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Financial intermediaries at the center of the financial system perform the function of 
reallocating the surplus resources of household units to other economic units with 
funding needs. Savers wants to lend on short term and borrowers want to borrow on long 
term. Financial intermediaries have emerged from the traditional banking to more 
sophisticated intermediaries such as investment banks, pension funds, venture capital 
funds, mutual funds and hedge funds due the market imperfection and information 
asymmetry. Financial intermediaries emerge to reduce the information asymmetries, 
extending corporate control, risk management and mobilizing saving, that although the 
Indian financial intermediaries play very important role in Capital Market, it is not much 
sufficient. It should be also provided foreign financial intermediaries for practicing in 
Indian business sectors. This paper discusses the emerging role of financial 
intermediaries in the Capital market in India. 
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Introduction:  

The financial market has mostly become markets for intermediaries rather than markets 
for individuals and firms. This is mainly due to the increased participation cost which 
means individual withdrawing from the market and relying on intermediaries. Financial 
intermediaries have become "financial supermarkets" where Consumers can obtain a 
whole range of financial services from the same provider: from investments, advisory and 
insurance products These intermediaries play a pivotal role in today’s credit market. 

According to Allen and Santomero  the general financial system has been altered over the 
years in a very complex way. Banks have moved from the role of deposit taking and 
making loans to firms and consumers to fee-producing activities like annuities, mutual 
funds, mortgage banking and insurance brokerage and transaction services. In the last two 
decades, the share of assets held by banks declines as compared to that of pension funds 
and investment companies. There has been a growing trend of financial securitization 
and engineering  Financial intermediaries use sophisticated credit vehicles such as swaps, 
options and derivatives. Financial transactions in India are getting more complex for 
average investors to understand. 

The desirability of the provision of liquidity in an economy derives ultimately from the 
combination of the uncertainty on cash-flow needs of individuals and the presence of 
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production processes with returns increasing with the investment horizon. In particular, in 
the absence of a financial system, random events (such as shocks on income or 
preferences) may force individuals to finance consumption with the premature liquidation 
of productive assets, leading to a welfare loss. In this case, the presence of a financial 
system may increase efficiency by preventing unnecessary liquidation of assets, leading 
to higher levels of consumption and welfare.' Liquidity to an economy may be supplied 
either directly through trade on capital markets, or indirectly through financial 
intermediaries. In the first case, liquidity is created by allowing agents with different cash 
flow needs to trade among themselves claims on productive assets. In the second case, 
specialized intermediaries interposed between producers and consumers hold in their 
portfolios claims on productive assets and issue to individual investors secondary 
instruments which are better suited to match their consumption needs. 

In this paper, we re-examine in a more general, inter temporal framework the respective 
roles of capital markets and financial intermediaries in providing liquidity and 
consumption to an Economy. 

Objectives of the Study: 

• Special attention will be given in analysing the role of financial 
intermediaries at initial public offerings and secondary offerings, according 
to the legal framework in Indian Capital Market 

 
• Therefore, we want to analyse the functioning of equity markets by 

explaining the  concept of stocks, public offerings and the roleof financial 
intermediaries in this process 

 
• To highlight the trends and significant developments pertaining to the Indian 

stock market. 
 

Examples of Financial Intermediaries 

1. Insurance Companies 

If you have a risky investment. You might wish to insure, against the risk of default. 
Rather than trying to find a particular individual to insure you, it is easier to go to an 
insurance company who can offer insurance and help spread the risk of default. 

2. Financial Advisers 

A financial adviser doesn’t directly lend or borrow for you. They can offer specialist 
advice on your behalf. It saves you understanding all the intricacies of the financial 
markets and spending time looking for best investment. 

3. Credit Union 

Credit unions are informal types of banks which provide facilities for lending and 
depositing within a particular community. 
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4. Mutual funds/Investment trusts 

These are mutual investment schemes. These pool the small savings of individual 
investors and enable a bigger investment fund. Therefore, small investors can benefit 
from being part of a larger investment trust. This enables small investors to benefit from 
smaller commission rates available to big purchases. 

Potential Problems of Financial Intermediaries 

• There is no guarantee they will spread the risk. Due to poor management, they 
may risk depositors money on ill-judged investment schemes. 

• Poor information. A financial intermediary may become complacent about 
spreading the risk and invest in schemes which lose their depositors money (for 
example, banks buying US mortgage debt bundles, which proved to be nearly 
worthless – precipitating the global credit crunch.) 

