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Lufax’s digital platform lowers barriers to entry for financial services, especially
for SMEs and individuals who may be underserved by traditional banks. This contributes to
broader financial inclusion, stimulating economic activity by enabling more businesses and
individuals to participate in the market. This paper explores the phenomenon of shadow
banking in China. Our specific focus is on Lufax, one of the leading companies in the
finance sector. Lufax leverages Internet technology to provide financial services to small and
medium enterprises (SMEs) and individuals. We offer a detailed case study of Lufax’s
business model to provide insights into the complexities of shadow banking in a rapidly
evolving financial landscape. Furthermore, we analyze Lufax’s operational risks, methods of
risk transfer, its relationships with SMEs, connections with the investors, and the role played
by the Ping An Group. The Lufax case illustrates the unique risk management of China’s
shadow banking, where technology and ties with Ping An Group have established a
comprehensive risk management system to support sustainable growth.

SME financing, Lufax, shadow banking, risk transfer

Ping An is not only one of the best-run insurance companies in China but also one of the best-run
comprehensive financial groups in China; it possesses all the financial licenses in China (one of the
only six companies in China). As Ping An’s shadow bank and subsidiary, Lufax enjoys
the advantages of being a Ping An associate that operates outside the realm of traditional banking
regulation. Lufax provides diverse financial products and services, particularly to SMEs that
traditional banks often ignore. Lufax has rapidly expanded its customer base by leveraging advanced
technology and data analytics.

An important question is how Lufax transfers the risks endured in this process. Through a
detailed case study of Lufax, the discussion will point out the challenges and responses of shadow
banking in a rapidly changing economic environment.

Shadow banking refers to a system of credit intermediation operating outside of the traditional
banking system [1-3]. It includes a range of institutions that perform banking-like functions but are
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not regulated as traditional banks, such as special purpose vehicles (SPVs), money market funds,
and hedge funds [4,5]. Although the term "shadow banking" only entered public discourse in 2007,
the importance and scope of this system are now widely recognized by international policymakers.
Shadow banking is a system of credit creation outside traditional banks that profoundly impacts the
global economy [6,7]. According to data provided by the Financial Stability Board, shadow banking
accounts for over half of global banking assets and represents a third of the global financial system
[8].

The shadow banking system operates by transforming short-term liabilities into long-term assets.
Unlike traditional banks, shadow banks raise funds through wholesale funding markets and invest in
longer-term, higher-yielding assets. This system relies heavily on securitization, where various types
of debt (e.g., mortgages, and credit card receivables) are bundled together and sold as securities to
investors. This process creates liquidity and redistributes risk across the financial system. While the
shadow banking system plays a significant role in providing credit to the economy, its complexity
and lack of transparency pose challenges for regulators and policymakers [9].

In "Shadow Banking: Scope, Origins and Theories" [10], Nesvetailova discusses the risks that
shadow banking might face. Firstly, shadow banks engage in maturity and liquidity transformation
similar to traditional banks, but with higher leverage and less regulatory oversight. This can lead to
greater systemic risk, as seen during the 2007-09 financial crisis when the collapse of shadow
banking entities contributed to a global financial meltdown [7]. Secondly, regulatory arbitrage is
common in the shadow banking sector, where financial activities are structured to avoid existing
regulations. This allows shadow banks to operate with fewer constraints compared to traditional
banks, often leading to higher risk-taking.

Most of the previous studies have focused on risk management during Lufax's period as a P2P
platform, and have not paid attention to Lufax's role as a shadow bank of PingAn. However, in
recent years, Lufax has continued to make strategic adjustments, transformations and upgrades, and
its risk management measures are also very different.

In this article, we will explore the risk transfer measures of shadow banks using Lufax, a shadow
bank from China, as a case study. Through this research, we can explore in greater detail how
shadow banks operate by transforming short-term liabilities into long-term assets and relying on
securitization, thereby better revealing the complexity and uniqueness of the shadow banking
system. This aids in a better understanding of where the risks in shadow banking originate and
where they are transferred. Consequently, this understanding helps in comprehending its impact on
the economy, leading to more informed decisions in macroeconomic policymaking.

