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INTRODUCTION

The course BFN 407, Investment Banking is a thnesslit unit course
prepared for 400 level students in B.Sc. Banking &wnance of the
National Open University of Nigeria.

It is an introduction to the study of InvestmentnB&g. The course has
eighteen units with appropriate local content fog tearner. However it
will be very useful to other readers who want teéhanderstanding of the
general concepts of the course.

The primary aim of this course is to equip you witike basic fundamental
principles, theories and practices of banking. Tberse will also provide
you with a good and sound foundation upon which wadudevelop the full
potentials and understanding of the concept of $aflnctions and their
operations.

Upon the completion of this course, you should ble & understand the
principles, theories, basic concepts and functafiisanks, the role of both
banking and non-bank financial institutions in g@nomic development
of Nigeria.

This course guide tells you briefly what the course is about, relevant
materials that you require to make your study very successful.

COURSE AIMS

This course is geared towards equipping you thdestuwith the basic
concepts, theories of banking and a general owsreiebanking business.
This will enable you take important financial deams. This aim will be
achieved in the following ways:

J Introducing you to the Banking Laws and Regulations

. Explaining the functions merchant banks and othegulatory
authorities in Nigeria

. Explaining the general overview of banking bustnasd practices

COURSE OBJECTIVES

On the successful completion of this course, ydubeiable to:

J explain the evolution, theories and growth of banks
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State and explain the functions of banking Indtd and discuss
their roles in economic development of Nigeria.

explain the theories and principles of banking

discuss the functions of regulatory bodies in taeking sector
explain the role of the money and capital markethe development
of the Nigerian economy

Identify and discuss the role of non-bank financratitutions in
economic development of Nigeria.

list the various categories of institutions opergtiwithin the
banking and sub-banking sectors in Nigeria.

explain the legal framework within which banks astter financial
institutions in Nigeria carry out their operations.

| wish you success in the course and hope thatwiiuind BFN 407-
Investment Banking not only interesting but usefudl rewarding.

COURSE MATERIALS

The National Open University of Nigeria providesuiywith the following items:

Course Guide

Study Units
Textbooksand Reference
Assignment file
Presentation Schedule

STUDY UNITS

There are 21 units under 4 modules in this coutsewshould be studied
carefully:

Modulel

Unit 1 Meaning and Evolution of Banking

Unit 2 Theories of Banking

Unit 3 The Central Bank

Unit 4 Evolution of Merchant and DevelopmeminRs

Unit 5

Commercial Bank and Investment Banks
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Module 2

Unit 1 Merchant Banking

Unit 2 Structure and Performance of Merchanidd@pment Banks

Unit 3 Development and Specialised Banks

Unit 4 Laws Regulating the Establishment of Baim Nigeria

Unit 5 Loan Syndication

Module 3

Unit 1 Distinguishing  Features/Functions of rtent and
Development Banks

Unit 2 Financial Institution: Overview of Baink Business

Unit 3 Banking Financial Institutions

Unit 4 Merchant Bank: Methods and Processes

Unit 5 The Structure of The Nigerian FinanSgbktem

Module 4

Unit 1 Measuring the Effect of Regulation onfBemance of Banks

Unit 2 Systems of Banking and Essentials of aurfd Banking

System

Unit 3 Money Market

Unit 4 The Capital Market

Unit 5 Merchant Banks and Development Banks Iratgonal
Operations

REFERENCES AND TEXTBOOKS

Akrani, G. (2013). Merchant Banking Meaning. Rated on 25 August
2013 from http://kalyan-city.blogspot.com/2011/10/what-is-
merchant-banking-meaning.html

Davies, J. H. (2002). A History of Moneyrom Ancient Times to the
Present Day, Wales: University of Wales Press.

Femi, A. (1986). The Elements of Banking in Nigeria" Lagos: F &A
Publishers Ltd

Goldthwaite, R. A. (1995). Banks, Places and Emé&egurs in Renaissance
Florence, Great Britain: Aldershot, Hampshire,

vi



BFN 407 COURSE GUIDE

Hoggson, N. F. (1926). Banking Through the AgeswN¢ork: Dodd,
Mead &Company.Retrieved on 25 August 2013 from \p&kiia, the
Free Encyclopedia.

Huerta de Soto, J. (1998). Money, Bank Credit, &ednomic Cycles.
Ludwig von Mises Institute. Translated by M.A.Stpou
(2012).Retrieved on 25 August 2013 from Wikipedibe Free
Encyclopedia.

Knapfel, J. (2013). Merchant Banking Definition.Rexed on 25 August
2013 from http://www.ehow.com/facts 7151137 meaning-
merchant-banking_.html

Magaji, S. (1995): '"Teach your Self the ABCD of Ramg"
Kano:Gargajiya Printers, Vol. 1

Nwankwo, G.O. (1972): "Indigenization of Nigeriaraking." Bankers
Magazine. July.

Nigerian Agricultural Corporative and Rural Devategnt Bank Ltd.
Customers Guide

Unamka, P.C. & Ewurum, U.J.F. (1995). iBass Administration.
Enugu: Precision Printers and Publishers

ASSESSMENT

Self-Assessment Exercises are incorporated in e text. You are to do
them carefully to test your understanding of théemals as you go on.

TUTOR-MARKED ASSIGNMENT

The NOUN will direct further on the TMAQ you willadand submit. They
will account for 30 per cent of the total courserksa

FINAL EXAMINATION AND GRADING
At the end of the semester, you will write an exaation that will count for

the remaining 70 per cent of the course marks,ayeuo expect that all the
areas of the course will be assessed during thaiagéion.

vii
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SUMMARY

On the successful completion of the course, youlavbave been equipped
to take important decisions relating to Investm@&ainking and Bank
practices.

viii
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MODULE 1

Unit 1 Meaning and Evolution of Banking

Unit 2 Theories of Banking

Unit 3 The Central Bank

Unit 4 Evolution of Merchant and DevelopmeminRs
Unit 5 Commercial Bank and Investment Banks

UNIT1  MEANING AND EVOLUTION OF BANKING
CONTENTS

1.0 Introduction

2.0  Objectives

3.0 Main Content
3.1 Meaning of a Bank, Banking and Banker
3.2 Evolution of Banking
3.3  The Growth of Banks in Nigeria

4.0 Conclusion

5.0 Summary

6.0 Tutor-Marked Assignment

7.0 References/Further Reading

1.0 INTRODUCTION

Various attempts have been made to define the @k or banker. In this
first unit we shall commence with the meaning audlgion of banking.
We shall refresh your memory on the definitions amehning of banking,
bank and banker. We will trace the origin of bagki'we shall also look at
the origin and growth of banks the world over arattipularly, briefly
consider the growth of banks in our country-Nigeria

2.0 OBJECTIVES
At the end of the unit, you should be able to:
. explain the meaning of a bank, banking or banker

. trace the evolution of banking in Nigeria.
. explain the growth of banks in Nigeria
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3.0 MAIN CONTENT

3.1 Meaning of a Bank, Banking and Banker

What is banking? To many people, a bank refersntanatitution which
accepts deposits from the public and in turn adeardoans by creating
credit. It is different from other financial insttions in that they cannot
create credit though they may be accepting deparsiismaking advances.
Economists on their part have defined a bank inouarcapacities, some
emphasising its various functions.

However, a bank has been defined broadly as aaydial institution that

accepts, collects, transfers, pays, exchangess,lémeests, or safe- guard’s
money for its customers. This broader definitiorcludes many other
financial institutions that are not usually thougiftas banks but which
nevertheless provide one or more of these broadfined banking

services. Summarising these definitions a bankingly an institution

which accepts deposits from the public and in tuadsances loans by
creating credit.