• They rely on liquidity and confidence. To be profitable, they may only keep 
reserves of 1% of their total deposits. If people lose confidence in the banking 
system, there may be a run on the bank as depositors ask for their money bank. 
But the bank won’t have sufficient liquidity because they can’t recall all their 
long-term loans. (This can be overcome to some extent by a lender of last resort, 
such as the Central Bank and / or government) 

 
The importance of stocks in financing 
 
                                Before, we will analyse financial intermediaries, we will look at the 
way stocks work. Generally, a corporations are a further development of partnerships. A 
corporation is a legal person, i.e. such company is treated like an actual person and has its 
own rights and duties. This legal status holds the corporation liable unlimitedly for its 
debts. On the other hand, stockholders of a corporation enjoy a limited liability, due to 
this regulation. This is a major advantage in the mobilization of funds from 
investors.  The capital of the corporation is divided into a large number of stocks which 
are tradable at the stock exchange (“secondary market”). These distinctive features (large 
number of stocks and tradability) allow the mobilisation of large funds from investors, 
because these characteristics make an investment very interesting. Because the equity is 
divided into a large number of shares, also small investors can invest a small amount into 
the corporation. So, lots of capital from money holders can be mobilised. Furthermore, 
tradability of stocks increases the popularity for investors. So, investors can always sell 
their stocks at the stock exchange (on the condition that they will find a buyer) and thus 
end the contract with the issuing company.  Going public has two effects for a company. 
First, the ownership structure will change due to an increase in the number of owners. 
Second, the capital structure of the corporation will change because the amount of equity 
will increase, so the company can use the received funds to pay off some of its debt or to 
expand its operations. 
 
                There are two kinds of stocks: 
                          1. common stocks 
                          2. preferred stocks 
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                                             Common stocks are the normal type of stocks and grant a 
right to vote in the annual general meeting of the shareholders. With the right to vote, 
stockholders can elect the board of directors and supervisory board. However, this is 
dependent on the regulation in each country. For example, in the U.S., stockholders elect 
the board of directors and the supervisory board. But in Germany, stockholders elect the 
supervisory board, which then elects the board of directors. The board of directors 
manages the corporation and the supervisory board monitors the work of the directors. 
Furthermore, the approval of the stockholders is necessary for important decisions (e.g. 
mergers). So, investors do not have to manage the day-to-day business of a corporation, 
which is a further advantage to mobilize funds from investors. Furthermore, the holders 
of common stocks receive a profit share (“dividend”) dependent on the number of stocks 
they own and the right to share proportionally in assets 
remaining after liabilities have been paid in case of a liquidation. In addition, 
stockholders have a pre-emptive right to buy new stocks when the company extends its 
equity. So the corporation that wishes to sell stock must first offer the new shares to the 
existing stockholders before offering it to the general public. The purpose is to give 
stockholders the opportunity to protect their proportionate ownership in the corporation, 
which also prevents a transfer of wealth from current stockholders to new stockholders.  
                                            Preferred stocks differ from common stocks, because they 
have a preference over common stocks with regard to the payment of dividends, right to 
vote, pre-emptive rights or revenues in case of liquidation.) The holders of preferred 
stocks must receive a dividend before the holders of common stocks. It is important to 
mention that holders of preferred stocks usually have no voting 
                                           Privileges Thus, preferred stocks are a hybrid – they are 
similar to bonds in some respects and to common stock in others. The hybrid nature of 
preferred stocks becomes apparent when we try to classify them with regard to bonds and 
common stocks. Like bonds, preferred stocks have a nominal value and a fixed amount of 
dividends that must be paid before dividends can be paid to common stockholders.  
 
Financial intermediaries in the stock exchange 
 
                                            In this section we will analyse the possible roles of financial 
intermediaries in the stock exchange according to  Indian law. According to the "Law on 
Securities and other Financial Instruments" a broker-dealer is "a legal entity established 
as a joint stock company (corporation) engaged in activities on the securities market in 
compliance with the law." (Law on Securities and other Financial Instruments, Article 
123) Of course, a broker dealer cannot be carried out without the permission of the 
Commission for the Securities, which supervises trade with securities.  
                                          A broker-dealer, according to Indian law, can execute the 
following activities:  
                    1. intermediation in purchase and sale of securities and other financial 
instruments, and purchase and sale of securities on its own and on behalf of the principal, 
or in the name and on behalf of the client (brokerage); 
                    2. purchase and sale of securities and other financial instruments in its name 
and for its own 
account for the difference in price (dealer); 
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                   3. mandatory purchase and sale of securities and other financial instruments 
in its name and for its own account that are announced in advance (market maker); 
                   4. management of securities and other financial instruments on behalf and for 
the account of the client (portfolio manager); 
                  5. organization of emission of securities and other financial instruments 
without a firm commitment to take unsold securities, or organizing the inclusion of 
securities in the regular market 
(issuing agent); 
                  6. organizing the issuance of securities and other financial instruments with 
the obligation to 
purchase from the issuer for resale, or the obligation to purchase unsold securities 
(underwriter); 
                 7. advisory services in connection with the operations of securities and other 
financial 
instruments (investment adviser). Securities brokers and dealers conduct trading in 
secondary markets. Brokers act as agents for investors in the purchase or sale of 
securities. Their function is to match buyers with sellers, a function for which they are 
paid brokerage commissions. In contrast to brokers, dealers link buyers and sellers by 
standing ready to buy and sell securities at given prices. Therefore, dealers hold 
inventories of securities and make their living by selling these securities for a slightly 
higher price than they paid. 
 