In this article, we initially explore the relationship between Ping An and Lufax, where Lufax
operates as the bank's shadow entity within this framework. Subsequently, we outline the business
structure of Lufax to delve into how it facilitates shadow financing for SMEs. Additionally, we
assess the various risk categories present within Lufax, examine the business dynamics between
SMEs and Lufax, and scrutinize the interplay between funding investors and Lufax. Finally, we
analyze Lufax's risk management strategies.
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2. The relationship between Ping an and Lufax

2.1. Ping An’s control over Lufax
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Figure 1. Lufax’s shareholding structure in 2021- 2024

Figure 1 shows the main shareholding structure of Lufax in 2021-2023, which remained
relatively stable during the three years. Its main shareholders are Ping An Group and Tun Kung
Company Limited. Taking into account Lufax's annual reports for 2021-2023, in 2021, Ping An
Group operates through Ping An Financial Technology and Ping An Overseas, two subsidiaries of
core subsidiary Ping An Insurance (Group) Company, holds 41.55% of Lufax's equity. Ping An
Financial Technology holds 24.94% through its wholly-owned subsidiary AnKe Technology and
Ping An Overseas Holding holds 16.62% directly. At the same time, Tun Kung Company Limited is
the second largest shareholder with a 28.44% stake. By 2022, Ping An Group’s stake had fallen
slightly to 41.44% and Tun Kung Company Limited’s to 28.26%. In 2023, it fell further to 41.42%
and Tun Kung Company Limited to 26.88%. By comparing the 2021 to 2023, Ping An group of
Lufax indirect ownership and shareholding directly as you can see, although shares fell slightly, but
the peace group, through its subsidiaries and affiliates to Lufax maintained a significant stake and
control stability.
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Figure 2. Shareholding ratio of Ping An Group from 2021 to 2024
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On the basis of Figure 2, stakes in the 2021 s and 2023 s remain at around 40%. As a result, Ping
An Group has maintained a dominant position and strategic influence in Lufax's business. This
complex ownership structure is typical of shadow banking.

In addition, according to the announcement issued by Ping An Group on July 3, 2024, Lufax
Holding Ltd. will be included in the consolidated financial statements [11]. The special dividend
plan of Lufax Holding resulted in Ping An Group acquiring shares in Anke Technology Ltd. and
Ping An Insurance (Overseas) Holdings. Due to the selection of stock dividends by the wholly-
owned subsidiaries during the special dividend distribution of Lufax, Ping An Group's stake in
Lufax increased to 56.82% [11,12]. This led to the passive consolidation of Lufax and triggered a
mandatory general offer under the Hong Kong Takeovers Code. This change has transformed Lufax
from an associate to a subsidiary included in the consolidated financial statements, strengthening
their relationship [13]. The specific impacts are reflected in the following points.

Firstly, the change in control and influence is significant. As an associate, Ping An had significant
influence but not full control over Lufax. It was limited to appointing directors and participating in
key decisions. As a subsidiary, Ping An now has full control. This allows it to unilaterally decide
Lufax’s major policies. It ensures strategic alignment with Ping An.

Secondly, Previously, Ping An used the equity method to account for Lufax. This reflected its
share of Lufax’s net profit or loss. Now, under the consolidation method, all of Lufax’s assets,
liabilities, revenues, and expenses are included in Ping An's financial statements.

Thirdly, there is a significant difference in risk and return. As an associate, Ping An shared
Lufax’s risks and returns proportionally. It did not bear full operational risks. As a subsidiary, Ping
An assumes all operational risks. It fully enjoys Lufax’s profits and cash flows.

Lastly, strategic control and operational integration are affected. Previously, Ping An's strategic
control over Lufax was limited. Lufax maintained operational independence. Now, Ping An has full
strategic control. It can integrate Lufax’s resources more effectively. This achieves better resource
allocation and synergies.

The transformation of Lufax from an associate to a subsidiary under Ping An Group significantly
increases Ping An's control and influence. This change consolidates all of Lufax’s assets, liabilities,
revenues, and expenses into Ping An's financial statements. It allows Ping An to integrate Lufax’s
resources more effectively and fully control its strategy and operations. This enhances Ping An's
ability to leverage Lufax’s business advantages and achieve business synergies and strategic goals.

Shares of its parent company Ping An Group in 2020 have been volatile, reflecting market concerns
about the potential risks of its subsidiary, Lufax. In addition to the macroeconomic impact of the
epidemic and investors' risk aversion, the P2P explosion of other companies also had a significant
impact on Lufax. It is remarkable to see from Figure 3 that Ping An's share price has lowered by
almost 50% over this period of time.
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The Share Price of PingAn from Dec 2020 to Feb 2021
(Unit: RMB)
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Figure 3. The share price of PingAn from Dec 2020 to Feb 2021
2.3. Ping An’s brand effect

Lufax's reputation and market confidence are bolstered by its significant market position. As a
fintech platform under Ping An Group, Lufax has close business cooperation with Ping An Bank. As
mentioned earlier, funds from Ping An Bank flow into Lufax. These funds can provide more
financial products and services to Lufax users. Ping An Bank has received high ratings from
international credit rating agencies for consecutive years, demonstrating its credibility and stability
in the financial market. Therefore, investors can be assured of the high confidence level they can
have in the stability of Lufax's funding chain.

