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UNIT 2 FINANCIAL MARKETS AND
INSTITUTIONS
Objectives
After reading this unit, you should be able to:

r recognise the various instruments of Financial Market; and
r

identify various participants in Money Market and Capital Market.
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2.1

INTRODUCTION

The basic function of financial market is to exchange funds, from one party to
another. In business world, the demand for funds arises for different purposes and
periods. For example, funds for working capital may be required for short period
ranging from one month to one year whereas, for fixed assets the funds maturing ten
to twenty years may be needed. Hence, there are, in fact, dozens of financial market;
markets for corporate bonds and equity shares, Government and semi-Government
securities, mutual funds, markets like; foreign securities, public sector bonds and
equities, etc. In fact, the markets in which these funds or securities are traded reflect
difference in purposes, maturities and risks. On such basis, the financial markets can
be classified into two broad categories which are as under:
1)

Money Market

2)

Capital Market.

Money Market
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The term ‘Money Market’ is a little bit misleading term. It does not mean the market
where different currencies are traded or exchanged, that is called foreign exchange
market. In fact, money market is related with short term loans or securities, normally
maturing within one year. In simple term, money market is that market where short
term financial instruments that mature within a year or earlier are traded. For
example, short term loans or deposits of banks, commercial papers, certificates of
deposits of banks, commercial papers, treasury bills and notes, etc.
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Money Market instruments or short-term financial assets are near substitutes for
money. The risk of capital losses (money risk) and risk of default are very low in
comparison to capital market. Since the change in interest rates does not affect their
prices very much due to short period maturity, money market risk is very low. Further,
the default risk is also very low because major participants in this market are
governments, central bank, commercial banks and other important institutions. That is
why money market instruments are most liquid and can be turned over quickly at low
transaction cost without loss.
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The other objective of money market is to provide the means by which individuals,
institutions and governments may be able to rapidly adjust their actual liquidity position
to the amount desired. It is the place where temporary cash surpluses are adjusted
with temporary cash deficits. So it assures the borrowers that they can obtain shortterm funds quickly and the lenders to convert their short term financial assets into
cash. The Central Bank of the country is responsible for regulating and controlling the
money supply and operations in the money market. Hence, Central Bank is a major
participant in the money market.
Capital Market
As the name indicates, a capital market is a market which provides capital funds to
the needy persons or firms. It means the capital market deals in capital which can be
used to mean the money value of the instruments of ownership and of long term
claims to assets. In other words the capital market is the place where such financial
instruments which provide long term and medium term funds are traded. Various
institutions and firms, popularly known as financial institutions, assist in this process.
It is noted that capital markets are the complex of various institutions and mechanism
through which available long term resources are pooled and transferred to the
interested business firms, governments, individuals and other agencies. These funds
are made available on the basis of purpose and requirement of the borrowers.
Therefore, the capital market can further be classified into various categories like
primary and secondary market, equity and debt market, mortgage market, stock
market, securities market and so on.
In the capital market, much investment is direct and internally financed. For example,
a lot of funds are internally generated by the business units from their business
earning and directly invested in the long term fixed assets like plant and machinery,
equipments, premises and other assets. These funds are directly employed by the
borrowers without the help of financial institutions. Further, it is also noted that in the
capital market the individual investors (oftenly known as household investors) also
meet the long term funds requirement of the borrowing firms. Sometimes, they
directly invest through primary markets and sometimes through other financial
institutions; popularly known as indirect financing.