We shall therefore consider the definition of bagkiunder three
viewpoints:

a) Definitions of bank or banker by Text-Book Véra
b) Definitions of bank or banker by Status
C) Definitions of bank or banker as expressedheyGourts

a) Definitions of bank or banker by Text-Book Writers

A bank has been defined by Dr. Hart as " a pecs@ompany carrying on
the business of receiving moneys, and catfigctrafts, for customers
subject to the obligation of honoring cheques drampon them from time
to time by the customers to the extent of the anmavailable on the
current accounts”.

In his 8th edition, published in 1972 Pagitfined "a bank or
banker as a corporation or person (oougr of persons) who
accept moneys on current accounts, pay ugseqdrawn upon such
account on demand and collect cheques for custonteas if such
minimum services are afforded to all and sundrtheut restriction of
any kind, the business is a banking busjnebgther or not other
business is undertaken at the same time; that idingv the banking
business as so understood is not a mere for otEness, the person or

2
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corporation is a banker or bank for the purposds statutes relating to
banking, other than those where the soiteron is the satisfaction
of some government department”.

Chamber's 20th  Century Dictionary defines ankbas an "institution

for the keeping, lending and exchangingc etf money. Economists
have also defined a bank highlighting vtsious functions.

According to Crowther, "The banker's business ke the debts of other
people to offer his own in exchange, and thererbgte money." A similar

definition has been given by Kent who defines akbas "an organisationl
whose principal operations are concerned with taccumulation of
the temporarily idle money of the general publiac the purpose of

advancing to others for expenditure." Sayets, ba dther hand, gives a
stil more detailed definition of a bank thusOrdinary banking

business consists of changing cash for bank depasd band deposits
for cash; transferring bank deposits fronone person or
corporation (one ‘'depositor) to anotheryvirgy bank deposit in

exchange for bills of exchange, government bondig, tsecured or
unsecured promises of businessmen to repay, etas Bhbank is an
institution, which accepts deposits from the pulaicd in turn advances
loans by creating credit. It is different from otHenancial institutions in

that they cannot create credit though they maydeeming deposits and
making advances.

b) Definitions by Statutes

There are no definitions by statute that are ofenaalue. All we can see
from the statutes are that both the Bills &Xxchange Act 1882 and
the Stamp Act, 1891 attempted to define banker as any person
carrying on the business of banking. In faegtion 2 of the Bills of
Exchange Act, 1882 provides that "in this Act, ssléhe context otherwise
requires. A 'banker' includes a body of persortsether incorporated or
not, who carry on the business of banking". A B&ka company which
carries on as its principal business the accgptof deposits of money
on current account or otherwise, subjectitbdvawal by cheque, draft
or order" .The 1958 Banking Ordinance defined baglds "the business of
receiving money on current account, of paying aodecting cheques
drawn by or paid in by customers, awii making advances to
customer”.

Section 2 of the bills of exchange Act 1958 defiaebanker as follows:
Banker includes a body of persons whether incotpdrar not who carry
on the business of banking. But section 2 of thmn€Act 1958 state that

3
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bankers means any corporation carrying on lsiness of banker or
financial agents. Again section 2.1 of the Nigerandence Act 1958
provides that a bank and banker meamy persons, partnership
or company carrying on the business of banked also include any
savings established under the savings bank orcenamd also any
banking company incorporated under any ordinancettveor hereinafter
passed relating to such incorporation. Also undsatisn 4.1 of the
banking Act 1969 the term bank is defineds follows: Bank
means any person who carries on bankinginess and include
a commercial bank, an acceptance house, a disbowse and financial
institution.

C) Definitions as expressed by the Courts:

There are a number of decided cases where theitaefiof a banker has
been made. For example, there was a traditiomxibyessed view that no
one may be considered a banker unless lys pheques drawn on
self. This was re-affirmed by Justice J. Mocatt868) and was supported
by the Court of Appeal in the celebrated case otddnDominions Trust

Ltd. Versus Kirwood (1966).

SELF-ASSESSMENT EXERCISE
What do you understand by banking?
3.2 Evolution of Banking

Banking is generally known to have started thg Italian goldsmiths
who settled down into business in Londam about the
seventeenth century. They began by acugptdeposits of gold
coins and other valuables from their custenier safekeeping As the
volume of this business grew they had build large strong
rooms where these customers'valuable itears wept until demands
were made on them by the depositors. But fromiecap observations,
they found out that not all that were depositedenereded at any particular
time. They began giving out part of thmoney deposited to
interested borrowers by way of loans. They chargethe amount of
interest. The acceptance of deposits and granfihgaas are still some of
the basic banking functions all over the world ypda

It must be borne in mind thatthe forerainofthe modern banking
started and performed virtually all the presamictions of modern
banking. The acceptance of their customdester of instruction to

4
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transfer funds from his or her holding to anothegresents the present day
cheque system. After all a cheque is mgerah instruction on a
legalised paper from one customer to thekdamequesting him (the
banker) to pay money written on the cheque to aethbeneficiary. The
Goldsmiths' receipts to their clients became thst #known issue of notes,
though they were not legal tender. These recegs became transferable
instruments.

As the individual goldsmith's business expandedyecame necessary
for them to organise themselves into pgsowo form Merchant and
Private banks. As a result of the tfasxpanding activities of
these goldsmiths and the huge financial involventgnindividual citizens,

it became necessary to protect both the depostmisthe goldsmiths. In
consequence, therefore, the British Government@@4lestablished the
Bank of England to regulate and control these narch and private

banks amongst other functions.

In Nigeria, banking came with the advenf colonial masters the
British colonists. The introduction of the firstodern banking dated
back to 1892, when the African Banking Corporatwas established in
Lagos at the invitation of Elder Dengystand Company. African
Banking Corporation was based in South Africa buoérely opened a
branch office in Lagos to finance thehipping business of Elder
Dempster and Company who was operating steamsinyiceg between

Liverpool and the West Coast of Africa. Probablyaasesult of the good

performances of the African banking Corporatiomther bank opened its
branch office in Lagos in 1894.

The bank was the Bank of British West Africaon known as First
Bank of Nig. Plc), which was registeredLondon in 1892 with an
authorised capital of £100,000 (or N200,000). Thank enjoyed the
monopoly over banking business in Nigeria until &9Until this date,

however, the bank (B.B.W.A.) was the sole agenttii®@ custody and
distribution of British silver currency in West frica as issued by the
West African Currency Board, which was establisire1912. The Bank
of British West Africa remained dominant in theldieintil 1916 when the
Colonial Bank, which was established. As a restiitso dynamism, the
bank opened fifteen branches within four ye#rswas established in
West Africa.

In 1925, the assets and liabilities o$tlwank were taken over by a
consortium of banks comprising Barclays Bank, larggyptian Bank
and the National Bank of South Africa to form mew bank named

5
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Barclays Banks, D.C.O. (Dominion, Colonial and @&eas). This new

bank had to change its name to Barclays Bank oég Ltd., and later to

Union Bank of Nigeria Limited. The acceptan of their customers'
letter of instruction to transfer funds from lois her holding to another
represents the present day cheque system. Afdlr a cheque is

merely an instruction on a legalised pap®mfone customer to the
banker requesting him (the banker) to pay mometgen on the cheque

to a named beneficiary. The Goldsmiths' receipthéa clients became the
first known issue of notes, though they were ngaléender. These receipts
later became transferable instruments.

As the individual goldsmith's business expandetbeitame necessary for
them to organise themselves into groups tomfoMerchant and private
banks. As a result of the fast exmagd activities of these
goldsmiths and the huge financial involvement bgividual citizens, it
became necessary to protect both the depositorstrendjoldsmiths. In
consequence, therefore, the British Government@@4lestablished the
Bank of England to regulate the control theszaimant and private
banks amongst other functions.

