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Winning the Tough Battle of Forestalling and Defusing 
Financial Risks

t present, at the crossroads between building a 
moderately prosperous society in all respects and 

entering a critical moment as socialism with Chinese 
characteristics has entered a new era. China is undergoing 
profound and complex changes and accordingly, the 
Communist Party of  China (CPC) Central Committee has 
stressed on winning the tough battle of  forestalling and 
defusing major risks, especially preventing and controlling 
financial risks. This is a major strategic plan laid out by the 
CPC Central Committee to combat the salient weaknesses 
constraining the progressive development of  China’s 
economy. After an analysis of  the economic situations in 
China and abroad, China is confident, determined, and 
capable of  winning the tough battle of  forestalling and 
defusing financial risks.
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The existing basis for forestalling and defusing 
financial risks
Since 2012, China has made new significant achievements 
in the areas of  financial reforms and development, making 
it one of  the global financial powers with notably enhanced 
financial capabilities to serve the real economy. This has 
remarkably supported and promoted sustainable, stable, and 
healthy economic and social development of  China, and 
laid down a solid foundation for forestalling and defusing 
financial risks in China.

First, regulation and control measures mandated 
through monetary policies are becoming more flexible and 
precise. Financial monitoring and regulatory capability is 
notably enhanced to provide a firm base for supervision of  
forestalling and defusing financial risks. The development 
and application of  multiple monetary policy tools has created 
a favorable situation for restructuring the macroeconomic 
control framework, thereby effectively maintaining financial 
stability and creating a supporting financial structure for 
economic and social development. The “double pillar” 
financial regulatory framework comprising monetary and 
macro prudential policies is taking shape. The comprehensive 
supervision has prevented and forestalled credit risks in key 
areas, such as the financing platforms of  local governments; 
it has enhanced coordination, connectivity and information 
sharing within the financial regulatory system; and it has 
filled up regulatory gaps and eliminated regulatory arbitrage. 
China is also actively performing its duties as a member of  
the Financial Stability Board and the Basel Committee on 
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Banking Supervision, and getting involved in international 
financial regulatory reforms, while significantly contributing 
towards developing plans and stipulating standards for 
financial reforms.

Second, the overall capability of  the financial institutions 
is notably strengthened, and the multilevel financial 
market system is continuously being perfected, gaining rich 
experience for forestalling and defusing financial risks. The 
capability of  financial institutions to serve the real economy 
is further strengthened with enhanced financial products, 
more inclusive financial services, and higher risk-control 
capability. The Chinese financial market keeps expanding. 
The multilevel capital market system is taking shape to meet 
the economic and social demands of  various sections. The 
development of  innovative and market-oriented financial 
services is gaining momentum, supported by the Internet 
finance such as third-party payments, network loans and 
crowdfunding.

Third, the pricing mechanism of  the financial markets 
is continuously being optimized, with market-oriented 
reforms on interest rates and exchange rates being 
particularly enhanced, which creates significant market 
conditions for forestalling and defusing financial risks. 
Breakthroughs have been made in the reform of  market-
oriented interest rates. A self-disciplinary mechanism to 
regulate pricing of  market-oriented interest rates has been 
established and is continuously being improved. Further, the 
benchmark interest rate system in the financial market has 
been developed. And this has propelled the restructuring, 
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transformation, and upgrading of  the Chinese economy. 
The exchange rate formation mechanism is more rule-based, 
transparent, and market-oriented, notably enhancing the 
flexibility of  the exchange rate. Financial market participants 
have evolved and matured to create better market conditions 
and play a decisive role in allocating financial resources that 
better support the development of  the real economy.

Fourth, the RMB has become more internationalized, 
and China’s financial industry has opened up more widely 
to the world, creating a favorable external environment for 
forestalling and defusing financial risks. In recent times, the 
RMB has increasingly been used in cross-border transactions 
and expanded to direct investments and almost all current 
accounts, which makes it the 6th most widely used payment 
currency, the 3rd trade-finance currency, and the 5th 
foreign-exchange currency. As of  the end of  September 
2017, the central banks or monetary authorities of  over 60 
countries and regions have included the RMB into their 
foreign exchange reserves. In terms of  the opening up of  
financial gateways, the expansion of  Qualified Foreign 
Institutional Investors (QFII) as well as RMB Qualified 
Foreign Institutional Investors (RQFII) and the relaxation 
of  regulatory restrictions on them have facilitated better 
relations between the domestic and international markets of  
currencies, stocks, and bonds. Regulatory terms for foreign 
banks to access Chinese domestic market for RMB business 
have gradually been relaxed. Simultaneously, domestic 
financial institutions are opening up to investing abroad. 
China has also initiated the Asian Infrastructure Investment 
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Bank and the New Development Bank, set up the Silk Road 
Fund, and put forward the Belt and Road Initiative, thus 
playing an increasingly important role in the global financial 
arena.

