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On the Theories of Existence of Financial Institutions

Young-Jin Kim*

This paper tries to show the theoretical developments on the issue of the existence
of financial institutions over the years. Although the issue of the optimal management
of asset, liability and equity items of banking institutions is the important and urgent
concerns for the survival of banking firms, we have to understand the reasons why
banking institutions should be treated differently from other private firms. The fact
that banking institutions have been with us for such a long period means that there
must be something special about the banking firm. If we do not agree on the
uniqueness of banking firms, then the theories of corporate finance can be easily
applied to the management of financial institutions, meaning no need to study the
subject of management of financial institutions. A look into this existence issue allows
us to find the comparative advantages of banking firm, which is the area the managers
of banking firm should concentrate on for the future competitiveness of banking firm.
The recent changes in the financial environment caused by the technological and
regulatory changes have threatened the very survival of the banking firms.

This paper begins to discuss the reasons for the existence of banking firms based on
the reduction of transactions costs for the members of the economy. Although this
approach has been a very powerful explanation for the existence of banking firm in
the past, the recent environmental changes have proven that this area is no longer the
root of the competitiveness of the banking. The banking institution as a vehicle
through which individuals can adjust their unexpected liquidity needs has also been

under attack due to the emergency of all the liquidity adjustment tools such as credit
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card. The information asymmetry approach to the existence of banking firm has been
well accepted as the real source of competitiveness of banking firm recently. More
specifically, banking firm as information sharing coalition and delegated monitor has
been analyzed for the more acceptable justification for the existence of banking firms
of recent years. Finally, the conditions for the coexistence of direct and indirect
financing were analyzed to show the conditions under which banking institutions and
financial markets can be a competitive financing alternative for borrowers. This
discussion tells us that the competitiveness of banking firms lies in the efficient usage

of the relevant information for the asset and financing decisions.

Keywords: existence of financial institutions, transactions cost, information asymmetry,

delegated monitor, coexistence
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