INFLATION
DEFINITIONS: |
(i) “Inflation is a rise in price level after the full employment has been achieveg»
(J. M. Keyne,,
(ii) “Inflation is nothing more than a sharp upward movement in the price leye»
(Keny,
CAUSES OF INFLATION

(1) Deficit Financing:

In developing countries like Pakistan, the surplus currency issued by t!‘le Centrg]
Bank is spent for the constructional and development work in the country, which creates
inflation.

(2) Increase in Population:

The growth of population is very high which is resulting in the shortage of
commodities; therefore prices have increased in the country.

(3) Increase in Wages:

Increase in wages has increased the purchasing power of the people. Wages and price
chase each other. When wages increase then price also increases.

(4) Decrease in Production:

Due to agricultural and industrial backwardness, there is less production of
commodities in the country. Due to which the prices have increased in the country.

(5) Devaluation:

Devaluation refers to the fixation of low rate of exchange of the national currency in

tert;s of foreign currency. Due to devaluation price level increases and imports also become
costly.

(6) Oil Crises:

| Due to increase in the prices of petroleum, the price 'of each and everything has
Increased. Prices of petroleum indirectly links with the prices of all the commodities.

(7) Export of Consumer Goods: |

(9) Construction of Houses:

~ In less developed countries, the people spend theif savings on the purchase and
construction of houses. So this unproductive expenditure also contributes towards inflation.
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10) Consumption Habitg: !

In Pakistan, urban Population particular
{ itews, Which are commonly ugeq ;
1 .ffect in Pakistan which resultg j
to this the productive activitieg r

emain low.
1 1) Foreig'n Aid:

. , oy 148 creasing with the passage of time in less developed
1 countries. When this aid is ygeq inside the country, it increases the inflation.
! 12) Increase in Indirect Taxation:

The government ig Increasing the indirect taxes on goods every year. These indirect
{ taxes have also increased the prices of goods.

(15) Foreign Inflation:

The foreign inflation travels to a country via ex

and capital movements. For example, the internation
early 1970s traveled almost to every country

ports, imports, exchange of services
al persistent inflation started in the

MEASURES TO REMOVE INFLATION
The following are the remedies or measures for removing inflation:
Restriction on the Import of Luxury Items:

The import of luxury items must be restricted. It will protect from international
inflation and will be favourable for the bafance of payments.

@  Cut on Expenditure:

There should be a cut on the non-productive expenditure not only by government but
Uso by the people. |

. @) Denationalization:

Nationalized industries should be denationalized and private
to play its role more effectively.

Change in Taxation System:

; rder to encourage the Private sector by
Th stem should be revised in o
b ;::eﬁz‘; :{ rebate or by charging low rate of taxes on consumer goods.

Sick Industries Problems:

Sick industries should be handed over to private sector to promote their efficiency or
::;'ductivity.

sm:
::::e:t::c::n.:m should be allowed to function and there should be no fixation of

(1)

sector should be
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(7) Check on Unplanned Cities: |
The unplanned and unreguiated growth of cities should be checked which woy|q P

a check on inflation.
(8) Effective Administration:

The administration should be made effective and alert to increase the output of the
country.
(9) Discipline:

Discipline should be restored in factories and offices to improve the efficiency ang
output of the country.
(10) Coordination Between Monetary and Fiscal Policy:

Government should coordinate the monetary and fiscal policy in such a manner that

it could check the infl.* on.
e —— S

QUESTION NO. 2

DEFINITIONS:

(i) “The trade cycle is an alternation of period of prosperity and depression of
good and bad trade”.

(Haberler) |
(ii) “The trade cycle is a fluctuation in employment, output and prices”.
(A.H. Hanson)

PHASES OF TRADE CYCLE
(1) EXPANSION OR BOOM:

| In this phase economic activities increase production, prices, employment, wages,
interest rate, profit volume of credit and investment. New plants and factories are setup and

old ones are fully utilized. Demand for labour increases and there is increase in the volume of
profit.

Note: It is not necessary that boom should reach the level of full employment.

(CHARACTERISTICS)
(1) Level of full employment is achieved.
(ii) Cost of production increases due to increase in wage rate.
(iii)  The volume of investment reaches its peak point.
(iv)  New factories and plants are established.

(v) All sectors of economy produce goods and services with full capacit);.
(20 RECESSION:

In this phase the costs begin to increase than the prices. Because the less efficient .
factors of production are employed at higher costs, the profit begins to disappear. A wave ‘?f
, pessimism and uncertainty prevails in the business. There is a fall in the productiof
investment and employment. Even the businessman closes the business. The recession pha%
comes to an end and goes into depression. '
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(CHARACTERISTICS) 1

| il Aggregate investment trends to fa]]
i) Output and income leve] a]so decline. | <

y) ~ Awave of pessimism and uncertainty prevails the business.
3 DEPRESSION OF CONTRACTION:

In the period of depression
| income, employment and production
| and there is a reduction in the g
{ demand for bank credit also falls. Effect:
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(CHARACTERISTICS)

! (i) The volume of production and trade decreases.