2.2

PARTICIPANTS IN MONEY MARKETS

As stated earlier, the money market is the place or mechanism where short term
funds are raised. These funds are obtained at the varying rates depending upon the
sources of funds, the credit standing of the borrowers, maturity period, etc. There is
also a secondary market where old outstanding short term claims or securities are
traded at the rates determined by demand and supply position of these assets.
Money market consists of specialised sub-markets which deal with specific type of
short term funds and instruments. Important among these are call money market,
treasury bills market, commercial bills market; short term loan market. On the basis
of these specialised sub-markets, the important participants in the money market are:
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2.2.1 Central Bank
The Central Bank of any country is the apex monetary institution in the money
market. It regulates and makes policy relating to monetary management in the
country. It serves as the government bank because it performs the major financial
operations of the government. It is one of the major participants in the money market
because it also participates in a big way in the market to purchase and sell various
securities, specifically those issued by the Government. In brief, the Central bank is
an organ of the government which participates in financial markets in different ways.
These are:
a)

By issuing of currency notes which is directly and solely under the purview of
the Central Bank. For example, in our country Reserve Bank of India (RBI) has
been given the sole authority to issue various currency notes except one rupee
notes and coins and subsidiary coins. For this purpose, the RBI maintains a
separate department known as the Issue Department.

b)

By working as the agent and adviser of the Government specifically concerning
to the financial matters, such as loans, advances, servicing of debts, etc. It also
performs such functions of the Government Departments, Government Boards
and public undertakings. It also makes arrangements to meet the financial
requirements; both short term as well as long term in anticipation of the
collection of taxes or raising funds from the public. Further, the Central Bank
also advises the government in formulation of its economic and financial policies
on national as well as international matters.

c)

By acting as bankers’ bank in the financial market the Central Bank regulates
the banking operations in the country. How much rate of interest would be
charged and paid on advances and deposits by the bankers is regulated by the
Central Bank. Undoubtedly, the Central Bank holds a privileged position and all
the commercial banks have to deposit a pre-decided fixed percentage of their
deposits with it. The Central Bank has the power to increase or decrease this
percentage upto the specific limit.

d)

By maintaining adequate foreign exchange reserve for meeting the requirements
of foreign trade and servicing of foreign debts. It also ensures the stability of the
currency at international level. For these purposes, the Central Bank has to
participate in a big way in domestic as well as foreign financial markets.

From the above, it is evident that Central Bank of the country plays a significant role
in money market by participating in different capacities.

2.2.2 Commercial Banks
Another significant participant in the money market of a country is commercial bank.
A major portion of the total operations of the money markets is conducted through the
commercial banks. The basic functions of commercial banks are borrowing and
lending of money. They borrow money by accepting all kinds of deposits from the
public at large, repayable on demand or otherwise. These deposits can be withdrawn
by cheques, drafts, pay order or otherwise. The banks employ these pooled funds in
the form of loans and advances to those who are in need of them.
The commercial banks assist in mobilising the public savings which are normally in
the form of small holdings and then combining the same into a huge lot for the
purpose of investment into business sector. In general, these banks meet the short
term financial needs (working capital needs) of the business firms through the
mechanism of cash credit, discounting bills, hundies, promissory notes, overdraft
facility and other short-term debt instruments.
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Besides accepting deposits and granting loans and advances, the commercial banks
also provide a range of other services in the capacity of agent, for their clients. They
undertake the payment of subscription, insurance premium, rent, royalty, interest
dividend, etc. on behalf of their clients. They also collect the amounts arisen due to
interest, dividend, rent, salary and wages, commission for their customers. These
banks also, sometimes, advise their clients relating to sale and purchase of various
securities and in designing their investment portfolio. This service is popularly known
as ‘Portfolio Management Service’.

Financial Markets
and Institutions

2.2.3 Indigenous Financial Agencies
Indigenous financial agencies are important participants in money market, specially in
unorganised sector. They comprise of money lenders (Village Sahukars) and
indigenous bankers. Money lenders are normally referred to those persons whose
main business is to provide financial assistance to rural farmers, artisans and others.
On the other hand, indigenous banker is referred to an individual or private firm
receiving deposits and dealing in hundies or lending money. However, it is very
difficult to draw a line between money lenders and indigenous bankers. The banking
commission has pointed out in this regard as, “while the former lends his own funds,
the latter acts as a financial intermediary by accepting deposits, or avails himself of
bank credit”.
The basic function of these agencies is to provide usually short term loans to both
urban as well as rural borrowers. Normally they finance in land trade including the
movement of agricultural commodities such as cotton, oil seeds, sugar and others.
The main technique of their financing is discounting of hundies and bills. Sometime,
they also lend money by mortgaging immovable property like houses, land, fixed
assets, etc. The rate of interest charged by them is normally very high in comparison
to the banks.
As stated above, money lender’s lending policy is flexible and informal which is based
upon their personal contacts with the clients. So their policies are not uniform and
vary from place to place. Since the loans are provided mostly on the personal
security, so the size of loan and the rate of interest to be charged also differ from
client to client. In some cases, they charge a very high rate of interest to cover the
risk. In brief, indigenous financial agencies provide financial assistance, usually short
term, to rural and semi-urban borrowers at the different rate of interest depending
upon the personal capability and risk involved.

