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ASSIGNMENT No. 01

Fundamental of Money and banking (8593) BS ACCOUNTING AND FINANCE

Spring, 2025

Q.1 What is money? Explain the role and functions of money in a modern economy.
(20)

Some people think that money arose as unit of account from customary ratios of exchange. There are
others who hold that money originated as medium of exchange. This theory is more widely held and is
generally believed that some articles general utility began to serve as a medium of exchange and
became money. This was due to its general acceplability. F'.
D W

Throughout the history of civilization money has-ﬁpaasﬁa.thﬂ-ﬂﬁh different stages. Historically the
development of money in the present form has ewl'ﬁi?qd ’rﬁ;ﬁégh the following stages. These stages are
discussed as under. ) o S
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The earliest money which came | q‘ﬁﬁg‘;{ﬂnd Was acce dw ‘FH;E exchange gh&g’ﬁpds-was commadity

money. A large number of item (stich as wheat, coflon, skins, arrows, bows, camels, goats etcihave |

served as commodity money at different times agiq,’ 1 éﬁ”depending gp_ﬁnﬁiﬁe stage of development in
that country. As time pas%gj;aﬁ it was found that these commodities were not best suited as general
means of making payments. .-’”;_‘h ,_f \ ;

q

- ?\_L-____,r: " . L
The main problems with cnmrﬁlﬁ'ﬁlt-;;;‘m‘ﬁnay were lhé_ﬁ*th'ﬁy lacked {gk%ig{'&b‘llity (b} portability (c)
divisibility (d) uniformity and standardization {E‘Lﬁrﬁ‘g_ula*rity in supply«{f}.and had high epportunity cost,
so search was made to find more SUitags@xjahﬂ convenient mea . which is generally acceptable in
payments for the goods and services. {The search led to theudiscevery of precious metals like copper,
silver and gold. 0 "a \
% {-'\ o e |:"'-'r"’l. .

The word money has been [q}i{h"ﬁnm latin wgrd‘.‘:ﬁiﬁﬁﬁa“ which denotes godess juna in whose temple
money was minted in.reme. At prese t,lh‘ijjatﬁ word pecunia is used for money. It is generally
believed that pewﬁh'@d’érived from ds'meaning cattle which have served at one time or another
as a medium of exchange and a,measure of value. People think that man done nothing to discover
money but it appeared at !luﬁvﬂ'm,_":‘j'l"ﬁ'ccurﬁing to the needs of circumstances. This idea is known as
theory of spnntananu%‘m@’fﬁ? According to some people money was discovered to overcome the

defects of barter system, This idea is known as theory of evolution.

B

2. Metallic money

The next form of commuodity money was the use of metals such as gold, silver, copper as medium of
exchange. Such coins had in intrinsic value. Which was reflected in their face value? The use of un-
coined metals as a medium of exchange created further difficulties; it became difficult for people to
known the weight and value of the peiece of bullion at sight. The discovery of mines of gold and silver
and their exhaustion caused fluctuations in the supply of money. Transaction and storage of precious
metals also became dangerous. Debasement of metal further caused inconvenience and complications
in exchange further advancement in the evolution of commodity money was the replacement of un-
standardized metal ingnots with a standardized coinage. The metallic coins had a guaranteed weight of
value by a competent authority. They had also the intrinsic value and so commanded a universal
respect. With the passage of time these full bodied coins also proved a failure as a good medium of
exchange. Coins were clipped abraded and melted down. They were also debased with the discovery or
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exhaustion of mines the intrinsic worth of the coins begins to depart from their face value efforts were
made to find out a better unit of account.

Convertible paper money

In the evolution of money the next stage was the discovery of convertible paper money as a
commodity money substitute. The convertible paper money is paper money that may be redeemed for
a specific commodity at a rate of specialized on the currency. Before 1914 the bulk of bank notes were
convertible into gold. The bank notes of various denominations had a promise by the bank to pay to
the bearer as specific amount of gold on demand. The practice of exchanging paper currency for gold
was eliminated after 1914 in england and in 1933 in usa. In today's economy the paper notes are
inconvertible noles. They are neither fully nor fractionally convertible into gold. The paper money
developed into inconvertible money is called flat money.

4. Flat money !*

Flat money consists of paper money that derives its stat@ahmgnﬁy from the power of the state. That
money is money because government says il is mo ﬁ;&nﬂt backed by promise to pay something
of inlrinsic value. Il is accepled because gwamn@ Lodectares il Jsgal lender. The creditors must

accept it as a medium of exchange and ag’:“naymen er debts, _ _,gh ‘ "i., '\
il
% . 'l'.k-"' W L ""- %
5. Credit money F':L__ *a. - "*‘_“"*- v L\ -’
Anclher mosl importanl compo af fﬁaney suppd,,f t!'ﬂé'}'izl eposil money ﬁgﬂf“&dll money, BI

money consists of deposits at bank and the fiﬁmcﬁl‘lf’rﬁ'?tutlons whl a;.—iq'a subject to withdr | by
cheques. In developed countrigs of the world 95% fransactions are-eartied on with chedﬂﬁ*‘f}zeques
are a safe way of transferrifig the o % uf“depuslts in f{gﬁjﬁim lnstltutlonfg Lﬁgy are normally
acceptable as medium of emhangaﬁ. ”q

....:I :3*‘- i ,.:" 4
6. Electronic banking > ! a e

e " 1:. g

In all the developed and many devalﬂpm‘qfc&untrles of Ih mﬂﬂ* fhcluding pakistan the commercial
banks have entered into an era of elaﬂmnk: banking. Tha 'Js;mmers of banks having deposits in their

accounts can make purchase, Qa_? {ﬁﬂs‘“‘transfer mun simple by electronic signals.
-F..'i *.- ‘u'c. ’-
7. Near money A% A -

= b -

The final stage in Euzlul:un ol monpxhﬁb%aen the use of bills of exchange, lreasury bills, debentures,
saving certificates etc. They am as near money. They are close substitute for money and are
liquid assets. The final s;agg‘?hﬁeunlutmn has become intangible. I1ts cwnership ins now transferable
simply by book entry. T

Why does the typical miltion-doliar lottery winner end up broke within three years after earning his or
her millions? Because while they had a sudden windfall of money, they had no concept of wealth.
Wealth is not the same thing as money. Wealth is not measured by the size of income. Wealth is
measured in time.

Woealth is not the same thing as money. Weallh is not measured by the size of income. If all | have to
my name is $1,000 in savings and checking combined, and my living expenses are $100 a day, then
my wealth equals ten days. {i.e. Wealth is the ability to survive so many number of days forward.)

Actually, let's deepen that definition. Weaith is measured by the richness of your life experience today
plus the number of days into the future that you have the capacity to continue living at that level of
experience. One reason the rich get richer is that the rich work for a different kind of money. They
don't work to generate income—they work to build wealth. There is a vast difference between the two.

When most pecple hear the word “wealth,” money immediately comes to mind. There are wealth
management firms like mine, overseeing trillions of dollars of assets under management. There are
shows, podcasts, books, and magazines galore touting how to build your wealth through the latest
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investment trends. Even those in pursuit of balance preach healthy and wealthy, as if they are two
distinctly separate goals. The world is conditioned to associate wealth with being rich.

The etymology of the word "wealth” comes from the Old English word “weal,” which refers to a state of
well-being. Even going back to the Bible, weal is often referenced as a sound or healthy state. Motice
that nowhere is there mention of money, investing, or finance.