3. The analysis of Lufax business
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Figure 4. The business model of Lufax
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Figure 4 illustrates the flow of funds and loans within a shadow banking system involving Lufax
and Ping An P&C (Ping An Property & Casualty Insurance Company of China, Ltd.). A subsidiary
of Ping An Insurance Group, it offers diverse property insurance products. Funding sources, which
include the Ping An Consumer Finance, commercial Banks, and trusts, provide funds to Lufax. As a
shadow banking entity, Lufax receives these funds and subsequently transfers them to Ping An P&C.
Ping An P&C, acting as a loan originator, uses the funds from Lufax to issue loans. Ping An P&C is
part of the Ping An Group of China. Relying on its strong financial strength and risk management
capabilities, it is able to provide 100% guarantee services for some of Lufax's borrowing programs.
The 100% guarantee business model, cited from the financial report, is the business strategy
implemented by Lufax, involving Ping An Consumer Finance providing full guarantees for Ping An
P&C all newly issued loans, without relying on third-party credit enhancements.
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Ping An Group of China established the Ping An P&C to separate the default risk stem from
consumer loans from Lufax. These loans are then provided to the borrowers, which are mainly
SMEs (Small and Medium-sized Enterprises). This process demonstrates how funds flow from
various financial institutions through Lufax to Ping An P&C, and ultimately to SME borrowers as
the form of loans, facilitating the financing needs of small and medium-sized businesses [14,15].

In the bank-funded model, third-party banks directly provide loans to borrowers. Lufax offers loan-
enabling services to borrowers, allowing them to obtain loans from third-party banks. As of 2023,
Lufax partnered with 79 banks, including national joint-stock, city, and rural commercial banks.
Lufax stated in its 2023 financial report that its relationships with banks and trust companies are
sustainable, as Lufax helps them generate interest income by providing loans to high-quality
borrowers.

And in the trust model, third-party trust companies establish trust plans, with investors funding
these plans through three primary sources:

(1) Private banks directly sell retail funds,

(2) Institutional funds from banks, securities, and insurance companies

(3) Funds raised in the public market

As of 2023, Lufax has partnered with six trust companies as the source of funds: China Resources
SZITIC Trust Co., Ltd., Ping An Trust Co., Ltd., Hwabao Trust Co., Ltd., Zhongrong International
Trust Co., Ltd., Minmetals International Trust Co., Ltd., AVIC Trust Co., Ltd..

The goal of this model is to improve loan security and ensure the rights and interests of both
borrowers and investors. The implementation of this model has significantly enhanced the
credibility and safety of the loans, reducing dependence on third-party credit enhancements. By
2023, Lufax successfully transitioned to the 100% guarantee model, greatly increasing customer
trust and market competitiveness.

Table 1. The incremental loan of funding sources from 2021 to 2023

The Incremental Loan of Funding Sources from 2021 to 2023
(Unit: million RMB)

Year 2021 2022 2023
Bank 414.2 279.5 81.4
Trust 208.9 157.3 554
Licensed Consumer Finance Subsidiary 25.3 58.6 71.2

Total 648.4 495.4 208
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The Source of Lufax’s Fundings from 2021 to 2023
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Figure 5. The source of Lufax’s fundings from 2021 to 2023

It can be seen from Figure 5 that there a significant changes in Lufax’s loan funding from 2021 to
2023, including commercial banks, trust companies, and licensed consumer finance subsidiaries.
Particularly, the funding from commercial banks and trust companies has decreased substantially.
The total loan funding decreased, attributed to three main reasons:

(1) Macroeconomy and Financial Environment

The economic slowdown reduced loan demand from SME owners. According to the Kansas City
Federal Reserve [12], global SMEs loans decreased by 6.7% year-on-year in 2023, indicating a
decline in demand.

(2) Prioritizing Asset Quality

In order to reduce losses, Lufax adjusted its loan business strategy. Lufax focused on asset quality
over loan quantity. These include adjusting market segments and product portfolios, optimizing
geographic presence, streamlining the direct sales team, and evaluating industry portfolios. They
focused on clients with better risk profiles, exited underperforming regions, and reduced high-risk
loans. The transition to a 100% guarantee model also led to stricter loan application reviews,
reducing new loan issuance.