2.2.4 Discount Houses
Discount houses are important constituents of the money market. The major function
of these houses is to discount trade bills of traders so as to provide adequate liquidity
in the market. These houses are normally found in the developed money market, e.g.
London Money Market. There are about twelve discount houses in the London
money market.
The organisational structure of these houses is very simple. Normally they are set up
in public limited company form and the number of persons employed by them are not
very large. They work independent of other financial institutions. Since their main
activities are concerned with discounting of traders’ bills, so the size of their capital is
relatively small. They usually rely on borrowed funds.
Discount houses play a significant role in business world specifically in money
market. They assist the market making more liquid by discounting the trade bills.
Further, by endorsing these bills, they sell these bills to commercial banks to raise
funds so that they can facilitate this service further to the traders. Besides this, they
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also provide guarantee to the bankers for payment of bills on maturity by the traders.
In case of default, they take the responsibility of payment. In this way, discount
houses provide very flexible instrument whereby the bankers are able to adjust their
cash positions through these houses.
Besides discounting the trade bills, these houses also deal in short term government
securities. From the past practice of the discount houses of London, it is observed
that these houses also invest in Treasury Bills, commercial bills, other Government
securities, bonds and certificates issued by the Local Authorities and public
corporations. Hence, major portion of the earnings of these houses is derived from
commission received on discounting of the trade bills and interest accrued on
investment.
In brief, a discount house is an important organ of a developed money market.
However, in India, such discount houses which are specifically engaged in this service
are not existed. This facility is normally provided by the commercial banks and other
financial institutions in our country.

2.2.5 Acceptance Houses
Another important participant in the money market is Acceptance house. They play a
significant role in providing more liquidity in the money market through borrowing
short term loans from the banks and lending the same to the traders. In other words,
the acceptance houses accept the bills of exchange which are drawn on them either
by the seller or the buyer of the goods so that the accepted bill can further be
discounted from the discount house.
Acceptance house is an important organ of a developed money market. They not only
accept the bills which are drawn on them, but also performs some other functions like
normal banking facilities; both domestic and foreign, short term loans to the traders,
regulating their clients’ open credit, advising on shipping and insurance problems
arising out of the financing of trade, etc. Further, it has been noticed that some
acceptance houses have also started medium as well as long term financing for major
projects.
In brief, acceptance houses provide adequate liquidity in the secondary market
through accepting the bills so that these (bills) can easily be discounted by the
discount houses and other banks. By doing this, they enhance the credit worthiness of
their clients (traders) in the money market. However, the existence of these houses
are very rare and is seen only in developed money market like London money
market. In India, the market is still in its infancy stage of such participants.
Activity 1
a)

List the participants in the Money Market?
......................................................................................................................
......................................................................................................................
......................................................................................................................
......................................................................................................................

b)

Define:
i)

Discount House.
.............................................................................................................
.............................................................................................................
.............................................................................................................
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ii)

Acceptance House.
.............................................................................................................
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.............................................................................................................
.............................................................................................................
iii)

Indigenous Financial Agencies.
.............................................................................................................
.............................................................................................................
.............................................................................................................