The Role of financial intermediaries at secondary stock offerings 
 
                                    A secondary stock offering is a new stock offering by a specific 
firm whose stock is already publicly traded. Secondary stock offerings are a way for a 
company to increase outstanding stock and spread market capitalisation over a greater 
number of stocks. Secondary offerings, in which new stocks are underwritten and sold, 
weaken the ownership position of stockholders who own stocks that were issued in the 
IPO. (Initial Public Offering ) 
 

                                    The role of financial intermediary includes increasing returns to 
scale in executing transactions, monitoring investments and acquiring information. 
Intermediaries provide information to customers at a lower cost. Small firms and 
individual investors do not have the skills required and would incur higher cost in to 
monitor their investment. 

                                     Financial intermediaries tailor securities to the needs of individual 
investors or firms. The market offer opportunity to trade standard securities only. 
Intermediaries can design securities custom to the needs of the investors. Thus, 
intermediaries play a crucial role in allowing firms and investors to participate in 
financial markets and, at the same time, ensure that financial markets have enough depth 
to survive. In this sense, financial markets and financial intermediaries have a symbiotic 
relationship. Each is necessary to the other. Without intermediaries, the informational 
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barriers to participation in the market would prevent investors from reaping the benefits 
of the financial market and the market itself might not survive.  

                                      Financial intermediaries engage in risk sharing. Financial 
transactions such as derivatives are complex and typically unpredictable. The financial 
crisis of 2008 was attributed to the sophisticated and high risk taking financial sector. The 
outstanding derivatives market as at 2003 was $85 trillion. Warren Buffet describes 
derivatives as financial weapons of mass destruction that could affect not only the parties 
involved but the whole world economy as a whole  

                                       Intermediaries play a crucial role in the financing of small 
business in the private market. Approximately 80% of venture capital is provided by 
independent limited partnership venture capital funds with the remainder from other 
financial intermediaries. 

Functions of Capital Market: 

                                       While from a broader perspective, Capital Markets is viewed as a 
market of financial assets with long or infinite maturity, it actually plays a very important 
role in mobilizing resources and allocating them to productive channels. So it can be said 
that the process of economic growth of a country is facilitated by the Capital Markets. 
The important functions and significance of the markets have been discussed below: – 

1. Economic Growth: The Capital Markets help to accelerate the process of economic 
growth. It reflects the general condition of the economy. Capital Market helps in the 
proper allocation of resources from the people who have surplus capital to the people 
who are in need of capital. So,  we can say that it helps in the expansion of industry and 
trade of both public and private sectors leading to a balanced economic growth in the 
country. 

2. Promotes Saving Habits: After the development of Capital Markets, the taxation 
system, and the banking institutions provide facilities and provisions to the investors to 
save more. In the absence of Capital Markets, they might have invested in unproductive 
assets like land or gold or might have indulged in unnecessary spending. 

3. Stable and Systematic Security prices: Apart from the mobilization of funds, the 
Capital Markets helps to stabilize the prices of stocks. Reduction in the speculative 
activities and providing capital to borrowers at a lower interest rate help in the 
stabilization of the security prices. 

4. Availability of Funds: Investments are made in Capital Markets on a continuous 
basis. Both the buyers and sellers interact and trade their capital and assets through an 
online platform. Stock Exchanges like NSE and BSE provide the platform for this and 
thus the transactions in the capital market become easy. 

Capital Market Vs Financial Intermediaries: 
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                                        Financial Intermediaries are the organizations which help in the 
transfer or channeling of funds from those who have surplus funds to those who are in 
need of it. They act as a middleman in connecting the surplus parties to the deficit ones. 
A classic example can be a bank which accumulates bank deposits and uses them to 
provide bank loans. 

The main Financial Intermediaries of Indian Capital Market include: 

• Stock Exchanges: These include the NSE (National Stock Exchange), BSE 
(Bombay Stock Exchange), MCX (Multi Commodity Exchange), etc 

• Banks 
• Insurance Companies 
• Pension Funds 
• Mutual Funds 

Recent Developments in the Indian Capital Market: 

The Indian Capital Markets have been going through various developments over the 
years and the most significant of them have been listed below: – 

                          1. New Measures of Risk Management: Investments in Capital Markets 
are exposed to various risks. Though some are systematic risks, others happen as result of 
unsystematic market activities. 

