
CHAPTER 3: The Role of Financial Intermediaries and Financial Markets

FOCUS OF THE CHAPTER

This chapter provides an analysis of the roles and importance of financial institutions and financial markets, two important parts of the financial system. A broad classification of Canadian financial institutions is presented with an historical overview. Some basic classifications of financial markets are described. The chapter ends with an evaluation of the importance of the financial system to the Canadian economy, and of the future of banks, given recent developments in the financial system.

Learning Objectives:

· Explain what financial intermediaries do

· Explain a classification of the financial system by type of institution

· Name the original four pillars of the financial system

· Provide a classification of the financial system by type of market

· Describe the financial system in Canada
· Discuss the effects of technology and deregulation on banks, and whether banks as we know them will survive

SECTION SUMMARIES

Intermediation  

A financial intermediary (such as a bank) simultaneously interacts with savers (or lenders) and borrowers and produces a set of services which facilitate the transformation of its liabilities (such as deposits) into assets (such as loans). The function of facilitating liabilities (or assets) into assets (or liabilities) is called intermediation. Through intermediation financial intermediaries allow indirect lending (and borrowing) between savers and borrowers.  
Direct lending between savers and borrowers is, like barter, inefficient. In order for financial transactions to be completed there must be a double coincidence of wants. People with savings will have a given amount of funds that they will want to lend for a particular time period. They will need to find someone to lend to with matching circumstances, the same approximate amount of funds and the same time period. Direct lending will necessitate a contract of some sort which will have to be negotiated. Subsequent transactions involving repayments of interest and principle will have to be accounted for. A further problem to be encountered by lenders is that they will have limited ability to diversify and minimize their exposure to default risk. They could try to do this by lending very small sums to many borrowers, but the transaction costs would be prohibitively high. Financial intermediaries exist because they can simultaneously reduce transaction costs and minimize risk..

The Functions of Intermediation: Financial intermediation can improve economic efficiency in at least five ways, by: 1) facilitating transactions; 2) facilitating portfolio creation; 3) easing household liquidity constraints; 4) spreading risks over time; and 

5) reducing the problem of asymmetric information. 

Brokerage: Brokerage is acting as an agent to bring buyers and sellers together in order to complete financial transactions. Financial institutions such as stockbrokers specialize in brokerage, while some financial institutions engage in brokerage in addition to intermediation.
Externalities: Spillover effects, negative or positive, generated by the actions of financial institutions in particular, and the financial system in general, are called externalities. Negative spillover effects are often used as a justification for government regulation of the financial system.

Financial Institutions
Institutions which permit indirect lending (financial intermediaries) include both deposit-takers and non-deposit-takers.

Types of Financial Institutions: At present, the Canadian financial system has three broad categories of financial institutions: 1) deposit-taking institutions; 2) insurance companies and pension funds; and 3) investment dealers and investment funds. In addition, there are government financial institutions.
Deposit-Taking Institutions: Also called depository institutions, these institutions accept and manage deposits and make loans. There are two types of deposit-taking institutions, chartered banks and near banks. Chartered banks are relatively large and federally regulated, while near banks are regulated by a combination of federal and provincial regulations. Near banks consist of: 1) trust companies; 2) mortgage loan companies; and 3) credit unions (caisses populaires in Quebec).

Insurance Companies and Pension Funds: Insurance companies provide their clients with protection against a variety of risks, while pension funds manage pension funds or pension plans such as registered retirement savings plans (RRSPs), registered pension plans (RPPs), and public pension plans.

Investment Funds and Other Intermediaries: Investment funds, known as mutual funds, pool funds for investment in a wide range of activities and instruments. Consumer and business financial intermediaries (i.e., sales, finance, and consumer loan companies) and investment dealers are also included in this category.

Government Financial Institutions: Deposit-taking government institutions such as Alberta savings institutions and other agencies such as the Federal Business Development Bank and the Canada Deposit Insurance Corporation (CDIC) are included in this category.

