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1 WHAT DO FINANCIAL MARKETS DO?
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Financial Markets and ProductionFinancial Markets and Production

Bill AlBill Alex
100,000 yen cash
No plan to spend

No cash
100 000 en in estment planNo plan to spend 

the money on
100,000 yen investment plan 
to yield 140,000 yen after 1 year

l d

40,000

100,000 100,000
lend

invest ,

100,000

pay back
20,000100,000

20,000

3Both would be better off.



Financial Markets and ProductionFinancial Markets and Production

Bill Alex

What if Bill also has his own investment plan?

Bill Alex
100,000 yen in cash
100,000 yen investment  plan 

No cash
100,000 yen investment plan 00,000 yen investment plan

to yield 110,000 yen after 1 year
00,000 yen investment plan

to yield 140,000 yen after 1 year

Bill should give up his own planBill should give up his own plan 
and invest his money on Alex because …

Bill AlBill Alex

Bill on his plan 110,000 0
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Bill on Alex’s plan 120,000 20,000



Financial Markets and ProductionFinancial Markets and Production

The people who have the most productive investment 
opportunities are not always the people who have enough money.  

Financial markets channel funds from less productive investment 
opportunities to more productive ones, thus expanding the total pp p , p g
production in our economy. 

If the total prod ction e pands e er one in the econom co ldIf the total production expands, everyone in the economy could 
be better off without worsening anyone.  

If one use of the same funds produces more than another use, 
we say “the funds are used more efficiently.”  
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Financial Markets and ConsumptionFinancial Markets and Consumption
spending

i h

Bill

income

p g
repay with 
interest

Bill
this year

Alex
lend

next year

Wi h fi i l k Wi h fi i l k

spending  =  income

Without financial markets:

spending  ≠ income

With financial markets:
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Financial Markets and ConsumptionFinancial Markets and Consumption

Financial markets channel funds 
from those who earn more than they need today (Alex)
to those who will earn more than they need in the future (Bill).   

P l th t th i di tiPeople can smooth out their spending overtime.  

People are better off making small spending for a long time 

Financial markets could help everyone (B & A) to be better off

People are better off making small spending for a long time
than making large spending for a short time.  

Financial markets could help everyone (B & A) to be better off.  
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What Do Financial Markets Do?

Production
Financial markets channel funds from less productive 
use to more productive use, thus increasing the amount 
of goods or services produced in the overall economy.  

Consumption
Financial markets could expand our choices for spending p p g
pattern, thus making us better‐off.    
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How to Raise Funds: Debt/Bond
A borrower raises funds by issuing(selling) securities 
that specify a claim on the issuer’s future income

To Issue a “Debt / Bond”1

that specify a claim on the issuer s future income.  
“Financial Instruments”

/

Security 1,000 1,000 1,000

150,000

Issuer 
(borrower)

maturity date1st Year 2nd Year 3rd Year

(borrower)

buyer 

150,000 Securities(lender)

Fixed amount of money (principal and interests) 
which are initially specified are paid at regular 
i t l til th t it d tintervals until the maturity date
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How to Raise Funds: Equity

To Issue an “equity”2

Issuer 
(borrower)

Security 2,000 500 1,000

1st Year 2nd Year 3rd Year

(borrower)

buyer 
(lender)

“Di id d ” id l i l

(lender) 150,000

“Dividends” are paid at regular intervals, 
which are not specified and depend on the issuing 
company’s performancecompany s performance.  

No maturity.  Dividends are permanently paid.  

10



Financial InstrumentsFinancial Instruments

k i (銀行預金)Bank Deposits(銀行預金)

Bank Loans(銀行貸出)
Debt

Corporate Bonds(社債)

State and Local Government Bonds(国債・地方債)Bond

C S k (株式)

State and Local Government Bonds(国債 地方債)

Commercial Papers（コマーシャルペーパー）

Bond

E it Common Stocks(株式)Equity

S f h fi i l i l f iSome of the financial instruments also function 
as a means of settlement, circulate as “money.”
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