It's worth exploring the crossover point in which well-being came to mean financially successful. The
connection isn't by happenstance, finances certainly carry enormous weight in affecting the prosperity
of a person, household, business, or government. But wealth is a state of mind, a unigue personal
definition, the sum of countless variables, of which money is but one.

3 reasons you should disconnect wealth and money

can vouch for the power money wields over its pursuers. Whil se who do not respect or care about
their finances are bound for disaster, people on the othw “the spectrum risk another type of
demise. The United States has been the richest country ll'1 orld for decades, yet according to the
World Health Organization (WHO) has long been o %ﬁe most depressed countries, in terms of

mental and behavioral disorders. P %ﬁ = A
\ w - 'AX ¢ \"ﬁh‘
b . -’ & fﬂ“’ﬁ- TaY

J"
There are studies that show once g ﬁftam income thr d is crossed, lqc:aases in income are

correlated to decreases in ment lth! Some m at when ongdges'nt have prw o
they must think up prublemle the real fmgpciﬁ Eem is ehmmatgﬁ a novel me ﬁ g is
created). However, it can’t bq,agnc:red that -:h ney for the crf Ttself can raqufra“ purtant
sacrifices in real well-being, only !eadrng tq"“a ' of emphnessm‘b & rru::nr’u&trtar:ur glg‘al reached.

Having personally advised thousands of professionals from a g alks of life over the past 15 years, |

Other side effects of putting ﬁ%uﬂﬁtha top pada&tﬂhcﬂh lncluda po ‘igd’ﬂg performance. The
philosophy of care every cnmp es lo pra::ti-:e wﬂﬂ"Thejr emplo B:Eéush:-rrw:rs can be shoved
aside 1o make or save a few e dollars. ALME& blind purswits unay can lead one to take
corrupt action. | often talk about the thres I‘% ‘needed for careef’satisfaction (income, independence,
and impact). When income is the :g:ajy 'gna that matle?é,ha ple can get trapped in the wrong
profession without any mdapanﬂenm& BI“H'I"IFEC'& to ap aﬁ"&;

On the financial planning, qrﬂm *mnne:,r is at}hi-er;uiruf people falling prey lo "keeping up with the
Joneses.” The urge tow case fina ﬁﬂus’ in compelilion among peers can force one to live
beyond their means nd wreck their budget. Lastly, once money has taken full control, it can breed an
irrational investor. This type of | ﬁdﬁ may constantly watch their portfolio and begm making short-
term emotional choices that e from their original strategy.

Reason # 2: Money ta'fg,b time

Making money takes time. Time is considered the greatest asset of all—here today but gone tomaorrow.
There is only so much time in a day, in a week, and in a lifetime to balance relationships, hobbies,
exercise, and health. The saying, "People can spend a lifetime wasting their health chasing their
wealth, anly to end up wasting their wealth chasing their health,” is partially true. If real wealth were
the goal, this would not be the case. Money may not rhyme in that line, but it would be the correct
choice of word.

More than two thousand years ago, Aristotle summed It up nicely in saying, "The life of money-making
s one undertaken under compulsion, and wealth is evidently not the good we are seeking; for it is
merely useful and for the sake of something elsa.” Perhaps including wealth was a mistake in the
transiation, but this famous guote underscores how a mound of currency and mound of dirt carry no
different value until they can translate into some improvement In well-being.

Reason #3: Money dies on its own
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Money is undoubtedly an integral part of wealth. But it only makes up one letter in “MICE" (Money,
Ideclogy, Compromise, and Ega), the acronym that governs human motivation. Similarly, it provides
context around the price of every transaction, but hardly helps when evaluating the costs and values
inherent to choices.

Money can't survive on its own, it needs somewhere o go, or it dies, There need to be goals to feed
the balance sheet, to motivate workers, companies, and investors. As a financial advisor, when getting
to know the goals of a client in our initial discovery, | don't think I've ever heard someone simply say,
“l just want more money,” and truly believe that was the life goal. The answers always involve goals
such as retirement, funding college, buying a home, traveling, and other end results,

Economics invades every subject that matters, whether micro or macro. Money by itself has never
solved issues like entitlements, education, tech, environment, war, and religion, but generating mutual
wealth within these domains has routinely led to progress. So, just as investing is one part of financial
planning, financial planning is one part of wealthy living.

Q. 2 What is inflation? Discuss the types of inflation il;'ld relevant remedies for reducing
inflation. (20)

Inflation is a situation of rising prices in the ai:\:mmﬁﬂ "‘ﬁh
\ %

A more exact definition of lﬂflallﬂ}ff_ls usl'%l ed" Increase l al price teuétlmgaﬁ aconomy.
Inflation means an increase in the cost offiving as the pric and sarw:_gsf-nsa »
the general evel

The rate of inflation measures tf?ﬂﬂﬁzﬂﬁ:erﬂenlag ™\
A \ﬁﬁ {Jﬁ
B

Inflation and value of mhpo"fr = "% (

g :,.;; r:..\ _,,-,
Inflation leads to a decline in uuir::f money. E}\&ﬁbf‘f’ means that uney won't buy as
much today as you could yester . 1t the pnc‘} ods rise, tH@ amount of money will
purchase a smaller quantity of goods. P

This diagram shows how inflation irﬂ;hec US has Erng’%ﬂ ‘3 purnhaslng power of the dollar, The
biggest decline in the purchasing poWes of the duilarm in the 1570s when inflation was highest.
Purchasing power of the Pouungf{&_ar a 192L'I= Lﬂﬁg

11960 1870 1980 1980 1998

1920 | i9 '__,v\'.[f’ﬁdﬂ
D

100 125 12%:*."*{ 98 66 46 133 6.8 5.33

This table shows us that'€100 buys fewer goods in 1998 than 1920, (approx 78% of its value)
Types of inflation

Cost-push inflation = when a rise In prices is caused by a rise in the cost of production, such as higher
oil prices

Demand-pull inflation — when a rise in prices is caused by rising aggregate demand and firms pushing
up prices due to the shortage of goods

Definition Hyper-Inflation

Hyperinflation is generally considered to occur when inflation is greater than 1000% . With
hyperinflation, money loses its value so rapidly that nobody wanlts to use it as a medium of exchange.
In 19205 Germany had inflation of 100 billion %

In 1946 Hungary had inflation of 42,000 billion per cent

See: Hyperinflation
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UK inflation in the post-war period. «(g %

L In 1974, the inflation rate peaked at 258%. h was due to prices and rising wages,
In the late 1990s and early EDDDS flation rate f (gg han 2% in 2004.

This fall in the inflation rate m es were m % at a slower rate.

UK Inflation since 2000 \N(\
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Inflation was close to the governm

uf 2% between2000-2007 “ 0O
In 2008, inflation peaked at 5%, primsa acausa of nthe |.'.I'I'I'DE of \
‘recession and all amand

Inflation fell in 2009, because of A
In mid-2015. there was a short period of deflg{l% egative 1nflat| - falllng prices)

\°

Deflation is a fall in the prlca‘tﬁﬂ:’h the ecanﬂ%ﬂa@jn?s there will be a negative inflation rate.

Measuring inflation \N'\\‘

» To catculat ion, the st hunt',f {OMNS)
= Measure the price ni 1 5 every month
=  Gives a weighti t goods depending on how important they are in a typical basket of

goods,
« Anindex is created with calculates the weighting of good * price change.

