: a comparative analysis of shadow banking reforms by the FSB, USA 

and EU` (2013) 8 Capital Markets Law Journal 1 at 10.  
33 R Du Randt ` An Empirical Study of Potential Risks of Shadow Banking in South Africa`(2014) at 7 
34Kodres op cit note 4; See also Whalen R. Christopher ‘Why Fixing the 'Shadow Banking' Sector Is Essential 

for the U.S. Housing Market’ (2013). Networks Financial Institute Policy Brief No. 2013-PB-01; Payden & 

Rygel ‘China’s Financial System: Does a Crisis Lurk in the Shadows?’ (2013) IAFEI Quarterly 22 (12) 

Available at http://www.iafei.org/quarterly/IAFEI_quarterly_22nd_issue.pdf, accessed on 24 January 2017 
35 Ibid. See also Furber op cit note 7 at 2; Valckx et al op cit note 5 at 73  
36 Paul McCulley ‘The Shadow banking System and Hyman Minsky’s Economic Journey’ (2009) CFA Institute 

5 at 257 
37 Anastasia Nesvetailova Crisis of the Overcrowded Future: Shadow Banking and the Political Economy of 

Financial Innovation (2014) 6; Financial Stability Board op cit note 14 at 12; Ingrid Goodspeed ‘Out of the 

shadows: an overview of the shadow banking system’ Available at 

http://financialmarketsjournal.co.za/oldsite/14thedition/printedarticles/shadowbanking.htm, accessed on 25 

January 2017  
38 Sanches op cit note 31 at 9-10; Unger op cit note 27 at 2; Bankenverband op cit 26 note at 11 
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extent, this kind of market financing is a step aimed at reducing the risks of unsecured 

credit.39  

Shadow banking is completely dependent on market financing, and therefore creates a 

high risk for the public, even though it aims to offer short-term funding through liquid money 

in a more secure environment than regulated banks offer. In practice, shadow banking does 

not guarantee secure investment because many of the entities involved do not report to the 

government regulatory system.40 This already shows that shadow banking poses serious risks 

to the financial system and the economy as a whole. There are no regulations on most of the 

financial products under shadow banking. Thus, the lack of transparency and standardisation 

on financial packages has the potential to attract obscure transactions.41 This situation can 

aggravate maturity mismatches, and put credit and liquidity transformations at risk due to the 

interconnectedness of shadow banking with the regular banking system.  

 It should be noted that the heavily structured regulation of the traditional banking 

system motivated the fast growth of shadow banking.42 Another aspect is that bank loans are 

generally expensive, and short-term loans under shadow banking tend to be more affordable. 

Intuitively, this produces an attraction to shadow banking as an alternative to the 

conventional, expensive and heavily regulated banking system. Furthermore, to reduce 

competition, banks in many countries have been prohibited from paying interest on demand 

deposits, which was advantageous for money market funds and repo markets because these 

could offer better returns.43  

 Figure 1 below presents a comparison of the traditional banking system and shadow 

banking. Like traditional banks, shadow banks invest in long-term assets and transform these 

assets in short-term claims. There are also secondary markets to which shadow banks can sell 

their assets. 

 

 

                                                 
39 Unger op cit note 27 at 4-5; Greene & Broomfield op cit note 32 at 12; Julian Kolm ‘Securitization, Shadow 

Banking, and Bank Regulation’ (2015) at 2-3 
40 Sanches op cit note 31 at 12-13; Schwarcz op cit note 1 at 621-627; Valckx et al op cit note 5 at 67-68.  
41 55. Roy Girasa ‘Shadow Banking: Nature, Regulation, and Developments’ (2016) 35 Banking & Financial 

Services Policy Report 12 at 5,6 
42 Gary Gorton and Andrew Metrick ‘Regulating the Shadow Banking System’ (2010) Brookings Institute at 

261 
43 Tobias Adrian, Adam B. Ashcraft and Nicola Cetorelli Shadow Bank Monitoring Staff Report No. 638 

September (2013) 21; Adam J. Levitin ‘Safe Banking: Finance and Democracy’ (2015) 83 The University of 

Chicago Law Review 357 at 403; Gorton and Metrick op cit note 41 at 261, 269 
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Figure 1: COMPARISON OF TRADITIONAL BANKING AND SHADOW BANKING 

STRUCTURES44 

 

 

4. ECONOMIC FUNCTIONS OF SHADOW BANKING 

Shadow banking has different functions in an economy — for instance, credit risks transfer, 

securities lending, repurchase transactions, deposit-like funding, and maturity and liquidity 

transformation, amongst many other functions, all fall under the scope of shadow banking.45 

However, not all activities can furnish information to the regulators, and as a consequence, 

measuring the scale of shadow banking is a not an easy task.46 The functions of shadow 

banking are discussed further below.  

 

                                                 
44 Stephan Luck and Paul Schempp ‘Banks, Shadow Banking, and Fragility’ (2014) European Central Bank 

Working Paper Series No 1726 at 15 
45 Noeth & Sengupta op cit note 29 at 10-11; Bankenverband op cit note 26 at 2; Unger op cit note 27 at 3 
46 Kodres op cit note 4 
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(a) Comparative analysis of credit intermediation in the regulated banking system with 

shadow banking activities 

Credit intermediation, which is the process of receiving funds from depositors in order to 

provide debt financing to third parties, differs between the traditional banking system and the 

shadow banking sectors.47 The former consists of long-term loans with short-term deposits. 

Intermediation between borrowers and lenders in the regulated banking system takes place 

within the walls of a single institution. The banks serve as an intermediary between the savers 

and borrowers. The limitation of lending is expanded to a multitude of loans through a pool 

of deposits, creating diversification at low cost. The savers also have immediate access to 

their funds without tying up their monetary funds into illiquid assets.48 

There are reduced risks and inefficiencies in the regulated banking sector.49 For 

example, accurate information is captured on good creditors and bad creditors, the money is 

safeguarded, and overall services are offered with expertise in the field, thereby reducing 

costs and mitigating many risks found in direct finance.50  

Banks are involved in maturity, liquid and credit transformations.51 Each of these 

critical activities is discussed as follows: 

1. Maturity transformation — occurs when banks collect short-term deposits and 

convert them into long-term loans to borrowers. Luttrell states that short-term deposits 

are a bank’s liability and long-term loans are considered its assets, and this raises an 

inherent risk in maturity transformation.52 The mismatch between liabilities and assets 

creates risks,53 thereby making interest rates applicable.  

2. Liquidity transformation — because a bank’s assets consist largely of long-term 

loans, the situation may arise where consumers want to withdraw their funds and the 

bank does not have sufficient short-term funds.54 Therefore, banks keep reserve cash 

to cover any shortfalls in the flow of funds that may arise due to withdrawals. It 

                                                 
47 Luck and Schempp op cit note 43 at 14; see also Kodres op cit note 4 
48 Bakare op cit note 29 at 7. See also Noeth & Sengupta op cit note 29 at 3-4; Unger op cit note 27 at 4-5; Kolm 

op cit note 39 at 10-11 
49 Kodres op cit note 4 
50 Ibid.  
51 Luttrell, Rosenblum & Thies op cit note 30 at 3; Kodres op cit note 4; Zoltan Pozsar, Tobias Adrian, Adam 

Ashcraft and Hayley Boesky ‘Shadow banking’ (2013) 19 Federal Reserve Bank of New York Economic Policy 

Review 2, 1-16.  
52 Ibid. 
53 Ibid. 
54 Luttrell, Rosenblum & Thies op cit note 30 at 3-4; Brian Kantor ‘Banks and shadow banking: Out of the 

shadows’ Investec Monthly Review June 2014, available at https://www.investec.co.za/research-and-

insights/newsletters/monthly-view/june-2014/banks-and-shadow-banking.html, accessed on 25 January 2017; 

Noeth & Sengupta op cit note 29 
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should be noted that banks get support from central banks. Central banks give short-

term credit advances which serve as a support or backup for banks. If all consumers 

were to decide to withdraw their funds, the assets would decline and liabilities would 

increase, and consequently banks would be insolvent and fail to meet the demands of 

their depositors.55  

3. Credit transformation — this type of activity allows banks to engage in credit risk. 

The banks generate returns by means of the credit discrepancy between liabilities and 

assets.56 Banks obtain returns through trading strategies in credit transformation 

transactions. For instance, a bank may engage in credit transformation by giving a 

loan to AA business/singular person and issuing liabilities to AAA business.  