(3) Increase in Loans from the Licensed Consumer Finance Subsidiary

Structurally, the proportion of loans from banks and trust companies decreased, while those from
the consumer finance subsidiary increased, leading to a more balanced loan source distribution. This
trend indicates Lufax's strategy to reduce reliance on traditional bank and trust funds, diversifying its
funding sources to maintain flexibility and stability in an uncertain financial environment.

(4) Credit Assessment of the Borrowers

Lufax's credit evaluation is supported by big data and artificial intelligence (AI) technology to
assess customer behavior data and personal financial statements; it is managed by the Lufax risk
management department. In addition to meeting basic requirements such as nationality, age,
residency, and the availability of credit and other historical records, borrowers must pass Lufax's
anti-fraud and credit evaluations. Once a loan application passes the credit evaluation process, Lufax
will recommend the loan to its funding partners for their independent assessment of the loan
application. Lufax only matches borrowers that it believes meet its partners' lending criteria, and its
partners independently review all application materials before making a lending decision. Loans are
disbursed directly to borrowers by the funding partners.
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The Al algorithms and applications have created an around-the-clock command and control
center. This system has improved post-loan processes' stability, speed, and efficiency. Data from
post-loan monitoring and collection efforts are continuously fed into customer screening and credit
approval algorithms, ensuring continuous model improvement and further system optimization. The
deployment of Al collection assistants and collection segmentation algorithms has enhanced the
ability to identify fraudulent and high-risk borrowers while improving product pricing, underwriting
efficiency, and collection effectiveness.

Lufax provides loans to small and medium-sized enterprises (SMEs) through its shadow banking
business. However, these loans are usually of a high-risk nature.

(1)SMEs Credit Risk

SMEs have poor business stability with a weak financial position and low-risk resistance.

There is a significant risk of default on Lufax's SMEs loans, a risk that is particularly evident in
2022 and 2023. According to the financial report data, in 2022, the default risk on Lufax's SME
loans rose markedly, especially in light of the heightened uncertainty in the economic environment
and the impact of the epidemic [16]. The Company's credit impairment losses surged by 147.1% to
RMB 6.3 billion(US $907 million) in the fourth quarter of 2022, indicating that a large number of
loans may be in default or are expected to be difficult to recover.

These figures reflect Lufax's heightened challenges in facing defaults on SME loans, particularly
against the backdrop of deteriorating economic conditions and increased market pressures. This
rising default risk had a direct negative impact on Lufax's revenue and financial position.

The shadow banking business is usually outside the traditional banking regulatory system and may
be exposed to risks arising from changes in the policy and regulatory environment.

(1) As a fintech company, Lufax mainly plays the role of a financial intermediary, connecting
borrowers and investors through its platform, rather than by directly holding many loan assets. This
"asset-light" platform model means that Lufax is largely a transaction broker rather than a direct
participant in the credit business like a bank. Therefore, protective measures are insufficient for both
the company and the investors.

(2) In order to rectify the market, the Chinese government and financial regulators have
strengthened the regulation of P2P lending and shadow banking. In 2016, the supervision
department required financial platforms to increase transparency, strengthen risk management, and
limit high-risk businesses. While these measures helped prevent systemic financial risks, they have
increased Lufax's compliance costs and operational pressure, and have limited Lufax's business
expansion and revenue growth. According to Lufax's financial report for the year 2023, it was noted
that total revenue decreased by 41.1% in one year, which was mainly due to a 45.3% decrease in the
balance of loans empowered.

Competition in the fintech sector is intense. Numerous similar platforms are offering similar
financial services in the market, such as Ant Financial, JD Finance, and PPDAI. However, the
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biggest difference between Lufax and them is that as a subsidiary of Ping An, it also has all financial
licenses. Compared to other companies, like Balance Treasure and JD Baitiao, they demonstrated a
large user base and a large market share as a result of their cooperation with e-commerce platforms.
Lufax, on the other hand, focuses on micro and small loans, offers longer-term loan products, and
emphasizes its services for specific customer groups.