The Four Pillars: Some History
The emphasis of regulating financial institutions in Canada was designed to create four pillars, each specializing in one and only one function as follows: 1) chartered banks in personal loans, commercial loans, and deposits; 2) trust companies and credit unions in fiduciary responsibilities and personal loans and deposits; 3) insurance companies in underwriting insurance contracts; and 4) investment dealers in underwriting and brokering securities. Over time, regulatory reforms, deregulation in particular, and increased international competitiveness have largely eroded the separation of the four pillars.
Regulation: The emphasis on the separation of the four pillars and federal-provincial power sharing has led to a variety of legislative efforts to govern the Canadian financial system. The federal government has sole jurisdiction over the chartered banks.

Types of Financial Markets

Markets for financial assets may be classified in many ways, based on various aspects of their financial assets and transactions, such as: 1) type of transaction (direct or indirect); 2) selling and reselling (e.g., primary and secondary markets); 3) duration or the term to maturity (e.g., money markets and capital markets); 4) size of transaction (e.g. retail and wholesale markets); 5) style of transaction (e.g., auction markets and over-the-counter markets); 6) sectoral classification; and 7) complexity of the transaction.

The Financial System in the Canadian Economy

The financial system plays an important role in the Canadian economy. Financial assets account for approximately three-fifths of total assets in the economy. Assets held by the financial sector account for nearly 60% of total assets. The ratio of financial sector assets to non-financial sector assets has increased over time. However, it is important to realize that for every dollar of financial assets there is a dollar of financial liabilities. Our collective net worth, assets minus liabilities, is therefore approximately equal to our total real assets adjusted for the net foreign ownership of Canadian assets

Among financial instruments, currency and deposits at deposit-taking institutions and mortgages account for about a quarter of the total financial assets. Among the financial institutions, the deposit-taking credit intermediaries, non-deposit-taking credit intermediaries, insurers, and investment funds account for about 75% of the financial sector. Deposit-taking institutions have become relatively less important over time.

What Future for Banking? 
The decreasing importance of deposit-taking institutions is not limited to Canada. In countries such as the United States, intermediation is being replaced by market mechanisms to allocate financial resources. This is referred to as disintermediation. The growth of e-commerce potentially could diminish the importance of traditional accounts. Does this mean that markets are better than banks in spreading risks over time? 


Certain developments in the financial system, such as technological improvements and relatively higher returns in stock markets, have led people to opt out of the banking system. The risk management system resulting from these changes is different than that historically provided by banks. In response, banks have made some adjustments in their behaviour. The banks will not simply disappear, but their roles and functions are evolving in new directions.  

MULTIPLE-CHOICE QUESTIONS

1. Intermediation can be defined as

a) brokerage.

b) facilitating asset transformation.

c) acting as an agent to bring buyers and sellers.

d) settling disputes among financial institutions.

2. An institution which facilitates indirect lending is called

a) the financial system.

b) a stock exchange.

c) a financial intermediary.

d) a financial market.

3. Which of following is incorrect about the financial system?

a) Financial institutions and financial markets are part of the financial system.

b) Savers and borrowers are part of the financial system.

c) Both domestic and foreign borrowers are part of the financial system.

d) The financial system and the economic system are the same.

4. The cost savings that arise from engaging in complementary activities by financial firms are called 

a) economies of scale.

b) economies of scope.

c) securitization.

d) externalities.

5. Separation of the four pillars forced chartered banks to specialize

a) only in commercial loans.

b) both in commercial and personal loans.

c) only in personal loans.

d) in underwriting securities and brokerage.  

6. Chartered banks are regulated under

a) provincial laws.

b) federal laws.

c) both provincial and federal laws.

d) Bank of Canada regulations.

7. Near banks 

a) are a group of non-deposit-taking institutions.

b) are small branches of large chartered banks.

c) include trust companies, mortgage loan companies, and credit unions.

d) are not part of the financial system.