Definition of Defiation é

See more on Measuring inflation
Cosls of inflation

= Inflation is seen to have economic costs. These include:
= A decline in value of savings
* Uncertainty for business leading to less investment.
A decline in the competitiveness of exports (if inflation higher than in other countries.)
s See also: Costs of inflation

Causes of inflation
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Causes of inflation

Cut in interest rates o

Increase in VAT

NV
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Inflation can be caused by:
Excess demand. Rapid economic t
Rising costs. For example, rising

comm ud:tles C

Q. 3 What are the financial assets? Discuss their types with examples. (20}

L] ¥ = a L i
Understanding Financial Assels fb :) p\%‘b 9\0

Financial assets are intangible assets th e their value fram: contractual claims. These include
stocks, bonds, bank deposits, and ot ents that represe 1t ownership or a claim on future
cash Huws Unlike physical assels, f:r&‘ B.EE-EIE do nol hav inharent value but instead rely on the
issuer's ability to meel fmanm% ﬂ@ {\

i
Types of Financial ﬂbSETEN" 6":?

Financial assets EQ in various ﬁlnluding equity instruments like stocks, debt instruments like
bonds, and hybrid fnslrumenl% vertible bonds. Each type serves different purposes for investors
and issuers, providing 4@& risk and return profiles to suit different financial goals.

Equity Instruments

Equity instruments, such as common and preferred stocks, represent ownership in a company. When
you purchase a share, you own a portion of the company and are entitled to a share of the profits
through dividends. Equity instruments are a key component of financial markets, enabling companies
to raise capital by selling ownership stakes.

Dabt Instruments

Debt instruments include bonds, loans, and other forms of borrowing. When you purchase a bond, you
are lending money to the issuer in exchange for periodic interest payments and the return of the

principal at maturity. Debt instruments are vital for both governments and corporations to finance
large projects and operations.
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Hybrid Instrumeants

Hybrid instruments combine features of both equity and debt. Convertible bonds, for example, are
bonds that can be converted into a predetermined number of shares of the issuing company. These
instruments offer investors the potential for capital appreciation while providing the safety of fixed
interest payments.

Money Market Instruments

Money market instruments are short-term debt securities that typically mature in less than a year.
These include Treasury bilis, commercial paper, and certificates of deposit. Money market instruments
are used by governments, financial institutions, and corporations to manage short-term liquidity
needs.

Derlvatlves as Financial Assels \Bi:

Derivatives are financial contracts whose value is H&r]vedv.:h an underlying asset, such as stocks,
bonds, commodities, or currencies. Common degiva cluda options, futures, and swaps. These

instruments are often used for hedging rii r sps WB purposes i&nanmal markets. A
Role of Finanecial Assels in Capital Fﬁrm

Financial assets play a crucial r ciﬁpntal far %h is essenti fequnumic gro
issuing stocks and bonds, companies can rais needed fur Sion, innovati
development of new prudugt&zﬁxd serwcasﬁﬁ'f‘h 5 Ci nrmatlon d{hgl job creation, pr
overall economic development. @\1 O\_‘i ¢

Financial Assets and Wealth Ac%ﬁban ?.\ ‘:_?3.\

For individuals, financial assets are a pri ;:nfaans of acuum weaith. Through investmenis in
stocks, bonds, and other financial instrumeants, individuals 1he.-'|r savings over time, benefiting
from capital gains, dividends, and b'b st payments alth accumulation is vital for long-term
financial security, fetirement . and intergm‘l@ E wealth transfer,

Liquidity and Er:a$pm

affecting their value. Fin ssets like stocks and bonds are typically more liquid than physical
assets like real Estate idity in financial markets ensures that investors can quickly buy or sell
assets, which promotes I:el efficiency and stability.

Liquidity refers to the ease :s qr@ anmal assets can be converted into cash without significantly

Risk Management through Financial Assets

Financial assets play a critical role in risk management. Investors can diversify their portfolios by
holding a mix of stocks, bonds, and other assets, reducing exposure to any single asset's risk,
Additionally, derivatives such as options and futures allow investors to hedge against potential losses
in their portfolios.

Financial Assets and Interest Rates

Interest rates have a direct impact on the value of financial assets, particularly debt Instruments like
bonds. When interest rates rise, the value of existing bonds typically falls. and vice versa. Central
banks use interest rate adjustments as a tool to influence economic activity, making the relationship
between interest rates and financial assets crucial for both investors and policymakers.
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Financial Assets and Economic Stabilily

Financial assets contribute to economic stability by providing mechanisms for saving and investment.
Well-functioning financial markets allow for efficient allocation of resources, which supports economic
growth and reduces the likelihood of financial crises. However, excessive speculation in financial assets
can lead to bubbles and economic instability.

Inflation and Fnancial Assets

Inflation affects the real value of financial assets. While some financial assets, like stocks, may provide
a hedge against inflation, others, such as fixed-income securities, may lose value as inflalion erodes
the purchasing power of future cash flows. Investors need to consider inflation risks when managing
their portfolios.

Globalization and Financial Assels %

Financial assets are increasingly global, with investors ﬁi:-lﬂt buy and sell assets in markets around

the world. This globalization of financial markets allo ﬁ?eatar diversification and access to capital,
but it also introduces new risks, such curren@y uutuatluns | political instability Irl..“fumlgn
markets. \ \
3 o O
) 2 h. &\
. . e W
Technology and Financial Assets ‘-1 .

platiorms, algorithmic tradi and financial nology (fintech)s e increased, rket access,

reduced transaction costs, prnwd 3% ols for managmqw}es'tmems Hugw the rapid pace

of technological change also introd al!angas sueh- arsacuntg qf
h.*'

Technology has revolutioniz he tradmg a%ﬂ ih\gement of é?‘ua;f assets. Dnllmﬁ}rng

Hegulation of Financial Assels i:) ,./""*5

Regulation plays a key raole in ensuri Iﬁﬁ' n’ihz-grlt:,.r and w*’f; of financial markets. Governments
and regulatory bodies oversee the_ | %ﬁca trading, sure practices related to financial assets
to protect investors and maint nfidence in"t ?hanciai system. Regulations are designed to

prevent fraud, market ma}‘kgiﬂﬁhﬁn and systqm’iﬁ-ﬁﬁ
Financial Assets iR ﬁv«!'rn gt Planré{&}::}

Financial assets are central Lo'f qh6|1lrenrnaurul planning, providing individuals with the means to save and
invest for their future. %}ﬁeﬁﬂént accounts, pensions, and other investment vehicles allow individuals
to grow their wealth overtime, ensuring financial security in retirement. The choice of financial assets
in a retirement portfolio is crucial for balancing risk and return.

Social Impact ol Financial Assels

Financial assets can also have a social impact through socially responsible investing (SAl) and
environmental, social, and governance (ESG) criteria. Investors increasingly seek to align their
investments with their values by supporting companies that prioritize sustainability, ethical practices,
and social responsibility. This shift is influencing corporate behavior and driving positive change.

Financial Assets and Corporate Governance

Ownership of financial assets, particularly stocks, gives shareholders a voice in corporate governance.
Shareholders can influence company decisions through vaoting rights, including decisions on executive
compensation, corporate strategy, and social responsibility initiatives. Effective corporate governance
ensures that companies are managed in the best interests of shareholders and stakeholders.
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Challenges and Risks of Financial Assets

While financial assets offer numerous benefits, they also come with risks, Market volatility, interest
rate changes, credit risk, and liguidity risk are some of the challenges investors face. Moreover, the
complexity of some financial instruments, such as derivatives, can lead to misunderstandings and
mismanagement, contributing to financial crises. Managing these risks is essential for maintaining the
stability and confidence in financial markels.