Forestalling and defusing financial risks is 
a major strategic plan to shore up the weak 
links hindering China’s high-quality development
The feature of  Chinese socialism along with China’s 
economic development entering a new era is its economy 
making a shift from a phase of  rapid growth to a stage of  
high-quality development. At present, the major sources of  
financial risks are following.

First, the capital circulation between the financial sector 
and the real economy is inefficient. At present and for a 
period in the future, the major risks to China’s real economy 
will be reflected in the slowdown of  economic growth rate, 
over-production, tougher challenges for companies, and a 
rising unemployment rate. As a mirror image of  the real 
economy, the financial sector, under the joint influence of  
cyclic economic downturn, structural disequilibrium, and 
the transformation of  the system, will fall into a complex 
and challenging situation with multiple risks such as high 
leverage ratio, non-performing assets of  commercial banks, 
real estate market risks, and debts of  local governments. 
The risk of  capital flowing from real economy to virtual 
economy especially has to be further controlled, as it not 
only hinders the transformation and upgrading of  the real 
economy, but also drastically weakens the balance sheets 
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of  entity enterprises. Meanwhile, the downturn of  the real 
economy will increase the credit risks, which, catalyzed by 
the economic cycle and the tightening of  liquidity, will, in 
turn, erode financial institutions’ risk-defending capabilities.

Second, the capital circulation between the financial 
sector and the real estate market is inefficient. Financial 
resources have been over-focused in the real estate industry, 
leading to high prices, high inventory, high leverage ratio, 
high financialization level, and high connectivity of  the real 
estate sector, thereby the risk of  an asset bubble is rising. The 
high price has, in turn, attracted more social resources into 
the real estate market, thus aggravating the distortion of  the 
market and, to some extent, hindering the development of  
real economy. As a result, any in-depth restructuring of  the 
real estate market will destruct the development of  a series of  
relevant industries, leading to the deterioration of  the asset 
quality of  financial institutions, higher fiscal burden for local 
governments, systemic financial risks, and even financial or 
economic turbulence.

Third, capital circulation within the financial systems 
is not smooth, a fact that can be attributed to financial 
misconducts such as interest arbitrage by some financial 
institutions; exploitation of  regulatory gaps or flaws by certain 
enterprises; distorted rights and obligations resulting from the 
multilayer embedded wealth management products, maturity 
mismatches, and hidden rigid payment; constant online and 
offline illegal fund-raising and unregulated approval and 
setting up of  exchanges which are likely to cause transregional 
group events. These financial risks are difficult to uncover, yet 
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abrupt in occurence, fast to spread, and destructive in effect.
From an international perspective, since the U.S. financial 

crisis  in 2008, a considerable part of  the currency that 
resulted from the quantitative easing of  monetary policies by 
major countries has not circulated yet into the real economy. 
It is instead idling within the financial system in pursuit of  
profit, thus aggravating turbulence in the global financial 
market which results from the subsequent circulation of  
a large amount of  cheap capital. The withdrawal of  the 
quantitative easing of  the monetary policy by the US along 
with the following interest rate increase, balance sheet shrink, 
and tax cut has forced major economies to follow suit to 
avoid capital loss, investment reduction, and increase in the 
unemployment rate, which may incur a new round of  interest 
rate rise and tax cut around the world. The strong dollar 
together with the outbound flow of  capital has doubled the 
pressure for the RMB to depreciate.

To achieve high-quality development in the new era, 
these financial risks must be forestalled and defused. It has 
been clearly highlighted in the Central Economic Work 
Conference in 2017 that financial reform should serve the 
supply-side structural reform so as to create effective cycles 
between the financial sector and the real economy, between 
finance and the real estate industry as well as within the 
financial system, and at the same time forestall and address 
the risks of  key areas. This decision is a major strategic plan 
laid out by the CPC Central Committee for shoring up 
the weak links that constrain the high-quality development 
of  China’s economy in the new era and pointing out the 
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direction to forestall and defuse financial risks.

Suggestion on major strategies for forestalling 
and defusing financial risks
President Xi Jinping has pointed out that in the face of  
fluctuating international situations, complex and sensitive 
neighboring environment, and the arduous tasks of  reform, 
development and stability, China should have both tactical 
methods to forestall risks and effective measures bring 
opportunities out of  challenges.