In Nigeria, banking came with the advenf colonial masters the
British colonists. The introduction of the firstodern banking dated
back to 1892, when the African Banking Corporatwas established in
Lagos at the invitation of Elder Dempsaad Company. African
Banking Corporation was based in South Africa buoérely opened a
branch office in Lagos to finance tlshipping business of Elder
Dempster and Company who was operating steamsiniceg between
Liverpool and the West Coast of Africa. Probablyaagesult of the good
performances of the African banking Corporatiomther bank opened its
branch office in Lagos in 1894. The bank was th@kBaf British West
Africa  (now known as First Bank of gNi Pic), which was
registered in London in 1892 with an authoriseditehf £100,000 (or
N200,000).

This bank enjoyed the monopoly over banking businasNigeria until
1916. Until this date, however, the bank (B.B.W 3gs the sole agent for
the custody and distribution of British silver aemcy in West Africa as
issued by the West African Currency Board, whichs vestablished in
1912. The Bank of British West Africa remained doamit in the field until
1916 when the Colonial Bank, which was establishfesl.a result of its
dynamism, the bank opened fifteen branches witfour years it was
established in West Africa. In 1925, thassets and liabilities of
bank were taken over by a consortium of bamddprising Barclays

6
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Bank, Anglo-Egyptian Bank and the National Bank Suth Africa to
form a new bank named Barclays Banks, D.C.O. n{id@n, Colonial
and Overseas). This new bank had to change its mafarclays Bank of
Nigeria Ltd., and laterto Union Bank dfigeria Limited.

Other expatriate banks such as United Bafde Africa, Arab
Bank, International Bank for West Africa, Barof India, Bank of
America later Savannah Bank and Chase Manhattank Bvere later
introduced into Nigeria. These banks were taldished by the
colonial government and businessmen and as tehwere mainly
catering for the interest of expatriates. The iedigus men and women and
their enterprises were severally discriminated  aig. This
discriminatory attitude of these foreign ksnled to the first known
protest by the Nigerian business community 1892. This was
followed by an appeal from the native traders ofdsato the Financiers
from Great Britain when they visited Lagos in 19The height of these
protests was the establishment in Lagos of tHest indigenous
financial institution known as the Induatrand Commercial bank in
1929. This protest "motivated” bank which wasstablished primarily
to moderate the effects of the discrirona credit and investment
policies of the expatriate banks against thegedous enterprises went
into liquidation 1930.

In 1931 another indigenous banking institution; thgerian Mercantile

Bank was formed with an initial paid-up tap of N3,400. Its total

deposits did not exceed N5,000 before it voluntaiguidated in 1936.

This bank had the same Managing Director with fimgigenous bank (the
Industrial and Commercial bank) that idpied in 1930. The
failures of these banks were largelye dto inadequate capital,
inexperience management and inefficient and crudewating method, as
well as the prevailing depressed economic conditatrthe time. In spite of
these woeful failures the determination of Nigesido own, control and
manage  their own banks continued. However, sgbgesdigenous

banking efforts in Nigeria thus began with the bktament of the National

Bank of Nigeria Ltd., in 1933. The bank startedhwat nominal capital of

N20,000 and the paid-up capital grew from N2,04@.936 to N29,108 in

1946. The deposits liabilities grew from N7,830 1836 to N345,930 in

1946 and Loans/Advances grew from N9,486 to N during the same
period.

The favorable outcome of the effort thhert Western Region of
Nigeria Government in establishing the NatioBahk of Nigeria; the
continuing need to provide banking credits to thdigenous enterprises

7
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and the buoyancy of the economic conditions duthmg post-world war
years encouraged others to establish indige banks. In any
case, between 1945 and 1960 a total of twentgetindigenous banks
were established and twenty of them had eifladed or surrendered
their licenses and three survived. The historidavelopment of
commercial banking in Nigeria is well documentecetélled analysis can
be found in various books.

Nigeria appears to be unique among the Africafo@al territories in
having an early experience of active indigenoommercial banking,
although this sector had constantly beawarfed by the
expatriate sector in terms of percentaged absolute shares of
assets and liabilities. Indeed, the developmétiteocommercial banking
system in Nigeria has been along oligopolistic din@ which a few
expatriate banks control the market. This id® expected, given the
fact that banking services were establisned serve the needs of
the nascent modern sectors (that is, the gowemh foreign trade,
commerce and industries), which were entirelynohated by the
expatriates. For the experiences of other deveipgiconomies, see E.
Nevin.

Between 1951 and 1954 many indigenousink® tottered,

faltered, limped and died. In fact these failuresrevof great magnitude.
Various governments in Nigeria have come up wiffetBnt measures in
order to tackle the problem of bank failure. Som& these measures
have contributed to strengthening the bankindoseaf the economy.

We shall discuss some of these measaoresai latter unit under
banking regulation. Nigeria as at today (2007) tvaenty-five commercial

banks as a result of the recapitalization polidyoduced by the Central
Bank of Nigeria.

3.3 The Growth of Banks in Nigeria

In Nigeria, commercial banking pre- dates centrahking and laid the
foundation of the Nigerian financial system as faack as the late
nineteenth century. The first commercial bank igddia was the African
Banking Corporation which opened its first branohLagos in 1892. The
bank experienced some initial difficulties and auetly decided to transfer
its interest to Elder Dempster and Co. in 1893sTéd to the formation of
a new bank known as the British Bank of West Afr{&BWA) in 1893
which is today known as the First Bank Nigeria Pl&@other bank known
as the Barclays Bank DCO (Dominion, Colonial an@rseas) opened its
first branch in Lagos in 1917.

8
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This bank is known today in Nigeria as the UniomBaligeria Plc. British
and French Bank, now called United Bank for Afritla was established in
1949 making it the third expatriate bank to domenatarly Nigeria's
commercial banking. The foreign banks came prirllsigga render services
in connection with international trade, so theilatens at that time were
chiefly with the expatriate companies and with t@p@vernment. They
largely ignored the development of local Africartrepreneurship. These
three banks controlled almost about 90 per centhefaggregate bank
deposits at that time.

From 1914 to the early part of 1930s, several am#ttempts were made
to establish locally owned and managed banks takbréae foreign
monopoly. This was as a result of the weaknestade indigenous banks
in such areas as capitalisation and managementjiaed the total absence
of regulation by any government agency, the indogesnbanks could not
survive the hostile and unfair competition posedthwy foreign banks. It
was therefore not surprising that by 1954, a tot&ll out of 25 indigenous
banks had failed and went into self — liquidatibna nutshell, historically,
the Nigerian banking industry had evolved in fotages. The first stage
can be best described as the unguided lassiesre- gahase (1930-59),
during which several poorly capitalised and unsuiged indigenous banks
failed before their 10th anniversary.

The second stage was the controlled regime (1988)1@uring which the
Central Bank of Nigeria (CBN) ensured that onlyt ‘dnhd proper” persons
were granted banking license, subject to a mininpamd — up capital. The
third stage was the post Structural Adjustment Rnogne (SAP) or
decontrolled regime (1986-2004), during which theeoN- liberal

philosophy of “free entry” was over stretched ardditigal authorities on

the bases of patronage dispensed banking licefi$®s emerging fourth
stage is the era of consolidation (2004-to a farakke future), with major
emphasis on recapitalization and proactive reguiatibased on
prudentialprinciples. In the area of Central Bagkithe West African
Currency Board (WACB) carried out banking operadidn the former
British colonies in West Africa before independence

The problems of the WACB led to the establishmen€entral Banks in
these colonies. In Ghana, it came into being in7196 Nigeria 1959,
Sierra Leon in 1964, and in the Gambia 1964. Thetrt@eBank of Nigeria
(CBN) was established by the Central Bank Act d8.9t was to replace
the West African Currency Board (WACB) of the cailrgovernment as
part of the preparation for independent Nigeria.
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SELF-ASSESSMENT EXERCISE

Carefully describe the growth of banks in Nigeria.