 

It is clear from the above that banks are structured on the bedrock of central banks’ 

strict regulatory systems, which reduces the risk of the consumers and businesses involved.  

 The shadow banking system offers similar activities but at a high risk.57 With regard 

to maturity transformation, the short-term funding to finance long-term risky assets creates 

liquidity for the depositors but exposes intermediaries to rollover duration risks.58 An 

intermediary cannot honour an immediate request for full cash withdrawals. The demand for 

sudden withdrawals by investors may force sales in stressed conditions by reducing the value 

of the market, since the pricing strategy is destroyed.  

Liquidity transformation in shadow banking entails funding illiquid assets in cash-like 

liabilities.59 It uses different techniques from maturity transformation but reaches the same 

objective.  

The discrepancies between traditional banking and shadow banking on financial 

transformation can be clearly noted from the above. On the one hand, the financial packages 

involved are similar in nature. For instance, credit, liquidity and maturity transformation 

originate from the traditional banking system,60 but these financial instruments have been 

adapted for the shadow banking system. However, the broader view of how funding works in 

both instances show inherent differences in the returns and systemic risks involved.  

                                                 
55 Ibid. 
56 Ibid. 
57 Bakare op cit note 29 at 7. See also Noeth & Sengupta op cit note 29 at 11-12; Sanches op cit note 31 at 7; 

Brewer III & Klingenhagen op cit note 31 at 58 
58 Richard Comotto ‘Shadow banking and repo’ Compiled for ICMA’s European Repo Council, (2012)7; 

Pozsar, Adrian, Ashcraft & Boesky op cit note 34 at 9; Adrian, Ashcraft & Cetorelli op cit note 42 at 17 
59 Ibid. 
60 Zoltan Pozsar, Tobias Adrian, Adam B Ashcraft, and Haley Boesky. Shadow banking. SSRN working 

paper, 2010 at 2 
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5. THE SHADOW BANKING SECTOR IN THE UNITED STATES 

Financial instability at the global level is often directly related to the US dollar as a global 

currency due to its pre-eminent position as a global reserve currency, unit of trade, and 

conduit of financial liquidity.61 Shadow banking grew significantly in the US between 1990 

and 2007, and created a negative impact on the US economy during the recent financial 

crisis. In 2008, shadow banking had approximately $20 trillion in liabilities, while regulated 

banks had $11 trillion.62 Included in the liabilities mentioned above are securitisation and 

short-term loans, and unsecured money markets.63 Shadow banking in the US can 

complement regulated banking by expanding access to credit or by reinforcing market 

liquidity, maturity transformation, and risk sharing. Vincent cites several reasons to explain 

the growth of the shadow banking sector in the US in recent years: “Securitisation and the use 

of off-balance sheet vehicles may be motivated by the desire to reduce capital requirements 

while still maintaining risk exposure and high profits […] but there are other reasons, such as 

regulatory arbitrage, which may have promoted the growth of the shadow banking system. 

More specifically, the emergence of specialised lenders can be attributed largely to keener 

competition and the need to make productivity gains.”64  

 Many scholars argue that the credit boom experienced in the US during the mid-

1980s was a result of shadow banking,65 and also ignited the GFC.66 During the 2007–2008 

financial crisis, the shadow banking system generated a large number of financial assets 

                                                 
61 Jamie McGeever ‘Global financial instability a risk, with or without pre-eminent U.S. dollar: BIS’ Reuters 

Business News 10 May 2016, available at http://www.reuters.com/article/us-markets-dollar-bis/global-

financial-instability-a-risk-with-or-without-pre-eminent-u-s-dollar-bis-idUSKCN0Y10MC, accessed on 15 

October 2017 
62 Luttrell, Rosenblum & Thies op cit note 30 at 6; Otaviano Canuto and Swati Ghosh Dealing with the 

Challenges of Macro Financial Linkages in Emerging Markets World Bank Publications (2013) 72. (They argue 

that short term shadow-banking liabilities rose from US$10 trillion to US$20 trillion between 2000 and 2007 

compared with US$5.5 trillion to US$11 trillion in traditional bank liabilities). See also Viral V. Acharya ‘The 

Dodd Frank Act and Basel III: Intentions, Unintended Consequences, Transition Risks, and Lessons for India’ 

International Growth Centre Working Paper (2011) 20. (They restate the point by Otaviano Canuto and Swati 

Ghosh) 
63 Ibid. 
64Jean-Philippe Vincent (ed) The Shadow Banking System in the United States: Recent Developments and 

Economic Role (2013) Trésor-Economics No. 113, Republic of France, Directorate General of the Treasury at 6 

The Shadow Banking System in the United States: Recent Developments and Economic Role`; See also 

Bankenverband op cit note 26 at 10; Valckx et al op cit note 5 at 66 
65 Pozsar, Adrian, Ashcraft & Boesky op cit note 34 at 1-16. Other writers such as Borio and Disyatat and 

Brunnermeir also support the view; Unger op cit note 27 at 11; Photis Lysandrou and Anastasia Nesvetailova 

‘The role of shadow banking entities in the financial crisis: a disaggregated view’ (2014) 22 Review of 

International Political Economy 2 at 20 
66 Franklin Allen & Elena Carletti ‘An Overview of the Crisis: Causes, Consequences, and Solutions’ (2010) 10 

International Review of Finance 1 at 1-26; Lysandrou & Nesvetailova op cit note 63 at 20; Unger op cit note 27 

at 11 

http://www.reuters.com/article/us-markets-dollar-bis/global-financial-instability-a-risk-with-or-without-pre-eminent-u-s-dollar-bis-idUSKCN0Y10MC
http://www.reuters.com/article/us-markets-dollar-bis/global-financial-instability-a-risk-with-or-without-pre-eminent-u-s-dollar-bis-idUSKCN0Y10MC


 
12 

which became congested, and hence, unsustainable.67 It should also be noted that no 

monopoly was involved since there was no organised market.68 However, shadow banking 

created various financial channels.  

Because shadow banking is a fragile system, most financial activities were destroyed 

and surprisingly traditional banks’ liabilities increased during the financial crisis, resulting in 

the regulated banks shifting their liquidity risks and credit risks off their balance sheets to 

shadow banking.69 However, this step did not eliminate the risks from the financial markets.70 

What is notable is that prior to the financial crisis, the banks were the main suppliers of 

credit. But this has been changed by market-based institutions. Pozsar71 argues that traditional 

banks are the creators of the means of payments and deposits in the process of credit creation. 

On the other hand, shadow banking converts loans into securities, and not much information 

is offered to consumers regarding the origin of the loans.  

Pozsar72 identifies three shadow banking subsystems in the US: the government-

sponsored enterprise subsystem (GSE), the internal shadow banking subsystem, and the 

external shadow banking subsystem.  

The external shadow banking subsystem largely contributed to the creation of the 

credit boom because it offered new loans to borrowers.73 The GSE and internal shadow 

banking subsystems are dependent on the origination of loans by regulated banks for the 

initiation of securities.74 In other words, they are funded by the traditional banks to support 

loans by crediting the borrower’s account and creating a massive chain of funds. These 

subsystems transform the liabilities to the ultimate depositor, into shadow banking liability. 

One good example would be a money market mutual fund, which strengthens the chain to 

finance an existing credit claim against the ultimate borrower.  