The Future af Financial Assats in the Economy

As economies evolve, the role of linancial assets will continue to grow. Innovations in fintech, the rise
of digital currencies, and the increasing importance of sustainable investing are reshaping how
financial assets are created, traded, and valued, Understanding these trends and their implications will
be crucial for investors, policymakers, and businesses as they niyigate the future of finance.

Q.4 What are the financial markets? Briefly discu;s tEE role of financial markets in an
economy. (20)

Introduction: The Nervous System of the Ecqnqﬁ%} 4

Financial markets are the essential hack?ﬁn&}.gf any modern ecnn_qgnﬂlacting as the nuncfyi_t{ihrnugh
which funds flow from those who-have surplus capi ':sauerslgﬂcﬁfjﬂyeétﬂrsj to those w ﬁ',jl'ée'd capital
(borrowers and businesses). Theaﬁﬂlaﬁﬁts”. encompassing, a wide array of institutions, instruments,
and activities, facilitate the affic:rljgnJ}F-\hrl}" ation of re%uﬂq%ﬁ%mfving economie ‘growth and stability,
Understanding their functions ig@ﬁtmal ] graspj_nq;ti‘g gl.r rall _ i
economic landscape. They operate as a crucial me hanism, enabling-the'transfer of w Ith ‘and the
financing of economic activities. Without well-functioning financial ‘markets, economic pragress would
be severely hampered. The diversesnatue of these markefs roflects the compleX needs of a
multifaceted economy, ensurﬁﬁjt_rﬁﬁgs}{ﬁﬂs financial needs are met. They are the intermediaries that
‘ofifupds, contributing t 1\-.~hhfﬁra!] economic prasperity.
2. Mobilizing Savings and Inv"égtrnents L o o\

|

make possible the efficient flo

r i B e -."-'. L
Financial markets play a pivotal role in” mobilizing savj[;g?;??fm'fning idle funds into productive
investments. Individuals and inﬂitg[iaﬂg deposit their §Ia¢(.' ﬁa% in banks, invest in stocks or bonds, or
participate in other financial in$~!,!1{f}%'nts. This coellgetive ‘pool of savings then becomes available to
businesses and governmeppaﬂn‘rﬁinvestment projects) infrastructure development, and operational
needs. Through Lhis pm:@g.“ﬂnancial marge&;&{ﬂaﬂitata the efficient allocation of capital, ensuring that
funds are ciirecte@rrtgﬁ';r\ﬂs the most ﬁ;a’msi‘ﬁg and productive ventures. The savings mobilized are
allocated to where they will generate the greatest return. This leads to higher levels of capital
investment and contributes 1o.eceromic expansion and job creation. Financial markels serve to
channel savings luwardsﬁﬂ‘gﬁfmdﬁt productive uses, fueling economic growth. This efficient transfer of

capital is essential for long-term economic development.
L
3. Facilitating Capital Formation

Capital formation, the process of accumulating physical and financial capital, is a crucial driver of
economic growth. Financial markets provide the mechanisms through which businesses can raise
capital for expansion, innovation, and the creation of new products and services. Through the issuance
of stocks, bands, and other financial instruments, companies can access funds from a diverse pool of
investors. The markets provide mechanisms for raising capital and promoting economic expansion.
This allows businesses to undertake new projects, develop new technologies, and create new jobs.
Capital formation is a process that accelerates economic growth. Without access to these markets, it
can be difficull Tor companies to grow. The efficient allocation of capital is dependent on the
functienality of these markets.

4. Efficient Allocation of Resources

A key function of financial markets is to ensure the efficient allocation of resources within an economy.
By channeling funds to their most productive uses, these markets promote economic efficiency and
foster growth. Investors, guided by market prices and signals, evaluate the potential returns and risks
associated with different investmenl opportunities. This information helps them make informed
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decisions about where to allocate their capital. The allocation of resources is a key function of financial
markets. This process ensures capital flows toward the most promising ventures. This leads to higher
levels of economic activity and increased productivity. Efficient allocation of resources reduces waste
and promotes sustainable economic growth. This leads to a more efficient allocation of resources.

5. Risk Management and Hedging

Financial markets offer a range of instruments and strategies for managing and hedging risks.
Businesses and investors face various risks, including interest rate fluctuations, currency exchange
rate changes, and commodity price volatility. Financial markets provide tools such as derivatives,
futures contracts, and options that enable participants to mitigate these risks, Derivatives allow
entities to transfer the risk to those willing to bear it. Hedging allows people to protect the value of
assets. Risk management is essential to the proper functioning of markets., These instruments allow
participants to navigate uncertainty and make sound economic decisions. Risk mitigation contributes to
economic stability,

-

6. Price Discovery and | nformation Efficiency F s

Financial markets act as platforms for price discovery, whe r"é\thé”fmces of supply and demand interact
to establish the prices of financial assets. These pricas” aﬂ&”at the collective expectations of market
parnmpants regarding the future prospects of cnmpz{gaes;;,wdustnes and the overall economy. Market
prices convey valuable information to Irwem ors andbusinesses, guiding their decisions about resource
allocation. In addition, these markets faq{f ETHE efllclent dtssemma’%ﬂ of information. Pr-ﬂ'.‘ia& reflect
current infarmation lo those mvnlv,ald Tj'lﬁr mation is critical f'q,rm aﬁmg sound ec-gngfﬁ_fh decisions,
This information can assist in guhﬁhﬁg~ amnnmm demsluns ,TWE‘Wsparancy |s ;m portant for market
efficiency. e of o | H L™ r - N
|'H .-','.1"' | 'l. a9

7. Providing Liquidity » | A% .A;"l. L

Liquidity, the ease with which"‘ﬁ asset cangbe ﬂﬁhﬂﬁr"ted into cash, wﬁﬁfﬂut significant J,us.ﬂgj 'u’El|UE isa
crucial characteristic of waﬂ*fﬂnctlomrlgrqlrf%ﬂal markets. These markets provide, liguidity by offering
a platform for the buying and gselling of financial asseﬁ:sf, Investors can g ckly convert their
investments into cash when -ﬁ‘bﬂy eaaed it. This Ilqiﬁd reduces trm‘aaann costs, encourages
investment, and promotes marﬁa& efficiency. Thrava’i’labiirty of a J{Hq‘(uiﬁnarket makes it easier for
investors to adjust their portfolios. hqu;d@y 15 iﬁ]pﬁrtant for lhg-ﬂ; |fy of the financial system. This
improves economic stability. . (S "5-J

8. Reducing Transaction Costs a_:fn__."-* ;: \ ’: '

Financial markets help reduw.f#s’fnsactlon cosls asia jated with the buying and selling of financial
assets. These costs IHGIQI}%LBI“D erage f&es,um&,,agk spreads and search costs. By bringing together
buyers and sellergﬁn a;:ﬁh ralized ma Ef&lewe financial markets lower these costs, making it easier
and more eﬂlclem‘mﬂtrade This hejps i;_edl‘rce the cost of doing business and promotes the efficiency of
the economy. Lowering transﬂmmﬁi\msts encourages greater parlicipation. These help in increasing
economic activity. This g[,nmﬂ}&s economic development.

9. Corporate Govarna"hqﬁ ‘and Monitoring

Financial markets play a role in promoting corporate governance and monitoring the activities of
companies. Investors, particularly institutional investors, have a vested interest in the performance of
the companies they invest in. This often involves monitoring management, assessing financial
pertormance, and exercising their voting rights to influence corporate decisions. Market scrutiny helps
ensure thal companies operate in the best inlerests of their shareholders. Financial markets provide
the financial base for corporate governance. Corporale governance praclices ultimately serve lo
protect investor interests. This, in turn, enceurages the healthy growth of the economy. This promotes
the sustainability of the economy.

