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Unit –I 

MONEY PORTION 

What is Barter System? 

Discuss its difficulties/defects/inconvenience? 

How money has reduced the difficulties/defects/inconvenience? 

The direct exchange of one commodity or service for another without use of money is called barter system. 

So a barter system is that in which no money exists. It is money less economy. 

 

Definition: 

According to G. Nomas: 

 

“Barter system is a form of trading in which goods are exchanged directly for other goods without the use of 

money as an intermediary”. 

 

In words of R.H.Parker: 

 

Barter system is a direct exchange of goods and services without the use of money as either a means of 

payment or a unit of account. 

 

Inconvenience or difficulties of barter system 

Double co-incident of wants: 

 

The barter system needs the matching of wants. The exchange of goods is possible if the wants of two parties 

coincide. For example a person having a table wants to exchange it with the chair. He has to find another 

person who wants to exchange his chair with table. It is the biggest problem of the barter system. Due to this 

problem trade under barter system was very limited. 

Economic measurements: 

Under barter system it was not possible to measure economic variables both at macro & micro level. There 

was no system to measure personal income or micro level and GDP on macro level. 

Future payments: 

Under barter system it is very difficult to lend goods to other people. With the passage of time the value of 

goods may fall. So it becomes difficult to make payments in future. 

Estimation and budgeting problem: 

Under barter system it is very difficult to estimate expenses and income. The people & the government cannot 

make any estimate of their income & revenue because it is not possible to forecast the value of goods with 



 
 

 

any reasonable certainty. 

Comparison of living standards: 

Living standard of people is a measuring rod of the economic growth of nay country. It is not possible to 

compare the living standards of people under barter system because there is no unit to express the wealth of 

people. 

 

Common measure of value: 

The barter system has no common measure of value. There is no medium to measure the value of goods. For 

example a man has a cow and the other has goats and both are willing to trade. The owner of cow estimates 

the value of one cow equal to the five goats. But the owner of goats estimates the value of one cow equals to 

four goats. The exchange cannot take place unless both of them estimate the same value. 

Tax collection: 

The taxes are collected for the economic development. The amount collected is spent on education, hospitals, 

roads etc. when tax is collected in the form of goods it is very difficult for the government to spend such goods 

for development projects. Another problem is that the amount of storage and collection charges may be more 

than the amount of the tax collected. 

Transfer of wealth: The barter system does not help to transfer wealth from one place to another. The 

movable and immoveable wealth cannot be shifted from one place to another because sometimes the carriage 

cost is much higher than the actual cost of wealth. The movement of land and building is not possible at all. 

Storing of wealth: 

The barter system does not provide the facilities of storage of wealth for longer time period. Some 

commodities are perishable in nature like vegetable, fruits etc. these goods lose their whole value if stored for 

longer time period. While other goods like wheat lose their quantity and quality if stored for longer time 

period. Another problem is that the storing of goods also increases the storing cost. 

Sub division: 

Many goods are not divisible. Sometimes this fact becomes a very big problem in exchange. For example if a 

person has a horse and wants to get a pen. The value of the horse is much more than a pen. In this case the 

exchange is not possible because the horse can not be divided into smaller pieces. 

Specialization problem: 

Under barter system each person is jack of all trades and master of none. A high degree of specialization 

cannot be achieved under barter system because every one tries to attain self sufficiency. 

 

 

 

 



 
 

 

 

HOW THE USE OF MONEY HAS REDUCED THE PROBLEM OF BARTER SYSTEM 

 

Revenue collection: 

The use of money removed the problem of tax collection. When tax is collected in the form of money only 

then the government can use it for the development projects. 

Ease of borrowing and lending: 

The money has removed the inconvenience of future payments. Now the loans can be taken from banks and 

financial institutions. The future payments can be stated in terms of money. 

Medium of exchange: 

The use of money eliminated the problems of double coincidence of wants. Now anyone can buy anything 

and sell anything for money. There is no need to find a person who is need of a thing which you have in 

surplus. In modern economy people sell their goods and services for money and use that money for purchase 

of other people. 

 

Measurement of efficiency: 

Under barter system there was no standard of measuring efficiency. The use of money has made it possible to 

measure output, costs and efficiency in term of definite units of money. 

Investment and saving: 

Money has made it possible and extremely easy to invest and save. Now we can save our wealth by investing 

it in different saving schemes. Further we can save our wealth in form of foreign exchange, gold, silver etc 

which can easily be converted into cash when required. 

Development process: 

In a barter economy the process of development I slow. With the use of money technology has developed, 

research work has increased: trade has expanded which results in overall economic development. 

Increase in foreign investment: 

Money has made possible the huge investment in today’s world. Under barter system the foreign investment 

was impossible but the use of money made it possible because in money economy wealth can easily be 

transferred from one place to another. 

Ease of specialization: 

In barter system specialization is not possible because everyone tries for self sufficiency. Specialization not 

only helps in reducing cost of production but also results in higher production. The increase in production then 

can be traded to buy other goods. 

Storing of wealth: 

The problem of storing wealth has been removed by the use of money because wealth can easily be stored in 



 
 

 

the form of money 

 

Define money and discuss its functions: 

Different writers have defined money in different ways, some has defined it in narrow sense and some had 

defined it in broader sense. Some of the definitions are as under: 

Definition: 

According to Ely: 

Any thing that passes freely from hand to hand as a medium of exchange and is generally received in final 

discharge of debts. 

In words of Crowther: 

Any thing which is generally acceptable as a means of exchange and at the same time acts as a measures and 

store of value. 

According to R.P.Kent: 

Money is anything which is commonly used and generally accepted as a medium of exchange or as a standard 

of value. 

Functions of Money 

The functions of money can be divided into three main categories: 

a) Primary functions 

b) Secondary functions 

 

c) Contingent functions  

 

Primary functions 

 

Medium of exchange: 

Money has served as a medium of exchange. It is used to make payments for goods and services. Different 

goods can be sold in terms of money and this money can be used to purchase other goods. So it acts as a 

medium of exchange between the buyers and the sellers. 