First, serving the real economy should be the goal of  
forestalling and defusing financial risks. To achieve that, 
firstly, China must strengthen the leadership of  the CPC 
over the financial sector to ensure financial reform and 
development. Thoughts and actions should be aligned with 
the guiding principles of  the 19th National Congress of  the 
CPC, and plans for forestalling and defusing financial risks 
to ensure high-quality development and national financial 
security should be laid out. Secondly, China must adhere to 
the principles of  finance serving the real economy, enhance 
the efficiency of  serving the real economy in an all-round 
way, raise the ratio of  direct financing and the efficiency 
of  finance in allocating resources, and give full play to the 
key role of  finance in serving the supply-side structural 
reform, promoting industrial transformation and upgrading 
and supporting the progress of  national strategies. There 
should be ongoing efforts to reduce the idling of  capital, the 
multilayer embedded wealth management products, and 
interest arbitrage from regulation gaps and the resulting 
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cross-market, cross-industry, and cross-region financial risks. 
China needs to firmly follow the practice of  deleveraging 
and cutting overcapacity, support the implementation of  
major strategies and the development of  new capacity more 
forcefully, shore up the weak links in financial services more 
precisely, and reduce the financial cost of  the real economy 
more effectively. Thirdly, the three key virtuous cycles 
between finance and the real economy, between finance and 
the real estate industry, and within the financial system, must 
be improved. Efforts must be enhanced in the real economy, 
real estate industry, and financial system at the same time 
by preventing and controlling risks in the financial system, 
pushing forward the supply-side structural reform in the 
real economy, reforming and optimizing the housing system, 
and establishing a long-term mechanism for sustainable 
development of  the real estate market, thus forestalling and 
defusing financial risks from the root.

Second, China should accurately identify and effectively 
prevent financial risks. Firstly, Chinese government needs 
to optimize the financial risk warning system, enhances its 
supervision and assessment of  financial risks, and strengthens 
the monitoring and prevention of  the risks arising from 
enterprise debts, bank asset quality, and change in liquidity. 
For the risk factors impeding the three key virtuous cycles, 
all relevant parties need to check and analyze the reasons, 
mechanism, spreading channels, and external environment 
of  each risk point, optimize the financial security warning 
system, reduce information asymmetry in the process of  
addressing financial turbulence, and strive to cover all 
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financial risks. Secondly, the central government needs to 
step up the development of  financial infrastructure, optimize 
the accounting and auditing system to contain enterprises’ 
risk-taking tendency and lay a solid foundation for winning 
the battle against financial risks in the new era. China 
should step up the process of  financial informatization 
to gradually enhance our decision-making role in the key 
sectors of  international finance. Legislative reforms should 
be accelerated and accentuated in financial risk prevention, 
along with strengthening of  the corporate governance 
mechanism of  financial institutions, and optimization of  
the laws and regulations on capital allocation. Thirdly, 
China needs to continue to propel the development and 
optimization of  fundamental policies in the financial market, 
and consolidates the basis for the development of  financial 
industry and prevention of  financial risks, especially the risk 
of  capital flowing from real economy to virtual economy. 
All levels of  government need to continuously optimize 
our business environment, and reduce the operational and 
institutional costs of  enterprises through reforms in taxation, 
finance, labor, capital market, and government service, so as to 
stimulate the vitality of  the real economy. It is also necessary 
to maintain the order of  the market by establishing an open, 
orderly, and fair market system through reforms, and raise 
the efficiency of  financial resource allocation.

Third, China should establish a coordinated structure for 
financial risk prevention. Firstly, China needs to combine 
efforts of  all sectors to jointly deal with financial risks. 
An all-round, unified regulatory framework with shared 
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infrastructure and coordinated and effective regulation 
should be established to form a financial regulatory 
mechanism featuring rational division of  work, consistent 
regulatory standards and policies, and effective regulatory 
practice. International coordination in financial regulation 
should be strengthened, including information exchange, 
policy coordination, and cooperation in risk management. 
Secondly, it is necessary to strengthen the weak sectors of  our 
regulatory system and strictly crack down on the misconducts 
in the financial market to keep a good financial order. 

China should emphasize functional supervision and 
supervise financial products with similar functions according 
to uniform rule. The authority should unify the standards 
for asset management, promote comprehensive supervision, 
implement licensed operation of  financial institutions in an 
all-round way, and curb unlicensed operation, especially 
restraining financial misconducts and illegal fundraising 
activities. Thirdly, Chinese government should adhere to the 
policy of  deleveraging in an active and appropriate method, 
and focus on the deleveraging of  state-owned enterprises, 
especially the zombie enterprises, to strengthen the position 
of  the micro-market participants as market entities and the 
decisive role of  the market in resource allocation. The central 
government should also effectively prevent and control credit 
risks, properly forestall and defuse the hidden debt risks of  
local governments from the root, actively control the risks 
in the real estate industry, and further standardize the cross 
finance business to ensure secure, efficient, and stable finance 
operations.