10. Facilitating I nternational Trade and I nvestment

Financial markets facilitate international trade and investment by providing mechanisms for currency
exchange, cross-border capital flows, and the financing of international transactions, These markets
allow businesses to engage in international trade and investment with reduced risk and greater
efficiency. Financial markets help to ease international transactions. These markets promote
globalization and economic integration. This leads to increased economic activity. International trade is
a key compeonen! of a global economy. Thig helps promote economic growth.
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11. Government Financing

Financial markets provide a vital source of funding for governments. Governments issue bonds and
other debt instruments to finance public spending on infrastructure, social programs, and other
essential services. The ability of governments to borrow at reasonable interest rates is crucial for
maintaining fiscal stability and promoting economic growth. Government finance can be a key
component of national growth. It also can serve as a driver for the economy. Without access to
markets, borrowing costs will increase. They have great significance for the economy. They serve as a
basis for financial growth.

12. Supporting I nnovation and Entrepreneurship

Financial markets play an important role in supperting innovation and entrepreneurship by providing
funding Lo new and growing businesses. Venlure capital, angel investors, and initial public offerings
(IPOs) are all mechanisms through which enfrepreneurs can raise capital to launch and scale their
businesses. These markets allow innovative ventures to access capital and bring new products and
services to market, They facilitate the development of new mduﬁtnes These markets suppart new and
established business. These markets are crucial for econnmhgmm

13. Economic Signaling & ® Iy A\

k-

Financial markets send important signals to busm&ﬁsaﬂ* ‘and policymakers about the state of the
economy. Market prices, interest rates, and !g_ther hr’rq,nmal indicators reflect the collective expﬁoj‘latmns
of investors and provide valuable mfr;:rm\ait_t m I' economic trenégand risks. Theaa»aﬁq s help
businesses make informed investment decrs'&'lé ar pﬂllwmakﬁrﬁoﬁnmate appropriate menetary and
fiscal policies. The signals provided qari‘halp guide the mnn:ﬁn’f& growth, Tn_ese markets help to
provide economic stability, The rr%hefs dct as Jmpﬂﬁgaﬁt?p%turs O e

~\) _\"

14. Diversification and Risk-Sharing ) - 2\ 72 s \ X

-l)
Financial markets enable mg,agﬁnrs to dwerﬂ:‘yihm? purtfnllus reﬁfmﬁ'ng thmr exposure to tﬁemflc risks.
By investing in a range of assets, invéstﬂl@»“ﬁan spread theu rigk-and reduces theﬂp‘ﬁmn’t!m for losses.
Diversification is an essential a;phd; oiﬂ inancial planni &r?d risk manage l‘rf Financial markets
provide the opportunity to dwﬁg J'I'hls decreases thE“‘r sk of Invaa;mﬁ,qh— nis promotes the well-
being of the economy. Dwersmcaﬂbn is rmpurtanl "m,ther financial mmﬁw

15. Creating Wealth and meutlng En:?p.nom'.l‘c Welfare o\ "_‘} v

Financial markets contribute to we t{'| i;reatmn and prgﬂéﬁe ‘overall economic welfare. By facilitating
the efficient allocation of camtalﬁ,mppc-rtmg lnv,emehh and fostering innovation, these markets
contribute to economic grawth and job creatiom.. an&ﬁmal market are key to a geod economy. These
markets provide many »ai&a!th npport nl,tisan'H'is wealth helps increase economic welfare. These
markets promote ﬁ%ﬁaﬂ economic wel}-%

16. Impact on Monetary Pnllc'ﬂ

Financial markets play a cprthd‘ral role in the implementation of monetary policy. Central banks vuse
various tools, such asq:mp rest rate adjustments and open market operations, to influence financial
conditions and achieve their macroeconomic objectives. The effectiveness of monetary policy depends
on the responsiveness of financial markets to these policy actions. The markets are linked to the
federal reserve system. They depend on the monetary policy decisions. Monetary policy is a key tool
for economic growth. This directly affects the economy.

17. Providing I nformation to Policymakers

Financial markets provide valuable information to policymakers about the state of the economy and
investor sentiment. Market prices, trading volumes, and other financial indicators can provide early
warning signals of potential economic problems. This information helps policymakers to monitor the
econamy and to make informed decisions. The markers signal when the economy is at risk. This helps
to guide public policy decisions. This helps to provide economic stability. This can give a warning of
problems.

18. Fostering Transparency and Disclosure

Financial markets foster transparency and disclosure by requiring companies to provide information
about their financial performance, risk exposures, and corporate governance practices. This
information helps investors to make informed decisions and promotes market efficiency. Transparency
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is vital for the proper operation of financial markets. It builds confidence in the markets. Transparency
improves market integrity.

19. Challenges and Risks

While financial markets offer significant benefits, they also face challenges and risks, including market
volatility, bubbles, and financial crises. These risks can arise from various factors, such as speculative
behavior, excessive leverage, and inadequate regulation., These are risks that are always present.
Regulatory bodies are vital to the proper functioning of the markets. Risks are inherent in financial
markets.

20. The Importance of Regulation

Effective regulation is essential for the stability and efficiency of financial markets, Regulations can
help to mitigate risks, protect inveslors, and promote transparency. Sound regulations help provide
stability, Regulations are needed for the health of the financial markets. Regulation helps protect

investors and consumers, $

F

Q. 5 What is the role and functions of the I MF? Discuss in detail. (20)

If you have difficulty distinguishing the Werld Bank ﬂ'rcrm the International Monetary Fund, rgu are not
alone. Most people have only the uaguﬁg I%@aanf what these st utions do, and ver few panpia
indeed could, if pressed on the gﬁlnt say. l’ill'l'ry and how th Even John Mqrh,a d Keynes, a
founding father of the two msmuh“‘?kg,&ﬁﬂ cnn5|dere%byrh ' the most brill liant economist of the

twentieth century, admitted at th@g&hﬁug‘ﬁral meetm of {nternatrgnal Meonetary Fund that pe was T

confused by the names: he thp.uﬁht the Fund shﬂulﬁﬁg lled a bank, gm:f fhe Bank shnuld Pﬁaﬁaﬁed a
fund. Confusion has relgnad é:nrﬁr since, i 3. e\ b 7 \“
Known collectively as the Brettn "hﬂshtutinns after. ﬂi&mmnte wllasgg*' Itn“ﬁew Hampshire,
U.8.A., where they were founde f Wdelegates nfa‘M ‘nafions in July 15@1.4?19 Bank and the IMF
are twin intergovernmental illéﬁ Uﬁpnrtmg tha st[ucfure of the wurl&'ﬂ»epdhomlc and financial arder.
Thal there are two pillars ralher than one i dent The int rﬁﬁ;ﬁ‘qa community was consciously
trying to establish a division of labor in se g up tha two agami%é, Those who deal professionally with
the IMF and Bank find them catagurmﬂ{y stinct. To the i&f the world, the niceties of the division
of labaor are even more mysterjnu,s tﬁ‘brr are the amivgm u:ﬁ the two institutions.

