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19BAE710-FINANCIAL DERIVATIVES

The Role of Financial Intermediaries in Asset Management:
1. Asset Accumulation:

o Financial intermediaries, especially banks, accumulate and hold various types of financial assets, such
as loans, securities, and deposits, which can be considered a form of "warehousing."

2. Risk Transformation:

e Banks act as intermediaries by transforming and managing various risks associated with financial
assets, providing a form of risk warehousing. For example, they may manage credit risk through the
diversification of loan portfolios.

3. Liquidity Provision:

o Financial intermediaries provide liquidity to the market, acting as a kind of "warehouse" for liquidity.
They hold liquid assets and provide short-term funding, enhancing market stability.

4. Interbank Lending:

e Banks engage in interbank lending, effectively acting as a warehouse for excess reserves. This enables
banks to lend or borrow funds among themselves to manage short-term liquidity needs.

5. Securitization:

o Financial intermediaries facilitate securitization, bundling financial assets into tradable securities. This
process, in a sense, warehouses assets and allows for efficient capital allocation.

6. Deposit-Taking and Lending:

e Banks, as traditional financial intermediaries, take in deposits from savers (a form of warehousing
funds) and lend those funds to borrowers, providing a critical function in the allocation of capital.

7. Market Making:

e In the context of securities, financial intermediaries often act as market makers, holding an inventory of
securities to facilitate buying and selling, akin to warehousing market liquidity.
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8. Asset Management and Custodial Services:

e Some financial intermediaries offer asset management and custodial services, acting as a "warehouse"
for clients' financial assets by holding and managing their investment portfolios.

9. Derivative Activities:

o Financial intermediaries engage in derivative activities, such as hedging and trading, which involve the
management and warehousing of financial risks.

10. Central Bank Reserves:

e Central banks play a significant role in warehousing financial assets by holding reserves and
government securities, influencing monetary policy and financial stability.

Challenges and Considerations:
e Regulatory Compliance:

e Financial intermediaries must adhere to regulatory requirements governing the warehousing of
financial assets to ensure stability and protect stakeholders.

e Market Conditions:

e The role of warehousing financial assets is influenced by market conditions, economic cycles, and
regulatory changes.

e Credit and Liquidity Risk:

e Financial intermediaries face challenges related to credit and liquidity risks when warehousing
financial assets, requiring effective risk management practices.
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