4.0 CONCLUSION

In conclusion, there are various definitions of kexmor banking. You have
seen that both banker and, bank means odetlta same thing. The
above analyses shows that banking business is @rbudiness which
started some centuries ago and has continued to gr@r time. The
growth and development of banking activities intleeintries of the world
differ from country to country depending on the dewof economic
andtechnological development of each country.

5.0 SUMMARY

In this unit, we have discussed the meaning of akBa Banker wherein
we explained that they all mean one and the samg.thfou have learned
about the evolution, origin and growth of banks.eThanit has also

explained the concept of banking and has also thrght on the growth
and development of banks in the Nigerian economy.

6.0 TUTOR-MARKED ASSIGNMENT
Banking has been defined in various ways. Give sohtieese definitions.
7.0 REFERENCES/FURTHER READING

Adekanya, F (1986)he Elements of Banking in Nigeria. (3rd ed.). Lagos:
F and A Publishers

Ezeuduji, F.U.(2000). Historical Perspectives in nBag Practices
Worldwide.’Abuja: CBN Bullion vol.24; No4

Jhinghan, M.L. (2004). Money, Banking Internatiorfabde and Public
Finance. (7th ed.). Delhi: Vinda Publications (Lt
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UNIT 2 THEORIES OF BANKING
CONTENTS

1.0 Introduction
2.0 Objective
3.0 Main Content
3.1 Theories of Banking
3.1.1 The Real Bills Doctrine
3.1.2 The Shiftability Theory
3.1.3 The Anticipated Income Theory
3.1.4 The Liability Management Theory
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/ Further Reading

1.0 INTRODUCTION

In this unit you are going to learn about the vasidheories of banking.
These theories which are propounded by scholars béaxing in mind the
banks unigue type of business, sought to providl#isas on how can the
unique business survive. These theories includedhEkBills Doctrine, the
shiftability theory, the anticipated income theorgnd the liability

management theory.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. list and explain all the theories of banking
. differentiate between all the theories of banking
. identify and explain the weaknesses of the banitieories.

3.0 MAIN CONTENT
3.1 Theories of Banking

3.1.1 The Real Bills Doctrine

The Real Bills Doctrine or the commercial loan thestates that a
commercial bank shouldadvance only short-term |gplidating loans to
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business firms. In other words, this theory holdat tbanks should lend
only on “short-term, self-liquidating commercial geas. This is for

thesimple reason that a bank has liabilities payaim demand, and it
cannot meet these obligationsif its assets are upedor long periods of

time. Rather, a bank needs a continual and sulféow of cash moving

through it in order to maintain its own liquiditand this cash flow can
beachieved only if the bank limits its lending saities to short-term

maturities. Self-liquidating loans are those whak meant to finance the
production, and movement ofgoods through the ssoemsstages of
production, storage, transportation and distributid/hensuch goods are
ultimately sold, the loans are considered to ligted themselves
automatically.

The theory states that when commercial banks make short-term self-
liguidating productiveloans, the central bank,umtshould only lend to the
banks on the security of such short-termloans. phisciple would ensure
the proper degree of liquidity of each bank andptapermoney supply for
the whole economy. This in essence, aims at thilisttion of the banking
system. The weakness of this theory stems fronfaihere to realise that
the loans are made, given thevalue of the goodsianthe good itself; and
also the value of goods itself is subject tovaoiadi given the state of the
economy.

3.1.2 The Shiftability Theory

The Central thesis of this theory holds that tiqeidity of a bank depends
on its ability to shiftits assets to someone elsthaut any material or
capital loss when the need for liquidity arisessTtiieory asserted that if
the commercial banks maintain a substantial amofi@ssets that canbe
shifted on to the other banks for cash without mmaltdoss in case of
necessity, then there isno need to rely on magsrithccording to this view,
an asset to be perfectly shiftable must be immelgidtansferable without
capital loss when the need for liquidity arises.isTls particularly
applicable to short-term markets investments, saghreasury bills and
bills of exchange which can be immediately sold méher it is necessary
to raise funds by banks. For example, it is qudeeatable for a bank to
hold short-term open market investments in itsfpbat of assets, and if a
large number of depositors decide to withdraw theaney, the bank need
only sell these investments, take the money thgeimed and pay off its
depositors.

Therefore, the theory tried to broaden the lisas$ets demand legitimate
for bank ownership, and hence redirected the aterdf banks and the

12
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banking authorities from loans to investmentsaswce of bank liquidity

that is; the fundamental source of liquidity is tlanks secondary
resources.The flaw of this theory does not lielentheory itself, but on the
bank management practices towhich the theory lee. Ikank could obtain
the needed liquidity by shifting its assets but sopossible when all
members of the bank behave the same way (Fallacgoofposition).

Hence, the problem of liquidity of the whole barkisystem is simply not
solvable by commercialbanks alone. This is whee@tral bank that is
prepared to act quickly and decisively is anabsohgcessity.

SELF-ASSESSMENT EXERCISE

What do you understand by the Real Bill Doctrine?

3.1.3 The Anticipated Income Theory

According to this theory, regardless of the natarel character of a
borrower’s business, the bank plans the liquidatérihe loan from the
anticipated income of the borrower. This theorynegi that a bank should
make long-term and non-business loans since eveakbill” is repaid out
of the future earnings of the borrower; i.e. outinficipated income. At the
time ofgranting a loan, the banks take into comsitien not only the
security, but the anticipated earnings of the beero Thus a loan by the
bank gets repaid out of the future income of therdweer in installments,
instead of in lump sum at the maturity of the loan.

SELF-ASSESSMENT EXERCISE

Differentiate between the Real Bill Doctrine ane tAnticipated Income
Theory.

3.1.4 The Liability Management Theory

According to this theory, there is no need for matkgrant self-liquidating
loans and keep liquid assets because they canvboeserve money in the
money market in case of need. A bank can acquserves by creating
additional liabilities against itself from differesources.

These sources include the issuing of time certégaf deposits, borrowing

from other commercial banks, borrowing from thetcanbank, raising of
capital funds by issuing shares, and by ploughaktf profits.

13
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Arguing that a bank can use its liabilities foruiidity purposes, the theory
opines that it canmanage its liabilities so thalthctually become a source
of liquidity by going out to by money when it needs(for paying its
demand deposits and meeting loan requests). Thisbdity management
suggests that the bank borrow the funds it needsdnns of various bank-
relatedmoney market instruments.

4.0 CONCLUSION

The unit discusses four theories of banking whicplans how the banks
try to survive in aneconomy as a business entity.

50 SUMMARY
In this unit, we have discussed about;

The Real Bill Doctrine

The Shiftability Theory

The Anticipated Income Theory
The Liability Management Theory

6.0 TUTOR-MARKED ASSIGNMENT
What do you understand by Shiftability Theory? Wéuat its flaws?
7.0 REFERENCES/FURTHER READING
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1.0 INTRODUCTION
In this unit, we shall explain the meaning of a t&nBank and trace its
origin in Nigeria. We shall in additiodiscuss the functions of the

Central Bank, credit control by the CBN and thdeddnces between CBN
and Commercial banks.

2.0 OBJECTIVES

At the end of the unit, you should be able to:

. explain what is meant by the central bank
. trace its origin in Nigeria
. discuss the functions of the central bank.

