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What are banks?
Why are banks needed?

What is a bank?

“An institution whose current operation consists in granting
loans and receiving deposits from the public” (Freixas & Rochet,
2008)

“Current operation”: must be its main business;

“ Granting loans and receiving deposits”: it is an
intermediary doing banking activities, although nowadays
“ loans” and “ deposits” shall be interpreted in a broader
way;

Banks are highly regulated , much more than other financial
intermediaries;

Banks usually have the access to central bank’s operational
facilities.
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What are banks?
Why are banks needed?

Bank as financial intermediary

Financial intermediary “specializes in the activities of buying
and selling financial claims” (Freixas & Rochet, 2008),
including (not mutually exclusive)

Brokers who buy and sell securities on behalf of investors;

Dealers who trade securities for its own account ;

Collective investment entities who pool money from
many (small) investors by issuing securities which are
representative of a bundle of marketable securities they
purchase;

Banks. Since banks may contain the other three, in the
rest of this course, “ financial intermediary” and “ bank” are
interchangeable unless specified otherwise.
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What are banks?
Why are banks needed?

Banks’ many faces: entities

Even by narrowest definition, banks differ from each other
very much by their customers, business models, services
and roles in financial intermediation.

USA Commercial banks S&L Credit unions

UK Commercial banks Building societies

France Commercial banks Mutual and co-op Saving banks

Germany Commercial banks Co-op Saving banks

Japan Ordinary banks Co-op Trust banks

Norway Commercial banks Saving banks
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What are banks?
Why are banks needed?

Banks’ many faces: services

By different business models, banking services can be roughly
divided into (again, they do not mutually exclude)

Retail banking providing services of accepting deposits
and issuing loans to individuals and small businesses;

Wholesale banking providing large funding services
between (mainly) financial institutions. Banks may
cooperate as sydicate for very large loans

More international, more in foreign currencies;
Often involved in trading assets such as securities via
off-balance-sheet activities;
Interbank market is the most important part of money
market (financial instruments with short maturity,
comparing to capital market where maturity is longer).
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What are banks?
Why are banks needed?

Banks’ many faces: services (cont’d)

Universal banking providing whole range of financial
services, deposits, loans, insurance, security services... e.g.,
single entity like Deutsche Bank AG or banking holding
company with many subsidiaries like Citigroup;

Shadow banking providing banking services in non-bank,
non-licensed financial institutions. It involves most large
banks, gets too big to be neglected, yet is still much
under-regulated and poorly understood

In 2013, shadow banking accounted for one-fourth of global
financial intermediation, 50% of total bank assets, 81% in
USA, Euro Area and UK;
Including hedge funds, special purpose vehicles (SPV),
money market mutual f unds (MMMF), etc.
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What are banks?
Why are banks needed?

Why are banks so special?

From the perspective of funding (liability side)

Bank deposits are repayable on demand at their face value,
are used as immediate substitute for money ;
By collecting deposits from a large number of investors,
banks diversify risk of deposit withdrawal and may invest in
long term (illiquid) assets;

From the perspective of investment (asset side)

Bank loans are non-marketable assets with a great content
of private information;
By screening and financing those loans with demand
deposits, banks have incentives (and exclusive information)
to act as information producer and delegated monitor .
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Inside banks: numbers and jargons
Facts, trends, and myths

A stylized bank’s balance sheet

Assets Euro Liabilities Euro

Cash 100 On call deposits 3000
Reserve deposited in the central bank Can be withdrawn anytime

Liquid assets 1000 Time deposits 2500
Safe, e.g. government securities “Certificate of deposit”, term deposits

Loans 6000 Bonds 1000
Risky, e.g. corporate loans, mortgages Borrowing from financial market

Fixed assets 200 Equity 800
“Tangible”, properties, plants, etc. Shareholders’ claim of ownership

Total 7300 7300

J. C. Introduction



institution-logo-filenameO

Bank, Banking and Financial Intermediation
The of World of Banking in a Nutshell

Economics of Banking

Inside banks: numbers and jargons
Facts, trends, and myths

Stylized profit and loss (income) account

Here is the stylized bank’s financial statement from its profit
and loss income account

