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Abstract

I develop a model of financial intermediaries in which their primary role
is to create and maintain networks of buyers and sellers. When trading op-
portunities are limited because of sparse linkages between buyers and sellers
and linkages are costly to establish and maintain, the ability to trade via in-
termediaries with extensive buyer and seller networks increases efficiency. At
a cost, intermediaries provide potential sellers (buyers) access to additional
buyers (sellers). I show that in equilibrium, when the costs of intermediation
are sufficiently small, trade is largely facilitated by intermediaries but that as-
sets are on average underpriced. I also characterize the optimal intermediary
structure and find that intermediation is typically characterized by oligopoly
rather than monopoly. I apply this model to examine pricing of new issues of
securities by investment banks. The main prediction, that new issues are on
average underpriced, is broadly consistent with the empirical evidence.
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