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Note: Attempt all Questions.  Give relevant examples where necessary.
Q1) 
a) What is Money and why it is important for any economy?

ANSWER

MONEY:

Money is a store of value, that is, you can save it for later use as it does not wear out or beak, it’s a unit of account, that is, it provides a common base for prices and it’s a medium of exchange for goods and services, that is, something that people can use to exchange other goods with for, for example, buy and sell from one another. Payments of goods can be done with money. Money is important and valuable to the economy and economy relies on money for the exchange of goods and services. It is widely accepted for trade by anyone around the globe. Money has evolved through different stages:
1. Commodity money 
2. Metallic money 
3. Paper money 
4. Credit money
 5. Electronic money
1) COMMODITY MONEY

Commodity money has a value apart from its use of money. A large number of items such as cows, goats, sheep, rice, grains etc. were used. However they lacked storage capability, durability transportability, divisibility and homogeneity.

2) METALLIC MONEY

Gold and silver were used as coins, stamped by a competent authority. As time passed, transportation and storage of coins became inconvenient and dangerous.
3) PAPER MONEY
Paper money is made of paper and functions as a medium of exchange. Initially paper currency carried a promise that it was convertible into a fixed quantity of precious metallic gold and silver. This promise was eliminated in 1914 in England and in 1933 in America. 
Fiat money: 
This money which is considered legal tender because the government says it is money.  It has no backing of gold, silver or government securities.
4) CREDIT MONEY OR BANK MONEY
Bank money is the use of cheques as the medium of exchange. Cheques have made it possible and easier to make transactions for large amounts. They are easier to transport. They are safe and provide receipts but they are not legal tender. 
5) ELECTRONIC MONEY STAGE

This is a modern system of transferring funds using Electronic Communications. Payments are now made through magnetic strip cards such as bank debit cards, credit cards, telephone cards etc. This form of banking has reduced processing costs, lead times for payments and increasing flexibility. These are also not considered legal tender.
IMPORTANCE
Money plays an important role in the economy. As in barter system where you have to find a particular person to exchange goods with, with money you don’t have to look for that particular person. A market is needed where you buy with money and sell for money. It makes the transactions easier and faster. It is this use of money that distinguishes a monetary economy from a barter economy. A monetary economy is one in which goods are sold for money and money is used to buy goods. It encourages economic growth and productivity. Furthermore, role of money lies in making the magnitude of investment independent of the current level of savings. Money is a source through which people can make rational decisions as money measures wealth and welfare.

b) What is Barter system and why it vanished?

ANSWER

BARTER SYSTEM

It is the direct exchange of goods for other goods, that is, when one good is exchanged with the other good without any use of money. It existed long time ago, with passage of time, human beings needs and wants increased. Some produced goods in greater quantity and some produced in lesser quantities. This system was used for centuries and long before money was invented. A farmer with eggs and milk can trade them to the local baker for a birthday cake and a loaf of bread. The baker then uses the milk and eggs to bake more bread, which she gives to the appliance repairman as payment for repairing her oven. Bartering easier to negotiate but lacks the flexibility of a currency system. Many small businesses accept non-monetary payments for their services and these bartered transactions are treated the same as currency transactions for tax-reporting purposes.
WHY IT VANISHED?

With time the wants and needs of people increases and inconvenience begin due to barter system. There was no common measure of wealth and value and there was also lack of store of value as the commodities could not be stored. In barter system you could not delay the payment of the money to the future. There were difficulties in transferring of wealth. Barter system was full of difficulties of exchanging goods and services between individuals. In the absence of easy exchange of goods and services the barter system worked as an obstacle to the division of labor and specialization among individuals which is an important factor for increasing productivity and economic growth. Furthermore, the process of economic growth leads to the expansion of production of goods and services and consequential rise in incomes of the people. The history of bartering dates all the way back to 6000 BC. Bartering did not provide the transferability and divisibility that makes trading efficient. 
For Example:

If someone has cows but needs bananas, they must find someone who not only has bananas but also the desire for meat. What if that individual finds someone who has the need for meat but no bananas and can only offer potatoes? To get meat, that person must find someone who has bananas and wants potatoes, and so on. The lack of transferability of bartering for goods is tiring, confusing, and inefficient. But that is not where the problems end, even if the person finds someone with whom to trade meat for bananas, they may not consider a bunch of bananas to be worth a whole cow. Such a trade requires coming to an agreement and devising a way to determine how many bananas are worth certain parts of the cow. 
Commodity money solved these problems. That’s how barter system vanished and money became a medium of exchange.
Q2) Explain in detail the Primary and secondary functions of Money.