Euro
Interest income 700
+ Non-interest (fee) income 600
Less interest expenses (funding cost) 600
Less operating expenses 500
= Gross profit 200
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The key indicators

Here are some key indicators reflecting the bank’s profitability

Return on assets (ROA) = 200
7300 × 100% = 2.7%

Return on equity (ROE) = 200
800 × 100% = 25%

Net interest margin (NIM) = 700−600
7000 × 100% = 1.4%

(only for interest-earning assets)

Leverage ratio (LEV) = 7300
800 = 9.1

Operating expense (OE) ratio = 500
7300 × 100% = 6.8%

J. C. Introduction
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Total bank assets versus GDP

But... how different are banks in reality, comparing with
those we have in mind and learn from classes? Let’s have a
look at the real world facts, trends, and mysteries.
First: Why should we care about banking sector at all?
Because it’s tooooooo big ! (Total bank assets / GDP ratio. Source:
OECD, Federal Reserve Bank, ECB, Norges Bank, Deutsche Bundesbank)

Some countries, such as Ireland, the Netherlands and the UK, experienced dramatic changes 
in total banking sector assets up until the time where the financial crisis hit.  

Chart 2.1: Total banking sector assets relative to the country's GDP 

 

Sources: OECD, Bank of England (BoE), Deutsche Bundesbank (DBB), Banque National de Belgique 
(NBB), Statistics Sweden (SCB), Statistics Finland (SF), Danish Financial Authority (DFA), Norges Bank 
(NB), Federal Deposit Insurance Corporation (FDIC), De Nederlandsche Bank (DNB).  
Note: The banking sector of a country refers to domestic banking groups and stand-alone banks in 
addition to domestic subsidiaries of foreign controlled banks. In addition, foreign branches of domestic 
banks are included, whereas foreign subsidiaries of domestic banks and domestic branches of foreign 
banks are excluded. However, there are a few exceptions to this general rule: In the case of the 
Netherlands, the UK and Ireland, domestic branches of foreign banks are included. Ireland further 
distinguishes itself from the other countries in the sample, as foreign subsidiaries of domestic banks are 
included as well. Starting from 2007, data on Norwegian covered bond mortgage companies (OMF-
foretak) are included. Also, Fokus Bank (Danske Bank) was a subsidiary until mid-2007 and was hence 
included in the data on Norway up until 2006. In the case of Ireland, the source of the data for 2010 and 
2011 is the European Central Bank (ECB), while data for Finland were obtained from Statistics Finland. 
These series do not match/overlap perfectly with the data from the OECD, but present some minor 
deviations. See the appendix for further information and discussion. 

 

The United States and the Nordic countries have the lowest total assets to GDP ratio in our 
sample. The US not only had the smallest banking sector throughout the period, but also 
showed a very stable total assets to GDP ratio, which actually never exceeded 100 percent. 
The Nordic countries, on the other hand, experienced a significant increase in the relative size 
of the banking sector, illustrated by the distinct increase in total assets to GDP ratios from 
2005 onwards. In the case of Finland, total assets doubled between 2005 and 2011.  

As for Norway, Chart 2.1 illustrates that the banking sector has increased substantially over 
the past decade.  Total assets amounted to 93 percent of GDP in 1999, rising to around 160 
percent of GDP in 2009. After the financial crisis, the relative size of the Norwegian banking 
sector remained stable, in contrast to the decline we observe in other countries.  
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Growth in bank assets

...and growing extremely fast! (Growth in total bank assets, with
year 2000=100. Source: OECD, Federal Reserve Bank, ECB, Norges Bank,
Deutsche Bundesbank)

Hence, let Figure 2.4 presents the total assets of the banking sector indexed to the stock in 
year 2000, an arbitrarily chosen base year. We see that Ireland, but also the UK and the 
Nordic countries experienced a dramatic increase in banking sector assets up until the 
financial crisis hit in 2007-2008. Moreover, the growth in banking assets in Norway actually 
exceeded that of the other three Nordic countries as well as that of the UK. 

