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Abstract 

China’s economic policy response to the COVID-19 pandemic has been less stimulatory than the 
response after the global financial crisis because Chinese authorities have sought to avoid fuelling 
risks in the financial system. Indeed, the authorities have continued with reforms to make the 
financial system more market-based so that it can better support China’s economy, although the 
state continues to play a central role in the financial system. At the same time, China has become 
increasingly important for international financial markets, mainly due to its weight in international 
trade but also because certain cross-border capital flows are rising. 

Introduction 
In the years following the global financial crisis 
(GFC), Chinese policymakers supported a period of 
rapid economic growth despite the weak global 
environment. This stimulus resulted in strong credit 
growth and was accompanied by a rise in financial 
vulnerabilities.[1] The stock of debt rose 
substantially, concentrated in state-owned 
enterprises (SOEs) that were burdened by over-
capacity (Graph 1). An opaque and largely 
unregulated ‘shadow’ financial system emerged. 
This was accompanied by a widespread belief that a 
range of financial assets would be guaranteed by 

the state. In addition, an easing in the economy’s 
trend rate of growth has meant that it has become 
harder to ‘outgrow’ any problems in the financial 
system (Roberts and Russell 2019). 

Some years ago, the Chinese authorities began to 
focus more attention on reducing financial risks, 
along with a number of other long-term goals (such 
as environmental sustainability), accepting slower 
growth in the process. These efforts were successful 
in a number of ways. Economy-wide leverage 
stabilised, albeit at a high level relative to other 
economies at a similar stage of development. The 
stock of shadow financing declined from 
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60 per cent to 45 per cent of GDP as regulatory 
scrutiny was tightened and the bond and equity 
markets were developed as more transparent 
alternatives (Sutton and Taylor 2020). In addition, 
the authorities demonstrated a willingness to allow 
some investors to incur losses on a range of assets 
previously assumed to be guaranteed by the 
government. 

The rise in vulnerabilities over the past decade or so 
has shaped the policy responses to the pandemic, 
as is discussed in the first part of this article. The 
article then turns to the long-running efforts to 
reconfigure the way that the Chinese financial 
system supports the economy, which has gained 
renewed focus since the onset of the pandemic. 
Finally, the article puts these developments into an 
international context, by examining how the global 
importance of the Chinese financial system is 
changing. 

How has the pandemic response been 
affected by risks in China’s 
financial system? 
With work still to be done to address these financial 
system vulnerabilities at the outset of the COVID-19 
pandemic, the authorities have been alert to 
avoiding a further rise in systemic risks where 
possible. In particular, the scale of monetary 
stimulus in response to the pandemic has been 
modest, particularly compared with the large-scale 
easing during the GFC. Credit growth rose but by far 

Graph 1 

2017201320092005 2021
0

50

100

150

200

250

%

0

50

100

150

200

250

%

China – Non-financial Sector Debt
Per cent of nominal GDP

Shadow financing**

Total debt*

* Total debt is the sum of bank credit, shadow financing and bond
financing (both corporate and public)

** RBA estimate

Sources: CEIC Data; RBA; WIND Information

less than in earlier episodes (Graph 2). Interest rates 
on bank loans declined by around 50 basis points 
compared with around 200 basis points during the 
GFC. 

Monetary stimulus has also been quite targeted, 
favouring specific borrowers to avoid fuelling a 
further rise in systemic risks. There has been 
renewed emphasis on banks orienting credit 
towards small and medium-sized businesses rather 
than SOEs. These firms tend to have more 
sustainable debt loads and have faced more 
difficulties obtaining finance (particularly during the 
earlier campaign to reduce financial risks) (Graph 3). 
At the same time, various steps have been taken to 
avoid unnecessary stimulus of the property market, 
including limits on lending for mortgages and to 
higher-risk property developers. 
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This approach has been aided by the successful 
containment of the virus and the strong recovery in 
demand for China’s exports, which has seen the 
economy quickly return to its pre-pandemic 
trajectory. 

