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Q.1 What is money? Discuss the importance & function of
money in a modern economy.

Introduction to Money

Money is one of the most fundamental inventions in human
civilization. It i1s not merely a piece of paper, a metal coin, or a
digital number on a screen; rather, it 1s the lifeblood of a modern
economy. Money serves as a universally accepted medium of
exchange that facilitates trade, simplifies economic transactions,
and allows individuals, businesses, and governments to function
smoothly. In simple terms, money can be defined as anything
that is generally accepted in exchange for goods and services or
in repayment of debts.



In the earliest stages of human society, there was no concept of
money. People relied on the barter system, where goods were
directly exchanged for other goods. For example, a farmer might
exchange wheat for cloth produced by a weaver. However, the
barter system was inefficient due to the “double coincidence of
wants” problem—both parties had to want exactly what the
other had. Money evolved as a solution to these problems,
providing a standardized and widely accepted medium for
transactions.

In the modern economy, money plays a crucial role not only in
transactions but also in savings, investments, and economic
development. It ensures that resources are allocated efficiently
and markets function smoothly. Without money, modern
economic systems, which are highly complex and
interdependent, would collapse.

Evolution of Money

The concept of money has evolved through various stages:

1. Commodity Money: In ancient times, people used
commodities like salt, cattle, shells, and metals as money.
These items had intrinsic value and could be exchanged
easily.

2. Metallic Money: Gradually, gold, silver, and copper
became popular because they were durable, divisible, and



valuable. Coins were minted to standardize value.

3. Paper Money: With time, governments and banks began
issuing paper currency, which was easier to carry and more
practical than metal coins.

4. Fiat Money: Modern paper currency has no intrinsic value
but is accepted because it is backed by government
authority.

5. Bank Money: Deposits in banks, which can be transferred
via checks, credit cards, and online banking.

6. Digital and Cryptocurrency: In the 21st century, digital
payment systems like PayPal, mobile wallets, and
cryptocurrencies (Bitcoin, Ethereum) have introduced a
new era of money.

This evolution shows how money has adapted to meet the needs
of growing economies and complex trade systems.

Importance of Money in a Modern Economy

Money is important because it facilitates smooth functioning of
the economic system. Its importance can be explained under the
following points:



1. Medium of Exchange

Money eliminates the inefficiencies of the barter system by
providing a common medium of exchange. For example, a
teacher can be paid in money instead of having to accept goods
like wheat or clothes. This makes trade simple and convenient.

2. Measurement of Value

Money provides a common unit of account. It allows the value
of goods and services to be expressed in terms of a single
standard, usually currency units. For instance, a mobile phone
costs Rs. 50,000, and a book costs Rs. 500. Without money,
comparing these values would be extremely difficult.

3. Store of Value

Money acts as a store of value because it can be saved and used
in the future. Unlike perishable goods, money retains its value
over time and can be accumulated for future consumption or
investment. For example, people save money in banks to buy a
house or car later.

4. Facilitates Trade and Specialization

Money allows for large-scale trade across regions and countries.
It also encourages specialization, as individuals and firms can
focus on producing goods and services they are best at and use
money to exchange for other needs.

5. Promotes Savings and Investment



Money encourages savings in financial institutions, which are
then invested in productive activities. This leads to capital
formation and economic growth. For example, banks use public
deposits to provide loans for businesses.

6. Facilitates Government Policies

Governments use money to regulate the economy through fiscal
and monetary policies. Tax collection, public expenditure, and
control of inflation are all possible because of money.

7. Economic Stability

Money helps in stabilizing prices, controlling inflation, and
ensuring smooth economic activities. It allows central banks to
regulate supply and demand through monetary policy.

Functions of Money in a Modern Economy

The functions of money are broadly classified into primary,
secondary, and contingent functions.

1. Primary Functions

These are the most essential functions that make money useful:

e Medium of Exchange: Money is used to buy and sell
goods and services. It solves the barter system problem.



e Measure of Value: Money provides a standard measure to
compare the value of goods and services.

2. Secondary Functions

These extend the usefulness of money in the economy:

e Store of Value: Money allows individuals to save wealth
for future use.

e Standard of Deferred Payment: Money enables
borrowing and lending because it provides a common
standard for future payments. For example, if someone
borrows Rs. 100,000, repayment can be made later in the
same currency.

e Transfer of Value: Money makes it easy to transfer
purchasing power from one person to another, or one place
to another. For instance, remittances sent by overseas
workers to their families.