From 2000 to 2011 the banking sector in Norway and Finland increased between three and 
four times. The two countries have experienced a banking sector growth that is not by any 
other northern European country. They also distinguished themselves from the rest of the 
countries in our sample, as their growth continued also after the financial crisis hit in 2008.   

 

Chart 2.4: Growth in total banking sector assets (index 100=2000) 

 

Sources: OECD, Bank of England (BoE), Deutsche Bundesbank (DBB), Banque national de Belgique 
(NBB), Statistics Sweden (SCB), Statistics Finland (SF), Danish Financial Authority (DFA), Norges Bank 
(NB), Federal Deposit Insurance Corporation (FDIC), De Nederlandsche Bank (DNB).  
Note: As a general rule, Tte banking sector of a country refers to domestic banking groups and stand-
alone banks in addition to domestic subsidiaries of foreign-controlled banks. In addition, foreign branches 
of domestic banks are included, whereas foreign subsidiaries of domestic banks and domestic branches of 
foreign banks are excluded. However, there are a few exceptions to this general rule: in the case of the 
Netherlands, the UK and Ireland, domestic branches of foreign banks are included. Ireland further 
distinguishes itself from the other countries in the sample, as foreign subsidiaries of domestic banks are 
also included. Starting from 2007, data on Norwegian covered bond mortgage companies (OMF-foretak) 
are included. Also, Fokus Bank (Danske Bank) was a subsidiary until mid-2007, and was therefore 
included in the data on Norway up until 2006. In the case of Ireland, the source of the data for 2010 and 
2011 is the European Central Bank (ECB), while the corresponding data for Finland are taken from 
Statistics Finland. These series do not match/overlap perfectly with the data from the OECD, but present 
some minor deviations. See the appendix for further information and discussion. 
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Domestic financing: bank versus market

...and is the engine for the real economy. (Total domestic
financing through banking sector versus financial market. Source: OECD)Chapter 3: Comparative financial systems

41

Figure 3.1: International comparison of banks and markets, 2009

Sources: OECD Statistics (for GDP data); World Federation of Exchanges (for stock 
exchange data); European Banks Federation; Bank of England; Federal Reserve Bank of 
USA; Bank of Japan.

The relative importance of different financial institutions is heterogeneous 
across countries. In terms of the different forms in which gross financial 
assets are held (directly by households, by pension funds, by insurance 
companies, by mutual funds), most assets are owned directly by 
households (except for the UK). In the USA and UK, pension funds are 
much more important than in other countries. In Germany, and to some 
extent in Japan, pension funds are relatively unimportant (please refer 
to Table 3.2 in Allen and Gale, 1998, p.48). Why are there differences in 
the relative importance of different financial intermediaries in different 
countries? What are the implications in terms of investment decisions of 
individuals in different countries?

From the perspective of households, there is a clear difference between 
the assets held in the USA, UK, Germany and Japan. As regard to the 
total portfolio allocation of assets, households in the USA and UK hold a 
greater proportion of their assets as shares than is the case in the other 
countries we consider here (Germany, Japan and France). Overall (direct 
and indirect holdings via pension funds, insurance companies and mutual 
funds), equity constitutes 45 per cent of household assets in the USA, and 
52 per cent in the UK (even more than in the USA). This contrasts sharply 
with Japan and Germany, where the corresponding values are 12 per 
cent and 13 per cent. For cash and cash equivalents (which include bank 
accounts) and bonds the reverse is true. In Japan 52 per cent of assets 
are held in cash and cash equivalents and 13 per cent in bonds, while in 
Germany the figure is 36 per cent in both  (please refer to Table 3.3 in 
Allen and Gale, 1998, pp.50–51). In the USA only 19 per cent of assets are 
held in cash and cash equivalents, and 28 per cent in bonds. 

Activity 3.1

As you work throughout this section, fill in the table below on the household percentage  
of assets owned.