5. The relationship between SMEs and Lufax

Table 2. Commercial bank annual loan interest rate time in 2023

Type Annual interest rate (%)
Short-term loan 4.35
Long-term loan (one to five years) 4.75
Long-term loan (over five years) 4.90

Data source: https://www.icbc.com.cn/ICBC/EN/Financiallnformation/RMBDepositLoanRate/RMBLoanRate/
Note: we use the Industrial and Commercial Bank of China (ICBC) annual loan interest rate as an example

From table 2, it can be seen that the loan interest rates vary based on the loan term. Short-term
loans have the lowest interest rate at 4.35%. As the loan term increases, the interest rate also rises,
with long-term loans ranging from 1 to 5 years having an interest rate of 4.75%, and long-term loans
over 5 years having an interest rate of 4.90%.

Table 3. Lufax’s loan annual percentage rate in 2023

Type Average contract tenor Average APR (%) Highest interest rate(%) Lowest interest rate(%)
General Unsecured Loans 35.7 months 20.9 249 10
Secured Loans 36.5 months 16.0 ’

The actual interest rate fluctuates within a range above and below the average APR.
Data source: 2023 Lufax Holding Annual Financial Report
Phone interview

From the data in Table 3, it can be seen that the interest rates for unsecured loans are relatively
high. In contrast, the average annual interest rate for secured loans is lower, at 16.0%. This reflects
the impact of different loan types on interest rates: generally, unsecured loans have higher interest
rates due to the higher risk, while secured loans have lower interest rates due to the collateral
providing security, thus lowering the risk.

Table 4. The overdue interest penalty for a 1-million-yuan loan after it is overdue 30 days

Overdue interest penalties(RMB in thousands)
ICBC 6.39 = 1000 * [5.9%* 130% * (30 / 360)]
Lufax 26.12= 1000 * [20.9% * 150% * (30 / 360)]

Note: Overdue Days = Repayment Date - Due Date
Source: Industrial and Commercial Bank of China [17]

Table 4 shows the overdue interest penalties for a 1 million RMB loan overdue by 30 days from
ICBC and Lufax. The overdue interest penalty from ICBC is 6.39 thousand RMB. In comparison,
Lufax’s overdue interest penalty is 26.12 thousand RMB. Due to Lufax’s higher base interest rate
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and penalty coefficient for overdue interest, its penalty amount is significantly higher than that of
ICBC.

Based on the table 1-4 above, there is a huge difference in the annual loan interest rate and
overdue interest penalties charged by the ordinary commercial bank (ICBC) and Lufax. Clearly, the
loan interest rates between ICBC and Lufax differ significantly, Lufax’s rates being much higher and
the penalties for overdue payments are also higher with Lufax. Due to the poor credit status of
borrowers (SMEs) Lufax needs to bear a higher default risk. To compensate for this risk, Lufax has
increased the interest rates and the overdue interest penalty. However, the SMEs still choose to
borrow money from Lufax (as shown above in the table 4).

They may find it difficult to obtain loans or sufficient loan amounts from commercial banks for
various reasons. For example, ordinary commercial banks often require enough collateral which
SMEs might not have. According to statistics from the State Administration for Market Regulation
of China, as of August 2020, there were 32.61 million small and micro enterprises registered and
actively operating in the SME directory. Among them, 10.4 million enterprises had credit from
banks, accounting for 31.89%, and the number of enterprises with loans was 29.4%. SMEs are eager
to obtain loans, but less than one-third of SMEs are able to secure loans from commercial banks.
They have to turn to Lufax [18].

Lufax, initially established as a peer-to-peer (P2P) lending platform, has now evolved into a
broader financial services platform. After 2023, Lufax operates as a light-asset loan model,
connecting borrowers (primarily SMEs) with institutional investors. The company generates revenue
by facilitating loans and charging service fees [19].

SME:s are an important part of the economy [20-22]. The SMEs contribute over 50% of national tax
revenue, more than 60% of national GDP, over 70% of technological innovation, more than 80% of
urban employment, and accounting for over 90% of the number of enterprises. Lufax has provided a
large number of SMEs with the necessary funds for development, thereby promoting overall
economic development [23,24].

A commercial bank loan usually requires a lot of time and paperwork to apply for but the Lufax
needn’t. Lufax’s online platform allows SMEs to apply for loans and other financial services online,
significantly reducing the time and paperwork required by traditional financing methods. A loan can
be disbursed in as little as 45 minutes. For SMEs, faster and more convenient financing methods
help to exploit business opportunities.

Lufax provides more convenient financing channels for SMEs, addressing the common financing
difficulties these businesses face. Traditional banks are often hesitant to lend to SMEs due to a lack
of credit history and collateral. Lufax uses big data and other technologies to assess the
creditworthiness of SMEs, thereby enabling more inclusive lending.