3. Contingent Functions

These are additional roles of money:

e Basis of Credit System: Modern economies run on credit,
which 1s possible only because of money.



e Distribution of National Income: Money allows wages,
rent, interest, and profit to be distributed among factors of
production.

e Maximization of Utility: People use money to maximize
satisfaction by purchasing goods and services according to
their preferences.

e Encouragement of Trade and Industry: Without money,
modern industries and international trade could not
flourish.

Role of Money in a Modern Economy

1. In Business and Commerce

Money is the backbone of business activities. Companies use
money for production, investment, paying wages, and selling

goods. The existence of money makes modern large-scale
industries possible.

2. In International Trade

Money in the form of foreign exchange allows countries to trade
with one another. Globalization and world trade are only
possible because money facilitates cross-border payments.

3. In Capital Formation



Money helps in transforming savings into investments. Banks
collect savings and lend them to industries, thus promoting
capital formation and economic development.

4. In Economic Planning

Modern economies rely on money for implementing
development plans. Governments prepare budgets, allocate
resources, and execute policies in monetary terms.

5. In Social and Cultural Life

Money influences social and cultural life by determining
people’s standard of living, lifestyle, and consumption patterns.
It also enables donations, charity, and public welfare activities.

Problems Related to Money in a Modern Economy

Although money plays a central role in the economyj, it also
creates challenges:

1. Inflation: Excess supply of money reduces its value,

leading to rising prices.

2. Black Money: Illegal income creates inequality and
corruption.

3. Unequal Distribution: Money is often concentrated in the
hands of a few, leading to income inequality.



4. Speculation and Instability: Overemphasis on money can
lead to speculative activities like stock market gambling.

Conclusion

Money is the lifeline of a modern economy. It has evolved from
simple commodities to complex digital forms, but its core
purpose remains the same: to act as a medium of exchange, store
of value, measure of value, and standard of deferred payments.
In today’s globalized world, the importance of money is even
greater as it supports trade, industry, investment, and
government policies. Without money, modern economies would
not function efficiently. While money brings many benefits, it
must be managed carefully to avoid inflation, inequality, and
instability. Thus, money is not just an economic tool but a
foundation upon which the prosperity and stability of modern
society rests.



Q.2 What is the value of money? Discuss the factors
determining the value of money.

Introduction to the Value of Money

Money is the foundation of a modern economy, and its value
determines the purchasing power of individuals, businesses, and
governments. The concept of the “value of money” refers to the
ability of money to buy goods and services. If one unit of
currency buys more goods, its value is considered high, but if
the same unit buys fewer goods, its value is considered low. The
value of money is not fixed; it changes over time due to
inflation, deflation, supply and demand, and other economic
forces.

Understanding the value of money is crucial because it affects
consumption, production, investment, trade, savings, wages, and
even social stability. Economists, policymakers, and financial
nstitutions monitor it closely to maintain economic balance.

Meaning of the Value of Money

The value of money can be understood in two main ways:

1. Internal Value of Money (Purchasing Power):



o This refers to how much goods and services a unit of
currency can purchase within a country. For example,
if Rs. 100 buys 5 kilograms of rice today but only 3
kilograms next year, the internal value of money has
fallen due to inflation.

2. External Value of Money (Exchange Rate):

o This refers to the value of money in terms of foreign
currencies, i.e., how much one currency 1s worth
compared to another. For example, if 1 US dollar
equals 300 Pakistani rupees today but equals 350
rupees next year, the external value of the rupee has
fallen.

Thus, the value of money is dynamic and depends on multiple
economic, social, and political factors.

Importance of the Value of Money in the Economy

The value of money is significant for various reasons:

e [t influences the cost of living and standard of living.

e [t affects the profitability of businesses and investments.



e [t determines wage rates, interest rates, and savings.
e [t impacts international trade and the balance of payments.

e [t influences government policies related to taxation,
spending, and monetary control.

A stable value of money is essential for economic growth, while
instability leads to inflation, unemployment, poverty, and social
unrest.

Factors Determining the Value of Money

The value of money is influenced by a combination of economic
and non-economic factors. These factors can be classified into
demand-side factors, supply-side factors, and external
factors.