Standard of value: 

Money is used to measure the value of every thing in the same way as we can measure weight in kg and 

distance in km. it acts as a standard of value. Goods and services are priced 

and valued in terms of money. 

Secondary functions 

Monetary and fiscal management: 

Money is a very important factor of monetary and fiscal policies. Collection of taxes and public finance 



 
 

 

management is only possible in term of money. Under barter system it is impossible to collect taxes in form 

of goods and then to use the amount of tax for developmental projects. 

Income and consumption: 

Income and consumption of different factors of production is determined in terms of money. Money helps in 

determination, valuation and budgeting of expenses and revenues. 

Specialization: 

In barter system specialization is not possible because everyone tries for self sufficiency. Specialization not 

only helps in reducing cost of production but also results in higher production. The increase in production then 

can be traded to buy other goods. 

Deferred payments/future payments: 

The money has removed the inconvenience of future payments. Now the loans can be taken from banks and 

financial institutions. The future payments can be stated in terms of money. 

Economic activities: 

All kinds of economics activities such as investments, savings, credit, advances etc are made in term of money. 

The use of money has facilitated the expansion of trade. 

Parameter of market structure: 

The use of the money provides basis of market mechanism. The demand and supply are the two major forces 

of market which works only because of money. Money is the factor which leads to the determination of prices, 

demand and supply. 

Promote foreign trade: Money has made possible the huge foreign investment in today’s world. Under barter 

system the foreign investment was impossible but the use of money made it possible because in money 

economy wealth can easily be transferred from one place to another. 

Transfer of wealth: 

Money also serves as a mean of transferring value from place to place. A person may sell his 

moveable and immoveable property fro money at one place and can use that money to purchase property at 

some other place. 

Contingent functions 

Besides the primary and secondary functions, professor Kinley has also given following four contingent 

functions. 

Distribution of national income: 

With the help of money it is impossible to determine and distribute national income among various classes of 

society. 

Basis on credit system: 

Money also provides the basis of bank credit. Banks create credit only when they possess cash. Also the money 

value of securities is considered by banks while granting loans. Different negotiable instruments also work on 



 
 

 

the basis of money. 

Equalizer of marginal utilities and productivities: 

Money enables consumers to get maximum satisfaction through the law of equi-marginal utilities. Similarly 

the producer can get maximum profit by equalizing the marginal productivities of different factors of 

production. 

Liquidity of wealth: 

Being store of value and generalized purchasing power money enable people to keep their wealth in most 

liquid form and to purchase different goods and services for it. 

What are the forms/types/kinds of money? 

There are many forms of money. Following are the main forms of money. 

 

1. metallic money 

2. paper money 

3. bank money 

4. legal money 

5. plastic money 

6. near money 

 

Metallic money: 

The money made of any metal such as gold, silver etc is called metallic money. It exists in the form of coins. 

In our country the coins of Rs. 1, 2 and 5 are the current examples of metallic money. Due to its weight, it is 

difficult to use this money in large quantity. Therefore coins are used in small amounts only the metallic 

money has the following two types: 

 

 Full bodied coins 

 

 Token money. 

 

Full bodied coins: 

When the face value of the coin is equal to the value of metal contained in the coin, the coin is called a full 

bodied coin. The gold and silver coins of old times are examples of full bodied coins. 



 
 

 

Token money: 

When the face value of a coin is greater than the value of the metal it contains, it is called token money. In our 

country, all the coins are token money. 

Paper money: 

Paper money refers to notes of different value made of paper which issued by the central bank or government 

of the country. The paper money can be classified into following types: 

 

 Representative money. 

 Convertible money 

 Inconvertible money/fiat money. 

 

Representative money: 

Representative money is that money which is fully backed by equal metallic reserve. The holder of a bank 

note can easily get it converted into metallic (gold & silver) form on demand 

Convertible money: 

It is the form of money which can be converted into gold, silver i.e. metallic reserves. But all these notes 

issued by the government are not fully backed by gold. The amount of gold kept by the government is a 

particular proportion of the notes issued. 

Inconvertible/Fiat money: 

Inconvertible or fiat money is one that we have in our pocket and use in daily business. The face value of such 

money is more than the value of the paper. e.g. the value of the paper of 100 rupee note is almost nil but its 

purchasing power is equal to Rs.100. it has this value because it has been declared as legal money by the 

government, so it is generally accepted as a medium of exchange. 

Bank money 

This is the most modern form of money this money is also called credit. It only consists of cheques, bill of 

exchange and drafts. 

Cheques: 

A cheque is an unconditional order by the client on his bank to pay a certain sum of money to him or to any 

other party. 

Bills of exchange: 

A bill of exchange is an order by the drawer to the drawee to pay a sum of money to the drawer or to any other 

party. 

Draft:Draft is a cheque drawn by a bank on its own branch or the branches of another bank requesting it to 

pay on demand a specific amount to a person named on it. 

Legal tender money 

The money that a person accepts as a means of payment and in discharge of debt is called legal tender notice. 

All the notes and coins issued by the govt. and the central bank are legal tender money. Legal tender money 



 
 

 

is of two types: 

Limited legal tender money: 

The money which can be used a means of payment up to a certain limit is called limited tender money e.g. 

coins. 

Un-limited legal tender money: 

The money that can be used a mean of payment up to any limit or amount e.g all the notes issued by SBP. 

Non legal tender money 

Bank money is the form of cheques, bills of exchange, a promissory notes is not legal tender money. Robertson 

says it “optional money”. So non legal tender money is money which a person may or may not accept as a 

mean of payment. 

Plastic money: 

Plastic money means the credit cards, smart cards. Plastic cards which have specially printed set of characters. 

Recently the use of this money has increase. 

Near money: 

A type of money which can easily be converted into money. It included deposits, government bonds, printed 

bonds etc. 

What are the qualities of good money? 

A good money material must possess following qualities 

General Acceptability: 

A good money material is one that I generally acceptable by all without any hesitation. It means that any one 

will be willing to accept it as a mean of payment and in the discharge of any obligation. 