USA UK Germany Japan

Equity

Cash and cash equivalents

Bonds

0

0,2

0,4

0,6

0,8

1

1,2

1,4

1,6

France Germany Italy Spain United Kingdom USA Japan

Bank claims/GDP Market capitalisation/GDP
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Domestic financing: bank versus market (cont’d)

...while the cross-country differences are still very much
distinguished

In countries with market-based financial system, such as
USA on one extreme, equity market is a much more
important source of funding, comparing with bank lending;
In countries with bank-based financial system, such as
Germany on the other extreme, equity market is a much less
important source of funding, comparing with bank lending;
In countries with hybrid financial system, such as UK,
equity market and bank lending are almost equally
important financing sources for the economy;

...and financial systems are evolving over time, too.

J. C. Introduction
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Profitability in banking

You might think it leads to higher market power and price
markup, but... (Source: Federal Reserve Bank)

FRED Graph Observations
Federal Reserve Economic Data
Link: http://research.stlouisfed.org/fred2
Help: http://research.stlouisfed.org/fred2/help-faq
Economic Research Division
Federal Reserve Bank of St. Louis

USNIM Net Interest Margin for all U.S. Banks, Percent, Quarterly, Not Seasonally Adju

Frequency: Quarterly, End of Period
observation_date USNIM

1984-01-01 3.78
1984-04-01 3.87
1984-07-01 3.91
1984-10-01 3.95
1985-01-01 3.97
1985-04-01 4.04
1985-07-01 4.04
1985-10-01 4.06
1986-01-01 3.94
1986-04-01 3.95
1986-07-01 3.93
1986-10-01 3.92
1987-01-01 4.01
1987-04-01 3.99
1987-07-01 4.03
1987-10-01 4.07
1988-01-01 4.01
1988-04-01 4.03
1988-07-01 4.08
1988-10-01 4.21
1989-01-01 4.21
1989-04-01 4.19
1989-07-01 4.12
1989-10-01 4.13
1990-01-01 4.00
1990-04-01 4.00
1990-07-01 4.00
1990-10-01 4.03
1991-01-01 4.08
1991-04-01 4.11
1991-07-01 4.16
1991-10-01 4.20
1992-01-01 4.33
1992-04-01 4.44
1992-07-01 4.49
1992-10-01 4.54
1993-01-01 4.51
1993-04-01 4.51
1993-07-01 4.52
1993-10-01 4.49
1994-01-01 4.91
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Profitability in banking (cont’d)

...Another example from UK, NIM of Barclays Group
1979-2012 (Domestic banking versus international banking. Source:
British Bankers Association)
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Profitability in banking (cont’d)

...However, return to shareholders is quite stable, except
some really lean years. Where does the profit come from?
(Source: Federal Reserve Bank)

FRED Graph Observations
Federal Reserve Economic Data
Link: http://research.stlouisfed.org/fred2
Help: http://research.stlouisfed.org/fred2/help-faq
Economic Research Division
Federal Reserve Bank of St. Louis

USROE Return on Average Equity for all U.S. Banks, Percent, Quarterly, Not Seasona  

Frequency: Quarterly, End of Period
observation_date USROE

1984-01-01 11.97
1984-04-01 10.57
1984-07-01 11.11
1984-10-01 10.66
1985-01-01 12.33
1985-04-01 12.07
1985-07-01 12.19
1985-10-01 11.22
1986-01-01 11.88
1986-04-01 10.74
1986-07-01 10.77
1986-10-01 10.01
1987-01-01 11.43
1987-04-01 -5.96
1987-07-01 0.33
1987-10-01 1.55
1988-01-01 10.90
1988-04-01 11.37
1988-07-01 13.44
1988-10-01 13.32
1989-01-01 14.66
1989-04-01 14.21
1989-07-01 8.95
1989-10-01 7.71
1990-01-01 12.00
1990-04-01 10.92
1990-07-01 9.55
1990-10-01 7.54
1991-01-01 10.09
1991-04-01 9.21
1991-07-01 8.88
1991-10-01 8.01
1992-01-01 12.77
1992-04-01 13.33
1992-07-01 13.49
1992-10-01 13.24
1993-01-01 16.19
1993-04-01 15.64
1993-07-01 15.93
1993-10-01 15.63
1994-01-01 14.88
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Profitability in banking (cont’d)

International comparison (Return of average equity across countries.
Source: OECD, Federal Reserve Bank, ECB, Norges Bank, Deutsche
Bundesbank)

half of previous decade, with average ROE up to around 13 percent, and delivers the highest 
ROE in the sample from 2008 onwards.  