LY L -"'.
Similarities belween thami&o Iﬁile lo resclygt, tﬁﬁ ‘coniusion. Superficially the Bank and IMF exhibit
many commaon chmﬁthm Both argiin. gﬂense owned and directed by the guvernm&nts of member
nations. The Per.:pF@j Fepublic of th “by tar the most populous state on earth, is a member, as is
the world’'s largest industrial nqg.t&ep- {the United States). In fact, virtually every country on earth is a
member of both institutions., Both institutions concern themselves with economic issues and
concentrate their eflnr’bafqn- roadening and strengthening the economies of their member nations.
Staff members of both the Bank and IMF often appear at international conferences, speaking the same
recondite language of the economics and development professions, or are reported in the media to be
negotiating involved and somewhat mystifying programs of economic adjustment with ministers of
finance or other governmeant officials. The two institutions hold joint annual meetings, which the news
media cover extensively. Both have headguarters in Washington, D.C., where popular confusion over
what they do and how they differ is about as pronounced as everywhere else. For many years both
cccupied the same building and even now. though located on opposite sides of a strest very near the
White House, they share a common library and other facilities, regularly exchange economic data,
somelimes present joint seminars, daily hold informal meelings, and occasionally send oul joint
missions to member countries,
Despite these and other similarities, however, the Bank and the IMF remain distinct. The fundamental
difference [s this: the Bank is primarily a development institution; the IMF is a cooperative Institution
that seeks to maintain an orderly system of paymenls and receiplis between nations. Each has a
different purpose, a distinct structure, receives its funding from dillerent sources, assists different
categories of members, and strives Lo achieve distincl goals through methods peculiar to itself.

Purposes
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At Bretton Woods the international community assigned to the World Bank the aims implied in its
formal name, the International Bank for Reconstruction and Development {IBRD), giving il primary
responsibility for financing economic development. The Bank's first lpans were extended during the
late 1940s to finance the reconstruction of the war-ravaged economies of Western Europe. When these
nations recovered some measure of economic self-sufficiency, the Bank turned its attention to
assisting the world's poorer nations, known as developing countries, to which it has since the 1940s
loaned more than $330 billion. The Waorld Bank has one central purpose: to promote economic and
social progress in developing countries by helping to raise productivity so that their people may live a
better and fuller lifa.

The international community assigned to the IMF a different purpose. In establishing the IMF, the
world community was reacting to the unresolved financial problems instrumental in initiating and
protracting the Great Depression of the 1930s; sudden, unpredictable variations in the exchange
values of national currencies and a widespread disinclination among governments to allow their
national currency to be exchanged for foreign ﬂurrency-aﬁétanp as a voluntary and cooperative
institution, the |MF attracts to its membership nations that' aﬁi g_l;opared in a spirit of enlightened self-
interest, to relinquish some measure of national arg:g;ﬂy by abjuring practices injurious to the
economic well-being of their fellow member na.trcms a.ruies of the inslitulion, conlained in Lhe IMF's
Articles of Agreement signed by all megﬁbéﬁ. gun?tltute a r.:t:rde r.:f onduct. The code is simple: it
requires members to allow their, curren@mt,n‘fhe changed fq; currencies fr_aeciy; qhﬁ without
restriction, to keep the IMF 1ntorm$d uﬂl_t:har‘igfes he:,r conLarffj;\IQ inancial and manafary policies
that will atfect fellow members' econn‘yije and, to the gglgm pgssrhle to modify. lhasé policies on the

advice of the IMF to accommodale the needs of t teh\n mhbership. To h’qlp ‘hations abid ﬁ"t_ghe s

code of canduct, the IMF admin'r!’; ers a pool of rﬂey:‘,f?aﬁn which memba?ﬁ can borrow when' i Y are
in trouble. The IMF is not, hewever, primarilya) [Bnding institution’as is the Bank. If is*first and
foremost an overseer of its'members’ mpnég;gr‘}‘ é‘hd exchange’ {&13 policies and ag dran of the code
of conduct. Philosophically mmmlt;ag to orderly and stable jgrowth of the w:ﬁgj sconomy, the [MF
is an enemy of surprise. It reqéhie éf.{uent repnrts*bu ‘members' economit policies and prospects,
which it debates, comments on,, agl communicates to the entire m%mhqﬁhfp so that other members
may respond in full knowledge of the fa zapd""ﬂ clear undanslﬁmﬁ'g of how their own domestic
policies may affect other countries. The | isiconvinced tha; 1hindamantal condition for international
prosperity is an orderly monetary s:.e:s‘l&m that will enaaﬂtagef trade, create jobs, expand economic
activity. and raise living standa flﬁ thruughnut thE+HQﬁ1d‘1 By its constitution the IMF is reguired to
oversee and maintain this sdis-t #Nno more am:l n.ﬂ*tess

Size and Structm. oY A A *

. )
The IMF is small {ahuut 2.300 "staft memhers] and, unlike the World Bank, has no affiliates or
subsidiaries. Most of its a,taf@f lembers work at headquarters in Washington, D.C., although three small
offices are maintained #n‘ﬁ'a , Geneva, and al the United Nations in New York, |is professional staff

members are for the most part economists and financial experts,

The structure of the Bank |s somewhat more complex., The Waorld Bank itself comprises two major
organizations: the International Bank for Reconstruction and Development and the International
Development Association (IDA). Moreover, associated with, but legally and financially separate from
the World Bank are the International Finance Corporation, which mobilizes funding for private
enterprises in developing countries, the International Center for Settlement of Investment Disputes,
and the Multilateral Guarantes Agency. With over 7,000 staff members, the World Bank Group is about
three times as large as the IMF, and maintains about 40 offices throughout the world, although 95
percent of its staff work at its Washington, D.C., headquarters. The Bank employs a staff with an
astonishing range of expertise: economists, engineers, urban planners, agronomists, statisticians,
lawyers, portfolio managers, loan officers, project appraisers, as well as experts in
telecommunications, water supply and sewerage. transportation, education, energy. rural
development, population and health care, and other disciplines.

Source of Funding
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The World Bank is an investment bank, intermediating between investors and recipients, borrowing
from the one and lending to the other. Its owners are the governments of its 180 member nations with
equity shares in the Bank, which were valued at about $176 billion in June 1995. The |BRD obtains
most of the funds it lends o finance development by markel borrowing through the issue of bonds
(which carry an AAA rating because repayment is guaranteed by member governments) to individuals
and private institutions in more than 100 countries, Its concessional loan associate, |1DA, is largely
financed by grants from donor nations. The Bank is a major borrower in the world's capital markets
and the largest nonresident borrower in virtually all countries where its issues are sold. It also borrows
money by selling bonds and notes directly to governments, their agencies, and central banks. The
proceeds of these bond sales are lent in turn to developing countries at affordable rates of interest to
help finance projects and policy reform programs that give promise of success.

Despite Lord Keynes's profession of confusion, the IMF is not a bank and does not intermediate
between investors and recipients, Nevertheless, it has at its disposal significant resources, presently
valued at over $215 billion. These resources come from gquota stibscriptions, or membership fees, paid
in by the IMF's 182 member counfries. Each member cunklbﬁmtu this pool of resources a certain
amount of money proportionate to its economic size anﬂ;st Qk{th (richer countries pay more, poorer
less). While the Bank borrows and lends, the iI"u'rF mgr a credil union whose members have
access lo a common pool of resources (the sum lﬂla._lﬂ; ;Fmr individual centributions) to assisl Lthem in
times of need. Although under special and. highly testrictive mrcu%ﬁtances the IMF burr s from
official entities (but not from prwgte mal’ieg,tﬁ hitd reak 5 pnnmpallwﬁ‘g lt%&quuta subscnpt}qnﬁﬁl inance
its operations. The adequacy of 1hns& I'EEGLIFC'ES is rewawad € :,r"\lwh years.