 

Recognizable: 

Good money is one that can be easily recognized by seeing and touching. It should be of such a nature that 

can easily be identified everyone. Further different coins and notes should be of different color and size in 

order to avoid of any confusion. 

Economical: 

A good money material should be economical. The cost of printing currency notes a minting of coins must be 

low. The material of money must be easily available at reasonable prices. 

Elasticity: 

The good money material has the quality of elasticity. The material being used must be of such a nature that 

it can be used to increase the supply of money when there is increase in demand. 

Easily meltable: 

The money material should be capable of being melted, remelted, can be given suitable shapes and can be 

stamped. Metals are good money material as these can be given any shape. Paper money can also be recycled 

to produce new notes. 

Portable: 



 
 

 

Good money material must be of such a nature that it can easily be transported from one place to another. The 

paper money can easily be transported from one place to another as compared to coins. 

Homogenous: 

The material used as money must be of same quality: otherwise it will lack general acceptability. The color, 

size and weight of the currency notes are kept same so that everyone accepts it in confidence. 

 

Durable: 

A good money material should be durable i.e it should not lose value within a short time period. Metals are 

more durable as compared to any other material that is used as money. 

Divisibility: 

A good money material must be divisible into small parts without loosing its value. Both the costly and cheaper 

thing can be purchased from such money. 

Difficult to copy: 

A good money is one which is very difficult to copy. There must be certain mark on it which can be easily 

identified by every one. 

Stability of value: 

The good money material should be comparatively stable in value. If the value of material used in money keep 

on changing it will create problem for making future payments. 

Storability: 

One of the qualities of a good money material is that it can be stored for a longer time period without loosing 

value to meet the future needs. 

Scarcity: 

A good money material should be scarce in quantity or the supply of money issued must kept low as compared 

to the desire for it. Scarcity of money will keep people always working hard to earn more money in order to 

meet requirements of life. 

Define paper money? What are the merits and demerits of paper money/currency? 

Paper money is the most advanced form of money. It fulfils almost all the qualities of good money, as it is 

economical, easily recognizable, portable and storable. Paper money can be classified into representative, 

convertible and fiat money. Now a days almost majority of paper currency is fiat money. Different authors 

have defined paper money in the following words. 

In words of Hanson: 

Paper money means the paper instruments such as bank notes, cheques, bills of exchange and other forms that 

take the place of money and act as currency or circulating medium. 

In words of F.Perry: 

Paper money is documents representing money, such as bank note, promissory notes, bills of exchange or 

postal orders. 

In words of M.Greener: 



 
 

 

Paper money means documents with a value stated on them but having no value in them. 

 

Merits of paper money 

Cheap and economical: 

Normally paper money is much easier to issue. Practically it cost nothing to government. Printing of paper 

currency is requires certain special types of paper, ink, and printing technology. These things no doubt are 

costly but overall printing cost is quite low. 

Convenience: 

Paper money is convenient to transfer and carry. It can be easily kept in pocket. Further it can 

also be readily converted into cheques, drafts, etc. 

Copying: 

The design of paper money is very difficult to copy. Further special type of paper and ink is used in paper 

money that makes it quite impossible to copy. Even if it copied by some fake means then it can be checked 

by electronic machines. 

Homogeneous (Uniform quality): 

The paper money has another advantage that it has uniform quality and the holder does not bother for 

possession of new or old money. 

Elastic supply: 

Paper money due to its elasticity is very useful for government. Supply of money can be increased or decreased 

according to the needs of the economy. For example at a peak level of business activity the demand of money 

increases and the monetary authorities can easily issue paper money to fulfill the demand of money. 

Advantage of unlimited legal tender: 

Paper money is unlimited tender i.e any amount of payment or of debt can be paid in it. It can be used to 

discharge all kinds of business obligations. 

Precious metals saving: 

Use of paper money results the saving of precious metals of the country. The metals can be used for other 

useful purposes. 

Ease of counting: 

Paper money is much easier to count than metallic money. The counting of large amounts in metal form is 

inconvenient and difficult. On the other hand counting of paper money is easy, convenient and requires little 

time. 

Recognizable 

The paper money is easily recognizable. There is no inconvenience of testing the exactness of the money 

material. 

Useful in emergency: 

The paper money can be used in emergency life war and floods. The government can meet the expenses by 

printing notes in shorter time. But metallic money takes long time period for mining, refining and minting the 



 
 

 

metals. 

Stable in value. 

The metallic money depreciates due to wear and tear. The paper money helps to control such loss. The 

depreciation means decrease in the value of coins due to usage. 

Easily portable: 

Paper money is portable i.e. it can easily be transferred from one place to another as compared to metallic 

money. The cost of transferring paper money is quite low and it can be transferred in a very short time period. 

 

Demerits of paper money 

Demonetization: 

The demerit of paper money is that the holder may have to suffer loss. The paper money is fiat money. It is 

issued by fiat(order) of the government. In case the government cancels the currency notes the holder has to 

bear full loss. 

Exchange rate instability: 

The value of paper money is instable and is subject to fluctuations in the exchange rates. The fluctuations in 

the exchange rate market also produce serious effects on the price level in the economy. 

Monetary mismanagement: 

Purchasing power of paper money is an ever – changing process. This means that its face value remains same 

but its purchasing power may decline due to monetary mismanagement. 

Excess issuance: 

The printing of paper money is quite easy, so in times of need the government can issue notes more than the 

requirement. As a result supply of money increases that causes inflation in the economy. 

Restricted acceptability (limited acceptance): 

One of the demerits of paper money is that it has limited acceptance. Its acceptance is limited within the 

boundaries of a country. It cannot be used to make payments to other countries. 

Inconvenience of small denominators: 

Paper issue is not for small monetary denominators such as 1,10,25,50 paisa and even for Rs. 1,2 and 5. In 

this case metallic money gets preference over paper money. 

  



 
 

 

Unit-II 

Troubling Balance of Payments: 

 

Over issue of money results in decrease of value of money and also causes inflation. Due to which price of 

imported goods increases because they are to be paid by exchanging devalued currency for foreign currency. 

It results in unfavorable balance of payment. 