In times of increasing economic uncertainty, Lufax helps SMEs weather the storm and maintain
operations. They can use these funds for technological innovation, market expansion, and equipment
upgrades, thereby improving production efficiency and competitiveness.

Shadow banks like Lufax provide an important financing channel for SMEs, helping them grow.
At the same time, it also promotes economic growth [25].
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5.3. Lufax’s losses and revenues

Table 5. Comparison of Lufax's net interest income and credit impairment in 2021-2023

The Credit Impairment (unit, billion RMB)

Net interest income  Total Credit impairment losses Credit impairment losses from Individual Clients
2021 14.17 6.64 2.44
2022 18.98 16.55 7.17
2023 12.34 12.69 6.57

Based on Table 5 that showing Lufax's annual reports for 2021, 2022, and 2023, we can see that
the company's net interest income was 14.17 billion yuan, 18.98 billion yuan, and 12.34 billion
yuan, respectively [16,26,27]. However, during the same period, credit impairment losses also
increased, reaching 6.64 billion yuan, 16.55 billion yuan, and 12.69 billion yuan, respectively.
Among these, customer loans accounted for 2.44 billion yuan, 7.17 billion yuan, and 6.57 billion
yuan, respectively.

By analyzing these data, we find that Lufax’s net interest income could cover loan impairment
losses from 2021 to 2023, but its net profit showed a downward trend. In 2021, the net profit after
net interest income minus credit impairment loss was 7.53 billion yuan. In 2022, the net profit
dropped to 2.43 billion yuan. However, in 2023, the net interest income was not enough to cover the
credit impairment loss, resulting in a negative net profit after accounting for these losses. This trend
shows Lufax’s challenge in managing loan risk. Lufax has to raise loan interest rates.

According to the 2023 annual report and quarterly financial report, Lufax's loan interest income
decreased significantly, mainly due to fewer new loan sales and a lower loan balance. In the fourth
quarter of 2023 [27-29], Lufax's total revenue was 6.857 billion yuan, representing a year-on-year
decrease of 44.3%. The net interest income decreased by 46.8%, from 4.36 billion yuan in 2022 to
2.32 billion yuan in 2023. This decline in revenue was primarily due to lower sales of new loans and
lower loan balances, partly due to increased economic uncertainty and more stringent regulatory
measures.

Additionally, the deterioration of the macroeconomic environment significantly impacted Lufax's
business. The economic downturn in 2022 and 2023 led to worsening conditions for small and micro
enterprises, reducing their ability to repay loans and increasing default risk. Consequently, loan
impairment losses continued to significantly impact Lufax's financial performance. Despite reducing
total expenses, credit impairment losses remained a significant cost item. For instance, in the second
quarter of 2023 [29], credit impairment losses reached 3.567 billion yuan, down 43% year-on-year,
while Lufax has implemented some risk management measures, but still accounted for a large
proportion of costs.

6. The relationship between investors and Lufax
6.1. Investor risks

In addition to avoiding risks themselves, shadow banks also use various means, such as concealing
customer fund flow information and illegally misappropriating funds, to transfer their own risks to
investors and reduce their own risks.
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According to a previous study [5], trust companies are at the core of the Chinese shadow banking
sector. They hold a large part of total shadow banking assets. Sichuan Trust was established on
November 28, 2010. According to the 2019 financial report, the scale of the company's managed
trust assets at that time exceeded 200 billion yuan.

In 2018, Sichuan Trust issued a TOT program. Transfer-Operate-Transfer (TOT) i1s a public-
private partnership model where the government transfers the rights to operate an existing
infrastructure project to a private entity. The private entity is responsible for operating, maintaining,
and potentially upgrading the project for a specified period. After this period, the project is
transferred back to the government, often with improved efficiency and quality due to private sector
involvement. The TOT ran into trouble due to investing in a large amount of unpayable debt,
resulting in the plan's inability to pay principal and interest on time.

Due to Sichuan Trust’s TOT product business failing to disclose the risks of underlying assets to
investors truthfully and engaging in illegal [30-32] activities such as improper related transactions
and fund misappropriation, government authorities legally halted the TOT business. In 2024,
Sichuan Trust declared bankruptcy. Initially unaware of Sichuan Trust's violations. The 8,055
individual investors could only recover 40-80% of their assets. Comparing Sichuan Trust's TOT
business, Lufax's asset-backed securities (ABS) and mortgage-backed securities (MBS) businesses
also have similar characteristics [33]. These products involve high-risk loans, such as loans to small
and micro enterprises and subprime mortgages, which may lead to a broken capital chain. If market
conditions deteriorate or regulations tighten, Lufax’s capital chains may break, causing asset values
to plummet and significant losses to investors. The high returns of shadow banking products come
with high risks, requiring investors to assess them carefully.