3.0 MAIN CONTENT

3.1 The Central Bank

The central bank is the apex bank in a country.t@erBank is a
government owned bank and each country owns ordy@emtral Bank. A
Central Bank is therefore government's represeargatn the banking
system and acts mainly as a banker to the govemimeénthe apex bank in
a country which controls its monetary and bankiingciures.

15



BFN 407 INVESTMENT BANKING

It regulates and issues currency, performs ban&imyagency services for
the country, keeps cash reserves of commercialhd@eps and manages
international currency, acts as the lender of #s tesort to commercial
banks in the country, acts as clearing house, anttals of credit.

Therefore, a Central Bank can be briefly and fuurally defined as “a
national (financial) institution that traditionallpossess the monopoly of
issuance of legal tender money in a country, isustegd with the custody of
the cash reserves of the banking system (thatnstifn as a banker to
banks), and acts as lender of last resort”. It Iiswects as banker and
financial adviserto government, and the custodiad ananager of the
nation’s foreign exchange reserves.

A Central bank is very different in both its orgsation and functions
compared to other types of banking institutionsic8iit is said to be at the
apex of any banking system, the law or charter éssdblishes a central
bank is normally very different from those othemsa or legislations
establishing other types of banks. The Central BafnMigeria (CBN) was
established on March 17th, 1958 by the Central Bankinance of 1958.
The bank effectively came into existence and folherational on % July,
1959. A Central Bank has been defined in termgsdiinctions. According
to Vera Smith, "The primary definition of centradrik is a banking system
in which a single bank has either ptate control or a
residuary monopoly of note issue." W. A. Shaw degin central bank as a
bank which controls credit. To Hawtrey, a centraihk is the lender of the
last resort. According to A. C. L. Day, a centrahk is "to help control and
stabilise the monetary and banking system"-agcogr Sayers.

The Central Bank "is the organ of government thadeumtakes the major
financial operations of the governmentdarmy its conduct of
these operations and by other means, infeence behavior of
financial institutions so as to support the eawxuic policy of the
Government." Sayers refers only to the naturenefdentral bank as the
government's bank. All these definitions are narfwecause they refer
only to one particular function of a central baike Central Bank is called
by different names in different countries. It i€ tReserve Bank of India in
India, the Bank of England in England, the Fetl&eserve System in
USA, the Bank of France in France in Nigerig is called the
Central Bank of Nigeria.
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3.2 Functions of Central Bank
Some of the functions of the CBN are:

Issuance of Legal Tender Currency

The CBN is the sole authority vested with the poweeissue legal tender
currency in the country. Because of the primaryangnce of legal tender
currency (Notes and Coins) in the smooth functigrand development of
the economy, the issuance of legal tender moneythes foremost

responsibility of all central banks the world ovéiso, it is the central

banks’ responsibility to safeguard the internal ameérnational values of
that currency. So as to service the economy wighlleender currency, the
central bank organises not only its production, &ab its distribution and
the periodic replacement of old or damaged ones.

It is also the sole responsibility of the centrahk to withdraw notes. By
this function, it is ableto maintain the financs@bility of the economy.

Banker to the Government

The central bank serves as banker and financiails@dvo the Federal
Government and other state Governments. In its aigpas Banker to
Government, the bank receives deposits and makeaguds on behalf of
the Federal Government. It also provides bankingviges to State
Government — owned institutions.

Bankers’ Bank

The Central Bank acts as banker to commercial, maatc development
banks and other financial institutions in that thexp part of their deposit
with the Central Bank of Nigeria. Every bank in Blig is therefore

required by law to keep an account with the Ceriahk of Nigeria, not

only as a statutory requirement, but rather alsa agcessity in order to
meet interbank transactions best handled throughCBN; for example,

through the clearing system. To this end, the CBtdldished a number of
clearing houses in the country to facilitate theading of cheques among
commercial banks and further improve the paymesiesy in theeconomy.

Banks Control and Supervision

The Central Bank controls, supervises and assis¢s dctivities of
commercial, merchant banks and other financialitutgins in the
economy. The CBN exercise surveillance over theaimns of the banks
with a view to ensuring sound banking practices. iRstance, the CBN
prescribes periodically the proportion of depasibilitieswhich banks must
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hold in the form of liquid assets so as to fostebl confidence in their
ability to meet their customers’ cash demand.

Lender of Last Resort

Commercial banks in financial difficulties have tentral bank as the last
place to run to, to borrow or to discount bill ofckange. This function

helps to prevent a banking crisis which may havenbdisastrous. By

granting accommodation in the form of re-discowartd collateral advances
to commercial banks and other financial institusipthe CBN acts as a
lender of last resort. The CBN lends to such ia8tihs in order to help

them in times of financial stress so as to savdittacial structure of the

country from collapse.

Formulation and Implementation of Monetary Policy

A major responsibility of a modern Central Bankthe formulation and
implementation of monetary policy in the economy. fBis function, the
CBN seeks to promote monetary stability with a viewensuring a stable
internal and external value of the national curngerticis important that the
supply of credit and money are adequate to suppedirable and
sustainable growth without generating inflationgmessures and undue
instability in the naira exchange rate. Thus, manepolicy is applied to
influence the availability and cost of credit inder to regulate money

supply.

Maintenance of External Reserve

To safe-guard the internal value of our legal tenclerency, the CBN
maintains the management of the country’s debtitarfdreign exchange. It
manages the national debts, controls the foreighange as well as deals
with the central banks of other nations. In manggime nation’s external
reserves as required, the central bank seeks ttamaan adequate volume
of external reserves to preserve the internatigakle of its domestic (the
naira). To achieve this aim, the CBN therefore tias responsibility of
managing the country’s foreign exchange reservdge ank not only
manages external reserves but also manages therngechate.

In Nigeria, the major objectives of exchange raikcy in support of stable
economic growth and development including deriviag appropriate
exchange rate for the naira and ensuring stalofityaira exchange rate. A
viable and realistic exchange rate ensures efficisa of resources widens
the scope of legitimate foreign exchange transastiand facilitates the
achievement of internal and external balance. Als@bility of the
exchange rate ensures that economic agents caralpdaa without fear of
escalating costs.
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Foreign Exchange Management

The foreign exchange management activities of &€mgral bank involve the
acquisition and development of foreign exchangeusss in order to
reduce the destabilising effects of short term tedpnflows. The CBN
monitors the use of scarce foreign exchange ressuccensure that foreign
exchange disbursement and utilisation are in liftd @conomic priorities
and within the annual foreign exchange budget Aeteby ensure a viable
balance of payments position as well as the stalfithe naira. The CBN
also conducts routine examinations into the foreagohange operations of
the authorised dealers. The activities of some éBurDe change” are also
investigated to ensure compliance with foreign exge market (FEM)
regulations.

SELF-ASSESSMENT EXERCISE

Discuss the functions of the central bank.

3.3 Credit Control by the Central Bank

Credit control is the means to control the leadpoadicy of commercial
banks by the central bank.

3.3.1 Objectives of Credit Control

The Central Bank controls credit to achieve th&fging:

Maintenance of relative stability in domesticices: One of the
major objectives of controlling credit in the ecampis to stabilise
the price level in the country.

Frequent changes in prices adversely affect theang. This is
because excessive increases or decreases in prades it difficult

for economic planning and decisionmaking as a tesill the

uncertainty in the economy. Inflationary or deflatary trends can
be prevented by judicious credit control policythe economy.