 

Short life: 

Although the paper currency is not affected by wear and tear but it can be damaged due to fire or water. Due 

to this the life of the paper currency is much less than the metallic money. 

 

Define inflation. Discuss its types/kinds: 

Inflation is a process in which the price level is rising and the money is losing its value. Inflation occurs when 

quantity of money in circulation increases beyond the requirements. Inflation has been defined in different 

ways by different economists; some of the definitions are as under: 

 

Definitions: 

According to R.P.Kent: 

“Inflation is nothing more than a sharp upward movement in the price level”. 

 

According to Coulborn: 

“Inflation means too much money chasing too few goods”. 

 

According to Pigue: 

“Inflation exists when money income is expanding more than in proportion to income earning activities” 

 

Types of Inflation 

Inflation can be categorized on the following basis 

 

On the basis of rate of inflation: 

Following are the types of inflation on the bases of rate of inflation. 

1. creeping inflation 

2. walking inflation 

3. running inflation 

4. galloping inflation 

 



 
 

 

Creeping inflation: 

When the increase in the price level is not more than 2% per annum, the inflation is called creeping inflation. 

 

Walking inflation: 

In walking inflation, the price level increases more rapidly than in creeping inflation. It may go to 5% p.a. 

 

Running inflation: 

A general rise in price level upto 8% to 10% p.a. is called running inflation. 

 

Galloping or hyper inflation: 

In a situation where price level rises very rapidly within a short period of time, the inflation is called galloping 

inflation. 

On the basis of degree of control 

Inflation is classified into the following categories on the basis of degree of control: 

 

1. open inflation 

2. suppressed inflation 

 

Open inflation: 

The situation when inflation gets out of control and cannot be suppressed by the government price control or 

any other similar steps. 

 

Suppressed inflation: 

The situation when government is in a position to control inflation by its price control policy. 

 

On the basis of Causes 

Inflation can be divided into categories on the basis of its causes. 

 

1. demand pull inflation 

 

2. cost push inflation 

 

3. profit induced inflation 

 

4. budgetary inflation 

 

5. monetary inflation 



 
 

 

 

6. wage spiral inflation 

 

7. imported inflation 

 

8. devaluation inflation 

 

Demand pull inflation: 

When demand for goods and services is more than their supply, the price level of these goods and services 

will rise causing demand pull inflation. 

 

Cost push inflation: 

When the cost of production or the remuneration of factors of production increases, there will be an increase 

in prices causing cost push inflation. 

 

Profit induced inflation: 

Sometimes the businessmen increase the prices of their products only to increase their profit margin. It causes 

profit induced inflation. 

 

 

Budgetary inflation: 

When the government covers the budget deficit by borrowing money, budgetary inflation will be caused. 

 

Wage spiral inflation: 

Workers often demand increase in wages. If wages are increases, the cost of production will rise and prices of 

the products will go up. This inflation is called wage spiral inflation. 

 

Imported inflation: 

Imported inflation is caused by the increase in the prices of the imported goods which are used as raw material 

in domestic production. 

 

Devaluation inflation: 

Devaluation makes the domestic currency cheaper in terms of foreign currencies. It results in the increased 

prices. The inflation thus caused is known as devaluation inflation. 

 

Define inflation. Discuss the causes of inflation: 

Causes of inflation 



 
 

 

 

Inflation is mainly of two types 

i. Demand pull inflation 

ii. Cost push inflation 

 

Demand pulls inflation: 

Demand pulls inflation occurs when there is a general increase in price level due to increase in aggregate 

demand for goods. 

 

Cost pushes inflation: 

Cost push inflation occurs where there is an increase in the prices due to increase in cost of production. 

 

Causes of demand pull inflation 

Following are the causes of demand pull inflation. 

 

Deficit financing: 

Sometimes government may prepare deficit budget to complete its various projects. The govt. takes loans 

from various sources to spend on roads, bridges etc. As a result of such projects the income of the people 

increases but there is no increase in the output of the goods. 

 

Decrease in production: 

In under-developed countries, the population growth causes low output of goods and services. These factors 

keep production and output low and cause a rise in prices. 

 

 

Expansion of currency: 

When govt. issues currency more than the requirements of the trade in economy, the circulation of currency 

increases causing inflation. 

 

Expansion in credit: 

The credit expansion also creates inflation. When commercial banks issue loans to the private an d public 

sector it results in increase in money supply which increases demand for goods and as a result price level 

increases. 

 

Evils of society: 

Black marketing earned by people through evils like smuggling, hoarding, black marketing cause’s inflation. 

 



 
 

 

Foreign remittances: 

Foreign remittances increase the supply of money of the receiving country without increasing production 

which results in inflation. 

 

Increase in wages: 

With the increase in wages, the purchasing power of the people increases which result increase in demand and 

prices go up. 

 

Consumption habits: 

Many people of poor countries have consumption habit of rich countries. This trend gives rise to demand and 

caused inflation. 

 

Increase in investment: 

Investment gives rise to wages, cost of production and savings. All these factors bring more money and create 

inflation. 

 

Tendency of increasing population: 

Increase in population causes increase in demand when demand goes up the price rise. 

 

Causes of cost push inflation 

Following are the causes of cost push inflation 

 

 Increase in wages 

 Rise in price of imported goods 

 Increase in taxes 

 Devaluation 

 Increase in the prices of inputs. 

 

Increase in wages: 

An increase in wages of individuals increases the income and on the other hand it causes an increase in the 

cost of production. This increase results in rise in prices. 

 

Rise in the price of imported goods: 

When the prices of the imported raw material used in local manufacturing increases, the cost of manufacturing 

goods goes up. This cause inflation. 

 

Increase in taxes: 



 
 

 

 

The taxes that the govt imposes on manufacturers increase the cost of production, this again result in the rise 

in prices. 

 

Devaluation: 

Devaluation of currency decreases the purchasing power of the local currency. The imported goods become 

dearer that ultimately increase the cost of production. 

 

Increase in price of inputs: 

If there is an increase in the price of inputs, raw material, gas, electricity, etc. the cost will go up and result 

will be increase in inflation. 

Define inflation. Discuss remedies to control the inflation? 