1. Demand and Supply of Money

The most fundamental factor is the relationship between the
demand for and supply of money.

e Supply of Money: If the supply of money increases
without a corresponding increase in goods and services,
prices rise, and the value of money falls. For example,



when governments print excessive currency to meet
deficits, inflation occurs.

e Demand for Money: If people demand more money for
transactions, savings, or precautionary purposes, the value
of money rises.

This concept 1s explained by the Quantity Theory of Money,
which states that the value of money is inversely related to the
quantity of money in circulation.

2. Price Level of Goods and Services

The value of money is inversely related to the general price level
in the economy. If prices increase, the purchasing power of
money decreases, and vice versa.

e Inflation: A rise in prices reduces the value of money.

e Deflation: A fall in prices increases the value of money.

For example, during hyperinflation in Zimbabwe, money lost its
value because prices of basic goods skyrocketed.

3. Cost of Production



The cost of producing goods and services affects prices, which
in turn influences the value of money. If wages, raw materials,
and energy costs rise, production becomes expensive, leading to
higher prices and a fall in the value of money.

4. National Income and Output

If national income and production increase, the supply of goods
and services also rises. This stabilizes or reduces prices, thereby
increasing the value of money. On the other hand, if production
falls due to poor technology, strikes, or natural disasters, prices
rise, and the value of money falls.

5. Monetary Policy

The policies of central banks, such as the State Bank of
Pakistan or the Federal Reserve in the USA, directly affect the
value of money.

e Expansionary monetary policies (increasing money supply,

lowering interest rates) may reduce the value of money.

e Contractionary policies (reducing money supply, raising
interest rates) may increase the value of money.




6. Fiscal Policy

Government taxation and spending influence the value of
money. If governments spend excessively and create budget
deficits, they may borrow or print money, leading to inflation
and loss of value. On the other hand, balanced budgets and
controlled spending stabilize the value of money.

7. Velocity of Circulation of Money

The speed at which money changes hands affects its value. If
money circulates quickly, demand increases, leading to rising
prices and a fall in value. Slow circulation, on the other hand,
stabilizes or increases the value of money.

8. Balance of Payments and International Trade

The value of money is influenced by a country’s trade position.
e [f a country exports more than it imports, its currency

strengthens, increasing the external value of money.

e If imports exceed exports, the currency depreciates, and the
external value falls.



For example, countries like China with trade surpluses often see
stronger currency values, while countries with trade deficits face
depreciation.

9. Confidence of the People in Money

The value of money is partly psychological. If people lose
confidence in their currency, its value falls regardless of supply
and demand. For instance, during times of war, political
instability, or corruption, people may prefer foreign currency or
gold, leading to a fall in the value of domestic money.

10. Foreign Exchange Rates

Since the world economy is interconnected, exchange rates
directly influence the external value of money. If the domestic
currency depreciates against major foreign currencies like the
US dollar, its external value decreases. For example, if 1 USD
rises from Rs. 250 to Rs. 300, the Pakistani rupee has lost value.

11. Political Stability and Governance

Stable governments and transparent institutions maintain
confidence in the currency. In contrast, unstable governments,
corruption, and policy uncertainty reduce the value of money.



For example, strong governance in countries like Switzerland
ensures high confidence in its currency.

12. Level of Development and Technology

Countries with high levels of development and advanced
technology produce more goods and services at lower costs.
This stabilizes prices and maintains the value of money.
Developing countries, however, may face high inflation and
unstable currency values due to inefficient production.

13. International Events and Shocks

Events such as wars, natural disasters, pandemics (like
COVID-19), or global financial crises affect trade, production,
and currency flows. These factors destabilize economies and
reduce the value of money by raising inflation or increasing
borrowing.

Ilustrative Examples

1. Germany’s Hyperinflation (1920s):
After World War I, Germany printed excessive currency to
pay reparations. As a result, prices skyrocketed, and money
lost almost all its value. People carried baskets of money to



buy bread.

2. Zimbabwe (2000s):

Excessive printing of currency led to hyperinflation, where
the value of money collapsed completely. A 100 trillion
Zimbabwean dollar note was issued but could hardly buy
anything.

3. Pakistan’s Inflation (Recent Years):

Due to rising import bills, currency depreciation, and
political instability, the value of the Pakistani rupee fell
sharply, raising the cost of living and reducing purchasing
power.