2.3

PARTICIPANTS IN CAPITAL MARKETS

In this section, only such financial institutions and other agencies which are actively
participating in capital market or facilitating the capital market process are described
here. These institutions can be classified into two categories:
a)

Banking institutions

b)

Non-banking financial institutions

2.3.1 Banking Institutions
Though there is no hard and fast rule to distinguish between banking and non-banking
institutions, however in this section, banking institutions simply refer to such banks
which accept the long term deposits from the public and then lend to the borrowing
community. Various forms of these Banking Institutions are: commercial banks, cooperative banks, land development banks, foreign banks, regional rural banks, etc.
Some of the important activities of these banks are discussed below in brief:
Commercial banks, besides meeting short term funds requirement of the borrowers,
now they also participate in capital market activities. These banks accept long term
deposits from the public at large providing opportunity to invest their savings. Further,
now these commercial banks also meet long term funds requirement of all types of
business undertakings like tiny, small, medium and large units. They also provide long
term finance to transport operators for buying the vehicles, dealers in various goods,
farmers, professionals’ and self-employed persons, etc.
Banks also provide long term finance for special purposes like advances against fixed
deposits receipts, advances against gold and gold ornaments, advances for durable
goods like vehicles, televisions, refrigerators, washing machines, furniture, etc. They
also assist for construction of houses, purchase of plots and expansion or renovation
of the existing building. In brief, the commercial banks take active part in providing
long term funds to different borrowers.
Another important constituent of banking system which facilitates the capital market
activities is cooperative banks. The basic function of these banks is to provide
financial assistance to agriculturalists and others, normally through cooperative
societies. In addition to this, they also carry on commercial banking activities like
acceptance of deposits, loans on securities, gold and other goods, working as agents
on behalf of their clients, etc. Further, they also act as ‘balancing Centres’ making
available temporary excess funds of one primary society to another which are in need
of them. In fact, these banks normally focus on providing short and medium term
financial requirements to agriculturists, artisans and others.
Land development banks meet long-term and medium term funds requirement of
agriculturists to purchase agricultural machinery and implements, affecting permanent
improvement in land, liquidating old debts etc. Further, in this regard, regional rural
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banks are also providing credit and other facilities specially to the small and marginal
farmers, agricultural labourers, artisans and small entrepreneurs in rural areas.
2.3.2 Non-Banking Financial Institutions
Apart from some banking concerns described above, a lot of capital market activities
are performed by the other financial institutions which are of non-banking nature.
They actively participate in capital transformation process from savers to investors in
an economy. They collect funds by accepting deposits from individuals and others and
lend them to trade, industries, government, etc. They buy and sell instruments and
also create new instruments as per different needs of the savers. The various forms
of non-Banking Financial Institutions and their role in Financial Markets are described
hereunder:
Investment Banks
Investment banking institution may be defined as financial intermediary which is
responsible for garnering the savings of thrifty people and directing these funds into
the business enterprise. The basic functions of these investment banks are:

•
•
•
•
•

long term financing of business undertakings
marketing of shares and debentures
acting as security middlemen
advising in marketing of an issue