The more modest expansion of credit in this 
episode also reflected a smaller degree of fiscal 
stimulus (Graph 4). Unlike most economies, a 
degree of fiscal stimulus in China is often funded by 
borrowing from the banking system or from 
shadow finance via local government financing 
vehicles (LGFVs). That is because fiscal stimulus is 
delivered largely by local governments and SOEs, in 
contrast to other economies where fiscal stimulus is 
reflected mainly in the central government budget 
balance. To reduce the use of shadow finance and 
impose a degree of market discipline, in recent 
years local governments have been encouraged to 
access the bond market by issuing ‘special’ bonds 
linked to specific projects (Holmes and Lancaster 
2019). 

Despite the modest and targeted policy responses 
to the pandemic, the authorities tolerated an 
increase in debt relative to GDP (Yi 2020). Further 
reforms to address the still-large stock of shadow 
financing were also delayed. 

Accordingly, as economic activity continued to 
recover this year, the authorities proceeded with a 
tapering of stimulus. At the meeting of the National 
People’s Congress early in 2021, authorities 
approved a plan to ensure that the growth of credit 
slows this year, such that it stabilises relative to 
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nominal GDP, and announced a modest tightening 
of fiscal policy (National Development and Reform 
Commission 2021). Authorities also chose a GDP 
growth target for 2021 that could be met provided 
the economy did not subsequently contract, 
limiting the potential for conflict between that 
target and measures to reduce financial risk. As 
intended, credit growth has slowed to a rate that 
has been in line with the growth of nominal GDP. 

How is China’s financial system being 
reformed? 
The pandemic has also underscored the authorities’ 
long-running efforts to pursue deeper reforms that 
improve the stability and efficiency of the financial 
system so that it can better support economic 
growth. Historically, the state intervened heavily to 
ensure that the financial sector supported an 
investment- and export-led model of economic 
growth. This included: 

1. a heavy bias in the allocation of credit to SOEs 
over private and/or small enterprises, especially 
by the dominant state-owned banking sector – 
even as banks became more commercial, 
implicit state guarantees meant that SOEs 
continued to enjoy preferential access to credit 

2. controls on interest rates, which were set at 
artificially low and stable levels – low borrowing 
rates for SOEs assisted in channelling high rates 
of private savings into state-led investment at 
subsidised cost 

3. a managed exchange rate and restrictions on 
capital flows, which prevented domestic savers 
from moving into higher-yielding assets abroad 
and insulated the economy from volatility in 
foreign capital flows (an exception was direct 
investment in China by foreign corporations, 
which was typically longer-term and involved 
the transfer of foreign technologies). 

That model was acknowledged as having several 
drawbacks. First, it contributed to the build-up of 
financial vulnerabilities. Inefficient investment in the 
state sector was encouraged, and many investors 
and borrowers sought better deals in the shadow 
financial system. As investors progressively sought 
new ways to earn higher returns, excessive risk-
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taking arose in different parts of the financial 
system. Second, the system lacked key 
macroeconomic shock absorbers, in the form of a 
more flexible exchange rate and countercyclical 
interest rate tools. Third, it tended to deprive fast-
growing private-sector industries of finance. 

As a result, the authorities have pursued several 
reforms over the past decade, including: reducing 
implicit guarantees of SOEs; increasingly using 
changes in interest rates to influence financial 
conditions; and gradually opening the capital 
account and allowing for a more flexible exchange 
rate. The past year or so has seen some important 
developments in these areas and posed questions 
about the future direction of the reform process.[2] 

Reducing implicit guarantees 

In recent years, the authorities have allowed a series 
of defaults by entities that were previously assumed 
to have been guaranteed. That has included SOEs 
and some large private firms (mainly property 
developers) (Graph 5). Several small banks have 
experienced capital shortfalls, resulting in the first 
bank failures in China in 20 years (RBA 2019). While 
such defaults remain much less common than in 
other economies, they are a marked shift from 
China’s past. 

These events mean that investors now face more 
credit risk than before, and as a result some higher-
risk borrowers now find it more expensive and more 
difficult to obtain credit.[3] In particular, financing 
conditions have diverged for borrowers in different 
provinces, because of the important role that has 
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been played by local government backing 
(Graph 6). Indeed, the central authorities have 
emphasised that local (rather than central) 
authorities are responsible for resolving the risks of 
certain borrowers, notably troubled banks in their 
provinces. However, the consequences of defaults 
for local governments can be significant, and some 
have temporarily extended additional support to 
local SOEs while they restructure their finances (He 
2021). 