 

Remedies/control of inflation 

The steps taken to control inflation can be classified into followings: 

 

 Monetary measures 

 Fiscal measures 

 Other measures 

 

Monetary measures 

Supply of money: 

 

The control over money supply is an effective method to control inflation. If there is inflation it can be control 

by reducing supply of money by using the tools of monetary policy. 

 

 Credit control: 

Issuance of loans by the banks increases money supply in the country which results in inflation. Central bank 

by imposing restrictions on the loans can control the supply of money which helps to control the inflation. 

 

Saving habits: 

If the government increases interest rate on deposits/saving schemes it will induce people to invest in such 

schemes. As a result circulation of money reduces which help to control inflation. 

 

Monetary reforms: 

In order to control inflation the government can implement monetary reforms. Under this method government 

can exchange old notes for new notes and large amount of notes can be blocked. Such blocked money can be 



 
 

 

reissued after the certain time period. Such system was adopted in Poland, Norway and Denmark. 

 

Fiscal measures 

 

Increase in taxes: 

The increase in taxation reduces the purchasing power of the people. The money moves from general public 

to the government. By this supply of money is reduced in the economy which results in controlling prices. 

 

Controlling exports: 

By controlling the level of exports the inflation can be controlled. The products which are short in the domestic 

market should not be exported to other countries. If such products are exported their prices will rise in the 

local market due to shortage. 

 

Decrease in import duty: 

If the duty on imported goods is reduced it will reduce the cost of local sellers and enable them to sell their 

products in the local market at lower prices. 

 

Other measures 

 

Price control: 

It is very effective method to control the prices. In this method the government appoints a price control 

committee to maintain stable price level in the country. Under this method the sellers are not allowed to sell 

their products at high prices. 

 

Define trade cycle. Discuss its phases? 

 

The business activities always keep on changing sometimes there is a period of good trade and some times 

bad. A period of good trade is followed by a period of bad business conditions. These ups and downs don’t 

remain same for ever. This wave like fluctuation in the business activities is known as business or trade cycle. 

 

Definitions: 

 

According to Hansen: 

 

“Business cycle is a fluctuation in employment out put and prices”. 

 

According to Keynes: 



 
 

 

 

“A trade cycle is composed of period of good trade characterized by rising prices and low unemployment 

percentage alternating with periods of bad trade characterized by falling prices and high unemployment 

percentage” 

 

Phases of trade cycle: 

 

 Boom or prosperity 

 

 Recession 

 

 Depression 

 

 Recovery 

  



 
 

 

Unit-III 

 

It is a state of overall happiness. It is the best economic situation with rapid increase in overall business 

activities. Following are the characteristics of this phase:Characteristics: 

 

Increase in investment: 

In this stage the investors are investing all of their resources as it is a time period of prosperity and there are 

chances to earn maximum profit. 

 

Increase in prices: 

During this stage overall price level increases & as a result the profit of businessmen increases. 

 

Increase in production: 

Due to increase in investment production level increases rapidly during this stage. 

 

Increase in employment: 

Due to increase in investment & increase in production there are more opportunities for people to get 

employed. Due to this factor overall employment level increases. 

 

Increase in income: 

During this stage the income level of people increases. People have high purchasing power which results in 

more demand for goods. 

 

Recession: 

This phase starts after the phase of boom. During this stage the business activities starts declining i-e. slow 

down of business activities. 

 

Characteristics: 

 

Decreasing prices: 

During this stage the general price level starts to decline as a result the profit of businessmen also decreases. 

 

Decreasing investment: 

As a result of decreased profits of the business class the investment level also decreases. Investors stop making 

new investment due to decrease in the price. 

 

Decreasing production: 



 
 

 

 

As a result of decreasing in investment the production level also decreases. 

 

Decreasing employment: 

Due to decrease in investment job opportunities also decreases which reduces employment level.Decreasing 

income: 

 

As there is a decrease in production and employment the income of the people also decreases. 

 

 

Depression 

If the slow down of general economic activity continue over longer time period and is very severer then it is 

known as depression phase of the trade cycle. 

 

Characteristics: 

 

Low level of investment: 

During this stage investors stop investing and overall investment level reaches to its minimum. 

 

Low level of prices: 

In this phase there is a fall in the general price level which results in decreased profits of the business class. 

 

Low level of production: 

During this stage most of the firms reduces their production because of very low profit. 

 

Low level of employment: 

During this stage employment level also decrease due to fall in investment and production. 

 

Low level of income: 

During this phase the employment level is very low which reduces the income level of people. 

 

Recovery 

 

Characteristics: 

 

Improvement in investment: 

 



 
 

 

In this phase economy starts improving and investors start to invest in the economy which increases overall 

investment level. 

 

Improvement in price: 

In this stage the general price level also improves and businessmen starts making profit. 

 

Improvement in production: 

Due to increase in price level the profit of the sellers increase and as a result they increase their production. 

 

Improvement in employment: 

In this stage employment level starts improving due to increase in investment and improved economic 

condition. 

 

Improvement in income: 

Because of increased employment and high price income level also increase. 

 

Define foreign exchange. How rate of exchange is determined. What are the factors that affecting rate 

of exchange. Also explain type of exchange rate. 

In general the term foreign exchange means the currency of other countries, a system of international payments 

or the rate at which banks buy and sell foreign currency. Different authors have defined it in the following 

words. 

 

Prof Hartley:- 

Foreign exchange is a mechanism by which international indebtedness is settled between two countries. 

 

H.E.Evittt: 

The mean and method by which right of wealth expressed in terms of currency of one country are converted 

into nights to wealth in terms of the currency of another country area known as foreign exchange. 

 

Determination of rate of exchange by demand and supply theory 

The rate of exchange can be determined from the forces of demand and supply like the price of a commodity. 

The rate of exchange between two currencies is at equilibrium if the supply and demand of the currency 

becomes equal. If the demand for foreign exchange increases the rate of exchange increases & similarly if 

demand for foreign exchange decreases then rate of exchange falls 

 

Demand for foreign exchange 

 



 
 

 

The demand for foreign exchange arises due to. 