L -
= r | , f.-..'-" b Ty
i ¥ .' ‘k a L. N

Recipients of Funding ,!L- il & k-\ \ § e\ ~\

r- by -"2--" J-.il__“'-
Neither wealthy countries; nm* prwate |ndny|duaff'é“‘bﬁ‘rmw from Thq*ﬂ;irld Bank, which r]‘"gds only to
creditworthy governments® “of dave!un ;fga?ﬁns The pooret, ﬁ'ra country, the mnt@ favorable the
conditions under which it can humw ﬁ'ﬂ the Bank. Dﬁveﬁa ing countries '.,WEQ.BEI’ per capita gross
national product (GNP) Exceedﬁ*‘&;l % ay borrow fre{rp the IBRD. (Per capi GNP, a less formidable
term than it sounds, is a mea: ;e wealth, c—bi@meti by dividing t‘t{E-‘tﬁTDe of goods and services
produced in & country during one year by Lha,rnmﬁasr of people MLEJ1:§I country.) These loans carry an
interest rate slightly above the marke! rate at ‘which the ﬁ h*itséalf borrows and must generally be
repaid within 12-15 years. The IDAyg ‘ﬂn the other hand,. lends only to governments of very poor
developing nations whose per ¢ ‘E&n GNP is below $1,305, and in practice |DA loans go to countries
with annual per capita mcumeéﬁlow $BE5. I[}ﬁ Iqan{tare interest free and have a maturity of 35 or
40 years. N &

N,
a .s', .'

In contrast, all mem.ﬁer nations, bot ag}*iugpa(i‘[hy and poor, have the right to financial assistance from the
IMF. Maintaining an orderly and, st international monetary system requires all participants in that
system to fulfill their finaneial ‘obligations to other participants. Membership in the IMF gives to each
country thal experiences-a shortage of foreign exchange--preventing it from fulfilling these obligations-
-lemporary access Lo LHe IMF's pool of currencies Lo resclve this difficulty, usually referred to as a
balance of payments problem. These problems are no respeclter of economic size or level of per capita
GNP, with the result that over the years almost all members of the IMF, from the smallest developing
country to the largest industrial country, have at one time or other had recourse to the IMF and
received from it financial assistance to tide them over difficull periods. Maney received from the [MF
must normally be repaid within three to five years, and in no case later than len years. Interest rates
are slightly below market rates, but are not so cancessional as those assigned to the World Bank's |1DA
loans. Through the use of IMF resources, countries have been able to buy time to rectify economic
policies and to restore growth without having to resort to actions damaging to other members'
econamies.

World Bank Operations
The World Bank exists to encourage poor countries to develop by providing them with technical

assistance and funding for projecls and policies thal will realize lhe counlries’ ecanaomic polential. The
Bank views developmenl as a long-lerm, integrated endeavor.
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During the first two decades of its existence, two thirds of the assistance provided by the Bank went to
electric power and transportation projects. Although these so-called infrastructure projects remain
important, the Bank has diversified its activities in recent years as it has gained experience with and
acguired new insights into the development process.

The Bank gives particular attention to projects that can directly benefit the poorest people in
developing countries. The direct involvement of the poorest in economic activity is being promoted
through lending fer agriculture and rural development, small-scale enterprises, and urban
development. The Bank is helping the poor to be more productive and to gain access to such
necessities as safe water and waste-disposal facilities, health care. family-planning assistance,
nutrition, education, and housing. Within infrastructure projects there have also been changes. In
lransportation projects, greater attention is given lo constructing farm-to-market roads. Rather than
concentrating exclusively on cities, power projects increasingly provide lighting and power for villages
and small farms. Industrial projects place greater emphasis on creating jobs in small enterprises.
Labor-intensive construction is used where practical. In addition to electric power, the Bank is
supporting development of oil, gas, coal, fuelwood, and bmﬂﬂﬂvﬁﬁltematwe sources of energy.

The Bank provides most of its financial and technical asﬁﬁa e to developing countries by supporting
specific projects. Although IBRD loans and |DA credils ara‘“ ade on different financial terms, the two
institutions use the same standards in assessing Iln &&wndness of projects. The decision whelher a
project will receive |IBRD or |DA fmancmgﬁ&ﬁyends ﬂn the economic gondition of the cuuntnr'and not
on the characteristics of the proaact. ! 4 - " il A%

h- - 1 = ’
‘:w - AN . A '*.—

J

Its borrowing member countries alsu"iaﬂﬁ m the Eank‘,als ﬁlaim.gca nf technical mmtance By far the

largest element of Bank- fmanced.,ﬁdhmﬁal assistanee- At over §1 brll:en’ka year recently- -hﬂhat w=

financed as a component of Ba*nk loans or crgﬁtﬁ tended for other 'gu,tpﬂses But th ﬂg&um of
Bank-financed technical asais'kﬁnce for freeﬁstarrhﬁfm yans and to pmﬁﬂve projects has aﬁ? creased.
The Bank serves as executing agency }er E@ﬁ“ﬂ'ﬁl assuslance nﬁ’a’]ﬁets financed b ‘Ihi hlmted Mations
Development Program in agriculture and” rural devemnmapg eﬂargy, and ¢ ei;ppnm|c planning. In
response to the ecenomic cling ﬁ'n many of its mdmkjﬁi'f countries, the" is now emphasizing
technical assistance for mststutl&@[ ﬁ“evelopment Elﬁd rﬂanruemnumlq pg:'ﬁgi‘ formulation.

Every project supported by the Bank Is dwﬁgﬁed in close couaﬁd:aimn with national governments and
local agencies, and often in cooperation.with other multlLa,];l! al assistance organizations. Indeed, about
halt of all Bank-assisted pmjer,t%a'iﬁn receive anmaﬂﬁmg om official sources, that is, governments,
multitateral financial mshtuhang’»ﬂnd export- cr;adltnagéﬂmes that directly finance the procurement of
goods and services, and.from: private aourcen‘,,sucﬁ as commercial banks,

In making loans lﬂ-dﬂvalaﬁpmg countrigs, {he Bank does not compete with other sources of finance. It
assisls only thns&,ﬁrnjacts far wm;ﬁ the required capital is not available from other seources on
reasonabie terms. Through |tmﬁwgt+<mfhe Bank seeks to strengthen the economies of borrowing nations
so that they can graduaie ,l'mlm reliance on Bank resources and meet their financial needs, on terms
they can afford dlrmtlyﬁhwﬁhtonvemmnal sources of capital.

The range of the Bank's activilies is far broader than its lending operalions. Since the Bank's lending
decisions depend heavily on the economic condition of the borrowing country, the Bank carefully
studies its economy and the needs of the sectors for which lending is contemplated. These analyses
help in formulating an appropriate long-term development assistance strategy for the sconomy.

Graduation from the IBRD and IDA has occurred for many years. Of the 34 very poor countries that
borrowed money from 1DA during the earliest years, more than two dozen have made enough progress
for them no longer to need |IDA money, leaving that money available to other countries that joined the
Bank more recently, Similarly, about 20 countries that formerly borrowed money from the IBRD no
longer have to do so. An outstanding example is Japan. For a period of 14 years, it borrowed from the
IBERD, Now, the IBRD borrows large sums in Japan.