acting as an insurer instead of outright purchase of security etc.
Investment banks are very much popular in developed countries specifically in USA.
The functions of investment bankers in USA, are classified into two broad groups:
(1) Functions relating to formation of new capital; (2) Functions subordinate to capital
formation. The function concerning formation of a new capital is related with the
participation in formation of new capital for both new as well as old undertakings. It
includes all such activities like originating, under-writing, purchase and sale of
securities, etc., in the first category whereas in the second category, it comprises of
working as broker or dealer, offering security, counselling, advising, security
substitutions and other allied services. In brief, these institutions play a significant role
by providing the necessary capital for the long term needs of business world. That is
why, these are also known as the ‘entrepreneurs of entrepreneurs’. Some of these
functions have been taken over by merchant banks in India.
Merchant Banks
Merchant banking activities were firstly developed in early nineteenth centuries in the
U.K. when trade between countries was financed by bills of exchange drawn on the
principal merchant houses. Recently, it has attracted the attention of all financial and
consultancy firms. Merchant banks, in essence, are financial institutions providing
specific services like acceptance of bills of exchange, corporate issue management,
portfolio management services, project counselling and financing, corporate
restructuring, etc. Needless to say that the scope of merchant banking activities is too
vast and there would be more and more challenges ahead.
Basically merchant banking activity is an institutional arrangement providing financial
advisory and intermediary services to the corporate sector. One merchant banker
may specialise in one activity only, simultaneously he may take up other supportive or
complimentary activity. In fact, there is a wide range of financial activities which
come under the purview of merchant banking, a few among these are narrated
below:
30
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i) Corporate Counselling: The major function of a merchant banker is to advise the
corporate sector units on various matters like in locating area/activities of growth and
diversification, appraising product lines and future trends, rejuvenating old company
and ailing sick units by appraising their technology, process, etc.
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ii) Project Counselling: Project counselling is another important merchant banking
activity which includes preparation of economic, technical, financial and feasibility
reports. Further, it also covers project viability and procedural steps for its
implementation. Besides these, project counselling may include identification of
potential investment avenues and pattern of financing.
iii) Capital Restructuring: The basic objective of capital restructuring is to advise
the management of the unit in designing its capital structure in such a way that it
could achieve maximum potential out of its financial resources. This may include
redesign of debt-equity ratio, reserve and surplus, capitalisation of reserve, asset
structure ratio, debt servicing with overall impact on funds generating capacity of
corporate unit.
iv) Issue Management: The basic objective of issue management activity is to
make all arrangements for mobilising resources from the capital market for its client
by issuing securities like equity shares, preference shares, debentures, etc. This
includes taking consent/approval of the Government Agencies, drafting of prospectus,
selection of brokers, under-writers, bankers, registrar, advertising agency, etc.
v) Portfolio Management: Merchant bankers render expert advice on matters
pertaining to portfolio management of their clients. They advise which securities
should be purchased or sold and assist in designing optimum portfolio within the
purview of risk, return and tax bracket of the investors,
vi) Credit syndication: The merchant bankers make arrangement of credit
procurement and project finance for their client units. In this regards, they contact
with banks and other financial institutions both in India and abroad for raising rupee
and foreign currency loans. Sometimes, they also arrange bridge finance and other
funds for cost escalations or cost over-runs.
vii) Corporate restructuring: External restructuring for the overall better
performance of corporate units is another important service rendered by the
merchant banks. In this regard, merger, acquisition, amalgamation, takeover; alliances,
reconstruction etc. are various possibilities, which can be explored among the
interested units. The merchant banks assist in such negotiation and also guides in legal
documentations, official approval, tax matters, etc. of the proposed merged unit.
viii) Working capital finance: The merchant banks assist in arranging working
capital finance for their clients. They advice the possible sources from where the
working capital finance can be arranged, Further, sometimes, they also manage to
enhance cash credit facilities for their clients.
ix) Credit Bills Discounting: This is one of the major service which is rendered by
the merchant banks specially in developed countries like U.S.A., U.K. etc. They
make arrangement for providing bills discounting facilities for their clients after
contacting the acceptance houses and discount houses. In this regard, reputation and
creditability of the merchant bankers also play a significant role in this arrangement.
Merchant banking in India is also gaining popularity. Various public financial
institutions, commercial banks and their subsidiaries, foreign banks, state financial
corporations, state industrial developmental corporations, private non-banking finance
companies, etc. are engaged in at a large scale in this service.
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Investment Companies
Investment companies are such institutions which collect the funds from the people
(generally house-hold savers) through a specific financial instrument, i.e. unit, share,
debenture, etc. and then invest these pooled funds in the suitable securities depending
upon the objective of that scheme. In general, the basic objective of such investment
companies is to get enhanced benefits of large and pooled resources through low risk
and expertise.
Investment management in these days has become a complicated and risky task. A
lot of information and adequate knowledge are required for successful investment of
funds. Further, these incur a huge cost for collecting information and hiring experts of
this field. All this is not possible in case of small investors who has limited resources,
inadequate knowledge and limited information. As a result, the establishment of
investment trust or companies can be useful in this regard.
The major investment type companies include investment trusts, mutual funds,
common trust funds of commercial banks, management investment companies, unit
trusts, etc. The mutual funds have had a mushroom growth in Indian investment
market. These investment companies can be classified into two categories:
a) Management Investment Companies
b) Unit Trusts.
a) Management Investment Companies: These companies are also known as
Discretionary trusts or mutual funds. The managements of these trusts enjoy wide
discretionary powers relating to selection of various securities for designing of their
investment portfolio. In other words, the investment pattern of such trust will not be
fixed but be rather flexible depending upon development of the market. These
companies can further be divided into two categories; close ended and open ended. In