                                                 
67 Kodres op cit note 4 
68 Nesvetailova op cit note 37 at 1; Lysandrou & Nesvetailova op cit note 63 at 20; Unger op cit note 27 at 11 
69 Marshall D. Nickles and Jeffrey Schieberl ‘Shadow Banking In The United States And China: What Are The 

Risks?` (2015) 19 International Journal of Management & Information Systems 3 at 102; Adrian & Ashcraft op 

cit note 26 at 2 
70 Nickles & Schieber op cit note 67 at 102; Adrian & Ashcraft op cit note 26 at 9 
71 Pozsar, Adrian, Ashcraft & Boesky op cit note 34 at 1-16; Unger op cit note 27 at 11; See also Marina Stoop 

Credit Creation and its Contribution to Financial Crises (unpublished MSc in Management, Technology and 

Economics, Swiss Federal Institute of Technology Zurich, 2010) 
72 Pozsar, Adrian, Ashcraft & Boesky op cit note 34 at 7; Niels Philipsen and Guangdong Xu The Role of Law 

and Regulation in Sustaining Financial Markets Routledge (2014); Unger op cit note 27 at 11 

All the other writers refer to the categorization given by Pozsar.  
73 Luttrell, Rosenblum & Thies op cit note 30 at 4 
74 Pozsar, Adrian, Ashcraft & Boesky op cit note 34 at 14; Unger op cit note 27 at 1; Lesly M. M. Echarres 

Introduction to the Shadow Banking System (unpublished Master’s thesis in Economics, University of Porto in 

Porto, 2012) at 39-41 
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In order to extend credit, the external shadow banking subsystem must acquire 

deposits with surplus means of payment or exchange for commercial paper upon which 

traditional banks can transfer deposits to the ultimate borrower’s account, as per instructions 

received from shadow banking.75 The borrower can then utilise the means of payment to 

purchase an asset. This subsystem, acting in its independent capacity, originates new loans 

with the ability to extend additional credit to ultimate borrowers. 

All these subsystems differ from one another in terms of scope and length, but one 

common feature that all three share is that they are financed on wholesale markets.76  

 

(a) The four main functions of the shadow banking system  

Shadow banking activities did not directly create the financial crisis in the US, but 

contributed to aggravating the effects of the crisis. Shadow banking can involve such diverse 

institutions and entities as specialised financial companies.77 The four main functions and 

activities are securitisation, money market funds, repurchase agreements, and securities 

lending.78  

▪ Securitisation and financial vulnerability — This refers to a pool of loans and debt 

contracts which are re-packaged as per an investors demand and sold off to many 

other investors.79 While this appears to be a simple and straightforward transaction 

with fast returns, it is not as simple as it presents itself. The risk structure is shaped 

with the aim of minimising or increasing the risks, and the final instruments are 

referred to as asset-backed securities, which include commercial papers, mortgage 

bonds, and credit card receivables.80 In the event of bankruptcy on the part of the 

borrower, the investors will stop with their investments, thereby reducing cash flows 

and consequently resulting in no generation of returns. This can have negative effects 

on the economy. Securitisation allows diversification through exposure to a broad 

pool of obligations, and if a single loan defaults, it does not suffer high collision. 

Naturally, this process allows for the distribution of risks through the division of the 

                                                 
75 Echarres op cit note 72 at 40 
76 Echarres op cit note 72 at 40; Unger op cit note 27 at 1; Pozsar, Adrian, Ashcraft & Boesky op cit note 34 at 

14 
77 Noeth & Sengupta op cit note 29 at 7 
78 Gorton and Metrick op cit note 41 at 269-272 
79 J C. Stein ‘Securitization, Shadow banking & Financial Fragility’ (2010) 42; Andreas Jobst ‘What Is 

Securitization?’ Finance & Development (2008) 1; Pozsar, Adrian, Ashcraft & Boesky op cit note 34 at 3 
80 Ibid  
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mortgage pool into tranches, which are ranked in terms of priority of risks, with lower 

risks subordinated in priority of claims to the higher tranches or layers.81 

▪ Special purpose vehicle (SPV) — This is a legal entity with the sole purpose of 

securitising assets which are exclusively asset-backed commercial paper (ABCP)82. 

The loans are securitised in an off-balance-sheet vehicle,83 and in the case of 

bankruptcy by the sponsoring entity, the creditors have no claim on the SPV.84 An 

SPV has two purposes: (i) to mitigate the capital requirement on the loans; and (ii) to 

securitise the loans with maturity transformation activity as discussed in (i) above. 

This leads to the provision of long-term assets with short-term loans. However, 

linkages between the borrower and the investors will reduce financial liquidity in the 

financial system, and this may consequently cause a financial crunch with adverse 

effects on the real economy.  

▪ Money market funds (MMF) — These are defined by the International Organisation 

of Securities Commissions as “investment funds that have the objective to provide the 

investor with preservation of capital and daily liquidity, and that seek to achieve that 

objective by investing in a diversified portfolio of high-quality, low-duration, fixed-

income instruments”.85 MMFs are part of the shadow banking system since they 

perform maturity and liquidity transformation, and contribute considerably as a way 

                                                 
81 J C Stein states (42) that ``a pool of ten loans of $10 000 each all come due at the same time. Each borrower 

can either pay off his loan in its entirety, or default and pay nothing. One possible structure would divide the 

pool into ten layers, or tranches, each of which is owed $10 000. The most junior or lowest priority tranche-call 

it T1-would recoup its money only if ten loans were repaid; if a single loan went bad, T1 would see its 

investment wiped out. Thus, T1 stands at the bottom of the pecking order and is a very risky security``. 
82 Fitch Ratings Structured Finance November 8, 2001 at 1 available at: fitchratings.com accessed on 13 

October 2017, `Asset-Backed Commercial paper explained` defines: Structured Finance An asset-backed 

commercial paper (ABCP) program is composed of a bankruptcy-remote special purpose vehicle (SPV), or 

conduit, that issues commercial paper (CP) and uses the proceeds of such issuance primarily to obtain interests 

in various types of assets, either through asset purchase or secured lending transactions.  
83`The next chapter Creating an understanding of Special Purpose Vehicle` November 2011 at 14 defines: off-

balance-sheet as being the business activities of a savings association that generally do not involve booking 

assets (loans) and taking deposits. Off-balance sheet activities normally generate fees, but produce liabilities or 

assets that are deferred or contingent and thus, under GAAP (Generally Accepted Accounting principles) , do 

not appear on the institution’s balance sheet unless they become actual assets or liabilities with a value or cost 

that can be determined. Off-Balance Sheet Vehicle. This includes SPVs, SIVs, Conduits, etc. whose assets and 

liabilities are reported off-balance sheet 
84 Luttrell, Rosenblum & Thies op cit note 30 at 25; G. B. Gorton and N. S. Souleles ‘Special Purpose Vehicles 

and Securitization’ in Mark Carey and René M. Stulz (eds) The Risks of Financial Institutions University of 

Chicago Press (2007) 553; John A. Pearce and Ilya A. Lipin ‘Special purpose vehicles in bankruptcy litigation’ 

(2011) 40 Hofstra Law Review 177 at 195 
85 International Organisation of Securities Commissions (IOSCO)‘Money Market Fund Systemic Risk Analysis 

and Reform Options’ Consultation Report 27 April 2012 at 1, available at 

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD379.pdf, accessed on 21 January 2017;  

See also Viktoria Baklanova ‘Money Market Funds: An Introduction to the Literature’ University of 

Westminster Law School (2010) 7; Luttrell, Rosenblum & Thies op cit note 30 at 32 
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of creating short-term funding. MMFs do not enjoy any kind of legal assistance and 

backstop facilities, and have no clear support from investors. The financial crisis of 

2007–2008 focused on the fragility of MMFs, which suffered when shareholders 

prioritised redeeming their shares following the bankruptcy of Lehman Brothers (LB), 

which spread panic in the financial system. Strong redemptions took place from 

MMFs that held LB securities.86 The devastating impact of the failure of LB on the 

financial market was the contraction of credit supply to consumers.  

MMFs relate to the economy in general on many levels.87 First, they provide 

short-term loans to the economy through investment in short-term debts such as 

government bonds. Regular banks’ funding provides a guarantee and implicit 

support,88 while high-profile companies make use of MMFs as an outsourced cash 

manager of their cash pool, which is an efficient way to invest their savings. In times 

of crisis, there is uncertainty regarding sponsors’ funding, which may impact on the 

likelihood of returns, and this may affect all institutions involved in the process.  

▪ A repurchase agreement (repo) — This is a process of borrowing money from the 

lender by selling his asset and with the guarantee of re-purchasing it at an established 

price on a date set by both parties. The assets are used as collateral, implying that they 

can be furnished in the form of bonds or asset-backed securities.89 Afterwards, the 

cash investors can re-pledge collateral against it themselves, which further 

accumulates the leverage and increases the risk. For instance, if the asset-back drops, 

the value of the collateral downgrades. Consequently, the repo decreases and market 

liquidity is impacted. If the borrower fails to purchase the collateral back, the price 

reduces and the borrower suffers a financial loss. Since there are no policies 

governing asset-backed securities or leverage, it may run the risk of precipitating 

system failure.  

