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Meaning: It is a market which is used for creation and exchange of financial assets. It helps to link the savers 

and investors by mobilizing funds between them. It allocates funds available for investment into most  

productive investments opportunities.  

 

Functions of Financial Markets: 

1. Mobilization of Savings and channelize them into most productive uses: The main aim of financial market is 

to mobilize savings of savers and re-allocate to investors, those who require funds for the modernization,  

expansion or new business etc. Savers are generally keeping their savings into banks or financial corporations. 

After analyzing the potential of various investors, banks and financial institutions invest the amount in  

corporate houses. 

2. Facilitate price discovery: Price of products are decided by the demand and supply. Fund/money is invested 

in various forms like shares, debentures etc. Demand and supply help in determining the price of various  

securities. Example: Due to the foreign investment in any company, price of the securities of that company  

will increase, which in turn increase the demand of that securities in the market. When people deposit their  

surplus in bank, due to increase of bank deposits, demand for bank loan decreases, which ultimately decrease 

the interest rate. 

3. Providing liquidity to financial assets: Financial market provide liquidity to financial assets. Investors can  

realize their investments on requirement. This enables the investors to put their money with financial  

institutions and invest in securities. It enhances the confidence of potential investors also for new investors   

to keep their surplus funds in financial market. 

4. Reducing the cost of transactions: Cost of transactions includes brokerage, advertisement for raising funds, 

underwriting commission and other costs required to incur to get relevant information about financial market 

These costs are incurred by both borrowers and lenders. Financial market aims at reducing such costs of  

transactions by providing valuable information about securities being traded. It helps to save time, money and 

effort of both savers and investors. 

 

Classification of Financial Market: 

1. Money Market                                                   2. Capital Market 



1. Money Market: In money market funds are raised for short period i.e., for one day to one year. The main  

purpose behind raising fund for money market is to finance working capital. The main instruments traded  

Which traded in money market are commercial papers, treasury bills, certificate of deposits, call money etc. 

Participants of money market are RBI, Commercial banks, Non-banking financial companies etc. It is a market  

where low risk, unsecured and short-term debt instruments are actively traded every day.  

 

Money Market Instruments: 

Treasury Bills:  

1. It is an instrument of short-term borrowing raised by the government. It is issued by RBI on behalf of the 
government. 

2. It is an unsecured instrument. But the risk of default is negligible as its redemption is promised by 
government. 

3. No interest is provided against treasury bill, but it is issued at discount and redemption is made at par. 

Therefore, the difference between the issue price and redemption price is considered as interest. As no 

interest is provided, so it is also known as zero coupon Bond. 

4. These bills are issued in multiple of Rs. 25,000. 

 

Commercial Papers:  

It is an instrument issued in the form of a promissory note. Regulations of commercial paper comes under the 
purview of RBI. 

It can be issued for maturity period between 15 days to one year. 

Commercial papers can be issued in denomination of Rs. 5 lakh or multiple there-of. 

It aims at highly rated corporate borrowers to diversify their sources of short-term borrowings. 

It also provides an addition instrument to short term investors. Commercial paper can be issued to finance 
flotation cost required to incur to raised funds from long-term sources. This is also known as bridge financing. 

 

Certificate of Deposits: 

It is a savings certificate issued by commercial banks with a fixed maturity date, it specifies fixed rate of  

interest and can be issued in any denominations. It restricts withdrawals of funds until the date of maturity. 

It can be issued to individuals, corporations and companies during the period of tight liquidity, when the  

deposit growth of bank is slow but the demand for credit is high. 

It also known as time deposits. Its maturity period is 91 days to one year. 

 

Call Money:  

It is used for inter-bank transactions. 

The main function of this instrument is to redistribute the surplus funds of banks among other banks that 
have temporary deficit of cash. 



It can also be raised to comply with the requirements of RBI to maintain CRR (Cash Reserve Ratio) and SLR 
(Statutory Liquidity Ratio). 

It is repayable on demand and its maturity period is 1 day to 15 days. Interest paid on Call money is also 
known as call rates. it varies on day to day even on hour-to-hour basis. 

There is an inverse relationship between call rates and other short term money market instruments. A rise 

in call money rates make other sources of finance such as commercial papers and certificates of deposit 
cheaper. 

 

Commercial Bill:  

When goods are sold on credit, the buyer becomes liable to make payment on a specified date in future. For 

this, seller draws the bill and buyer accepts it. After buyer’s acceptance the bill becomes a marketable  

Instrument and is called a trade bill or bill of exchange. If, the seller needs funds before the date of maturity, 

these bills can be discounted with a bank.  When a trade bill is discounted by a commercial bank, it is known 

as commercial bill. Therefore, a bill of exchange issued by a commercial organization to raise money for short- 

term need is known as commercial bill. 

 

2. Capital Market: In capital market funds are raised for medium-term or long-term. The main objective  

behind raising funds from capital market is to finance fixed assets or fixed capital. The main instrument which 

traded in capital market are Equity & preference shares, debentures and Bonds. 

 

Difference Between Capital Market and Money Market: 

Capital Market Money Market 

1. It is a market for borrowing and lending long-
term funds required business enterprises. 

1. It is global financial market for borrowing and lending  
Of short-term financial assets 

2. It is regulated by SEBI 2. It is regulated by RBI 

3. Maturity period of capital market instruments  
are more than one year. 

3. Maturity period of money market instrument is one 
year or less. 

4. In capital market, there is classification 
between primary market and secondary market. 

4. In money market, there is no classification between 
primary market and secondary market. 
 

5. In capital market instruments are issued to 
finance long-term project as capital contribution. 

5. Money market instruments are issued to meet working 
capital requirements of business. 

6. Capital market instruments are riskier both 
with respect to returns and financial 
repayments. 

6. Money market is generally much safer with minimum 
risk of default.  

7. Capital market instruments include Shares, 
Long-term debentures, Bonds etc. 

7. Money market instruments include Treasury Bills, 
Commercial Papers, Certificate of deposit, call money etc. 

8. Participants of capital market include Mutual 
funds, Financial institutions, investors etc. 

8. Participants of money market are Financial Institutions, 
Government, RBI, Banks etc. 

9. Capital market has wider scope than money 
market. 

9. To compared with capital market, the scope of money 
market is narrow. 
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