Stabilizing the Value of Money

Since fluctuations in the value of money can harm economies,
governments and central banks adopt measures to stabilize it:

e Controlling inflation through monetary policy.

e Encouraging production and investment to increase supply
of goods.

e Maintaining fiscal discipline to avoid excessive deficits.



e Stabilizing foreign exchange rates through reserves and
trade policies.

e Promoting political stability and public confidence in the
economy.

Conclusion

The value of money is not fixed; it changes with time,
influenced by demand and supply, price levels, government
policies, production, international trade, and public confidence.
Internal value reflects purchasing power within the country,
while external value relates to exchange rates with other
currencies. A stable value of money is essential for economic
growth, investment, savings, and social well-being. Instability,
on the other hand, leads to inflation, poverty, and crises.
Therefore, governments and central banks must work together to
ensure monetary stability for the prosperity of the nation.



Q.3 Describe in detail the concept and types of inflation,
along with remedies to reduce it.

Introduction to Inflation

Inflation is one of the most significant and widely discussed
economic i1ssues in the modern world. It refers to the sustained
rise in the general price level of goods and services in an
economy over a period of time. When inflation occurs, the
purchasing power of money decreases, meaning that more
money is required to buy the same quantity of goods and
services.

For example, if a kilogram of sugar costs Rs. 100 this year and
Rs. 120 next year, the increase represents inflation. While a
moderate level of inflation is considered normal and even
beneficial for economic growth, excessive inflation is harmful to
individuals, businesses, and governments. On the other hand,
very low or negative inflation (deflation) can also be damaging
because it slows down production and investment.

Thus, understanding inflation, its types, causes, and remedies is
essential for maintaining economic stability and prosperity.

Concept of Inflation



The word “inflation” comes from the Latin word inflare,
meaning “to blow into” or “to expand.” In economic terms,
inflation can be defined as:

e (Classical Definition: A situation where “too much money

chases too few goods.”

e Modern Definition: A persistent rise in the general price
level of goods and services in an economy over a period of
time.

Two important aspects of inflation are:
1. Inflation is persistent, not temporary. A one-time increase

in prices does not mean inflation.

2. Inflation affects the general price level, not just individual
goods.

Measurement of Inflation

Inflation is measured using price indices such as:

1. Consumer Price Index (CPI): Measures changes in prices
of a basket of goods and services consumed by households.



2. Wholesale Price Index (WPI): Measures price changes at
the wholesale or producer level.

3. GDP Deflator: Measures inflation by comparing nominal
GDP with real GDP.

For example, if CPI increases from 100 to 110 in a year, it
means a 10% inflation rate.

Types of Inflation

Inflation can be classified in different ways depending on its
intensity, causes, and impact on the economy.

1. Based on Intensity or Rate of Inflation

® Creeping Inflation: Prices rise slowly, usually less than 3% per
year. This 1s considered normal and even healthy for
economic growth. Example: advanced economies often aim
for 2% inflation.

e Walking Inflation: Prices rise moderately, between 3—10%
annually. It can cause some problems in living standards.

e Running Inflation: Prices rise rapidly, between 10-20%
annually. It disturbs economic stability, reduces purchasing



power, and creates social unrest.

e Hyperinflation: Prices rise uncontrollably at an extremely
high rate, sometimes more than 100% per month. Money
loses its value completely. Example: Germany in the 1920s
and Zimbabwe in the 2000s.

2. Based on Causes of Inflation

® Demand-Pull Inflation: Occurs when demand for goods and
services exceeds supply. For example, if people have more
money to spend but production remains constant, prices
rise.

e Cost-Push Inflation: Caused by rising costs of production,
such as wages, raw materials, or energy. Producers raise
prices to cover costs. Example: increase in global oil prices
raising transportation and production costs.

e Built-In Inflation (Wage-Price Spiral): Occurs when
workers demand higher wages due to rising prices, and
businesses raise prices further to cover wage costs, creating
a cycle of inflation.

3. Based on Speed of Spread



® open Inflation: Inflation that is visible and measurable in rising
prices.

e Suppressed Inflation: When governments control prices
artificially through price ceilings, subsidies, or rationing,
inflation exists but is hidden.

4. Based on Scope

® Comprehensive Inflation: When the general price level of almost all
goods and services increases.

e Sectoral Inflation: When inflation occurs only in specific
sectors, such as housing, education, or food.