To stabilise the rate of foreign exchange:hwihe change in the
internal price level, exports and imports of theirtioy are affected
when prices fall, export increase and decrease sé&prently, the
demand for domestic currency increase in the foreayket and its
exchange rate rises. On the contrary, a rise inegtimcurrency,
increases in the foreign market and its exchange riges. On the
contrary, a rise indomestic prices leads to a dedh export and an
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increase in imports. As a result, the demand foeifm currency
increases and that of domestic currency increases that of
domestic currency falls, thereby lowering the exderate of the
domestic currency. It is the volume of credit mortagt affects
prices, the central bank can stabilise the valuéoign exchange
by controlling bank credit.

iii.  To protect the outflow of Gold: The CentrabBk holds the gold
reserves of thecountry in its values. Expansiobarfk credit leads
to rise in prices which reduceexports and increagmrts, thereby
creating an unfavourable balance of payments. mécessitates the
export of gold to other countries. Central bank toasontrolcredit in
order to prevent such outflows of gold to otherrdoies.

V. To control business cycles: Business cycles ais common
phenomenon of market economies which lead to pieriod
fluctuations in production, employment, and pricékhey are
characterised by alternating periods of prospeaitg depression.
During prosperity, there is large expansion in vo&ime of credit,
and production, employment and prices rise. Durdgpression,
credit contracts, and production, employment andeprfall. The
central bank can counteract such cyclical fluctrei through
contraction of bank credit during boom periods, @&xpansion of
bank credit during depression.

v. To achieve growth with stability: In recent ygathe principal objective
of credit control is to achieve growth with stalyili The other objectives,
such as price stability, foreign exchange stabilgyc, are regarded as
secondary. The aim of credit control is to help achieving full
employment and accelerated growth with stabilitghe economy without
inflationary pressures and balance of paymentsitlefi

3.3.2 Methods of Credit Control

The Central Bank of Nigeria adopts two methodsredit control. They are

the quantitative and qualitative methods. Quamigadim at controlling the

cost and quantity of credit by adopting such teghes as variations in the
bank rate, open market operations (OMO) and vanaiti the reserve ratios
of commercial banks. On the other hand, qualitathethods control the
use and direction of credit. These involve selectivedit controls and

direct action.
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The methods of credit control by the Central BahiNaeria (CBN) are
discussed as below:

Bank Rate or Discount Rate Policy

The bank rate or discount rate is the rate fixethieyCentral Bank at which
it rediscounts first class bills of exchange andegoment securities held
by the commercial banks. The bank rate is intezhatged by the Central
Bank of which it provides rediscount to banks tiglodhe discount widow.
The Central Bank controls credit by making variasion the bank rate. If
the need of the economy is to expand credit, thetr@eBank lowers the
bank rate. By this, borrowing from the Central Bébdcomes cheap and
easy. So the Commercial Banks will borrow more frtma CBN. The
Commercial Banks in turn, will loan to customersaatower rate. The
market rate of interest will then be reduced. Tthsrefore encourages
business activities, and expansion of credit folomhich encourages the
rise in price.

The opposite happens when credit is to be conttaot¢he economy. The
Central Bank raises the bank rate which makes tamgpcostly from it. So
the banks borrow less. They in turn raise theidieg rate to customers.
The market rate of interest also rises becauséetight money market.
This discourages fresh loans. This also discourdgesness activities.
There will also be a contraction of credit whiclpEsses the rise in price.
Thus lowering the bank rate offsets deflationanydency and raises the
bank rate which controls inflation.

Open Market Operations (OMO)

Open Market Operations (OMO) is another method wHndjtative credit

control used by the Central Bank of Nigeria (CBRhis method refers to
the sale and purchase of securities, bills and $ohdovernment as well as
private financial institutions by the Central Baflhere are two principal
motives of Open Market Operations. One, to inflerthe reserves of
commercial banks in order to control their powecdit creation. Two, to

affect the market rates of interest as so to coritre commercial bank
credit.The effect is that when the central banksscurities to the market,
the commercial bank’s reserves is reduced. In way, open market
operations reduce or enhance, respectively theithgrgystem’s ability to

create credit and hence money supply.

The Required Reserve Ratio

Every commercial bank is required by law to mamta minimum
percentage of its deposits with the central barile minimum amount of
reserve with central bank may be either a percendd@s time and demand

21



BFN 407 INVESTMENT BANKING

deposits separately or of total deposit. Whateber amount of money
remains with the commercial bank over and abovsetiminimum reserves
is known as excess reserves. It is on the badiBi®fexcess reserves that
the commercial bank is able o create credit. Thgelathe size of the excess
reserves, the greater is the power of a bank @miemredit, and vice versa.
When the central bank raises the reserve ratiooafneercial banks, it
means that the latter are required to keep moreegnavith the former.
Consequently, the excess reserves with the comatdranks are reduced
and they can lend less than before. On the contrathhe central bank
wants to expand credit, it lowers the reserve si@s to increase the credit
creation power of commercial banks. Thus, by vayyime reserve ratio of
commercial banks, the CBN influences their powecrdit creation and
thereby controls credit in the economy.

Selective credit control

Selective or qualitative methods of credit conad meant to regulate and
control the supply of credit among its possibleigps and uses. They are
different from quantitative or general methods vahaem at controlling the
cost and quantity of credit. Unlike the generaltmmsents, selective
instruments do not affect the total amount of drédit the amount that is
put to use in a particular sector of the econorffiis confers on the CBN
the power to regulate the terms on which credignanted in specific
sectors. These powers or controls seek typicallegmlate the demand for
credit for specific uses and the period of timerowbich the loan is to be
paid. This involves official interference with tlvelume and directions of
credit into those sectors of the economy which mpéas believe are of
crucial importance to economic development. Thesdstinclude Moral
suasion and selective credit controls or guidelines

Moral suasion

This involves the employment of persuasions ornfilg persuasive
statements, public pronouncements or outright dppeathe part of the
CBN to the banks requesting them to operate inrtacpéar direction for

the realisation of specified government objecties. examples, the CBN
may appeal to the banks to exercise restraint @aitcexpansion by
explaining to them how excess expansion of credihminvolve serious
consequences for both banking system and the egoasma whole.

Selective credit controls or guidelines

Selective credit controls or guidelines involvesmadstrative orders
whereby the CBN uses guidelines, instructs banksthen cost of and
volume of credit to specified sectors dependinghendegree of priority of
each sector.
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SELF-ASSESSMENT EXERCISE

Enumerate and explain the major ways in which #rgral bank of Nigeria
controls credit supply in the economy.

3.4 Differences between Central Bank and Commercidank

1. The central bank is the apex iasoh of the monetary
and banking structure of the country. The commeéhaak is one of
the organs of the money market.

2. The central bank is a no-profit institution waiiimplements the
economic policies of the government. But the conuia¢bank is a
profit-making institution.

3. The central bank is owned by tlgovernment, whereas
the commercial bank is owned by shareholders.

4. The central bank is a banker to the gowent and does not
engage itself in ordinary banking activities. Themenercial is a
banker to the general public.

5. The central bank has the monopoly of noteseis3iney are legal
tender while the commercial bank can issue onlyguks. But the
cheques are in the nature of near-money.

6. The central bank is the banker'snkbaAs such, it grants
accommodations to other banks in themfoof rediscount
facilities, keeps their cash reserves, and cldeais balances. On the
other hand, the commercial bank advandeans to and
accepts deposits from the public.

7. The central bank controls credit in accordandt the needs of
business and economy. The commercial bankates credit to
meet the requirements of business. 8. The cent@mak helps in
establishing financial institutions so as to sttkeg money and
capital markets in a country. On the other hahd,commercial
bank helps industry by underwriting shares arebedtures, and
agriculture by meeting its financial requiems through
cooperatives or individually.

9. Every country has only one centtank with its offices
at important centers of the country. On the othend, there are
many commercial banks with hundreds of branchedinviind
outside the country.