(i)  The level of income wages, profits falls.

| (iii) Demand for goods and services shrinks.
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; this period depression is removed and there is the beginning of boom and expansion. There is

; Complete harmony between cost and price. Profit begins to reappear in the business. The

Production of capital goods comes to an end.

- There is general tendency of contraction in credit and investment.

RECOVERY OR REVIVAL:

During this period constructional and development the government starts works. In

| repairs and replacement of capital equipments start. There is a gradual reemployment of
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4 labour, The commercial banks also expand the credit. The marginal efficiency of capital
¢ begins to rige and rate of investment increases. According to Samuelson,
| } “nditions never stand still prosperity is followed by panic”.

“Business

(CHARACTERISTICS)

The consumers increase their expenditures and the demand for consumer goods
begins to increase.

Producers expand their plants and machinery to produce goods and services.
Level of employment gradually increases.

Rewards of factors of production increase as a result NI and per capita income also
move up.

Quantity of money and its velocity increases.
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Professor Marshal has explained the trade cycle by the help of following diagram;

Level of GNP
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' | QUESTION NO. 3 |
According to Prof. Crowther:

“The important work of bank is to provide easy medium of exchange for this
payment and receipt to people. Banks are considered as manufacturer of credit. It

I

|

means they are not only the dealer of money but in actual meaning they are the

creator of credit”.
As Hartly said “Loans create deposits and deposits create loans”.
WAYS OF CREDIT CREATION: |

The single bank cannot create credit. It is the banking system as a whole, which can

expand loans many times of its excess cash reserves. Commercial banks can create credit in
following three ways: | |

(1) 'Diloonnting of Bills:

A bank also creates credit through discounting of bills of exchange. In this method the
bank discounts the bill and issues a chequebook after the opening of account for the amount of
discounted bill instead of giving cash. - | |

(3)  Supply of Loans:

. When a bank agrees to grant loan to a borrower against the securities then it opens
an account of the borrower for the granted amount of loan instead of giving cash. If the
borrower wants to make payment to another person then it issues the cheque, which 18
deposited by the receiver into another bank. In this way the process of credit creation goes on.

(3) By Making Investments:
A bank also creates credit by making investment in securities. It buys securities from

stock exchange and then credits the amount in the account of the seller or it pays crossed
cheque to the seller, which he can collect by depositing it into his bank account. k
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A customer deposits Rs. 2000 in Bank A. Now Bank A grants loan of Rs. 1600 to

' wother customer after keeping Rs. 400 (20 %) as reserve. The customer deposi

_' g : posits the amount
~Jif loan (Rs. 1600) in its bank B. Now the bank will grant Rs. 1280 as loan after keeping Rs.

~~} 320 (20 %) as reserve. This is how a chain process of credit creation takes place.

The effect of credit creation process on the balance sheets of the banks is explained

[Initipl Balance Sheet of Bank ‘A’)

T T R TN
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' [Final Balance Sheet of Bank ‘A’]

'Deposits ] “

The final balance ‘sheet shows that the bal.nk ‘A’ advances Rs. 1,600 (80% of its
[#*posits) ag loan and keeps Rs. 400 (20% of its deposits) as reserve.

The loan of Rs. 1,600 is deposited by the customer in bank ‘B’, whose initial and final

t' Alce sheets are as under: ' 1
l [Initial Balance Sheet of Bank ‘B’]

thig f

1,600
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[Final Balance Sheet of Bank ‘B’]

(Rs.) Liabilities m

1,600

Assets

Cash (Reserve) 320 Deposits
Loans Given 1,280

Total 1,600

-

The final balance sheet of bank ‘B’ shows that the bank keeps 20% (Rs. 320) ag cash
reserve and lends the remaining 80% (Rs. 1,280) to the customer.

This loan of Rs. 1,280 is deposited by the customer in bank ‘C’. The 1initial and fip,
balance sheets of bank ‘C’ are as under:

[Initial Balance Sheet of Bank ‘C’]
(Rs.) Liabilities (Rs.)
1,280 Deposits 1,280
Total 1,280
[Final Balance Sheet of Bank ‘C’]

Assets

Cas
Total

iI

Cash (Reserve) 256 Deposits 1,280
Loans Given 1,024

1,280
The final balance sheet of bank ‘C’ shows that the bank keeps 20% (Rs. 256) as cash
reserve and lends the remaining 80% (Rs. 1,024) to the customer.

This process will go on to other banks till the last deposit is too small to generate any
further loan.

FORMULA OF CREDIT CREATION

If we want to know the expansion of credit for Rs. 2000 the. following formula can be
applied or used: ' -

Total deposit = Primary (new) deposit x Reversle ratio
1
100

2000 x 20 = Rs. 10,000

_Created deposits
~ (credit creation)

Total deposit — Primary deposit

= 10,000 - 2,000
= Rs. 8,000

Note: Crowther in his book “An outline of money” said, “credit creation is a process of wholt
banking system and a single bank cannot perform it”. .