5. Based on Economic Conditions

® Monetary Inflation: Caused by an increase in money supply
without a corresponding increase in goods and services.

e Fiscal Inflation: Caused by excessive government
spending or budget deficits.

e Imported Inflation: Occurs when prices rise due to
imported goods becoming expensive, often caused by
currency depreciation.



Causes of Inflation

Inflation does not occur due to a single reason; multiple factors

combine to create it. Major causes include:

.

Excessive Money Supply: Printing too much currency
reduces its value and increases prices.

. Increased Demand: Rising population, urbanization, and

higher incomes increase demand, leading to demand-pull
inflation.

. Shortage of Supply: Poor harvests, strikes, or disruptions

in production reduce supply, raising prices.

. Rising Production Costs: Higher wages, expensive raw

materials, and energy costs lead to cost-push inflation.

. Government Deficits: Financing deficits through

borrowing or printing money creates inflationary pressure.

. Corruption and Black Money: Illegal hoarding and

speculative activities reduce supply in markets, increasing
prices.

. Imported Goods: If imports become expensive due to

currency depreciation or global price rises, domestic



inflation occurs.

8. Expectations of Inflation: If people expect prices to rise,
they buy more today, creating further inflation.

Effects of Inflation

Inflation has both positive and negative effects, depending on its
rate and duration.

Positive Effects

e Moderate inflation encourages production and investment.
e [t reduces the real burden of public debt.

e [t prevents deflation, which 1s harmful to growth.

Negative Effects

e Reduces purchasing power and standard of living.

e (Creates inequality, as fixed-income groups suffer while
businesses and speculators gain.

e Discourages savings because money loses value over time.



e [ cads to uncertainty, discouraging investment.

e (Causes balance of payment problems by making exports
expensive and imports cheaper.

e [eads to social unrest and political instability.

Remedies to Control Inflation

Controlling inflation requires a combination of monetary, fiscal,
and structural policies.

1. Monetary Measures (Controlled by Central Bank)

® Control of Money Supply: Reducing currency circulation and credit
creation.

e Increase in Interest Rates: Higher interest rates
discourage borrowing and reduce demand.

e Open Market Operations: Central banks sell government
securities to absorb excess money.

e Credit Control: Restricting loans and credit facilities
reduces demand in the economy.

2. Fiscal Measures (Controlled by Government)



® Reduction in Public Expenditure: Curtalhng govemment Spending
reduces demand.

e Increase in Taxes: Higher direct taxes reduce disposable
income, controlling demand.

e Budget Surplus: Avoiding deficits and maintaining
balanced budgets.

e Control on Deficit Financing: Limiting printing of money
to finance government projects.

3. Production and Supply-Side Measures

e Increasing agricultural and industrial output to meet
demand.

e Removing trade barriers to allow imports of essential
goods.

e Improving technology and productivity to reduce
production costs.

4. Administrative and Direct Controls

® Price controls on essential commodities.



e Anti-hoarding laws to prevent artificial scarcity.

e Rationing of essential goods in extreme cases.

5. Long-Term Structural Measures

e Encouraging investment in infrastructure, agriculture, and
industry.

e Reducing population growth to balance demand and supply.

e Promoting exports to strengthen currency and reduce
imported inflation.

Examples of Remedies in Practice

e United States (1980s): The Federal Reserve raised interest
rates sharply to control double-digit inflation, though it
temporarily slowed growth.

e Pakistan (Recent Years): The State Bank of Pakistan
raised policy rates and imposed import restrictions to
control inflation caused by currency depreciation and rising
global o1l prices.



e India: Implemented monetary tightening and food
subsidies to control food inflation.

Conclusion

Inflation is a complex economic phenomenon that affects every
sector of society. A moderate level of inflation can stimulate
economic growth, but excessive or uncontrolled inflation is
harmful to individuals, businesses, and governments. Different
types of inflation—creeping, running, hyperinflation,
demand-pull, and cost-push—arise due to multiple causes such
as excessive money supply, rising costs, or demand-supply
imbalances.

Remedies to control inflation require coordinated efforts from
central banks, governments, and institutions through monetary,
fiscal, supply-side, and structural measures. The ultimate goal is
to maintain a stable price level, which ensures purchasing
power, economic stability, and social well-being.



Q.4 What are the financial assets? Discuss the types and
structure of the financial assets.