10. The central bank is the custodian of the fpraurrency reserves of
the country. While the commercial bank the dealer of
foreign currencies.
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11. The chief executive of the central bank isgiesed as "Governor”,
whereas the chief executive of the commercial b@nkcalled
'Chairman'.

4.0 CONCLUSION

The above analyses show that a Central bank isiuggrtant in the live
wire of the financial sector of an economy. Therefgovernment needs to
accord the Central Bank of Nigeria (CBN) the neapsssupport and
backing to be able to discharge its functions adery and efficiently in an
economy.

50 SUMMARY
In this unit, we have discussed about;

The concept of Central Bank,

The functions of the Central bank,

Credit control by Central bank,

Objectives of credit control,

Methods of credit control, and

The differences between Central bank and CommeBaiak

6.0 TUTOR-MARKED ASSIGNMENT

How does the Central Bank of any Country contotitedit supply?
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1.0 INTRODUCTION

In this unit, we shall learn about the concept amhning of Merchant and
Development Banks as a provider of long-term fulbdsievelopment. The
evolution of merchant and development banks in Nageconomy and
other countries will also be discussed.

2.0 OBJECTIVES

At the end of this unit, you should be able to;

. discuss the evolution of Merchant and Developmeartkd
J explain the rationale for establishing Merchant development
banks.
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3.0 MAIN CONTENT

3.1 Evolution and Development of Merchant Banka Nigeria

The beginning of merchant bank industry in Nigecannot be clearly
traced to a specific timeline in exiting books. Utlp now, very little is

known of the beginning of merchant banking industryNigeria existing
textbooks and write ups about the industry havenlragher short in this
regard, an attempt will be made here to probe théoearly days of the
industry. The two institutions that commenced manthbusiness in
Nigeria were both registered in 1960.

The Nigeria acceptance limited (NAL) was registeasd25th November,
while Philip Hill (Nigeria) limited was registereah 14th September, 1960
NAL and Phil hill held their statutory meeting o8t@ December 1960, and
13th December 1960, respectively. The two firmsey@rior to merger in
1969 engaged in identical set of activities thesdudes:

a. Financing of commodity exports by granting dsetb the marketing
boards.

b. Acceptance of deposits from institution.

C. Provision of loans and advances.

d. Provision of issuing housing services.(e.gtihgcas issuing houses

for the debenture issue to raise funds for buildiigNiger house
Philip Hills was specially permitted by the ministof finance to
accept deposit up to a stipulated maximum.

3.2 Evolution and Development of Merchant BanksOutside
Nigeria

3.2.1 Role of Lombardy Grain Merchants

The original banks were merchant banks as engagby the Italian grain

merchants which first evolved in the Middle AgeseTgrowth of the

Lombardy merchants and bankers in importance bagsetthe strength of

the Lombardy plains cereal crops, many displaceuds Jdeeing Spanish

persecution were attracted to the trade. They Wrouwgth them ancient

practices from the Middle and Far East Silk Rouldsy were originally

intended to finance long trading journeys; nevdeb®, they applied these
methods to finance grain production and trading.

Traditionally, Jews could not hold land in Italyg they entered the great
trading piazzas and halls of Lombardy, alongsidmlldraders, and set up
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their benches to trade in crops. Since they wesdegjically placed, they
had one great advantage over the locals becauskeossue of usury.
Christians were strictly forbidden the sin of takmsury, defined as lending
at interest and Islam too makes similar condemnatid usury.

The Jewish newcomers, on the other hand, could terfdrmers against
crops in the field, a high-risk loan at what wouldve been considered
usurious rates by the Church; but the Jews wersutgect to the Church's
dictates.

In this scenario, the Jews could secure the gm-8ghts against the
eventual harvest. They then began to advance pdyagamnst the future
delivery of grain shipped to distant ports. In batises they made their
profit from the present discount against the futpnee. This two-handed
trade was time-consuming and soon there arosesa ofamerchants who
were trading grain debt instead of grain.

Consequently, the Jewish trader performed bothnéima (credit) and
underwriting (insurance) functions. Financing tdbk form of a crop loan
at the beginning of the growing season, which adldwa farmer to develop
and manufacture (through seeding, growing, weedang, harvesting) his
annual crop. Underwriting in the form of a crop,cmmmodity, insurance
guaranteed the delivery of the crop to its buygpicklly a merchant
wholesaler. In addition, traders performed the imant function by making
arrangements to supply the buyer of the crop thrcalternative sources
such as grain stores or alternate markets, in\thateof crop failure. The
arrangement could also keep the farmer or othemumahity producer in
business during the time drought or other cropfail through the issuance
of a crop or commodity insurance against the haaéfdilure of his crop.

Merchant banking progressed from financing tradeona&'s own behalf to
settling trades for others and then to holding dépdfor settlement of
"billette", or the notes written by the people wivere still brokering the
actual grain. And so the merchant's "benchéshk is derived from the
Italian word for benchbanca, as in a counter) in the great grain markets
became centers for holding money against a luillette, a note, a letter of
formal exchange, later a bill of exchange and latdira cheque).

In the intervening period of time, the depositechds by the grain
merchants were intended to be held for the settikmegrain trades, but
often were used for the banca's own trades. Tha teankrupt is a
corruption of the Italianbancarotta, or broken bench, which is what,

27



BFN 407 INVESTMENT BANKING

happened when someone lost his traders' depositag Bbroke" has the
same connotation as bankrupt.

3.2.2 Role of Moneychangers in Medieval Trade Faiin Europe

A strategic manner in discounting interest to tleg@akitors against what
could be earned by employing their money in thedraf the bench soon
developed; in short, selling an "interest" to thema specific trade, thus
overcoming the usury objection. Once again thiselgedeveloped what
was an ancient method of financing long-distanaedport of goods.

Medieval trade fairs, such as the one in Hambuwugiributed to the growth
of banking in a curious way: moneychangers isswelichents redeemable
at other fairs, in exchange for hard currency. €hdscuments could be
cashed at another fair in a different country oa dtiture fair in the same
location. If redeemable at a future date, they waften be discounted by
an amount comparable to a rate of interest. Evéptuaese documents
evolved into bills of exchange, which could be mded at any office of
the issuing banker. These bills made it possibl&ransfer large sums of
money without the complications of hauling largesis of gold and hiring
armed guards to protect the gold from thieves.

3.3 Development Banks

This category of banking institutions apg up In response to
the clamour for establishment of specidlisenancial institutions
for the interests of investors in need foedium and long term
finance for accelerated development of the Nageeconomy. Okigbo
(1981:129) recognises the need to creatstitutions that could
undertake or promote investment where theapei sector inspired by
private gain, might for the moment be redmtt to go. He finds the
answer in the creation of developmentinsong to provide funds
for direct investment on medium and lortgrm basis, or for
assisting private initiative or providing teatsd assistance and
supporting services in any sector of the econdmWigeria, a number of
financial institutions have been set up based esadlprinciples. We shall
briefly examine some of them, notably NIDB, NBOhdaNACRDB.

3.3.1 Rationale or Basis for Establishing Devgbtonent Banks

a) To plug the gaps in the financiaystem of inadequacy
of commercial banks services that rarely eome with long
term capital financing, and the determinationirosolvement of
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CBN to bridge this gap through establishment ofvéd@pment
banks.

b) As a recogniton at the domestevel, the importance of
International Development banks, such Wsrld Bank and
International Development Association. DevelopmerBanks at
National level are therefore, established to ingas, undertake or
finance projects which required more locabwiedge and
patronage than international finance.

C) As a catalyst to development by naficing small,
independent manufacturing and industrial enterprége. in order to
promote speedy industrial expansion (Nwankwo 1980).