The reliance on short-term funding poses substantial risks. If market conditions deteriorate, these
funding chains can easily break, leading to a sharp decline in asset values. For example, suppose the
quality of Lufax's assets deteriorates or the financing market tightens. While securitization can
spread risk, it also means that the quality of the underlying assets is crucial. If the loans within these
securities default at higher rates, the securities' value would drop, leading to significant losses for
investors.

The shadow banking system's high leverage and complexity mean that problems in one
institution can quickly spread to others. This interconnectedness was evident during the 2008
financial crisis and remains a concern with institutions like Lufax and with the regulators.

Despite these risks, the promise of high returns and the trust in Lufax's brand continue to attract
investors even with market volatility and tightening financing conditions. This risk-taking behavior
is driven by the lure of significant financial gains. However, the danger of massive losses when
funding chains break, as seen in the Sichuan Trust collapse during the financial crisis, serves as a
crucial warning.

Moreover, there are also reasons behind this high interest rate that reassure investors. Lufax
utilizes users' funds to provide high-interest loans to SMEs and other enterprises. According to data,
the rate for unsecured loans is as high as 20.9%. In contrast to the return rate offered to investors
(8%-10%), Lufax can earn up to twice as much from these loans. Investors can clearly understand
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that the high returns do not result from illicit activities but rather stem from the high loan interest
rates. Consequently, they feel confident entrusting their investment to Lufax.

Lufax, as a fintech company, has a variety of approaches to sharing and transferring risks and
implements a comprehensive risk management strategy.

Lufax reduces the impact of a single customer or industry default on the overall business by
diversifying its loan portfolio. This includes:

(1) Customer Diversification: Lufax has diversified customer types, mainly SMEs, as well as
individual borrowers and institutional investors. Spreading out loans to a large number of SMEs in
different regions and industries to avoid concentration of risk.

(2) Product Diversification: providing a wide range of financial products and services to spread
the risk of different types of business. It offers consumer financial products, commercial financial
products, wealth management, and investment products.

Lufax acquired OneConnect Company in November 2023. OneConnect, as a virtual bank, has
already accumulated extensive experience in technology-driven financial services. Lufax and
OneConnect overlap in terms of service objectives and customer groups, focusing on the use of
technology to provide financial services to small and micro enterprises and individuals. Through the
acquisition of OneConnect, Lufax can better integrate its resources, further enhance its technological
capabilities, optimize its customer experience, and expand its financial services more effectively
through the virtual bank model to achieve business synergies.

Lufax uses advanced credit assessment technology and risk control models to conduct strict credit
audits of borrowers. This includes:

(1) Big data analysis: using big data and artificial intelligence technology to build and optimize
anti-fraud models to check for identity fraud, target bad records, and check for organized fraud.
Detecting borrower identity and information through cross-validation and across data sources.

(2) Scoring model: Establish and optimize a credit scoring model to assess the borrower's
probability of default and set the corresponding loan interest rate and amount. There are three main
models: application scoring model, risk pricing model, and loan size model.

(3) Dynamic monitoring: Monitor the borrower's credit status in real-time, identify potential
risks, and take appropriate measures in a timely manner. Lufax uses behavioral monitoring
technology to identify potential credit risks by analyzing behavioral data such as a borrower's online
activities, borrowing habits, and spending habits. For instance, frequent applications for short-term
microloans may indicate that a borrower is experiencing financial constraints, thus suggesting
possible default risk. Also, utilizing online systems for efficient and effective post-loan management
and loan collection.

Lufax transfers part of the risk to other investors or institutions through a variety of financial
instruments and market mechanisms. This includes:
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Asset securitization: Packaging loans into asset-backed securities (ABS) and selling them to
investors, thus partially transferring default risks to security holders [34,35]. However, in 2023,
Lufax gradually stop enabling new wealth management products, and it is currently maintaining
existing wealth management products until maturity.

Lufax mainly serves as a financial services platform that connects individual investors with a wide
range of investment products from different financial institutions. It does not hold a large number of
loan assets, but rather obtains service fees and management fees by aggregating transactions. Lufax
has diversified financing channels. Its financing is provided through a variety of channels, including
bank loans, bond issuance and ABS, to ensure diversified and stable sources of funding. Lufax also
cooperates with a number of banks and trust companies to continuously optimize the capital mix.
The ability to finance loans is not limited by the availability of capital.

