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LEARNING OBJECTIVES:
\

‘ 1.What is financial intermediation?

\

‘ 1.The role of banks in economy

[

‘ Asymmetric information in financial system
/




1. THE INTERMEDIATION FUNCTION
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Financial
intermediaries
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WAYS OF FINANCING

Direct Finance

Savers buy securities
from investors in
financial markets.

Savers Investors

Savers deposit Banks lend to
money in banks. investors.

Banks

Indirect Finance
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Modern financial intermediation

Direct financing
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2. The role of banks in economy

¢ Size transformation

e Maturity transformation

e Risk transformation




3. Asymmetric information in financial

Information Investor
Problem )
asymmetry behavior
Priorto a
transaction Investors
cavers Iar::ln:l with worst
Adverse : . projects are
. == nformation ==
selection most eager
about to sell
investors’ .
. securities.
characteristics.
Asymmetric
information
After a
transaction, Investors have
Moral savers do incentives
hazard not observe to misuse
investors’ savers' funds.

behavior.

Saver
behavior

Savers
won't buy
securities.

Outcome

Financial
markets
can't channel
funds from
savers to
investors.




EXAMPLE OF ADVERSE SELECTION

the London
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EXAMPLE OF MORAL HAZARD

the London
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