Chart 2.9: Return on shareholder equity (RoE) in the banking sector 

Sources: OECD, Bank of England (BoE), Deutsche Bundesbank (DBB), Banque national de Belgique 
(NBB), Statistics Sweden (SCB), Statistics Finland (SF), Danish Financial Authority (DFA), Norges Bank
(NB), Federal Deposit Insurance Corporation (FDIC), De Nederlandsche Bank (DNB). 
Note: The return on shareholder equity is defined as after-tax income relative to shareholder equity. The 
banking sector of a country, as a general rule, refers to domestic banking groups and stand-alone banks in 
addition to domestic subsidiaries of foreign-controlled banks. In addition, foreign branches of domestic 
banks are included, whereas foreign subsidiaries of domestic banks and domestic branches of foreign 
banks are excluded. However, there are a few exceptions to this general rule: In the case of the 
Netherlands, the UK and Ireland, domestic branches of foreign banks have been included. Ireland further 
distinguishes itself from the other countries in the sample, as foreign subsidiaries of domestic banks are 
included as well. Starting from 2007, data on Norwegian covered bond mortgage companies (OMF-
foretak) are included. Also, Fokus Bank (Danske Bank) was a subsidiary until mid-2007, and was hence
included in the data on Norway up until 2006. In the case of Ireland, the source of the data for 2010 and 
2011 is the European Central Bank (ECB), while the corresponding data for Finland are taken from 
Statistics Finland. These series do not match/overlap perfectly with the data from the OECD, but present 
some minor deviations. See the appendix for further information and discussion. 
In the case of Belgium, the return on equity in the banking sector reached -41.7 percent in 2008. In 
Ireland the return on equity was -36.7 percent in 2008 and -65.2 percent in 2009. In order not to blur the 
picture for the years prior to 2008, these latter three values were not included in the chart. 

Finally, we combine the yearly data on total assets to GDP presented in Chart 2.1 with the
return on total assets presented in Chart 2.8, and present the relationship between size and 
returns in the banking sector in Chart 2.10.We are not able to comment on the causality 
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Funding resources: deposit versus others

You might think banks are just deposit institutions... no
longer true. Where does the rest of money come from?
(Share of deposits in bank liabilities. Source: OECD, Federal Reserve Bank,
ECB, Norges Bank, Deutsche Bundesbank)

Chart 2.16: Customer deposits to total assets ratio 

 

Sources: OECD, Bank of England (BoE), Deutche Bundesbank (DBB), Banque national de Belgique 
(NBB), Statistics Sweden (SCB), Statistics Finland (SF), Danish Financial Authority (DFA), Norges Bank 
(NB), Federal Deposit Insurance Corporation (FDIC), De Nederlansche Bank (DNB).  
Note: The banking sector of a country, as a general rule, refers to domestic banking groups and stand-
alone banks in addition to domestic subsidiaries of foreign-controlled banks. In addition, foreign branches 
of domestic banks are included, whereas foreign subsidiaries of domestic banks and domestic branches of 
foreign banks are excluded. However, there are a few exceptions to this general rule: In the case of the 
Netherlands, the UK and Ireland, domestic branches of foreign banks have been included. Ireland further 
distinguishes itself from the other countries in the sample, as foreign subsidiaries of domestic banks are 
included as well. Starting from 2007, data on Norwegian covered bond mortgage companies (OMF-
foretak) are included. Also, Fokus Bank (Danske Bank) was a subsidiary until mid-2007, and was hence 
included in the data on Norway up until 2006. In the case of Ireland, the source of the data for 2010 and 
2011 is the European Central Bank (ECB), while the corresponding data for Finland are taken from 
Statistics Finland. These series do not match/overlap perfectly with the data from the OECD, but present 
some minor deviations. See the appendix for further information and discussion. 