ANSWER

Money plays a significant part in the economy and it’s valued. It has certain functions which are divided in primary and secondary functions and a derivation of them, the contingent functions of money.

PRIMARY FUNCTIONS OF MONEY
The primary functions of money are as following:

1. Money as a medium of Exchange 

2. Money as a unit of account 

3. Money as a standard of deferred payments 

4. Money as a store of value

1. MONEY AS A MEDIUM OF EXCHANGE

It’s the most significant function of money and is generally acceptable. Money is a medium of exchange. It’s used to pay for goods and services as well as sell goods and services for. It avoids the problem of double coincidence of wants and it’s an easier and faster way for making transactions. Labor division is encouraged. It facilitates trade worldwide.

2. MONEY AS UNIT OF ACCOUNT 
Money is a common measure of value for all the goods and services. It is used to compare goods. It is used to find the exchange ratio among goods and helps in calculating relative prices of goods and services. It facilitates maintenance of business accounts, which would be otherwise impossible.
3. MONEY AS A STANDARD OF DEFERRED PAYMENTS 
Money is useful in the purchasing of goods on credit as it is easy to borrow and lend 

Money as a standard of deferred payments means that money acts as a ‘standard’ for payments, which are to be made in future. Every day, millions of transactions take place in which payments are not made immediately. Money encourages such transactions and helps in capital formation and economic development of the economy. Money as a standard of deferred payments has simplified the borrowing and lending operations. It has led to the creation of financial institutions.

4. MONEY AS A STORE OF VALUE  
It does not deteriorate and stores value. Money as a store of value means that money can be used to transfer purchasing power from present to future. Money is a way to store wealth. Although wealth can be stored in other forms also but money is the most economical and convenient way. It provides security to individuals to meet contingencies, unpredictable emergencies and to pay future debts. Under barter system, it was difficult to use goods as a store of wealth due to perishable nature of some goods and high cost of storage. Money is easily portable. Money has the merit of general acceptability so it can be easily exchanged for goods at all times. Savings in terms of money are much more secured than in terms of goods as it does not wear out, break or rot.
SECONDARY FUNCTIONS OF MONEY

The secondary functions of money are that money has the potential to influence an economy, by influencing interest rates, price levels and resources. 

      1.   It aids to specialization, production and trade.
      2.   It influences the income & consumption. 

3.   Money is an instrument of making loans. 

4.   Money is a tool of monetary management. 

5.   it’s an instrument of economic policy.
CONTINGENT FUNCTIONS OF MONEY

Contingent functions are derived from primary & secondary functions.
1. It plays role in the distribution of national income.
2. It provides basis of credit system.
3. It’s the measure of marginal productivity 

4. It’s the liquidity of property

Q3)

a) What are Financial Markets and what are their roles in economic development?

ANSWER

FINANCIAL MARKETS

Financial market is a market that brings buyers and sellers together for trading in financial assets such as stocks, bonds, commercial papers, T-bills and currencies. 

Although there are many elements to a financial market, two of the most commonly used are money markets and capital markets.

PRIMARY FINANCIAL MARKETS
Primary financial markets are markets in which firms earn funds by selling financial assets such as shares or debentures to investors. For example, the sale of a new set of St George shares to the public.
SECONDARY FINANCIAL MARKETS

Secondary financial markets are markets in which investors’ trade financial assets such as shares or debentures with other investors. Businesses do not receive any money from secondary market transactions.

The main financial markets that operate in an economy are the share market, the debt market, the derivatives market and the foreign exchange market.

ROLE OF FINANCIAL MARKETS
Financial markets have a significant role in the allotment of resources. The market makes a link between borrowers and lenders. Financial markets create products that provide a return for those who have excess funds, those are lender/investors, making these funds available to those who need additional money, those are, and borrowers. The price setup in this market is the rate of interest. It gives loans to earn interest rates. Financial market is to set prices for the international trade, earn capital and transfer liquidity and risk. Financial markets create liquidity that allows businesses to grow and entrepreneurs to raise money for their enterprise. Financial markets are also the factor markets for capital in the economy. Capital is needed by businesses as an input into the production process, so that the goods and services required to satisfy the economy’s wants and they can be produced. Financial Markets provide an efficient process by which income that is not used for consumption can still contribute to aggregate demand. Savings from customers, businesses and governments cannot only be used for future consumption, but also to invest in capital, which increases the productive capability of the economy.

b) Inflation is one of the major economic problems in Pakistan. What are the causes of inflation and what are its remedies with reference to Pakistan?