8. Financial assets with maturities of less than a year are  

a) capital market instruments.

b) money market instruments.

c) wholesale market instruments.

d) primary market instruments. 

9. The value of a wholesale transaction in financial markets is

a) greater than $50,000.

b) greater than $200,000.

c) greater than $1,000,000.

d) greater than $100,000.

10. Of all the assets in the Canadian economy, financial assets account for

a) less than 50%. 

b) nearly 60%.

c) about 75%.

d) about 67%.

PROBLEMS  

1. What is a portfolio?  Can financial intermediaries help investors reduce risk through portfolio creation?  Explain how.

2. What is a financial intermediary? Briefly outline the four types of financial institutions in Canada. 

3. Explain the difference between the functions performed by an intermediary and the functions performed by a broker.
4. What is a financial market? Distinguish between financial markets in each of the classifications below and state the basis for classification in each case.

a) primary markets and secondary markets

b) money markets and capital markets

5. Explain what is meant by the asymmetric information problem and how financial intermediaries help to eliminate it.

6. Briefly explain what is meant by disintermediation. Do you feel that it is possible that this trend will eventually eliminate the need for banks?

ANSWER SECTION

Answers to multiple-choice questions:

 1.
 b   (see page 36)


 2.
 c   (see page 36)


 3.
 d   (see page 36)


 4.
 b   (see page 36)

 5.
 b   (see pages 40, 41)

 6.
 b   (see page 39)


 7.
 c   (see page 39)


 8.
 b   (see page 42)

 9.
 c   (see page 42)
Note: it says $ 100 000 in the text, but $1,000,000 makes more sense.
10.    b  (see page 43) 

Answers to problems:

1. A portfolio is a collection of assets. Financial intermediaries create a large variety of financial assets which investors can buy and include in their portfolios. Including a variety of assets in a portfolio is called portfolio diversification. It can be shown that, by including an increasing number of financial assets, assets with various levels of risk in particular, portfolio diversification reduces the overall portfolio risk. Therefore, it can be argued that financial intermediaries help investors reduce portfolio risk through portfolio creation.

2. Financial intermediaries are institutions which permit indirect lending. In indirect lending, savers in the economy lend their funds to intermediaries, and the intermediaries lend these funds to borrowers. Canadian financial institutions can be categorized broadly into four groups: 1) deposit-takers; 2) insurance companies and pension funds; 
3) Investment funds and other intermediaries; and 4) government financial institutions. The deposit-takers, in turn, can be classified into two groups: banks (chartered banks) and near banks (trust companies, mortgage loan companies, and credits unions, including caisses populaires).

3. Financial intermediaries are like middlemen and retailers in that they assume an ownership position. They incur deposit liabilities while simultaneously acquiring financial securities. Brokers only assist the market participants to find each other and arrange financial transactions.
4. A financial market is a market for financial assets (or instruments). A financial market is a mechanism by which buyers (lenders) and sellers (borrowers) of a financial asset are brought together. These markets facilitate direct lending.

a) Markets for newly issued financial assets are called primary markets, while markets for previously traded assets are called secondary markets. The basis for classification is whether the asset traded is newly issued or previously traded.

b) Markets for financial assets with maturities of less than one year are called money markets. Markets for financial assets with maturities of greater than one year are called capital markets. The basis for classification is the length of the term to maturity. 

5. The asymmetric information problem is a situation in which one party to a transaction possesses information which is not known to the other party. This provides the basis for the problems of moral hazard and adverse selection.


A section of the financial institutions gathers and communicates information about various aspects of financial assets and their market performance to buyers and sellers of financial assets. This helps reduce the information gap between the parties and, therefore, the asymmetric information problem.

6. Disintermediation occurs when financial market participants choose to deal directly rather than via an intermediary. Reductions in information and transaction costs are the contributing factors. However, since there is an enormous number of relatively small transactions involving members of the public who would be unlikely to want to engage in direct dealing, it is unlikely that financial intermediaries will cease to exist in the foreseeable future.
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