 

Imports: 

When the import of goods increases the demand of foreign exchange also increases and due to which the value 

of home currency decreases. 

 

 

Foreign education: 

When students of a country go abroad for higher education then demand of foreign currency also increases 

due to which the value of money decreases. 

 

Remittances by foreignness to their native countries: 

Remittances by foreigners or foreign companies working in Pakistan to their native countries increases the 

demand of foreign exchange, which reduces the value of home currency. 

 

Payment of foreign loans/ interest: 

When a country wants to repay loans and interests the demand for foreign currency increases which reduces 

the value of home currency. 

 

Business services: Demand for the foreign currency also increases when we have to pay for business services 

hired from foreigners e.g, freight, insurance banking services etc. 

 

Payment for health care: 

When people go abroad for health care the demand for foreign currency also increases which reduces the value 

of home currency. 

 

Supply of foreign exchange 

The supply of foreign exchange increases due to following: 

 

Exports: 

When the exports of a country increases the supply of foreign exchange increases in the country, which 

increases the value of home currency. 

 

Tourists: 

When foreign tourists come to a country they increase the supply of foreign exchange that improves the value 

of home currency. 

 



 
 

 

Foreign students: 

The supply of foreign currency also increases when foreign students come to a country for studies and the 

value of home currency. 

 

Foreign investment: 

When there is an increase in the foreign investment in the country it also increases the supply of foreign 

exchange due to which value of home currency increases.Foreign remittances: 

 

People and organization working abroad send remittances to their native country and increases the supply of 

foreign exchange in the country which increases the value of home currency. 

 

  



 
 

 

UNIT-IV 

Factors influencing rate of exchange 

As the exchange rates are determined through demand and supply forces in the foreign exchange market so 

any factor that brings change in either demand or supply will immediately influence the exchange market 

following are the important factors. 

 

Imports: 

If imports are greater than exports it results in increasing demand of foreign currency that will depreciate our 

home currency. 

 

Influence of price level: 

If the price level in Pakistan decreased then exports will increase because our goods become cheaper in 

international market and the value of home currency increases and vice versa. 

 

National income: 

When country explore more natural resources it results in less dependence on others. This results in low level 

of imports and demand for foreign currency decreases and value of home currency increases. 

 

Capital movement: 

A country where the capital inflow rate is very high the value of home currency increases but if there is 

increase in capital out flow then demand for foreign currency increases due to which value of home currency 

also decreases. 

 

Rate of interest: 

The bank rate also influence exchange rate. If the bank rate rises, funds will flow to this country from abroad 

to earn high interest rate and exchange rate will move in favor of this country and vice versa. 

 

Exports: 

If exports of a country are more than its imports then demand for home currency increases and rate of exchange 

moves in country favor. 

 

Affects of stock exchange: 

Working of stock exchange market also influences exchange rates. If there is a healthy business of shares & 

debentures is going on this will have good effect on exchange rate and value rupee improves. But if business 

is slow then investments will not flow and value of our currency falls. 

 

 



 
 

 

Stable political conditions: 

If there is political stability in the country then there will be an increase in the capital inflow which increases 

in the value of home currency and vice versa. 

 

What are the causes of nationalization of banks? Explain the advantages and disadvantages of such 

nationalization? 

 

Introduction: 

The commercial bank can be opened by private persons or government. A private commercial bank is opened 

by private persons. The ownership and control remains in their hands. But sometimes the ownership of private 

banks is taken over by the government. It is called nationalization of commercial banks. 

 

Nationalization of banks: 

The government has nationalized all the 23 schedule banks with 2942 branches with deposit of Rs. 1580 crores 

on Ist January 1974. The main purpose of the nationalization of banks was to increase in government revenue 

and better utilization of monetary resources of the country. After nationalization they were merged into five 

banks. 

 

 National bank of Pakistan 

 

 Muslim commercial bank 

 

 United bank limited 

 

 Habib bank limited 

 

 Allied bank limited 

 

Causes of nationalization 

The causes of nationalization of commercial banks are as under: 

 

Concentration of wealth: 

The banks mainly lend to big depositors or industrialists. Many small producers were unable to get loan 

facility. According to one estimate 200 families borrowed 75% of the total loans and advances. A few people 

were using the national saving in their own interest. The result was concentration of wealth in few hands. 

 

Misuse of loans: 



 
 

 

 

The loans were issued against securities. There was no check to see whether these were used for productive 

purpose or not. The use of loans was not in the national interest. These loans were used for hoarding black 

marketing and speculation. 

Loan distribution: 

The loan distribution policy for various sectors of the economy was not clear cut. The banks were providing 

loans in their own interest. According to one estimate only 10% of the loans were issued to agriculture. As a 

result agriculture remained backward 

 

Protection of black money: 

Private Banks of the country protected the black money of high officials. Even the government is not allowed 

to check the balance of such persons. 

 

Wasteful competition: 

The banks were busy in wasteful competition. A heavy amount was being spent on advertisement. Perhaps 

such expenses were more than Rs. 25 million per year. 

 

Banking profits: 

The banks were providing loans to maximize the profit at the cost of national interest. The profit earned by 

the banks was not helpful in the economic development. 

 

Overseas branches: 

The performance of overseas branches was poor. The bank officers were going abroad for the inspection and 

audit of branches. They were allowed to visit foreign countries and all expenses of tour were charged to the 

concerned branches. Many of such branches working at loss. 

 

Bank employees: 

The employment and promotion in banks was due to deposits. The hard labor devotion and intellectual were 

useless. 

 

Relatives of bankers: 

The bank owners provided key posts to their relatives. They were providing heavy salaries and other benefits. 

They were not professionals. 

 

Ineffective central bank control:There was ineffective control of the state bank on the schedule banks. They 

did not follow the policies of the state bank for providing loans. 

 



 
 

 

Advantages of nationalization 

Following are the main advantages or effects of nationalization of banks: 

 

Job security: 

 

The job of the banks employees has become secured after nationalization. The other benefits are also allowed 

to the employees. They receive car advance, house building finance and also entitled to provident fund.Job 

opportunity: 

 

The expansion of banking business and opening of new branches has created new job opportunities for many 

people. 