ANSWER

INFLATION

Inflation is when prices increases and the value of money decreases in an economy. In other words when the level of currency of a country exceeds the level of production and value of money depreciates.
TYPES

Open Inflation 
The rate where costs increases due to economic trends of spending products and services.

Suppressed Inflation 

Existing inflation disguised by government price controls or other interferences in the economy such as subsidies. Such suppression, nevertheless, can only be temporary because no governmental measure can completely contain accelerating inflation in the long run. It is also called repressed inflation.

Galloping Inflation 

Very rapid inflation which is almost impossible to control or reduce.

Creeping Inflation 

Circumstance where the inflation of a nation increases gradually, but continually, over time. This tends to be a typically pattern for many nations. Although the increase is relatively small in the short-term, as it continues over time the effect will become greater and greater.

Hyper Inflation 

Hyperinflation is caused mainly by excessive deficit spending (financed by printing more money) by a government, some economists believe that social breakdown leads to hyperinflation and that its roots lie in political rather than economic causes.

CAUSES
Demand pull inflation
If the economy is at or close to full employment, then an increase in aggregate demand leads to an increase in the price level. As firms reach full capacity, they respond by putting up prices leading to inflation. Also, near full employment with labor shortages, workers can get higher wages which increase their spending power.

Aggregate demand can increase due to an increase in any of its components such as consumption, investment, government expenditure and net exports (C+I+G+X-M).
We tend to get demand-pull inflation if economic growth is above the long-run trend rate of growth. The long-run trend rate of economic growth is the average sustainable rate of growth and is determined by the growth in productivity.

Cost push inflation
If there is an increase in the costs of firms, then businesses will pass this on to consumers. There will be a shift to the left in the aggregate supply. For example, higher oil prices feeding through into higher costs.
Cost-push inflation can be caused by many factors:
1. Rising wages

If trades unions can present a united front then they can bargain for higher wages. Rising wages are a key cause of cost push inflation because wages are the most significant cost for many firms. 
2. Import prices

One-third of all goods are imported in the UK. If there is a devaluation, then import prices will become more expensive leading to an increase in inflation. A devaluation or depreciation means the Pound is worth less. Therefore we have to pay more to buy the same imported goods.

3. Raw material prices

If the oil price increase by 20% then this will have a significant impact on most goods in the economy and this will lead to cost-push inflation. 

4. Profit push inflation
When firms push up prices to get higher rates of inflation. This is more likely to occur during strong economic growth.

5. Declining productivity 
If firms become less productive and allow costs to rise, this invariably leads to higher prices.

6. Higher taxes
If the government put up taxes, such as VAT and Excise duty, this will lead to higher prices, and therefore CPI will increase. However, these tax rises are likely to be one-off increases. There is even a measure of inflation which ignores the effect of temporary tax rises or decreases.

OTHER CAUSES
1. Rising house prices

Rising house prices do not directly cause inflation, but they can cause a positive wealth effect and encourage consumer-led economic growth. This can indirectly cause demand-pull inflation.

2. Printing more money

If the Central Bank prints more money, it would expect a rise in inflation, this is because the money supply plays an important role in determining prices. If there is more money chasing the same amount of goods, then prices will rise. Hyperinflation is usually caused by an extreme increase in the money supply.

However, in exceptional circumstances, such as liquidity trap or recession, it is possible to increase the money supply without causing inflation, this is because, in recession, an increase in the money supply may just be saved. For example, banks don’t increase lending but just keep more bank reserves.

REMEDIES

Monetary policy
Higher interest rates reduce demand in the economy, leading to lower economic growth and lower inflation.

Control of money supply 

Controlling money supply can control inflation since there is a close link between the money supply and inflation.
Supply-side policies

Policies to increase the competitiveness and efficiency of the economy putting downward pressure on long-term costs.

Fiscal policy

A higher rate of income tax could reduce spending, demand and inflationary pressures.