 

2.6 Cross-country differences in market structure 

We next turn to an examination of the market structure of the Norwegian banking sector 
compared with that of the other countries in our sample. This section presents a brief cross-
country comparison, focusing on differences across European banking sectors. A more 
thorough discussion of the market structure of the banking sector in Norway is provided in 
Section 4.   

To obtain a comprehensive picture of the differences in competition across banking sectors in 
Europe, we take a closer look at two different indices of market concentration for a set of 
northern European countries.  
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Intermediation structure

You might think lending to / borrowing from banks is as
simple as this

Households with cash surplus lend to banks, given that they
may withdraw when needed (demand deposits);
Those who need cash borrow from banks, and banks make
sure that they repay as scheduled;
And banks profit from the spread between borrowing and
lending rates (interest margin).
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4	 Financial complexity and systemic 
risk

How many other [financial] innovations can you tell me that have been as import-
ant to the individual as the automatic teller machine, which in fact is more of a 
mechanical than a financial one?

(Paul Volcker)

The modern finance is a system of extremely high complexity, with structures 
and products that are hardly understandable by outsiders. The complexity of the 
financial system grows exponentially with financial innovation in the past 
decade, but what such complexity implies for financial stability is seldom dis-
cussed in the research (Brunnermeier and Oehmke (2009) is one of the few 
excellent reviews on this issue). During the current financial crisis, financial 
market is blamed to be over-complicated. In the financial turmoil, the panic 
grows mostly out of the suspicion that something indiscernible is rotten in the 
banks, and investors get tremendous loss from the financial products that are too 
complicated to understand.
	 The financial system gets more and more complicated in many ways. One 
prominent feature is that the intermediation structure becomes much more soph-
isticated than it used to be. An example by Shin (2010a) shows how the interme-
diation chain for mortgage evolves. Traditionally, as Figure 4.1 shows, the bank 
takes short-term deposits from the households and issues loans to long-term bor-
rowers. The bank collects the mortgage repayments from the borrowers and then 
returns some of the proceeds to the depositors.
	 In contrast, the same thing is nowadays carried out through a very long inter-
mediation chain (see Figure 4.2), involving many sophisticated financial products. 
First, the mortgages are pooled and financed by the mortgage-backed securities 
(MBS), and these securities are owned by the asset-backed securities (ABS) 
issuers and may be further tranched into new products such as collateralized debt 

Households Bank Households
Mortgage Deposits

Figure 4.1  Short intermediation chain (source: Shin, 2010a, pp. 101).

04 199 Banking.ch04.indd   78 17/10/11   13:53:40

T&F P
ROOF

J. C. Introduction



institution-logo-filenameO

Bank, Banking and Financial Intermediation
The of World of Banking in a Nutshell

Economics of Banking

Inside banks: numbers and jargons
Facts, trends, and myths

Intermediation structure (cont’d)

...However, in reality the process goes through a lengthy
chain, involving institutions you may have never seen or
heard about: why such a fuss?

In fact, banks sell your mortgage loans before they
originate. If they cannot sell, they wouldn’t even issue!