▪ Securities lending operations — These entail lending securities to a borrower in 

exchange for collateral for cash. Simply explained, securities lending is the market 

                                                 
86 IOSCO op cit note 83 at 5; Craig A. Zabala & Jeremy M. Josse ‘Shadow credit and the private, middle market 

Pre-crisis and post-crisis developments, data trends and two examples of private, non-bank lending’ (2014) 15 

The Journal of Risk Finance 3 at 218; Adrian & Ashcraft op cit note 26 at 25 
87 Gorton and Metrick op cit note 41 at 269-270 
88 IOSCO op cit note 83 at 8; Adrian & Ashcraft op cit note 26 at 8 
89 Viktoria Baklanova, Adam Copeland and Rebecca McCaughrin, Reference Guide to U.S. Repo and Securities 

Lending Markets (2015) 4. The securities are used as collateral to protect the cash investor against the risk that 

the collateral provider is unable to repurchase the securities at the later date (the repurchase date), as initially 

agreed. 

See also D Kent (2010, May 13). Securitized Banking and the Run on Repo Gary Gorton and Andrew Metric 

(Discussion), NYU/Moody’s Credit Conference at 12; Luttrell, Rosenblum & Thies op cit note 30 at 44 
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practice by which a short-period transfer of securities takes place from a security 

lender to a security borrower for cash, a letter of credit, or another form of financial 

commitment.90 The interconnectedness between shadow banking and regulated 

banking in the process of securities lending activities is needed to measure the 

negative influence. In this case, traditional bank intervention is necessary. It should be 

highlighted that shadow banking makes a positive contribution to the economy and 

traditional banks will assist in mitigating the risk factors involved in their operation, 

which will contribute to the growth of the sector.  

▪ Security lending and repo — These are two short-term financial operations with the 

objective of borrowing cash or securities. For instance, under security lending, 

pension funds agreements fall within this operation. At the same time, the providers 

use repo contracts to acquire financing. It should be noted that during the period of the 

US financial crisis, the Securities and Exchange Commission emergency policies 

were implemented to restrict borrowing requirements for shares in high-profile 

companies with the aim of avoiding variation in securities prices as well as to control 

the market imbalances.91 This step discouraged many lenders outside the banking 

sector from investing, for fear of financial loss.  

 

(b) Shadow banking and the US financial crisis 

The US is the largest economy in the world92 and has the largest shadow banking sector.93 

The financial crisis in the US was a result of many risky inter-bank activities that destabilised 

the global financial economy and financial markets, and caused major banks in the US — 

such as IndyMac Bank and Lehman Brothers Holdings, an investment bank — to suffer 

major financial failures.94 

The motivation behind the rise of shadow banking lies in the attractive financial 

packages for investors as well as the incentives for financial institutions offered by the 

avoidance of the strict regulations placed on regular banks.95 Shadow banking offers the same 

                                                 
90 Baklanova op cit. note 83 at 21; Luttrell, Rosenblum & Thies op cit note 30 at 44; Hester Peirce ‘Securities 

lending and the untold story in the collapse of AIG’ (2014) Working Paper No. 14-12 Mercatus Center at 

George Mason University at 16-17 
91 Ibid at 23 
92 Gray op cit note 16 
93 Kodres op cit note 4 
94 Brewer III & Klingenhagen op cit note 31 at 59-60; Zabala &.Josse op cit note 84 at 216; Simon H. Kwan 

‘Financial Crisis and Bank Lending’ (2010) Federal Reserve Bank of San Francisco Working Paper 2010-11 at 

11-12 
95 Zabala &.Josse op cit note 84 at 215-216; Bakare op cit note 29 at 2; Unger op cit note 27 at 2-3 
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financial packages as traditional banks, but with the inclusion of idiosyncratic elements of 

fragmentation and lack of strict control in the intermediary chain.96 The fragmentation of the 

shadow banking regulatory system was due to the use of loopholes and lack of clarity on 

enforcement actions. It should be noted that deregulation and regulatory failure were the 

causes of the financial depression, as non-bank activities involved in financial derivates 

escaped from strict banking regulations. Regulatory authorities also failed to implement 

flexible approaches during President Bush’s administration, which compelled Americans to 

take risky investments.97 

  The US crisis was the consequence of several factors. But it should be noted that 

shadow banking exacerbated the effects of the crisis98 by satisfying clients’ demand for 

financial products that gave attractive yields to investors with low-risk forecasts. However, 

these products were not well studied by the credit rating agencies. As such, mispricing on the 

part of banks and investors resulted in high risk-taking, and the complexity in the financial 

packages resulted in investors neglecting risk factors, thereby allowing the accumulation of 

systemic risk.99 

After the US financial crisis, and in response to it, the Dodd-Frank Act (DFA)100 and 

the Consumer Protection Act (CPA)101 applied drastic changes to the rules governing 

financial providers and products, with complex implementation processes and rules that, in 

practice, may take many years to fully implement. The DFA and CPA were designed with the 

aim of enforcing prudent regulations on the shadow banking system.102 The DFA’s main 

objectives are to regulate large risky investments and mitigate financial damages before a 

financial institution collapses. For instance, it prescribes an intense regulatory system for 

large banks, and on non-bank activities.103 Some of DFA’s main elements are:104 

                                                 
96 Vincent op cit note 62 at 1; Valckx et al op cit note 5 at 65-66; Zabala &.Josse op cit note 84 at 214 
97 Karim Pakravan ‘Global financial architecture, global imbalances and the future of the dollar in a post-crisis 

world’ (2011) 19 Journal of Financial Regulation and Compliance 1 at 25. It states further `whether by sins of 

omission or commission, the regulators did not do their job. Several elements of failure to prevent the banks 

from gaming Basel-II[5] and the decision to allow the Government-Sponsored Enterprises to take on lower 

quality assets. These factors led to explosion in sub-prime mortgages in 2005 and 2006.` 
98 Constâncio, V. (2012, April 27). Shadow banking - the ECB perspective (Speech). Available at: 

http://www.ecb.europa.eu/press/key/date/2012/html/sp120427.en.html, accessed on 22 January 2017; Lysandrou 

& Nesvetailova op cit note 63 at 20; Unger op cit note 27 at 11 
99 Brewer III & Klingenhagen op cit note 31 at 58 
100 The Dodd-Frank Wall Street Reform Act of 2010 
101 Dodd-Frank Wall Street Reform Act available at 

http://www.cftc.gov/LawRegulation/DoddFrankAct/index.htm accessed on 03 February 2017. The DFA provides 

better consumer protection and specific provisions designed for shadow banking. 
102 Governor Daniel K. Tarullo ` Shadow Banking and Systemic Risk Regulation`Washington, D.C. 22 

November 2013, available at https://www.federalreserve.gov/newsevents/speech/tarullo20131122a.htm  
103 Suk Hi Kim & Connor Muldoon, University of Detroit Mercy The Dodd–Frank Wall Street Reform and 

Consumer Protection Act :Accomplishments and Shortcomings (2015) Journal of Applied Business and 
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1. The creation of a Financial Stability Oversight Council (FSOC) with the aim of 

performing an oversight function for any risky investment that may create risks 

for the US economy.  

2. The creation of a Financial Reserve System responsible for supervising non-

banking financial activities that could endanger the entire economy. 

3. The authority to oversee size and risk-based capital, including ensuring that bank 

holding companies have convertible equity. 

4. Authority for the newly created FSOC to require non-bank activities at large and 

interconnected traditional banks to have resolution plans in the event of financial 

distress or insolvency.  

5. Non-bank activities supervised by the FSOC may impose restrictions on 

proprietary trading, hedge funds and private equity investments.  