As a result of the weakening of guarantees, and 
transfer of credit risk to investors, credit is now 
starting to be allocated more towards regions that 
can deploy it more efficiently and sustainably. 
Regions with industries burdened by over-capacity 
and shrinking populations tend to have local 
governments with higher debt burdens, which 
reduces their capacity to support local firms, both 
state-owned and private (Feng and Wright 2020; 
Wright and Feng 2021). That has been the case 
especially for the provinces in north-eastern China 
(notably Liaoning) that have been struggling 
economically. For such provinces, funding costs in 
the bond market for local SOEs have risen over the 
past year or so, and credit growth has been slower 
than in other provinces (Graph 7). 

While some state-backed borrowers now face 
greater scrutiny, improvements in the availability of 
finance for small and private enterprises have 
lagged (Bowman 2019; Bunny 2020). The bond 
market remains heavily dominated by SOEs, while 
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private firms still face elevated funding costs. To 
address this, a range of other policies have been 
used to encourage banks to provide more credit to 
small businesses and improve private firms’ access 
to equity capital (IMF 2021b). 

While helpful for ensuring investments are made 
efficiently, allowing investors to incur losses has 
posed a risk of triggering wider financial stress. Each 
credit event has prompted a reassessment of assets 
that were previously considered safe. For example, 
the first small bank failure in 2019 saw interbank 
funding markets freeze up. Also, the default of a 
major SOE in late 2020 saw a widening of spreads 
and corporations found that it was very difficult to 
raise funds in the bond market for a time. In each 
case, the People’s Bank of China (PBC) has injected 
substantial liquidity into interbank markets, which 
has been effective in avoiding wider spillovers to 
other parts of the system. 

Looking ahead, while GDP has recovered quickly 
and this has alleviated some risks, banks also remain 
exposed to a rise in non-performing loans. That is 
especially true of smaller banks, and PBC stress tests 
at the end of 2020 also indicated that some 
medium and large banks could fall short of 
minimum capital requirements even under ‘mild’ 
scenarios (PBC 2020) (Graph 8). In some cases, those 
exposures have risen because of loans extended to 
smaller firms (which lack a state backstop) or to 
SOEs whose government backing has weakened. 
Capital shortfalls among small banks are likely to be 
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resolved slowly with a mix of recapitalisation and 
acquisitions, but there may also be further 
bankruptcies (Wu, Zhu and Shen 2020). 

Interest rate reform 

The authorities have gradually deregulated interest 
rates over the past couple of decades. Artificially 
low interest rates encouraged investors to seek 
higher returns, including in the (less regulated) 
shadow financial system and by speculating in 
property. Interest rate controls also made lending to 
the private sector unattractive because banks could 
not charge higher rates to compensate for the risks 
involved.[4] 

Interest rate controls also meant that short-term 
interest rates in money markets had little bearing 
on the rates faced by end borrowers (though those 
rates were adjusted directly at times). So instead of 
adjusting short-term interest rates, monetary policy 
was adjusted by directly guiding banks to expand 
credit and facilitating this by lowering reserve 
requirements and extending central bank funding 
(‘quantity-based’ tools) (Jones and Bowman 2019). 

As interest rates were liberalised, it became more 
effective to use short-term interest rates as a 
countercyclical (‘price-based’) tool. Several other 
steps were taken that have helped to bolster the 
effectiveness of this tool further. A deep interbank 
money market was developed and the PBC 
improved its control over interbank interest rates 
(Jones and Bowman 2019). A more liquid yield 
curve for government bonds was developed, which 
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embodies expected future short-term interest rates 
and provides a benchmark for other issuers in the 
bond market. Finally, interest rates on bank loans 
were linked to a new benchmark (the Loan Prime 
Rate, LPR), which tracks rates on the PBC’s facilities 
for lending to banks (specifically, the Medium-term 
Lending Facility, MLF). 