 

Uniform policy: 

 

All the banks will adopt policy about credit expansion after nationalization. While before nationalization it 

was not possible. 

 

Use of profit: 

 

Before nationalization all the profit of the bank industry was in few hands but after nationalization it is used 

for the best interest of the whole nation. So government nationalized them in 1974. 

 

Increase in rural branches: 

The nationalized commercial banks have opened branches in rural areas. The rural deposits have increased 

many times after nationalization. 

 

Control over expenses: 

 

The expenses of nationalized banks have been controlled to a large extent. 

 

Control over credit: 

 

The SBP control over the commercial banks has increased. The credit policy is prepared by the state bank for 

commercial bank and issues instruction from time to time. Therefore the state bank has got control over credit 

to some extent. 

 

 



 
 

 

Banking business: 

The government has set up an executive board to look after the administrative work. The business of banking 

has improved due to the better management. 

 

Service motive: 

Before nationalization, there was only profit motive for the banker and service motive was ignored. So it was 

necessary that banks should be nationalized. 

 

Loans and advances: 

The state bank of Pakistan declares the loan policy of these banks. All the banks follow the policy. Therefore 

the loan is provided to industrial and commercial sectors including small industries. 

 

Protection to depositor: 

The deposits of the people are saved due to control of government because government is responsible for the 

risk of loss to the depositors. 

 

Development of banks: 

There is a large development in the field of banking after nationalization on January, 1
st
1947 there were 3123 

bank branches and on December 31
st
,1987 there were 7100 branches. 

 

Disadvantages of nationalization 

The following are main disadvantages of nationalization: 

 

1. fall in standard service 

2. restriction on recruitment 

3. low salaries 

4. control of bureaucracy 

5. immigration of skilled persons 

6. low level of competition 

7. corruption & bad debts 

8. nepotism & favoritism 

 

Explain different causes and features of privatization of bank in Pakistan. Discuss its different 

evaluations? 

Introduction 

In January 1991, the nationalization of bank act, 1974, was amended. As a result government become 

authorized to transfer the management of commercial banks to private sector. 



 
 

 

 

Causes of privatization: 

 

1. The nationalization banks were working under the political pressure. 

2. There were complaints from the customers regarding. 

 

I. Over staffing 

 

II. Inefficient counters services 

 

III. Delay in dispatch of cheques and drafts 

 

IV. Delay in home remittance 

 

3. The revenues and profits of NCBs 

4. The quality of services improved by NCBs went on deteriorating 

  



 
 

 

Unit-V 

Management: 

The banks would have autonomous status and they will be run commercially. 

 

Decentralization of operation: 

To run the banks a board of director will be setup. The board will transfer its power to a management 

committee. Banking operation will be performed by committee at head office. 

 

Customer services: 

In order to improve their efficiency the commercial banks will provide improved services to their customers. 

 

Recruitment: 

The appointment of banking staff will be made through competitive examinations to be held under the 

supervision of Pakistan banking council and PFS(Pakistan financial services). 

 

Evaluation of privatization of banks 

A question arises, that what will be the effects of privatization on national economy. These will be positive 

and negative effects. 

 

Positive effects or their merits: 

Following are the positive effects of privatization of banks. 

 

Increase efficiency of banks: 

Thus due to the privatization of banks, the efficiency of banking system increase. 

 

Competition among banks: 

There will be a healthy competition among banks in respect of services. 

 

Customer services: 

Due to competition the banks increase the level of services provided to their customer. 

 

Earn profit: 

The burdens on government will decreases when the banks earn greater profit. 

 

Political interference: 

The political interference will be eliminated. 



 
 

 

Negative effects or demerits: 

Unequal distribution of loans: 

The pre-nationalization model of banking structure will develop. Again the small businessman and the formers 

will remain deprived of the bank loans. 

 

Distribution of wealth: 

The distribution of wealth will become more uneven. Thus again the problem of concentration of wealth in 

few hand will arise. 

 

Exploitation of banking staff: 

The private banks will leave no chance to exploit their staff and workers. There will be bargaining between 

the employees and employers. The labors may be deprived of benefits while owners would be earning profits. 

 

Profit making activities: 

The private banks will be profits minded, rather development minded. The private banks again involve in the 

unhealthy competition. 

 

Role of SBP: 

The SBP will not be able to implement its monetary policy and credit plan effectively. 

 

Critically examine quantity theory of money? Introduction: 

This theory was presented by JOHEN BODEN in 1568, but IRVIN FISHER popularized it in 1911 by 

formulating quantity equation, which again molded to cash balance equation. 

 

Explanation: 

The simplest quantity theory can be explained as, when the quantity of money is increased in the society the 

price level also increased and the value falls. On the other hand when the quantity of money declines the price 

level is also decline and the value of money increases. 

 

STATEMENT OF THEORY 

 

According to Irving Fisher: 

“Other things remaining the unchanged as the quantity of money in circulation increases, the price level also 

increases in direct proportion and the value of money decrease and vice”. 

 



 
 

 

Fisher’s Equation: 

 

PT = MV + M’V’ 

P = MV + M’V’ 

 

T 

 

Here: 

 

P = Price Level 

 

T = Volume of transaction 

 

M =Quantity of money in circulation 

V = Velocity of circulation of money 

M’ = Credit Money 

V’ = Velocity of Credit money 

 

The equation states that supply of money (MV + M’V’) is equal to demand (PT) for it. In this equation money 

included currency money credit money and their velocity. 

 

Suppose: 

 

M = 100, M’ = 200 

 

V = 5 V’ = 5 

 

T = 50 

 

Then: 

 

P = MV + M’V’ 

 

T 

 

P = (100)(5) + (200)(5) = 30 

 



 
 

 

50 

 

When M is double: 

 

M = 200, M’ = 400 

 

V = 5 V’ = 5 

 

T = 50 

 

P = (200)(5) + (400)(5) = 60 

 

50 

When M is double: 

 

M = 50, M’ = 100 

 

V = 5 V’ = 5 

 

T = 50 

 

P = (50)(5) + (100)(5) = 15 50 

 

Assumptions: 

 

No change in barter trade: 

It is assumed that there is no change in barter trade. If barter trade decreases, the use of money increases. But 

if barter trade increases the use of money decreases. 