 

Due to shadow banking’s complexity in scope, the DFA may be limited in its ability 

to tackle all the issues connected to it.105 This is because the DFA gives special attention to 

dominant financial institutions designed by the new FSOC which are unlikely to collapse and 

neglects other financial institutions, creating unfair competition. A question one may ask is, if 

the DFA is so complex and shadow banking is also complex, then is it necessary to 

standardise the reforms of the DFA? Schwarcz106 states that if financial markets are very 

complex in nature then the investors are unable to measure the consequences and this can 

pave the way for creating a space for fraud and market imbalances. One of the possible 

reasons for the expansion of shadow banking is that statutory and regulatory requirements are 

                                                                                                                                                        
Economics Vol. 17(3) at 96-97 states further that`` The Act puts a special emphasis on banks, bank holding 

companies, and nonbank financial institutions with at least $50 billion in assets that a new Financial Stability 

Oversight Council deems to be systematically important. A total of large 34 banks (i.e., Citigroup and Bank of 

America), and a number of bank holding companies, with more than one commercial bank somewhere in the 

network (i.e., Goldman Sachs and Morgan Stanley) automatically quality for such intensive regulation. In 

addition, insurance companies such as AIG will be included only if the Council identifies them as systematically 

important. The Act instructs the regulators to require that these systematically important companies keep a 

larger buffer of capital than ordinary financial institutions, to reduce the danger that they will fail.`` 
104 Suk Hi Kim & Connor Muldoon, University of Detroit Mercy The Dodd–Frank Wall Street Reform and 

Consumer Protection Act :Accomplishments and Shortcomings (2015) Journal of Applied Business and 

Economics Vol. 17(3) at 96  
105 Schwarcz op cit note 1 at 632; M Barr ‘The Dodd-Frank Act, One Year On’ in Viral Acharya et al. (eds) 
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too onerous, creating greater harm in the financial stability of the US. The DFA requires a 

thorough amendment to regulate non-bank activities.107 It can, therefore, be seen that the 

financial crisis of 2008 serves as a lesson to policy makers to create flexible regulations using 

plain language in order to prevent future market depressions.  

In South Africa, to avoid financial collapse in 2010, the South African Reserve Bank 

Act was also amended to give stability to the financial sector. In accordance with these 

amendments, the South African Reserve Bank (SARB) must submit reports on shadow 

banking activities to the FSB.108 It is highlighted that the risks linked to shadow banking have 

not been researched in depth in South Africa. Therefore, in practice it is hard to weigh up 

how risky shadow activities are, and what preventive measures should be taken in the event 

of a collapse of the economy as a result of shadow investments.  

 

6. THE HISTORY OF THE FINANCIAL SYSTEM IN CHINA SINCE THE 1980s  

The rapid development of the non-traditional banking activity sector in China became a 

serious concern at international level after the 2007–2008 financial crisis in the US.109 The 

researcher’s personal observation is that China’s core objective is to become a dominant 

economy at the global level, driven by market opportunity and by offering low-cost labour. It 

is a very dynamic strategy indeed. Chinese banks play a proactive role in the South African 

economy. For example, last year Standard Bank announced that it would assist its strategic 

partner, the Industrial and Commercial Bank of China (ICBC), to raise R10bn to support the 

development of South Africa’s power-generation infrastructure. According to Standard Bank 

group CEO Sim Tshabalala, “Standard Bank, acting as arranging and structuring adviser, will 

assist ICBC in raising up to R10bn from the financial markets over a five-year period”. 110 As 
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a consequence of these sorts of partnerships, China has become South Africa’s largest trading 

partner.111 

Approximately three decades ago, the Chinese economy was very poor — stagnant, 

centralised, unproductive and isolated from the rest of the world economies. With the 1979 

implementation of free-market reform policies and foreign trade, China has become the 

fastest growing economy in the world.112 The annual GDP growth is approximately 9.7%, 

making China one of the world’s economic powers.113 

The financial system in China is divided into formal and informal sectors. It is also 

noted that there is excessive pressure on commercial banks, which have lowered their balance 

sheets to the point of extending their incapacity to provide loans to high-profile companies 

with strong potential growth.114 It is a well-known fact that unbalanced financial sectors often 

delay the ability of fund allocation. 

China’s formal financial sector has suffered three stages of major reforms.115 The first 

stage of policy reform was to initiate various kinds of banks by changing from a mono-

banking system to a plural banking system with a central bank and diversified financial 

institutions.116 Four major state-owned banks (SOBs) were created and separated from the 

People’s Bank of China (PBOC), each of which was assigned a special task:  

▪ the Industrial and Commercial Bank of China (ICBC), whose special function is to 

finance the business activities of the state-owned enterprises (SOEs); 

▪ the Construction Bank of China (CBC), whose special function is to finance 

construction and fixed-asset investments; 
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▪ the Bank of China (BOC), whose special function is to finance foreign trade and 

investment; and 

▪ the Agricultural Bank of China (ABC), whose special function is to finance the rural 

and agricultural sector.  

 

The above financial institutions took over the business tasks initially undertaken by 

the PBOC with a view to breaking the mono-banking system.117 Chinese banks are still 

controlled by local and regional government, whose internal techniques to continue financing 

companies with existing loans create a conflict with banks. 118 

 The PBOC did not gain autonomy from the government because it became part of the 

State Council and started operating as the central bank of China. It has successfully 

implemented many policies to improve the banking system,119 among them, better 

supervision and policies concerning foreign exchange control over current accounts. The 

shadow banking system, however, is fragmented in China because the necessary 

responsibilities to oversee the system are shared by many institutions.120 Due to this 

fragmented system, lack of coordination may result in gaps in policy and unproductive 

actions.  

The commercial banks were given the autonomy to take over commercial banking 

transactions which previously had been under the control of the PBOC.121 As alluded to 

earlier, the banking system was previously a fully state-owned (SOBs) or mono-banking 

system. But it has experienced market-based reforms. SOBs were unable to fulfil expanding 

financial system demands in the private sector and accrued large non-performing loans 

(NPLs), which were calculated to be insolvent.122  
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Figure 2: OUTLINE OF BANKING SECTOR REFORMS IN CHINA123 

 

 The second stage of reform consisted of the implementation of market-oriented 

policies, such as rediscount business, a deposit reserve, open-market operations, and the 

interest rate.124 To promote industrial development in China, with the objective of opening an 

independent state-bank-dominated financial system, three policy banks125 were implemented 

to supervise bank performance, including large-scale NPLs. Due to their size and complexity, 

NPLs are calculated as losses for SOEs. For instance, the specialised banks are obliged to 

furnish loans to stimulate regional economic growth according to local demand, without 
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careful studies of credit risk, resulting in NPLs.126 Also, since the PBOC was not 

independent, it did not have the efficiency to control total money supply, and was directed by 

local governments to finance major banks’ preferential lending for construction purposes.127 

Many rural banks were abolished due to poor performance and lack of management 

skills.128 Other banks were restructured or combined for efficiency development purposes. As 

the financial markets developed at a rapid pace, policies were implemented to unify foreign 

exchange transactions through a digital system. 

The third stage of reform occurred when China was aiming to join the World Trade 

Organisation (WTO)129 and therefore agreed to open its financial markets to foreign markets. 

This had a tremendous impact on the entire banking sector and the reforms took place at a 

fast pace. The Financial Regulatory Commission was established for strict supervision and 

regulatory measures. In addition, the credit plan system was abolished, but with the 

intervention of the central bank as the last decision maker on matters concerning lending 

management.130 Government capital injections were implemented to clean up the deteriorated 

balance sheets with a view to reducing NPLs.131 The establishment of Asset Management 

Companies (AMC) with the objective of removing NPLs from the books of the banks also 

took place. Another strategic move was to transfer the NPLs from liability to income-

generating products, as more policies to protect loans from losses were implemented. 

Additionally, an accounting system was implemented to achieve transparency in the 

operation and management of banks.  

The reforms of the banking system that took place in China brought great 

improvements.132 Tax exemptions, capital injections, the enhancement of disclosure rules, 

and other types of reform made those banks more efficient and aggressively business driven. 

Although most large and medium-sized banks implemented reforms to improve their business 

capacity, the medium-sized banks suffered a negative impact on their balance sheets. This 
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result shows that the banking system in China is unstable.133 The lack of consistency is due to 

business profitability, asset quality, and variation of their services. All these problems were 

created due to a loss of credit culture and broad disregard for the rule of law.134 The reforms 

were notable, but a lack of initiative on the part of modern financial institutions which would 

have assisted in sustaining the economic growth provoked financial instability.  