During the pandemic, these new price-based tools 
were employed as part of the PBC’s modest and 
targeted easing. Money market interest rates were 
lowered, which transmitted to lower borrowing 
costs for governments and corporations in the 
bond market (Graph 9). A small decline in the MLF 
rate was passed through to the LPR and business 
lending rates.[5] 

Nevertheless, monetary policy still relies on an array 
of quantitative tools and direct guidance, including 
as part of the pandemic response (IMF 2021b). 
Moreover, the incomplete nature of interest rate 
reform has constrained the use of price-based tools. 
For example, more of the easing passed through to 
bank lending rates than to deposit rates (which 
remain subject to more controls), thereby putting 
pressure on bank profits (Zhang 2021). 

Capital account reform 

Following the GFC, the authorities opened up 
further to cross-border capital flows. The overall 
strategy was to liberalise inflows before outflows, 
given the potential for sizeable outflows of 
domestic savings into foreign assets. As well as 
permitting inflows of ‘direct investment’ by foreign 
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corporations, cross-border banking inflows were 
favoured because they were expected to support 
use of the renminbi internationally and expose the 
domestic banks to helpful competition (Graph 10). 
‘Portfolio flows’ into bond and equity markets were 
not liberalised initially, because they tend to be 
relatively volatile. 

With greater openness to capital flows, it was 
necessary for the renminbi to become more flexible 
and market-based (Lien and Sunner 2019). But in 
2015, a slowing of the economy and an easing in 
monetary policy prompted more capital outflows 
and pressure for depreciation, and the authorities 
intervened to support the currency and halted the 
process of opening up (McCowage 2018) 
(Graph 11). 
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Since then, there have been several steps towards 
liberalising capital flows. Most importantly, foreign 
portfolio investors have been given much greater 
access to Chinese bond and equity markets. That is 
seen as helpful for developing these markets, as 
well as supporting the use of the renminbi in 
international finance and trade. Specific steps 
include: the opening of ‘connect’ schemes between 
exchanges in China, Hong Kong and London (with 
more under development); the inclusion of Chinese 
onshore bonds and equities in international indices 
that form a benchmark for around US$8 trillion of 
investments; and giving foreign investors more 
access to derivatives markets to manage the risks of 
their investments.[6] 

As a result, portfolio inflows have, for the first time, 
been among the largest sources of foreign capital 
inflows to China, even exceeding direct investment 
in recent quarters (Graph 12). Moreover, recent 
inflows have been mainly from private investors, 
rather than reserve managers and sovereign wealth 
funds as seen in the past. These private inflows 
reflect a ‘latent’ demand by investors to hold 
Chinese assets, motivated by the diversification 
benefits and the relatively high returns of Chinese 
assets. To date, investments in the bond market 
have been almost exclusively in sovereign (or quasi-
sovereign) bonds because investors have been 
reluctant to take credit exposure to Chinese local 
governments or SOEs (Graph 13). These inflows 
could have much further to run if investors 
eventually match new benchmark weights (Lien 
and Sunner 2019). 
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More freedom in the movement of private capital 
has been associated with more exchange rate 
flexibility. That has most recently been reflected in 
an appreciation, given the stronger recovery of the 
Chinese economy and the fact that controls on 
capital inflows have been eased more than those 
on outflows. 

A key issue remains how far China will ultimately 
pursue an opening of its capital account. The size of 
foreign holdings of Chinese securities remains small 
compared with other economies. Indeed, the fact 
that debt in China continues to be owned mainly 
‘internally’ (and in domestic currency) rather than by 
foreign investors gives the authorities considerable 
scope to control the pace of any deleveraging 
(Graph 14). 

As well as gradually allowing more capital flows, the 
authorities have promoted the use of renminbi 
more widely outside China in both trade and 
finance. Greater international use of the renminbi 
would allow Chinese entities to conduct 
international trade and access foreign capital with 
less exchange rate risk and less exposure to 
potential stresses in the US dollar funding system 
(Windsor and Halperin 2018).[7] Those efforts have 
included setting up offshore centres for settling 
renminbi transactions, developing a pool of 
offshore renminbi deposits and providing liquidity 
backstops abroad with bilateral currency swap 
agreements. 
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How is China’s influence on the global 
financial system changing? 
China has become increasingly important for the 
global financial system. There are three key aspects 
of this: China’s excess of savings over investment (or 
relatedly, trade surpluses); China’s increased 
integration with global trade; and China’s increased 
integration with global capital markets and, 
relatedly, the international use of the renminbi. All 
three aspects have the potential to influence risk-
free interest rates, exchange rates and risk 
premiums globally. 