the first category, the capitalisation of the company is fixed and not changed before a
particular period. In other words, share holders cannot get back their investment from
these companies before a particular period. Whereas in the case of open ended
companies, the investors can sell and buy their shares from the company, and hence,
no limit to capitalisation. In other words, such companies make a continuous offering
of new shares at prices near to their net asset value and shares are redeemable at net
asset value on short notice.
b) Unit Trust : This is a specific type of investment company which is normally
established under a particular Act. The funds are raised from the large number of
investors through selling of units, and the persons to whom the units are sold are
called the unit holders. The holders of these units are the owners of the trust who
have a real interest in securities, which constitute the trust fund. A certificate of units
is issued to each unit holder which represent their holdings in the trust’s property.
Normally, a unit trust is established as an open-end investment company. Unit Trust of
India is an example for this.
In brief, investment companies are important participants in the capital markets. They
mobilise funds from a large number of investors and channelise the same for
productive purpose through financial markets. .
Insurance Companies
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Insurance companies have emerged as prominent participants in the capital markets
because of the availability of huge funds at their disposal for investment purpose.
These companies can be classified into various categories such as Life insurance
companies, general insurance companies, marine insurance companies which cover
risk arising from fire, accidents, natural calamities for human lives, vehicles, houses,
durable goods, fixed assets, etc. Among these life insurance companies are dominant
due to their large size and protection from state.
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Life insurance companies perform two major functions; firstly, protection of policy
holders against loss due to pre-mature death and secondly investment of funds in
various financial instruments. The major source of funds of these companies is
premium received from the policy holders. Being the custodians of policy holder’s
savings, the responsibility of these companies to the public is very high. Hence the
investment policy is usually different from that of other institutions. The major portion
of the fund is normally invested in Government and Semi-Government securities,
fixed income securities of public sector units and other corporate sector units. For
example, in India, Life Insurance Corporation of India has been allowed to invest not
less than 50 per cent of its total investible funds in marketable securities of Central
Government, State Government and guaranteed by the Central Government.
‘
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Apart from life insurance companies, general companies which are in insurance
business of fire, marine and others also have huge investible funds to employ in the
business sector. For example, General Insurance Corporation of India (GIC) is
participating, actively in the capital market. In brief, insurance companies recently
have become an important constituent of capital markets all over the world.
Development Banks
Development banks which came into existence after the second world war are now
most active participant in the capital markets all over the world. Their main objective
is to hasten the pace of industrialisation by supplying basic ingredients of development
like finance, knowledge and entrepreneurship skills. So a development bank is a
hybrid institution which combines in itself the objectives of finance corporation as well
as of development corporation.
Development banks, also known as financial institutions, are primarily engaged in
providing long term financial assistance to the industrial units, usually of all categories.
The financial assistance is provided in various forms like extending term loans,
subscription to shares and debentures, underwriting capital issues, guarantee of term
loans, guarantee in respect of deferred payments by importers, etc.
In India, some major development banks are : Industrial Finance Corporation of India
(IFCI) , State Financial Corporations (SFCs), State Industrial Development
Corporations (SIDCs), Industrial Reconstruction Bank of India (IRBI). IDBI and
ICICI which were orginally started as developmental banks got converted themselves
into universal banks in order to face the challenges in the liberalised environment.
Pension Funds
Pension funds and retirement plans of all types have become important investors and
participants in the capital markets recently. These constitute huge investible funds
which needs judicious selection of investment outlets as per the requirement of
particular fund or plan. In developed countries, private pension plans or corporate
pension funds have become major constituent of the capital market largely in the
second half of the twentieth century. In a pension plan, pension holders are provided
with a fixed amount in particular currency each month, often calculated as a multiple
of the number of years worked in that organisation. Sometimes, the terms and
conditions of plan agreements may differ, however, mostly pension payments are
fixed for a period of time. Because contributions are usually made by the employers,
so they should select such investment outlets which could provide them high rate of
return, and at the same time are not very risky. It has been observed that assets in
pension funds grow over long period because most of the employees who come under
a plan are a number of years from retirement. So, for longer period, contributions
made by those who are employed exceed the payments of those who have retired.
Therefore, adequate precautions should be taken while selecting investment avenues
for such funds.
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Finance Companies
Another important participant in the capital market is private sector finance
companies. These companies collect funds from the people through shares,
debentures, fixed deposits and short term loans from banks and other corporate units.
Sometimes, a huge fund is also raised through inter-corporate deposits. In some
cases, it is noticed that they raise fund at a very high rate of interest. So, these
companies have a quite different liability and capital structure from that of other
public financial institutions. Relatively they have large proportion of equity capital.
It has been further observed that in these companies, a large part of outstanding
liabilities is unsecured.
Most of the finance companies go for financing of consumer durable goods,
automobiles, furniture, etc; normally on instalment basis. Besides, they also provide
short term business credit to the business firms and professionals. Thus, these finance
companies have to compete with commercial banks and other financial institutions
which provide such loans.
Undoubtedly, their rate of interest on the loan is very high in comparison to the
bankers, but still consumers prefer to go to these units due to easy availability and less
formalities. In brief, finance companies play a significant role in capital market
fulfilling financial needs of specific section of the society. Further, they borrow in both
money market and capital market, so they create a link between these markets and
relationship between long term and short term interest rates. Unfortunately, the
performance of these companies, recently in India, is not found satisfactory.
Activity 2
a)