Shadow banking activities in China as per Elliot135 comprise of: (i) loans and leases 

by trust companies, which are financial firms that are a combination of banks and asset 

managers; (ii) entrusted loans, which are intermediary transactions where loans are made on 

behalf of large enterprises; (iii) banker’s acceptances, which consist of promissory notes 

issued by banks with the promise to pay a certain amount for a good or other form of loan; 

(iv) microfinance companies, which are regulated financial firms with the objective of 

lending to small and rural borrowers; (v) guarantees, which are designed to facilitate shadow 

banking activities; (vi) pawn shops and other informal lenders, which are important for 

facilitating loans for households and small ventures; and (vii) trust beneficiary rights (TBRs), 

which are derivative transactions. The TBR collects all returns accruing to a trust. When 

banks are involved in transforming such transactions, they become complex in nature. Other 

shadow banking activities are wealth management products, which give returns based on the 

performance of a pool of assets or loans, and lastly, inter-bank market activities, which entail 

investing in high-profile business ventures using financial companies to substitute for a 

formal deposit system by using inter-bank activities, and thereby avoiding high costs in 

formal deposits which are mandated by the regulations.  

 

7. SHADOW BANKING IN CHINA  

The shadow banking sector has been growing fast136 in China compared to the US post-

financial crisis era.137 This poses a threat to the economies linked to China in trade, 
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investment, and other financial relationships. Chen138 states that international orders have 

decreased considerably, combined with an increase in costs in terms of raw fabrics and 

labour, creating a profit margin crush. Consequently, in order to reduce inflation, the banks 

have limited credit facilities with complex regulations. As a result, small businesses are 

forced to turn to alternative funding sources (shadow banking), informal funding systems that 

enable small businesses to meet their financial needs. The financial packages comprise, 

among others, trust loans, credit guarantees, and private lending.139 At first glance, the 

informal system offers attractive quasi-legal financial packages, but the systemic risks are 

very palpable. Traditional banks in China tend to discriminate against small businesses, since 

they do not offer collateral security or stability.140 It is obvious that the state monopoly, with 

its obsessive favouring of SOEs, is the cause of this disaster. As such, the private sector is left 

behind. Although encouraging announcements141 have been made to small enterprises, with 

the promise of curtailing pyramid investments and many other packages offered within the 

non-banking sector, in practice the measures will take a long time to implement.  

China has a history of political constraints and historical legacies that have resulted in 

no formal financial system being available to investors, who therefore rely on informal 

financial systems to fund private businesses that provide a massive contribution to the 

Chinese economy.142 The reason for informal finance, as opposed to traditional banks, is 

because of socio-political influence. Shadow banking’s growth has created serious concerns 

in China in terms of the challenges that the country faces. For example, the massive 

expansion of Internet money market funds, such as Alibaba’s Yu’e Bao fund, has created 
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regulatory challenges in terms of monitoring and assessing the risks involved.143 Therefore, 

attempts have been made to respond through policy and regulation to control the risks that 

shadow banking poses. Due to the complexity of the Chinese political system, with the 

Communist Party on one side and the Socialist Party on the other, it proves challenging to 

follow the laws governing legal origins, such as civil codes and common laws which can 

assist in measuring the level of protection by means of which the investors may be covered.  

  China was the major exporter of goods to the US144 and when the financial crisis hit 

the US in 2008, China also suffered the consequences. Their global exports reduced 

drastically after the crisis and there was a rise in local production.145 Co-dependency146 

between these two countries was created — this dependency was based on China’s external 

demand to supply its goods and the US needing China as a provider of low-cost goods for US 

consumers.147 As per US trade data, the total trade between these two countries from 1980–

2014 rose from $5 billion to $592 billion.148 

In 2013, shadow banking in China increased by 34 percent as compared to the global 

average of 7 percent, suggesting that their reliance on the US has the potential to create 

negative turnover for both countries.149 In view of the welfare of both countries,150 China 

must reduce their off-balance sheet credit. Wealth management products, alternative products 

to bank deposits, were initially offered by traditional banks with market returns. Such 

products have been absorbed into shadow banking activities, with higher scant returns than 

banks.151 It is important to strengthen the strict regulation of risky shadow banking activities 

which could destroy the interconnectedness of formal and informal markets. This step would 

improve control of transactions and exchange of assets, and hidden assets would eventually 
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be reduced. The rise of shadow banking in China is largely due to the lower interest rates 

offered in traditional banks as compared to the shadow institutions.152 The maximum limit on 

interest rates is normally quite low.153 This is a disincentive for investors, who are attracted to 

shadow banking activities due to the higher possible returns. This is because of the policies 

that are implemented in traditional banks to discourage investors in certain industries.154 Non-

bank activities have therefore become key factors in encouraging the economy,155 a situation 

which has global implications.  

Informal finance is characterised by activities which are illegal or suspected to be 

illegal.156 Shadow banking overlaps with informal finance in certain ways, and both activities 

fall outside of regulated banking.157 However, certain functions of shadow banking are linked 

to traditional banks, such as when regulated banks move liabilities off-balance sheet via 

intermediaries.158 In addition, monetary interest in shadow banking involves larger segments 

than with informal finance. Shadow banking activities, being dodgy in nature, are exposed to 

higher risks than informal finance. A large number of loans are originated from bank 

transactions under shadow banking in China, so as to save banks from the strict banking 

regulations and high costs.159 Shadow activities have more benefits160 than traditional 

banking activities, and the rise of shadow activities is a consequence of these advantages. 

Because China is one of the most powerful economies in the world, a financial crisis in China 

may have a seriously negative impact on the global economy. The 2013 US Report to 

Congress161 confirms that international economies are threatened by China’s poorly regulated 

credit system. Hess states that “with China as one of the world’s most important economic 

engines, the growth shock would be felt globally via three transmission channels: direct and 
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indirect trade effects, business confidence effects, and lower commodity prices resulting from 

lower commodity demand”.162 

The checks and accounts in China do not offer much transparency163 and this creates a 

clash with the strict US regulations.164 The lack of transparency negatively affects Chinese 

investors trading on US exchanges and also poses a danger to US companies who have shares 

in Chinese markets. The US companies may cancel their agreements with Chinese 

companies. This chain of consequences may speed a recession at global level. Therefore, it is 

in the best interests of all economies that China improves its regulatory transparency in 

shadow banking to curtail the risk and revocation to access the US financial markets. To have 

effective macroeconomic stability, the development of the financial sector is a key factor for 

sustainable long-term growth.  

Experts in the field of shadow banking have measured the scale of such functions in 

China.165 Dr Yu “estimated the size at 25 trillion Chinese Renminbi (RMB), or 43 percent of 

GDP, in 2013. This compares to an estimate from the FSB that global shadow banking assets 

were equivalent to 120 percent of GDP”. Shadow banking in China operates at a smaller 

scale than in the US, where shadow activities constitute 150 percent of traditional banking 

activities.166 However, this sector is large in China compared with other developing countries. 

Coupled with fast growth, these are solid reasons for serious concern.  

In 2017, due to loose regulations on shadow banking in China, the sector attracted the 

growing risk in wealth management products, where investors transform their savings into 

financial products with promises of healthy returns.167 However, the Chinese news media168 

reported that more than $400 million of investment money had vanished. This is concerning 

news. The alluring wealth products often seem to be nothing more than forged products 

whose intention is to collect funds but provide no returns whatsoever.  
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Political influence is strongly evident in China,169 and transparency and more 

practical, constructive and user-friendly regulations are considered merely good intentions, 

which in practice produce challenges and fail to achieve an effective resolution.  

 

8. THE ENVIRONMENT FOR SHADOW BANKING IN SOUTH AFRICA  

In South Africa, the use of cash remains one of the main methods of payment, in spite of the 

electronic facilities available to make a financial transaction smooth and less risky. Another 

problem is the use of non-banking activities.170 South Africa has one of the best banking 

systems in the world, but most of the population is under-banked and shadow banking 

dominates in offering credit intermediation to this segment of population. Deloitte171 further 

states that “what is of concern is that although there are more than 4 000 credit providers 

registered with the NCR, it was recently found by the body that in the troubled Marikana 

area, 10 of the 12 credit providers were not operating strictly within the regulations of the 

National Credit Act (NCA). In many cases practices that verged on ‘reckless lending’ were 

noted by the Department of Trade and Industry.” 

However, one must not ignore the fact that shadow banking also assists poorer people 

in obtaining credit facilities and at the same time brings healthy competition to the regulated 

banking sector — a strong driver of economic activity. But the non-bank activities pose 

systemic risks if they are not monitored correctly.  