IMF Operations

The IMF has gone through two distincl phases in ils 50-year history. During the first phase, ending in
1973, the IMF oversaw the adoption of general convertibility among the major currencies, supervised a
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system of fixed exchange rates tied to the value of gold, and provided short-term financing to
countries in need of a quick infusion of foreign exchange to keep their currencies at par value or to
adjust to changing economic circumstances. Difficulties encountered in maintaining a system of fixed
exchange rales gave rise to unstable monetary and financial conditions throughout the world and led
the international community to reconsider how the IMF could most effectively function in a regime of
flexible exchange rates. After five years of analysis and negotiation (1973-78), the IMF's second phase
began with the amendment of its constitution in 1978, broadening its functions to enable it to grapple
with the challenges that have arisen since the collapse of the par value system. These functions are
three.

First, the |MF continues to urge its members to allow their national currencies to be exchanged without
restriction for the currencies of other member countries. As of May 1996, 115 members had agreed o
full convertibility of their national currencies. Second, in place of monitoring members' compliance with
their obligations in a fixed exchange system, the IMF supervises economic policies that influence their
balance of payments in the presently legalized flexible exchanfie rate environment. This supervision
provides opportunities for an early warning of any exchange rate.or balance of payments problem. In
this, the IMF's role is principally advisory. It confers at reqular intervals (usually once a year) with its
members, analyzing their economic positions aﬂ&\*__. PRSI ) them of actual or potential problems
arising from their policies, and keeps the enlire mer bership informed of these developments. Third,
the IMF continues to provide short- and medium-term financial assistance to member nations‘that run
into temporary balance of payments diffiﬁ;g;j;i;, T_Q;: nancial gsgf‘i,;_ﬁﬁnnﬁ usually involves the provision
by the IMF of convertible currencigs to. augment the affiig}eﬁrmﬁﬁber's dwindling %j;‘?ﬁal'gh exchange

s

reserves, but only in return for the gﬁyﬁ ment's prnmﬁp t&.___;'a;ﬁm' the economic policies thal caused

the balance of payments probiem in‘thefirst place. Fha |MFSees its financiakfale Tn these casesmot as A=

subsidizing further deficits but as easing a cuunt_w's't.ﬁ"?ﬂirfm"l transition to diving within its mears, »
b B e aiLy"? ™ %

How in practice does the IMF assist it;.-,méabﬁré"? The key D_]:!'ﬁl‘l'ﬁjﬁ the door ln‘L[-,#E"isif:Etance is the
member's balance of payments, the tally of its payments‘and receipts witﬁl_l ather nations. Foreign
payments should be in rough pﬁ@q_ﬁg:“ﬁ country ideally, Should take in_justiabout what it pays out.
When financial problems cause ’lgj price of a member’s currency ang @‘qﬁﬂﬁce of its goods to fall out
of line, balance of payments difficulties are. sy%jt‘ﬁ-"fallow. I thi;,ﬁ'aéppéﬁs, the member country may,
by virtue of the Articles of Agreement, apply te the IMF for a,sgigt’ﬂim .

il /-_,. % s
To illustrate, let us take the ﬂxﬂmﬁﬁﬂf a small Euusﬂtrli whose economy is based on agriculture. For
convenience in trade, the govermment of suchrahhy_:rmjiry generally pegs the domestic currency to a
convertible currency: so many units of domgstie'money to a U.S. dollar or French franc. Unless the
exchange rate is adjusted from time tolime to'take account of changes in relative prices, the domestic
currency will tend to/become overvaiued, with an exchange rate, say, of one unit of domestic currency
to one U.S. dollar, when relative prites might suggest that two units to one dollar is more realistic.
Governments, hnweuer,_,_.,uwx:éﬁccumh to the tempiation to tolerate overvaluation, because an
overvalued currency mﬁkﬁ ports cheaper than they would be if the currency were correctly priced.
The other side of the €6in, unfortunately, is that overvalualion makes the country's exports more
expensive and hence less attractive to foreign buyers. | the currency is thus overvalued, the country
will eventually experience a fall-off in export earnings (exports are too expensive) and a rise in import
expenditures (imports are apparently cheap and are bought on credit). In effect, the country is earning
less, spending more, and going into debt, a predicament as unsustainable for a country as it is for any
of us. Moreover, this situation is usually attended by a host of other economic ills for the country,
Finding a diminished market for their export crops and receiving low prices from the government
marketing board for produce consumed domestically, farmers either resort to illegal black market
exports or lose the incentive to produce. Many of them abandon the farm to seek employment in
overcrowded cities, where they become part of larger social and economic problems. Declining
domestic agricultural productivity forces the government to use scarce foreign exchange reserves
(scarce because export earnings are down) to buy food from abroad. The balance of payments
becomes dangerously distorted.

As an IMF member, a counitry finding itself in this bind can lurn to the IMF for consullative and
financial assistance. In a collaborative efforl, the country and the |MF can attempl to rool oul the
causes of the payments imbalance by working out a comprehensive program that, depending on the
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particulars of the case. might include raising producer prices paid to farmers so as to encourage
agricultural production and reverse migration to the cities, lowering interest rates to expand the supply
of credit, and adjusting the currency 1o refllect the level of world prices, thereby discouraging imports
and raising the competitiveness of exports.

Because reorganizing the economy to implement these reforms is disruptive and not without cost, the
IMF will lend money to subsidize policy reforms during the period of transition. Te ensure that this
money is put to the most productive uses, the |IMF closely monitors the country’'s economic progress
during this time, providing technical assistance and further consultative services as needed.

In addition to assisting its members in this way, the IMF also helps by providing technical assistance in
organizing central banks, establishing and reforming tax systems, and sefting up agencies to gather
and publish economic statistics. The IMF is also authorized Lo issue a special lype of money, called the
SDR, to provide its members with additional liquidity. Known technically as a fiduciary asset, the S5DR
can be retained by members as part of their monsetary reserves or be used in place of national
currencies in transactions with other members. To date the IMF has issued slightly aver 21.4 billion

SDRs, presently valued at about U.5. §30 billion. m:}

Over the pasl few years, in response lo an emergi InLel'ﬁl y the world community to return to a
more slable system of exchange rales thal woul xduce the prasanl fluctuations in Lhe values of
currencies, the |IMF has been strengthenyg s supenvision of memb s economic policies. ,E‘rnvnsluns
exist in its Articles of Agreement that ili@:,\[ e |IMF tu mure active r E:fil%nuld the
world community decide on stric rnm_g,g-efnant ol flexible E ge rates or &v ’g) return 1o

some system of stable exchange ratf‘_‘r o~

h‘ LT

L-
Measur:ng the success of ihe "5 ﬂperatmns @&arﬁ is not e agg{%? much of th& er
consists in averting financial® @ses or fn heir bem::rmr.;i rse. Most obse eel that

merely to have contained the debt crl Eﬁs which RFIJ‘# the risk of We« in the world's
financial system, must be -::ounte s fur the IMF. ThesFund has also ome recognition
for assisting in setting up mar “economies in 'ﬁﬁuntrms of th_gqfﬁ" r Soviet Union and for
responding swiftly to the Mem 50 crisis in 1584, t its main ﬁmiuﬂun lies in its unobrusive,
day-to-day encouragement of confidence i lt}:aﬁhi"umatmnal SYS % oWhere will you find a bridge or
a hospital built by the IMF, but the ngxt & you buy a camera or drive a foreign car, or
without difficulty exchange doliars nds for anoth [ rency while on holiday, you will be

benefiting from the vast increase. eign trade ov ﬁ;ﬂﬁpast 50 years and the widespread currency
convertibility that would ha Mmmagmablﬁ% thout the world monetary system that the IMF was
created to maintain.

- %t? o
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