 

No Change in Volume of Trade: 

It is assumed that volume of trade does not change. Volume of trade depends upon natural resources, 

population, supply and efficiency of factors of production. So it is assumed that there is no change in 

population, natural resources, supply and efficiency of factors of production. 

 

No change in credit money: 

It is also assumed that credit money such as bill of exchange, cheques in circulation is remained constant. If 

supply of quantity of money is decreased but credit money is increased then the prices may not be change. 



 
 

 

 

No change in velocity of money: 

Velocity of circulation means that one unit of money how many times passes in different hands. For example 

if a ten rupee note changes hands five times then the quantity of money in this case will be Rs. 50 and not Rs. 

10. but according to this theory it has been assumed that velocity of circulation of money remains constant. 

There is no change in it. 

 

Short periods: 

 

The theory applies to the changes in prices only in short periods. 

 

Full employment: 

It is assumed that there is full employment in a country and all factors of production (Land, labour, capital and 

organization) are fully utilized. No resources are idle. 

 

No change in hidden money: 

There should be no change in the quantity of hidden money. If supply of commodities is increased and hidden 

money also comes in circulation then prices will not be changed. 

 

 

Criticism: 

 

Circulation of money: 

It is very difficult to measure the circulation of money in the country. Therefore velocity cannot be calculated 

within the country. 

 

Removed the rate of interest: 

Another serious defect is that this theory does not take into consideration the influences of the rate of interest 

of cash balances. 

 

Independent variables: 

All the assumptions are interlinked. If one variable is changed the other is also changed. Therefore this in not 

correct. 

 

Trade cycle: 

The theory does not provide a satisfactory explanation of changes in prices during different phases of a trade 

cycle. The theory tells that prices do not change except, when there is change in quantity of money. But in a 



 
 

 

period of depression prices fall even when quantity of money remains unchanged. 

 

Changes in population: 

Practically the population does not remain same. It increases day by day and also affects the prices. 

 

Ignores long period 

This theory ignores the long period of time and just discusses the short period. 

 

Statistic theory: 

The quantity theory of money is a statistic theory. This world is dynamic and things are changing at a fast 

speed. The changing world ups and downs in economy cannot be explained under such theory. 

 

Store of value: 

This theory ignores the money hold by the people. 

 

Unemployment: 

This theory assumed that there is a full employment but it is not possible in real life 

 

  BANKING PORTION 

Discuss the types/kinds of Banks 

Introduction: 

A commercial bank is an organization, which deals in money. It accepts the saving of the people and then 

these deposits are advanced to other people. In the whole process the bank earns money. Commercial banking 

is the need of today’s economy. In all the economic activities like consumption, exchange, trade, investment, 

etc. banking is important. 

 

Definition: 

A banker is an institution which receives deposits and advances loans.(Kinely) 

 

  Definition: 

A banker is a dealer in capital or more properly a dealer in money. He is an intermediary party between the 

borrower and the lender.( Gilbert) 

 

Definition: 

A baker collects money from those who have it spare or who are saving it out of their incomes. It lends money 

to those who require it.(Crowther) 

 



 
 

 

Banks are classified into various types on the basis of their functions, ownership, domicile etc. the main types 

of banks in Pakistan are: 

 

FUNCTIONAL CLASSIFICATION 

 

Central Bank: 

This is the most important bank of the country. All the countries of the world have their own central bank. In 

our country state Bank of Pakistan is the country’s central bank. In Englandthe Bank of England works as 

central bank. 

 

The central bank is the head, the leader and the supervisor of the banking and monetary system of a country. 

It controls the flow of money and credit in the country. It is not a profit seeking institution. 

 

Commercial Bank: 

These banks are profit seeking institutions. They receive deposits, advance loans and create credit. These 

banks also perform the agency and utility services for the people. In Pakistan National Bank of Pakistan(NBP), 

Habib Bank limited(HBL) are performing functions of commercial bank. 

 

Industrial Bank: 

Industrial banks provide medium and long term loans to the industry. These banks solve the special financial 

 problems of the industry by providing funds for the purchase of raw material, machinery etc. in Pakistan we 

have Industrial Development Bank of Pakistan(IDBP), Small and Medium Enterprises Bank(SME) and 

Pakistan Industrial credit & Investment Corporation(PICIC). 

 

Agricultural Bank: 

This bank provides financial assistance to agriculture sector. Bank provides loans for purchase of seeds, 

fertilizers and agricultural equipment. Agricultural bank provides short term and long term loans to the farmers 

and land owners at lower rate of interest. Agricultural Development Bank of Pakistan (ADBP). 

 

Investment Bank: 

The main functions of these banks are the sales and purchase of shares, bonds and securities. In 1966, 

Investment Corporation of Pakistan (ICP) was established before this, there was no such institution 

in Pakistan. 

 

Saving Bank: 

These banks collect saving of the people. These banks have been established to promote saving habits among 

the people of low earning. In Pakistan we have institutions like National Saving Centre (NSC) and Post 



 
 

 

offices. Commercial Banks also act as saving banks. 

 

Exchange Banks 

These are the banks which provide foreign exchange to the importers and exporters of the country. These 

banks convert local currency into foreign currency and make foreign payments. 

 

Mortgage Banks: 

These banks mortgage land, houses and other property and advance loans. Such banks exist in some countries 

but there is no mortgage bank in Pakistan. 

 

ON THE BASIS OF OWNERSHIP 

 

PUBLIC BANK: 

These banks owned and supervised by the government. In Pakistan we have NBP as a public bank. 

 

PRIVATE BANK: 

These are private sector banks owned by corporations such as MCB, ABL etc. 

 

COOPERATIVE BANKS: 

These banks provide services for the small scale business and provide short and medium term loans. 

In Pakistan these banks are working under corporate societies Act 1925. e.g. Punjab Cooperative & Federal 

Cooperative Bank. 

 