South African traditional banks dominate asset-based finance.172 One may observe 

that other assets are controlled by other financial intermediaries (OFIs). OFIs are considered 

shadow activities which lead to systemic risk because they operate outside of traditional 

banking regulations. Nevertheless, it should be highlighted that shadow banking can attenuate 

challenges by creating affordable credit for low-income consumers and inducing competition 

to highly concentrated industries. By implication, shadow banking activities play a prominent 
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role in expanding financial inclusion by furnishing credit to the unbanked, and providing 

access to credit and savings packages.173  

According to the SARB, there was slow growth in shadow activities between 2008 

and 2014.174 In comparison with the US and China, this gives a good indication that the 

shadow banking sector in South Africa is to some extent well controlled. On the other hand, it 

could also be due to the fact that the South African economy is not as highly financed as the 

US and China. The review confirmed that bank assets and shadow banking remained constant 

with no major increase.175 

As per the SARB, shadow banking comprises “money market funds, the non-equity 

portion of multi-asset funds, hedge funds, fixed-income funds, finance companies and 

securitisation activities. Credit insurance activities by insurance companies are also included 

in the shadow banking measure”.176 However, not much research on the shadow banking 

sector in South Africa has been done to evaluate the potential risks associated with this 

sector.  

Since the GFC, regulators in most countries, including South Africa, have 

implemented a strict and intensive approach to the supervision of financial markets. South 

Africa has implemented effective measures that bring it in line with developed countries with 

regard to the regulation of shadow banking activities.177 But regulations require a balanced 

approach and implementation, in order to increase financial inclusion and ameliorate 

competition, as well as to avoid stagnant financial innovation. 

The provisions of the banking sector regulations on non-bank activities are becoming 

more evident178 — regulatory measures are necessary to control these activities, since the 

shadow banking sector can pose systemic risks to the financial sector. Furthermore, 

regulatory measures will promote investors’ confidence and maintain market conduct. The 

negative impact of the GFC did not severely affect the South African financial sector, 
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specifically shadow banking. But South Africa suffered in its real sector with job losses close 

to 1 million.179 

The World Bank Financial Inclusion Data for 2014 (Findex, 2014)180 showed that 

South Africans borrowed largely from the informal financial sector. This scenario creates a 

potential financial threat if insolvency rates become considerable. It is noted that weak 

economic performance and tensions in the labour market threaten the outlook for South 

Africa’s credit sector, which may trigger a strong disincentive on the part of investors.  

In 2016 Barclays Plc announced its intention to reduce its shareholding in Barclays 

Africa Group Limited (BAGL) from 62.3 percent to 20 percent over a period of 3 years.181 

The main reason was to respond to international regulatory pressures, and also to reduce 

potential risks resulting from transactions.182 This point may not directly be related to shadow 

banking, but it shows how the international regulatory banking system has become very alert 

and how hard rules are enforced concerning systemic risks.  

International initiatives were created to strengthen the oversight and regulation of 

shadow banking through the G20,183 of which South Africa is a member and whose 

regulations are adhered to by the National Treasury. South Africa is committed to global 

financial regulatory reform in the following areas: effective supervision, crisis resolution, 

addressing systemic issues, international assessment, and peer review.184 In response to the 

GFC, and as part of the G20, South Africa has set four objectives:185 

1. The first objective is to set up a financial stability oversight committee, which entails 

the appointment of the SARB and the National Treasury to oversee the financial 

sector.186 Consequently, the Minister of Finance and the Governor of the Reserve 

                                                 
179 Ibid at 4. See also Jones op cit note 5. 
180 Asli Demirguc-Kunt, Leora Klapper, Dorothe Singer and Peter Van Oudheusden ‘The Global Findex 

Database: Measuring Financial Inclusion around the World’ (2014) 49 World Bank Policy Research Working 

Papers 
181 South African Reserve Bank op cit note 12 at 26. 
182 London Stock Exchange ‘Proposed placing of Shares in Barclays Africa’ available at 

http://www.londonstockexchange.com/exchange/news/market-news/market-news-detail/BARC/12803801.html, 

accessed on 30 May 2017; Barclays ‘Frequently asked questions about Barclays PLC sell-down’(2016) 

available at https://www.barclaysafrica.com/about-us/who-we-are/plc-sell-down/, accessed on 19 August 2017; 

Business Day ‘Politicians furious about sale of Barclays Bank Zimbabwe to Malawi’ 19 June 2017 available at 

https://www.businesslive.co.za/bd/companies/financial-services/2017-06-19-politicians-furious-about-sale-of-

barclays-bank-zimbabwe-to-malawi/, last accessed on 19 August 2017 
183 G20 Available at: 

https://www.g20.org/Webs/G20/EN/G20/Participants/participants_node.html;jsessionid=1367FC27720EF1917

9F63F3DC58FB6EB.s2t1, accessed on 12 February 2017. 
184 Republic of South Africa op cit note 164 at 4 
185 Ibid. 
186 Ibid 

https://www.barclaysafrica.com/about-us/who-we-are/plc-sell-down/
https://www.businesslive.co.za/bd/companies/financial-services/2017-06-19-politicians-furious-about-sale-of-barclays-bank-zimbabwe-to-malawi/
https://www.businesslive.co.za/bd/companies/financial-services/2017-06-19-politicians-furious-about-sale-of-barclays-bank-zimbabwe-to-malawi/


 
32 

Bank have a joint task to supervise and regulate market conduct. Within the same 

objective, three initiatives187 were set: 

a) The Council of Financial Regulators188 was established to coordinate regulatory 

provisions, to provide enforcement, and to appoint an Independent Board of 

Auditors.  

b) Improved banking and financial crisis resolution189 frameworks were set up, 

which entails improved inter-agency coordination and setting contingency 

strategies in the crisis management structure.  

c) International Peer Review190 involves reviewing South Africa’s compliance with 

international regulations concerning banking, insurance and securities regulation. 

The assessment was performed in 2010 by the international regulations 

committee, which confirmed that South Africa’s compliance with the said 

policies is very positive.  

2. The second objective191 set by South Africa was consumer protection and market 

conduct, whose aim, among others, is to regulate unfair treatment of consumers in 

general. The Competition Commission was appointed to regulate banks’ fees, which 

are extremely high, to expand the savings tools for savers, and to facilitate credit lines 

to small and medium entrepreneurs. The National Credit Regulator (NCR) will work 

closely with the Competition Commission on the expansion of credit lines.  

3. The third objective192 focuses on expanding access to finance through financial 

inclusion, with the aim of developing credit lines for low-income consumers, 

including consumers based in rural communities, but with firm initiatives so as not to 

implement reckless credit.  

4. The fourth and fifth objectives193 were created with a view to combatting financial 

crimes, and managing policy trade-offs and competing objectives. These objectives 

will not be discussed in detail in this research. However, it is noted that shadow 

banking is regulated by the NCR, with strict rules prohibiting excessive lending and to 

protect South African financial stability. As per the NCR, all entities aiming to 
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provide loans to single persons and legal entities are required to register with the NCR 

of South Africa.194  

Although setting up a regulatory environment for shadow banking that complies with 

international standards is highly important, overregulation may also bring unintended 

consequences. For instance, South Africans may look for products outside the traditional 

banking system. Less regulation and more transparency is needed in the current financial 

market. Transparency is required so that potential investors may get a fair price based on the 

risks involved. The first step towards transparency would be to trace all shadow banks that 

are not listed but that furnish credit activities, and this is a very challenging task. The second 

step would be rigorous supervision of non-bank activities with the relevant authorities’ 

support.  

 It should be noted that even though South Africa is part of the G20, international 

regulations may not meet with the economic needs of the country. It is, therefore, necessary 

to promote awareness to unbanked consumers to open bank accounts and understand the 

advantages of using such services. South Africa’s shadow banking system has expanded, 

growing from approximately 13 percent of financial assets of all financial intermediaries to 

18 percent by the end of 2014.195 

 

9. PROPOSALS FOR SHADOW BANKING REFORM IN SOUTH AFRICA BASED 

ON THE EXPERIENCE OF THE US AND CHINA  

In this research, the author has discussed how shadow banking operates in the US and China, 

and how the system shows vulnerability during periods of financial crisis. A great deal of 

focus has been directed towards flaws detected in the regulatory frameworks of these 

countries. In China, the socio-political system was born out of a mixture of socialist thought 

and Chinese culture and history. If China attempts to adopt the US shadow banking system, it 

may not work well due to China’s socioeconomic context. A common problem experienced 

by these two countries is the degree of support that their governments are prepared to offer to 

the economic sectors that are important. For instance, during the GFC, the US automotive 

industry was failing and the government had to disburse $79.7 billion in bailout funds to 
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ensure its survival.196 China faced a similar experience during the GFC and monetary 

stimulus packages were implemented to prevent a complete melt-down of the financial 

markets.197  

In the US, the DFA is so complex and difficult to understand that even regulators are 

facing challenges in implementing hard rules, as mentioned in section 5, which discusses 

some of the main elements of this Act. However, in the event of a similar future financial 

collapse, the implementation of the DFA offers more systemic stability when large shadow 

transactions may take place.  