Historically, China’s influence on the global 
financial system was via sizeable capital outflows 

China has long had domestic savings in excess of its 
domestic investment (Graph 15). China’s remarkably 
high rate of savings is partly a result of its under-
developed social safety net (IMF 2021a). This was 
exacerbated by financial restrictions, especially 
through the 2000s, which promoted export-led 
growth. To manage the exchange rate, savings were 
channelled abroad via the accumulation of foreign 
exchange reserves, which are invested in the debt 
of foreign governments. Some observers saw this 
‘savings glut’ as contributing to a persistent decline 
in long-term, risk-free interest rates globally prior to 
the GFC (Bernanke 2005). 

Since the mid 2000s, the difference between China’s 
savings and investment has declined from 
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10 per cent of its GDP to about 1 per cent. The rate 
of saving has declined from very high levels as the 
economy has begun a transition towards higher 
levels of consumption. After the GFC there was also 
an increase in investment, which was associated 
with rapid growth in credit and related financial 
vulnerabilities.[8] In that regard, the decline in the 
extent of the ‘external imbalance’ has been 
associated with a rise in ‘internal imbalance’. 

How far China exports net savings to the rest of the 
world in the coming years (if at all) will depend 
partly on how these internal imbalances are 
resolved. A return to reducing financial system risks 
could weigh on investment, which by itself would 
see external surpluses rise. But the authorities are 
also looking to continue to encourage other 
sources of domestic demand (i.e. consumption), 
which would lower the rate of savings, reducing the 
external surplus. Over a longer period, the ageing of 
the population and building out of the social safety 
net could also see the savings rate decline, which 
might even see China import savings from the rest 
of the world. 

China’s large trade flows have given rise to 
indirect effects on global markets 

China now plays a critical role in global trade, as 
both its imports and exports have grown as a share 
of the world economy (i.e. in gross rather than net 
terms). As a result, China’s business cycle has 
become more important for other economies, 
affecting interest rates, profits and asset returns 
globally. In turn, it has had a growing indirect effect 
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on global markets, even while it has remained 
relatively closed financially. 

That growing influence helps to explain the rising 
co-movements between Chinese and international 
markets. That is especially marked for equity prices, 
while co-movements with government bond yields 
remain lower (Graph 16). For example, the more 
positive outlook for China’s economy over the past 
year has not only helped to lift equity prices in 
China but also abroad. 

The renminbi now also moves more closely with a 
range of other currencies (not only the US dollar). 
This reflects the greater flexibility of the exchange 
rate to respond to developments in the Chinese 
and global economies. An improved outlook in 
China tends to place upward pressure not only on 
the renminbi, but also on the currencies of 
commodity exporters (e.g. Australia) and some 
other economies in Asia that are closely integrated 
with Chinese supply chains or seek to maintain their 
export competitiveness with China (Graph 17).[9] 

China’s direct links to the global financial system 
have begun to deepen 

As capital flows have been gradually liberalised, 
direct exposures to Chinese assets in the 
international financial system have risen. China’s 
share of international portfolios has doubled over 
the past decade, while international banks’ lending 
into China has also risen. However, the size of these 
links remains modest, at around 2 per cent of 
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international portfolios and 4 per cent of 
international banks’ cross-border loans (Graph 18). 

Meanwhile, China’s investment abroad has widened 
in scope. In the past, this mainly took the form of 
investments by the state via its foreign exchange 
reserves. In recent years, direct investments abroad 
by private Chinese companies expanded 
significantly. However, from 2016 these slowed 
substantially, after authorities curtailed a wave of 
debt-funded acquisitions by Chinese corporations 
expanding outside of their core areas of business 
(McCowage 2018). There has also been some easing 
of restrictions on portfolio outflows, while bank-
related outflows continue to play a significant role. 
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China affects Australian financial conditions 
mainly because of its importance for trade 

China’s effect on Australian financial markets has 
risen, as it has for many other economies. That 
reflects deep trade linkages, particularly in relation 
to Australia’s resource exports. The Australian dollar 
moves more closely with the renminbi than do the 
currencies of many other advanced economies. 
That said, many Australian asset prices continue to 
move much more closely with those in the United 
States than those in China (Graph 19). 