List the participants in a Capital Market.
......................................................................................................................
......................................................................................................................
......................................................................................................................
......................................................................................................................

b)

Distinguish between an:
i)

Investment Company and Finance Company.
.............................................................................................................
.............................................................................................................
.............................................................................................................
.............................................................................................................

ii)

Investment Bank and Merchant Bank.
.............................................................................................................
.............................................................................................................
.............................................................................................................
.............................................................................................................

iii)

Investment Bank and Commercial Bank.
.............................................................................................................
.............................................................................................................
.............................................................................................................
.............................................................................................................
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SUMMARY

Financial markets facilitate trading in financial assets. These assets are also referred
to as financial instruments or securities. Since financial assets are not consumed,
what is bought and sold is their use for a particular period of time. There are many
agencies which are participating in the financial market operations and are facilitating
the process of transfer of funds from surplus units to deficit units. Financial Markets
can be classified as money markets and capital markets. In this unit, Participants in
each of these segments of the financial market are discussed separately. The major
participants in the money market segment are; the Central Bank, the Commercial
Banks, indigenous Financial Agencies, Discount Houses and Acceptance Houses.
The major players in the Capital Market are; the Banking Institutions and the nonBanking Institutions. Figure. 2.1 gives bird’s eyeview of the various participants in
Financial Markets.
Participants in Financial Markets

Money Market
Prticipants

Central
Bank

Commercial
Bank

Capital Market
Participants

Indegenous
Financial
Agencies

Commercial
Bank

Investment
Banks

Merchant
Banks
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Figure 2.1: Participants in the Financial Markets

2.5

SELF ASSESSMENT QUESTIONS

1)

Explain the term Money Market and who are the different participants in a
money market?

2)

Explain the term ‘Capital Market’. Who are the various participants in capital
market.

3)

What are the various non-banking finance institutions that are involved in the
Capital Market operations.

4)

Describe the role of the Central Bank in Financial market operations.

5)

Enumerate the various financial activities that are undertaken by a merchant
banker.
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2.6
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