In 2023, Lufax partnered with seven third-party credit enhancement agencies, which primarily
consisted of credit insurance companies and guarantee companies, to provide credit enhancement
services for its loans. Among them, Ping An of China Property and Casualty Insurance Company
Limited (Ping An P&C Insurance) is one of the major partners.

The credit enhancement institution passes a detailed credit assessment and risk analysis before
providing credit enhancement services for Lufax's products, and conducts regular reviews of the
guaranteed projects to ensure that the risks are within control.

As of December 31, 2023, Ping An P&C provided credit enhancement for approximately 52.5%
of the loan balances under the Lufax P&C brand. The cooperation between the two parties is
managed through a tripartite agreement, which includes the percentage of loans insured or
guaranteed and the geographic scope of the cooperation.

Although Lufax transitioned to a 100% guarantee model in the fourth quarter of 2023, the
majority of the financing guarantees for outstanding loans were still provided by these third-party
credit enhancement providers as of the end of 2023.

Transferring part of the default risk to insurance companies through reinsurance and credit insurance
products [36,37]. This is despite the fact that Lufax completed business transformation in the fourth
quarter of 2023 to adopt a 100% guarantee model, under which Ping An Consumer Finance
guarantees each new loan transaction without the need for a third-party credit enhancement. Ping An
P&C uses risk control models and big data analysis to conduct comprehensive credit audits. This
includes assessing the default risk of the borrowing program through the borrower's financial status,
repayment ability, and credit history. Through this assessment, Ping An P&C is able to determine
which projects are suitable for 100% guarantee.

Upon default, Ping An P&C compensates investors for the entire principal amount of their
investment. After compensation, Ping An P&C may take legal action to recover the borrower's
outstanding debt. This may include asset auctions, legal proceedings and other means to minimize
their financial losses. Depending on market changes and Ping An P&C's own risk control standards,

89



Proceedings of the 4th International Conference on Financial Technology and Business Analysis
DOI: 10.54254/2754-1169/2024.26682

the guarantee program may be adjusted, including increasing or decreasing the amount of the
guarantee and adjusting the rates.

Ping An P&C usually sets aside a portion of its funds as a compensation pool to ensure that
sufficient funds are available for compensation in the event of default. Ping An P&C may also
diversify part of its risks through reinsurance organizations to ensure that it will be able to meet its
indemnity liabilities even in the event of a large-scale default.

Lufax includes leverage and capital adequacy ratios in its annual KPI assessments to keep risks
within a controllable range. The leverage ratio measures how much a business or individual uses
borrowed funds for investment. It reflects the proportion of debt financing used in an entity's assets.
The leverage ratio is typically used to assess a company's financial risk and capital structure; the
higher the ratio, the more debt the company uses to finance itself, and the higher the financial risk.
According to data provided by Lufax in 2024, the leverage ratio of its guaranteed subsidiaries is 2.4
times, significantly lower than the regulatory limit of 10 times. The capital adequacy ratio (CAR),
also known as the capital adequacy rate, is an indicator that measures the ratio of a bank's capital to
its risk-weighted assets. This ratio assesses the bank's capital adequacy to ensure it has enough
capital to absorb potential losses, thereby protecting depositors and maintaining financial system
stability. The capital adequacy ratio of Lufax's financial companies is 15.1%, higher than the
regulatory requirement of 10.5%. This indicates that Lufax maintains a relatively high capital
stability while achieving high profitability.

Through the case study of Lufax, we can observe the unique characteristics of the shadow banking
system in China, especially in terms of risk transfer and management. Leveraging advanced
technology and its connection with its parent company, Ping An Group, Lufax has established a
comprehensive risk management system. Lufax has effectively shared and transferred all kinds of
risks in its business and established a comprehensive risk management system. This not only
improves the company's risk resistance but also lays the foundation for the sound development of its
business. Despite the inherent risks of shadow banking, such as default and regulatory risks, Lufax
has successfully mitigated these risks by creating its own unique business model.

Overall, Lufax provides us with a case study on the complexities of shadow banking, highlighting

the importance of effective risk management for the sustainable growth and stability of shadow
banks.

Zhuolin Xu, Jiangyi Zhu, Tianyi Zhou, and Aihua Liu contributed equally to this work and should be
considered co-first authors.
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