With capital flowing more freely across its borders, 
China has at times been a source of investment 
flows into Australia. China is a substantial investor in 
Australian government debt through its foreign 
exchange reserves. Chinese corporations have also 
made direct investments in Australia over the past 
decade or so, initially in the mining sector but more 
recently in a broader range of industries (Graph 20). 
Chinese direct investment in Australia declined in 
2020, amid similar declines across other economies; 
however, it continues to account for a steady share 
of the stock of total foreign investment in Australia. 

Australian investments in China were mainly 
banking-related in the past, while direct investment 
has been relatively small. However, Australian 
portfolio investments in China have become much 
more important in recent years as market access 
has improved. 

Overall, the size of these investments remains 
modest. China accounts for only 2 per cent of both 
foreign investment in Australia and of Australian 
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investment abroad (compared with around one-
third of Australia’s exports), and Australian 
investment in China has declined recently. More 
generally, advanced economies continue to 
account for over 80 per cent of foreign investment 
in Australia (Graph 21). 

The renminbi’s role in the international financial 
system remains modest 

China’s efforts to promote the wider international 
use of the renminbi have seen some limited 
progress. Most notably, a rising share of payments 
involving Chinese entities are in renminbi, recently 
as much as 40 per cent (Graph 22). That reflects 
increased foreign activity in Chinese securities 
markets (which are transacted in renminbi) and also 
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more of China’s trade being invoiced in yuan 
(Windsor and Halperin 2018). But the wider 
international use of the renminbi (including 
between non-Chinese entities) remains small for 
both trade and investment, and well below use of 
the US dollar, euro and even the Japanese yen and 
UK pound sterling (Graph 23). 

It remains to be seen how widely the renminbi will 
be adopted internationally. Some observers have 
suggested that a Chinese central bank digital 
currency (‘an eCNY’) might gain greater use 
internationally (BIS 2021; Feng 2021; Prasad 2020). 
This is currently a domestically focused project, with 
objectives similar to those highlighted by some 
other emerging market economy central banks 
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(such as improving domestic payments and 
widening financial inclusion). The Chinese 
authorities have played down the extent to which 
they expect the existence of an eCNY to drive 
international use of the renminbi. More generally, to 
the extent that the renminbi gains increased 
international use, this is most likely to occur within 
Asia given the region’s integration into Chinese 
trade and production. 

Conclusion and outlook 
Risks in China’s financial system remain elevated 
despite its economy’s strong recovery from the 
COVID-19  pandemic and the modest and targeted 
use of monetary stimulus. These risks will continue 
to shape its economic management in the years 
ahead, with implications for growth and, in turn, 
financial conditions in the global economy. 

While China has become heavily integrated with 
the global trading system, its integration with 
global capital markets is still at a formative stage. It 
is unclear just how far and how quickly China will 
open further to international capital flows. The 
history of other economies suggests that there is 
merit in proceeding carefully. But China’s large size 
means that any progress will make it much more 
important for the global financial system. While the 
scale and nature of this shift is difficult to predict, its 
importance can be illustrated by looking at what 
would happen if China’s stock of portfolio positions 
(both inward and outward investments) were to 
reach 70 per cent of GDP – half that of the United 
States or Australia, but similar to South Korea. In that 
case, China would account for around 8 per cent of 
global portfolio investment, third behind the euro 
area and the United States (and compared with 
1 per cent currently) (Graph 24).[10] 
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More generally, further opening would mean 
increased holdings of foreign assets by Chinese 
residents and increased holdings of Chinese assets 
by the rest of the world. That large rebalancing 
could affect asset prices and financial conditions 
differently across regions and markets. If this is a 
gradual process, it may prove relatively manageable. 
The renminbi could become a more widely used 
international currency, especially within Asia. Over 
time, financial conditions in Australia are likely to be 
increasingly influenced by the news in Shanghai 
and Shenzhen alongside New York and London.
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