Introduction to Financial Assets

In the modern economic and financial system, the term financial
asset holds immense importance. Every individual, business, or
government engages in the creation, exchange, and use of
financial assets in order to save, invest, and build wealth. Unlike
physical assets such as land, machinery, or gold, financial assets
are intangible instruments that derive their value from
contractual claims. They represent ownership, lending, or
investment rights that entitle the holder to receive future cash
flows, income, or other economic benefits.

A financial asset, therefore, is not valued for its physical
existence but for the rights and future benefits it provides. For
example, when an investor purchases a company’s share, the
paper certificate (or digital entry) itself has no intrinsic worth,
but the ownership right, claim on profits (dividends), and
possibility of capital gain associated with the share make it a
financial asset. Similarly, bonds, bank deposits, insurance
policies, and mutual funds are all financial assets.

Definition of Financial Assets



Economists and financial experts define financial assets as
follows:

1. General Definition: A financial asset is an intangible asset
that derives value because of a contractual claim, such as
bank deposits, stocks, or bonds.

2. Accounting Definition: According to International
Accounting Standards (IAS 32), a financial asset is any
asset that 1s:

o Cash,

o An equity instrument of another entity,

o A contractual right to receive cash or another financial
asset, or

o A contractual right to exchange financial instruments
under favorable conditions.

3. Simplified Definition: A financial asset is a claim on real
assets or the income they generate.

Characteristics of Financial Assets



Financial assets are unique because they differ fundamentally
from real or physical assets. Some major characteristics include:

1. Intangibility: Financial assets cannot be physically
touched like land or machinery; they exist as contracts or
digital records.

2. Liquidity: Many financial assets, such as shares and
treasury bills, can be quickly converted into cash.

3. Future Benefits: The value of financial assets lies in their
ability to generate income or provide ownership rights.

4. Transferability: Financial assets can usually be transferred
between parties through sale, purchase, or inheritance.

5. Risk and Return: Every financial asset involves some risk
and provides returns in the form of interest, dividends, or

capital appreciation.

6. Legal Recognition: The value and enforceability of
financial assets are backed by law and regulations.

Types of Financial Assets



Financial assets are classified into various categories based on
their nature, return, liquidity, and purpose. Below are the major

types:
1. Cash and Cash Equivalents

® cash: The most liquid financial asset, used as a medium of
exchange.

e Cash Equivalents: Short-term, highly liquid investments
that can easily be converted into cash, such as Treasury
Bills, Commercial Papers, and Certificates of Deposit.
Example: A company holding Rs. 1 million in a savings
account or short-term Treasury Bills.

2. Equity Instruments (Ownership-Based Assets)

e Represent ownership rights in a company or enterprise.
e Shareholders are entitled to dividends and capital gains.

e Equity is riskier but potentially more profitable.
Examples:

1. Common Stocks: Provide ownership rights, voting power,
and dividends.



2. Preferred Stocks: Provide fixed dividends but limited or
no voting rights.

3. Debt Instruments (Credit-Based Assets)

e Represent lending arrangements where the holder has the
right to receive interest and repayment of principal.

e [ower risk compared to equity but returns are limited.
Examples:

1. Government Bonds: Loans given to governments by
investors.

2. Corporate Bonds: Loans provided to companies by
investors.

3. Bank Loans or Promissory Notes.

4. Hybrid Instruments

e Contain features of both equity and debt.
Examples:

1. Convertible Bonds: Bonds that can be converted into
equity shares.



2. Preference Shares with Debt-like Features.

S. Derivatives (Contingent Claims)

e Financial contracts whose value is derived from an
underlying asset (stocks, commodities, currencies, or
interest rates).

Examples:

1. Options: Right, but not obligation, to buy or sell an asset in
the future.

2. Futures Contracts: Agreements to buy or sell at a
predetermined price in the future.

3. Swaps: Exchange of financial instruments, such as interest
rate swaps.

6. Mutual Funds and Collective Investments

e Pooling of money from many investors to invest in
diversified portfolios of stocks, bonds, or other securities.
Examples.: Equity Funds, Debt Funds, Index Funds.

7. Insurance Contracts and Pension Funds

e Financial assets providing protection or future benefits.
Examples: Life insurance policies, retirement pensions,



provident funds.

8. Foreign Exchange Assets

e Currency holdings, foreign bonds, and international
deposits.
Examples.: A Pakistani company holding USD deposits in
an American bank.

Structure of Financial Assets

The structure of financial assets refers to their classification,
flow, and the institutions that create and trade them. The
financial system provides the framework within which financial
assets are created, transferred, and regulated.