• Measures to reduce Price Volatility: Volatility is the fluctuation of price 
movements. It is the rate of up or down movement of the stock price. Volatility is 
regarded as a negative factor for the markets as it represents uncertainty and risk. 
After the introduction of Index futures trading in 2000, there was a relative 
reduction in the volatility of the prices. 

• Circuit Breakers: Circuit breakers were introduced to reduce large sell-offs and 
panic selling. Sometimes it is also called a “collar”. If an Index or a particular 
stock rises or falls a certain percentage of 10%, 15% or 20%, trading is halted by 
the exchange in that stock or index for a certain period of time to curb the panic 
and check for market manipulations. 

                     2. Investor Awareness Campaign: To make the markets more secure for 
the investors, SEBI introduced the Investor Awareness Campaign by making an official 
site for this. 

                    3. Investigations: In case of any violation of the rules and regulations of the 
SEBI Act 1992, the investigation is carried out by SEBI. 

                   4. T + 2 Settlement Cycle: Currently in the Indian Capital market, the 
settlement cycle is in the “T+2” cycle. Here, ‘T’ means the trading day and the ‘T+2’ 
settlement means the settlement and delivery of the shares takes place in the 2nd trading 
day after the trade takes place 
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                 5. Ban on Insider Trading: Individuals possessing confidential information of 
a particular company can use the information to unethically profit from the stock markets. 
SEBI has made it clear and mandatory to restrict all kinds of insider trading in the Indian 
Capital Markets. 

Methods of Raising Funds 

1 Offer through Prospectus 

This is a method of public issue. It is also the most used method in the primary market to 
raise funds. Here the company invites the investors (general members of the public) to 
invest in their company via an advertisement also known as a prospectus. 

After a prospectus is issued, the public subscribes to shares, debentures etc. As per the 
response, shares are allotted to the public. If the subscriptions are very high, allotment 
will be done on lottery or pro-rata basis. 

The company can sell the shares directly to the public, but it generally hires brokers and 
underwriters. Merchant banks are another option to help out with the process, especially 
Initial Public Offerings. 

2 Private Placement 

Public offers are an expensive affair. The incidental costs of IPO’s tend to be very high. 
This is why some companies prefer not to go down this route. They offer investment 
opportunities to a select few individuals. 

So the company will sell its shares to financial institutes, banks, insurance companies and 
some select individuals. This will help them raise the funds efficiently, quickly and 
economically. Such companies do not sell or offer their securities to the public at large. 

3 Rights Issue 

Generally, when a company is looking to expand or are in need of additional funds, they 
first turn to their current investors. So the current shareholders are given an opportunity 
to further invest in the company. They are given the “right” to buy new shares before the 
public is offered the chance. 

This allotment of new shares is done on pro-rata basis. If the shareholder chooses to 
execute his right and buy the shares, he will be allotted the new shares. However, if the 
shareholder chooses to let go of his rights issue, then these shares can be offered to the 
public. 



Online International Interdisciplinary Research Journal, {Bi-Monthly}, ISSN 2249-9598, Volume-09, Feb 2019 Special Issue (02) 

 

 w w w . o i i r j . o r g                      I S S N  2 2 4 9- 9 5 9 8 
 

Page 128 

4 e-IPO 

It stands for Electronic Initial Public Offer. When a company wants to offer its shares to 
the public it can now also do so online. An agreement is signed between the company and 
the relevant stock exchange known as the e-IPO. 

This system was introduced in India some three years ago by the SEBI. This makes the 
process of the IPO speedy and efficient. The company will have to hire brokers to accept 
the applications received. And a registrar to the issue must also be appointed. 

Secondary Market 

After the primary market is the secondary capital market. This is more commonly known 
as the stock market or the stock exchange. Here the securities (shares, debentures, bonds, 
bills etc) are bought and sold by the investors. 

The main point of difference between the primary and the secondary market is that in the 
primary market only new securities were issued, whereas in the secondary market the 
trading is for already existing securities. There is no fresh issue in the secondary market. 

The securities are traded in a highly regularised and legalized market within strict rules 
and regulations. This ensures that the investors can trade without the fear of being 
cheated. In the last decade or so due to the advancement of technology, the secondary 
capital market in India has seen a great boom. 

Conclusion: 
                             Our analysis shows that in direct finance, i.e. financing via financial 
markets with intermediaries, we still need financial markets without intermediaries, we 
still need specialised intermediaries who will facilitate the flow of funds from investors to 
demanders of money. However, it is important to mention that these intermediaries do 
not collect the savings from investors in order to decide about possible investments on the 
stock exchange, 
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