In South Africa, banks should offer affordable lending packages that are less onerous 

for compliant consumers, and should allow small and medium entities to expand in the 

financial markets. Awareness is also necessary on the part of unbanked consumers when 

investing in financial markets outside of regulated banks. It is emphasised that shadow 

banking directly funds the economy. However, unsecured debts pose a high risk for the 

economy, and therefore monitoring exercises should be conducted on shadow banking. The 

NCA made the right move to control over-indebtedness by offering measures to reconstruct 

debts. Other than shadow banks being regulated through the NCA, transparency is needed to 

strengthen the regulation on these activities and to transform this system into a resilient 

financial market. On the other hand, it should always be taken into account that over-

regulation may also impede the growth of the economy.  

A coordinated global effort has been made to develop instruments for substantial 

system reform, and South Africa has cooperated with this effort. After the GFC of 2007–

2008, regulators at global level became more stringent in terms of oversight. South Africa, 

being a member of several multilateral institutions, such as the Basel Committee on Bank 

Supervision,198 has committed to implementing the stricter global regulations to ensure a 

safer banking environment. Such coordinated action is necessary to prevent a melt-down of 

the national and global financial system, and to oversee and build stronger financial sector 

regulations. The stricter global regulations that South Africa is committed to enforcing 

include the involvement of central banks and regulatory agencies, engagement with foreign 
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governments, and cooperation with finance ministers — all working with the objective of 

securing a healthy global finance sector.  

In April 2009, the FSB was created with the objective of coordinating the 

development and promotion of effective regulations in compliance with international laws.199 

In addition, this body has the task of supervising and regulating shadow banking, as well as 

creating and implementing strategies for crisis management and to provide resolutions for 

financial institutions. Global reforms were created, with consideration of domestic reforms. 

Each G20 country has already started the implementation of these international laws by 

enacting supportive domestic laws.200 

 In August 2016, the FSB201 stated that the key lies in “transforming shadow banking 

into resilient market-based finance through strengthening oversight and regulation of the 

shadow banking system.” It should be noted that domestic policies are more likely to 

succeed, considering the backlash against future trade agreements and further global markets, 

and the fact that global reforms can be difficult to implement fully. Certain steps need to be 

taken to ensure that shadow activities are regulated as per their risk profile. According to the 

FSB,202 in order to curb the risks linked to shadow banking, South Africa must:  

1. mitigate the spill-over effects between the regular banking system and the 

shadow banking system; 

2.  reduce the susceptibility of money market funds (MMFs) to “runs”; 

3.  assess and align the incentives associated with securitisation; 

4.  dampen risks and pro-cyclical incentives associated with securities financing 

transactions, such as repos and securities lending that may exacerbate funding 

strains in times of market stress; and 

5. assess and mitigate systemic risks posed by other shadow banking entities and 

activities. 
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In South Africa, the regulation is extended to the point of unofficial financial 

activities and credit-rating agencies, including over-the-counter derivate markets.203 

However, in spite of all the regulations implemented, the South African economy is mainly 

cash-based, because of the large informal sector. As such, suspicious transactions are bound 

to happen through unregulated investment vehicles. This makes security markets vulnerable 

to unregulated activities, and therefore calls for adequate due diligence in banks’ activities.  

South Africa is an active participant in the FSB shadow-banking project, which is a 

yearly monitoring exercise. Due to systemic risk, it is generally agreed that all bank-like 

activities outside the traditional banking sector should be adequately regulated in line with 

the risk that they pose to the financial system and also to promote a level playing field.204 

South Africa has made strides in ensuring that risks are mitigated through tight regulations to 

the banking sector as well as shadow banking activities. However, it is also true that the tight 

regulation of banks and shadow banking activities may result in disintermediation, which can 

stifle the growth of the financial sector and the economy as a whole. It is therefore essential 

to implement smart regulatory reforms that minimise risks but facilitate growth. These 

reforms are as follows: 

 

a) Firstly, there is a need to formulate a commonly agreed definition of shadow banking 

based on the credit provision measures and maturity transformation outside the 

traditional banking sector, while referring to the resulting risk exposure. This will help 

identify which shadow banking activities should be included in the regulations and 

which ones should not.  

b) Secondly, while there is a need for enhanced regulatory supervision, there is also a 

need to review the regulatory requirements to ensure that they are in line with the risk 

profiles and capacities of the various firms involved in shadow banking activities. As 

it stands, many entities are not in a position to afford the risk management 

infrastructure or the capital requirements imposed by the regulators. However, 

categories can be created once a common definition has been agreed on. On the other 

hand, tighter regulation can detrimentally affect entities conducting sound and well-

regulated operations. It is important to highlight that when regulations linked to 

shadow banking are overly burdensome, small enterprises will not be able to comply 

with complex regulations, which will cause a contraction in the financial system. 
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Transparency is needed, rather than strict regulation, as stated by N. Visser, deputy 

chairperson of the CFA society of South Africa.205 

c) Thirdly, it is important for the regulators to apply smart regulation and ensure 

oversight over financial activities. It should be noted that the scope of shadow 

banking is broad and may have far-reaching implications, especially for lending and 

credit provision transactions outside the traditional banking system that are funded by 

short-term liabilities. One of the significant challenges is the ability to identify all 

firms providing such credit. Additionally, there has not been sufficient regulation on 

the access to the funding profiles of such entities. 

d) Lastly, despite some corrective measures having been taken to improve the 

regulations on shadow activities, this system is largely unregulated. There remains a 

strong possibility of avoiding the levies on financial deals, affecting the profitability 

of financial institutions. In other words, the systemic risks of shadow banking still 

pose a global threat.  

 

10. CONCLUSION  

This paper has discussed how shadow banking operates in the US, China, and South Africa. It 

is clear that co-dependency between China and the US has brought worldwide attention to the 

practices of shadow banking. The GFC caused a meltdown of the US markets, and the 

uncontrollable spread of shadow banking in China has the potential to cause hazardous 

repercussions on the Chinese economy, the US and the rest of the world if reforms are not 

implemented efficiently to control shadow activities. Many writers in this field support the 

regulation of shadow banking in order to protect global economic growth. However, the 

proliferation of informal markets and certain socio-political issues create barriers to 

implementing stringent regulations in China.  

A good example of US reforms is the DFA. However, in the US, fine-tuning the 

legislation and policies that prevent the threat posed by shadow banking will be a difficult 

task due to the DFA’s complex regulations that push investors to look for less onerous 

financial packages. Shadow banking in the US has contributed meaningfully to the economy, 
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but ultimately a financial bailout was needed to preserve the existence of key industries. 

However, the overzealous approach by the US may slow productivity.  

US president Donald Trump recently announced the planned repeal in full of the DFA 

or the rolling back of major portions of the law.206 In addition, Trump has directed the US 

Treasury secretary to review the Act with the objective of bringing positive improvements to 

the banking sector.207 It is going to be a difficult task because financial institutions in the US 

are regulated by different agencies.208 It is also not clear what such actions will do to the 

financial system.  

South Africa follows international banking laws to mitigate the risks emanating from 

shadow activities. Despite this compliance, the activities of the informal sector cause 

irregular transactions that have a negative impact on the financial sector.209 

It should, however, be noted that major progress has been made. Global awareness 

and mitigation of the threat posed by shadow banking has produced various reforms for the 

improvement of the global finance sector. The authorities acknowledge that banking systems 

must be reformed in order to become more resilient. What remains is for South Africa to 

implement reforms that would result in smart regulation of the financial sector, where there is 

proactive oversight that does not stifle the growth of alternative sources of finance.  
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