1. Primary vs. Secondary Assets

® primary Assets: D1rect claims of investors on real sectors (e.g.,
shares, bonds issued by companies).

e Secondary Assets: Claims issued by financial
intermediaries (e.g., bank deposits, mutual funds).

2. Market-Based Structure

® Money Market Instruments: Short-term financial assets with hlgh
liquidity and low risk (e.g., Treasury Bills, Commercial



Papers).

e Capital Market Instruments: Long-term financial assets,
including equity and bonds.

3. Banking vs. Non-Banking Financial Assets

® Banking Financial Assets: DEpOSsits, savings accounts, loans, and
advances.

e Non-Banking Financial Assets: Stocks, bonds, insurance
policies, mutual funds, and derivatives.

4. Public vs. Private Financial Assets

® Public Financial Assets: (GOvernment bonds, treasury bills, and
sovereign wealth funds.

e Private Financial Assets: Corporate shares, private equity,
and venture capital investments.

5. Domestic vs. International Financial Assets

® Domestic Assets: IsSsued within a country’s financial system.

e International Assets: Cross-border securities, global
bonds, and foreign exchange holdings.



Importance of Financial Assets

1. Wealth Creation: Individuals and companies use financial
assets to grow wealth and achieve financial goals.

2. Capital Formation: Financial assets mobilize savings into
investments, contributing to economic growth.

3. Liquidity and Flexibility: Financial assets can be
converted into cash easily to meet urgent needs.

4. Risk Management: Through diversification and hedging,
financial assets help manage risks.

5. Government Financing: Governments issue bonds and
treasury bills to finance projects and deficits.

6. Economic Stability: Well-functioning financial asset
markets ensure efficient allocation of resources.

Examples of Financial Assets in Practice

e Household Example: A family investing in savings
accounts, insurance policies, and shares of a local company.



e Corporate Example: A firm issuing corporate bonds to
raise capital for expansion.

e Government Example: [ssuing treasury bills to finance
budget deficits.

e International Example: Investors trading in global
derivatives or foreign exchange reserves.

Challenges and Risks of Financial Assets

1. Market Risk: Value may fall due to economic downturns.
2. Credit Risk: Borrowers may default on payments.

3. Liquidity Risk: Some assets may not be easily converted
into cash.

4. Inflation Risk: Purchasing power of returns may decline
with inflation.

5. Regulatory and Political Risks: Changes in laws or
instability may affect value.



Conclusion

Financial assets are the backbone of the financial system and
modern economy. They differ from physical assets in being
intangible and deriving value from contractual claims. Their
importance lies in enabling savings, investment, wealth creation,
and efficient resource allocation. Financial assets exist in diverse
forms—cash, equity, debt, derivatives, mutual funds, insurance,
and pension funds. Their structure includes primary vs.
secondary assets, money vs. capital markets, banking vs.
non-banking instruments, and domestic vs. international assets.

Understanding financial assets is crucial not only for investors
and companies but also for policymakers, as these assets drive
economic stability and growth.



Q.5 Write notes on the following; (i) World Bank (20) (ii)
IMF

(i) World Bank

Introduction

The World Bank is one of the most important international
financial institutions in the world today. It was established after
the Second World War to provide economic support for
reconstruction and development. While the International
Monetary Fund (IMF) focuses on stabilizing exchange rates
and short-term financial crises, the World Bank mainly
concentrates on long-term development projects, poverty
reduction, and infrastructure building in developing countries. It
is headquartered in Washington, D.C., USA, and has more than
180 member countries.

History and Establishment

The World Bank was established in 1944 during the famous
Bretton Woods Conference held in the United States. Two
institutions were created at that conference:

1. The International Monetary Fund (IMF)

2. The International Bank for Reconstruction and
Development (IBRD), which later became known as the



World Bank.

Initially, the World Bank’s role was to help Europe rebuild after
the devastation of World War II. However, by the 1950s, its
focus shifted towards developing countries, financing projects
related to agriculture, infrastructure, health, and education.

Structure of the World Bank

The World Bank is not a single institution but a group of five
organizations collectively known as the World Bank Group
(WBG):

1. International Bank for Reconstruction and
Development (IBRD): Provides loans to middle-income
and creditworthy low-income countries.