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45

Financial complexity and systemic risk    79

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45

obligations (CDO). The investment banks hold these CDO, but they get funding 
from the commercial banks in the repo market. The commercial banks raise 
funds by issuing short-term commercial paper. Money market funds buy such 
commercial paper, and the individual investors or the households hold the shares 
of the money market funds. This complicated procedure is not restricted to the 
mortgage business (whose failure is believed to be the trigger of the crisis), but 
also applies to many financial services such as credit cards and students’ loans. 
The advantage, as people claim, is that the financial innovation such as CDO 
helps grease the wheels so that in the normal time the financial institutions can 
easily raise funds in a very liquid market. However, as is seen in the crisis, such 
complexity undermines the stability of the financial system and leaves all the 
financial institutions in the quagmire when time turns bad.
	 Financial complexity makes little trouble in the traditional theories of finan-
cial economics, where the economic agents are rational in the sense that they 
know all the details of the economy and they are able to make optimal decisions 
based on all the information they acquire. However, financial complexity makes 
much difference in a more realistic setup, where the agents are only boundedly 
rational. Rubinstein (1998) presents numerous occasions where bounded ration-
ality needs to be considered, among which two are of special interest to our dis-
cussion. The first is that one can hardly get to know all the information in 
the financial system all the time; it is beyond anyone’s capability. The second is 
that even there is no asymmetric information and the complete set of information 
is available – the development of information technology such as the Internet 
helps make information widely available – the quantity of information is 
likely  to be too huge for anyone to process, due to the limited computation 
capacity. As a result, the market participants are only able and willing to possess 
a subset of information. In a complicated financial system, this implies that 
financial institutions along the long intermediation chain may gradually lose the 
tracking and control of some risks. The asset prices may fail to reflect the true 
risks, and the financial institutions may hold too thin buffer to weather the 
systemic events.

ABS issuer

Mortgage pool

Households

Money market fund

Households

Securities firm Commercial bank
ABS

Mortgage

MBS

Money market fund shares

Short-term paper

Repo

Figure 4.2  Long intermediation chain (source: Shin, 2010a, pp. 101).
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Conceptualized, designed and created by Zoltan Pozsar, The Federal Reserve Bank 
of New York, November, 2009
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Bank, Banking and Financial Intermediation
The of World of Banking in a Nutshell

Economics of Banking

Microeconomics of banking
Macroeconomics of banking
Banking regulation in theory and practice

Microeconomics of banking

The role of financial intermediation: Why is financial
intermediation needed? – Economics of banking as a field
of incomplete market and market failure;

Banks’ balance sheet choices

Theories of bank capital;
Theories of bank debts, funding resources and liquidity risk;
Lender-borrower relationship, screening and monitoring,
credit risks;

Bank competition, market structure and banks’ risk taking
incentives.
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Bank, Banking and Financial Intermediation
The of World of Banking in a Nutshell

Economics of Banking

Microeconomics of banking
Macroeconomics of banking
Banking regulation in theory and practice

Analytical tools and related fields

Game theory , contract theory and corporate finance

Important to understand banks’ strategic behavior, e.g., in
competition, risk taking, response to regulation;
Second best solution under market (especially
informational) frictions;
Mechanism design for contracts under which banks behave
as desired;

Industrial organization (IO) to better understand bank
competition

The evolution of market structure and market power; while
More focus on stability than efficiency.
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Bank, Banking and Financial Intermediation
The of World of Banking in a Nutshell

Economics of Banking

Microeconomics of banking
Macroeconomics of banking
Banking regulation in theory and practice

Macroeconomics of banking

The linkage of macro economy and banking is central
bank’s monetary policy , or, central banking

How does central bank conduct monetary policy? Targets
and instruments?
What’s the optimal monetary policy? How to implement?

The next question is about transmission mechanism

How do banks react to monetary policy by adjusting
balance sheets?
What does this imply to aggregate credit supply to firms?
Impact on the real economy?

Banking and the real economy

How is business cycle amplified by the banking sector?
The role of financial intermediation in growth and volatility?

J. C. Introduction
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Bank, Banking and Financial Intermediation
The of World of Banking in a Nutshell

Economics of Banking

Microeconomics of banking
Macroeconomics of banking
Banking regulation in theory and practice

Banking regulation in theory and practice

Financial intermediation corrects market failure and
incompleteness, while it creates new failures;

Comparing with other industry, banking regulation is very
special

Besides competition structure, banking regulation focuses
more on financial stability ;
Needs to look at both the risks inside individual banks and
those in the system level (systemic risk);
Macro-finance linkage implies banking regulation has huge
impact on macro stability ;
Unfortunately, exisiting regulatory rules are seldom well
founded, and issues are poorly understood;
Crisis resolution needs to be taken into account, ex ante
and ex post.

J. C. Introduction
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