2. International Development Association (IDA): Provides
interest-free loans and grants to the poorest countries.

3. International Finance Corporation (IFC): Promotes
private sector investment by providing loans, equity, and
advisory services.

4. Multilateral Investment Guarantee Agency (MIGA):
Provides guarantees against non-commercial risks (such as



war, political instability) to encourage foreign investment.

5. International Centre for Settlement of Investment

Disputes (ICSID): Provides facilities for arbitration of
investment disputes.

Functions of the World Bank

The main functions include:

l.

Providing Long-Term Loans: Grants and loans for
infrastructure projects such as roads, dams, and power
plants.

. Reducing Poverty: Programs for poverty alleviation,

improving education, and health care.

. Encouraging Development: Support for agriculture,

industry, and environmental sustainability.

. Providing Technical Assistance: Offering expertise and

training to developing nations.

. Supporting Private Sector Growth: Encouraging

entrepreneurship and foreign investment through IFC and



MIGA.

Importance of the World Bank

e [t plays a vital role in promoting sustainable development.

e Helps countries recover from natural disasters and
conflicts.

e Provides financial and technical support to combat global
issues like climate change, inequality, and disease
outbreaks.

e Strengthens developing economies, making them more
self-sufficient.

Criticisms of the World Bank

e Promotes policies like privatization and liberalization that
may harm poor communities.

e [oans often increase the debt burden of developing
countries.



e Environmental and social impacts of large projects (e.g.,
dams) have been criticized.

e Some argue it mainly serves the interests of rich countries
that dominate its voting structure.

Conclusion on World Bank

The World Bank is a central pillar of global development efforts.
Despite criticisms, it has contributed to improving infrastructure,
education, health, and living standards in many countries. Its
role continues to evolve as the world faces new challenges such
as climate change and global inequality.

(ii) International Monetary Fund (IMF)

Introduction

The International Monetary Fund (IMF) is another key
international financial institution established alongside the
World Bank at the Bretton Woods Conference in 1944. While
the World Bank focuses on long-term development, the IMF
mainly provides short-term financial assistance and ensures
global monetary stability. Its headquarters is also in

Washington, D.C., USA.



Objectives of the IMF

The IMF was created with the following primary objectives:

1. To promote international monetary cooperation.
2. To ensure exchange rate stability.
3. To facilitate balanced growth of international trade.

4. To provide short-term loans to member countries facing
balance of payment problems.

5. To reduce financial crises and promote global economic
stability.

Structure of the IMF

e The IMF currently has 190+ member countries.

e Each member contributes funds (known as quotas) based
on the size of its economy.

e The main decision-making body is the Board of
Governors, where each member country 1s represented.



e Day-to-day operations are handled by the Executive
Board, with the Managing Director as the head.

Functions of the IMF

1. Financial Assistance: Provides loans to countries facing temporary
balance of payment problems.

2. Surveillance: Monitors global economic trends and advises
countries on policies to maintain stability.

3. Capacity Development: Provides training, technical
support, and policy advice to governments.

4. Exchange Rate Stability: Works to avoid competitive
devaluations and exchange rate crises.

5. Crisis Management: Plays a central role during global

financial crises, e.g., Asian Financial Crisis (1997), Global
Recession (2008).

Role of IMF in Developing Countries



® Assists in stabilizing economies suffering from high
inflation, deficits, or external debit.

e Provides structural adjustment programs to reform
economies.

e Helps countries in emergencies such as food shortages or
pandemics.

Criticisms of IMF

® strict Conditions: Loans often come with conditions such as
reducing government spending, privatization, and removing
subsidies, which can harm the poor.

e Debt Trap: Countries may become dependent on IMF
loans, increasing debt levels.

e Unequal Voting Power: Rich countries like the USA have
more influence in decision-making.

e Social Impact: Structural reforms often lead to
unemployment, poverty, and reduced public services.



Importance of IMF

Despite criticism, the IMF plays a crucial role in ensuring global
economic stability. It provides a platform for international
cooperation and acts as a lender of last resort for countries in
financial trouble.

Final Note on World Bank and IMF

The World Bank and IMF are often referred to as the “twin
sisters of Bretton Woods” because they were both established
in 1944 with the aim of stabilizing and rebuilding the global
economy. While the World Bank provides long-term
development loans and poverty reduction programs, the IMF
provides short-term financial assistance and ensures monetary
stability. Together, they form the backbone of the international
financial system.
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