Development Banks are creature of government antbtiemerge on their
own. They are finance by government through CBIN, also do obtain
loans from institutional lenders such asanB and Insurance
companies.

4.0 CONCLUSION

We discussed the evolution of Merchant Banks logkihthe roles played
by Lombardy Grain Merchants and Money changers ediglal Trade
Fairs in Europe. Over the years Merchant banking pr@gressed from
financing trade on one's own behalf to settlinglésafor others and then to
holding deposits for settlement of "billette”, dret notes written by the
people who were still brokering the actual graihu3 Merchant Banks play
a lot of roles in the development of the finaneiabnomy.

5.0 SUMMARY

In this unit we have discussed the evolution of dhkant Banks. We have
also discussed briefly on Development Banks andesoithe rationales or
basis for establishing such.

6.0 TUTOR-MARKED ASSIGNMENT

1. What are development banks?

2. What are the rationale or basis for establgki@velopment banks?

3 Discuss the evolution of Merchant Banking gjtithe roles played
by Lombardy Grain Merchants.

4. Discuss the evolution of Merchant Banking igétia.
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1.0 INTRODUCTION

In the last unit, you read through importance amdiwion of Merchant

banks. In this unit, you are going to learn abebat a commercial bank is,
their function in the economy, and the role it peris in the development
of an economy. Besides, you shall also learn about money or credit is
created in an economy, the limitations of the powEtibanks to create
credit.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

J explain the meaning of Commercial Bank, Investnigank and its
functions in the economy

. discuss the roles Commercial Banks perform in amemy and
how banks create credit.

. explain the major differences between commerciakband central
banks
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3.0 MAIN CONTENT

3.1 What are Commercial Banks?

Commercial banks are those banks which perfornkialils of banking
functions such as accepting deposits, advancings|oaredit creation, and
agency functions. They are also called joint stbakks because they are
organised in the same manner as joint stock coraparlihey usually
advance short-term loans to customers. Of latey theeve also started
giving medium term and long-term loans in Nigewd.the expiration of
the date for all commercial banks in Nigeria to tage with the N25billion
minimum capital requirement, the total of 25 comon@rbanks were able
to meet up with the N25billion minimum capital reégument at December
31, 2005.

3.2 Functions of Commercial Banks

The Commercial banks perform very important funtdion any economy.
These include;

Accepting Deposit

Commercial banks accept deposits from their custsrme current and / or
deposit accounts. Commercial banks perform thig w@portant function

to all sectors of the economy by making availalble facilities for the

pooling of savings through the acceptance of dépdam the public and
then making these funds available for economicatig socially desirable
purposes.

Advancing Loans

Commercial banks give advances to customers infdine of loans,
overdrafts, discounting bills of exchange and pssory notes. A
commercial bank lends a certain percentage ofdsh taying in deposit on
higher interest rate than it pays on such deposlis. difference between
the lending rate, and deposit rate gives the bsngrofits. In making credit
available, commercial banks are rendering greatabservices; through
their actions production is increased, capital stneents are expanded, and
a higher standard of living is realised. The primnsof credit facilities by
commercial banks is very important to the econofoyjt makes possible
the financing of the agricultural, commercial andustrial activities of the
nation.
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Payments Mechanism

Commercial banks make payments on behalf of tHents and in fact,
exercise agency services on behalf of their cliefiisat is, periodic
payments like insurance premiums and hire purchestallments,
collection of cheques, stock and shares transagtainidend payments etc.
This function becomes increasingly important asereotd more Nigerians
place greater reliance on the use of cheques &«ldt cards.

Safe- keeping of Valuables

Commercial banks safe-guard customers’ importantcuohents,
certificates, jewels, ornaments, deed, bills elas Tunction evolved during
thegold smith banking era when gold smiths headstihengest safe or
vaults that were difficult to enter even by the tbesburglars. The safe-
keeping of valuables is therefore, one of the dlfiesctions performed by
commercial banks.

Credit Creation

Credit or money creation is one of the most impuartunctions of the
commercial banks in an economy. It is this functibat distinguishes
commercial banks from other institutions. The dmatof credit is
accomplished by the lending and investing actisittd commercial banks
in cooperation with the central bank of the natitike other financial
institutions, they aim at earning profits. For tlpsrpose, they accept
deposits and advance loans by keeping small cagsé@rve for day-to- day
transactions. When a bank advances a loan, it ageascount in the name
of the customer and does not pay in cash but alldmsto draw the money
by cheque according to his needs. By granting a,ldlae bank creates
credit or deposit.

Commercial Banks Make the Use of Cheques
This eliminates the risks of money being stolerwadl as other risks of
carrying huge sums of money about.

Acting as Referees
Commercial banks act as referees as to the inyegnd standing of their
customers.

Accelerating Economic Development

Their activities accelerate the economic develogméma nation since they
act as intermediaries between large number of depssnd borrowers.
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Financing ForeignTrade

A commercial bank finances foreign trade of itstoogers by accepting
foreign bills of exchange and collecting them fréoneign banks. It also

transacts other foreign exchange business and hays sells foreign

currency. We can thus conclude that the financihgoeeign trade by

commercial banks contributes to a free flow of &rddtween nations than
if these services were not in existence.

SELF-ASSESSMENT EXERCISE

Discuss the functions of commercial banks in Nigeri

3.3 Roles of Commercial Banks in Economic Developmt

Apart from performing the usual commercial bankfaogctions, banks in
developing countries plays an effective role inrtlkeonomic development.
The majority of people in such counties are pooemployed and engaged
in traditional agriculture. There is usually acusbortage of capital,
underdeveloped transport and industrial sector.cdmemercial banks help
in overcoming these obstacles and promote econdewvelopment. The
role commercial banks plays in developing economejuide;

. Commercial Banks encourage savings

Since investments are made out of savings, thebledtment of
commercial banks, especially, in the rural areakemaavings possible.

J Commercial Banks help in mobilising savings througha network
of branch banking

They include the low income earners to save byoducing variety of
deposit schemes to suit the needs of individualosiémrs. They also
mobilise idle savings of the few rich by mobilisirsgwvings, the banks
channeled them into productive investments, hewgoaamic development
isenhanced.

. Commercial Banks providecapital needed for developent
Businessmen and / or entrepreneurs obtain botht shierm and medium

loans and overdrafts from commercial banks to stfirhew industries or
engage in other development efforts.
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. Commercial Banks enhance domestic trade

Commercial banks encourage trading activities withie country through
making the use of cheques possible. This is morevken they provide
facilities for clearing these cheques possible.

J Commercial Banks enhance the Development of Interrienal
Trade

These include acting as referees to importers,igirey travelers’ cheques,
opening letters of credit as well as providing dréodr exports, all these
helps to promote international trade.

. Commercial Banks encourage investment

They provide direct loans to the government andviddals for investment
purposes. They also buy government treasury billsslmres and thus
provide money for investment or development purpose

J Commercial Banks provideManagerial and Financial adice in
the economy

They provide managerial advice to small scale stidlists who do not
engage the services of specialists.They also rea®rcial advice to their
customers which include the viability of projeatsyhs, as well as the
nature of business to invest in to the avoid bapiay

J Commercial Banks help in Monetary Policy Implementéion

The commercial banks help the economic developroéra country by
faithfully following the monetary policy of the ctal bank. As a matter of
fact, the central bank depends upon the commdyaiaits for the success of
its policy of monetary management in keeping wite tequirement of a
developing economy

3.4 Investment Banks and Commercial Banks
Early investment banks in USA differed from commardanks, which
accepted deposits and made commercial loans. Cariahéanks were

chartered exclusively to issue bank notes and nshloat-term business
loans.
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On the other hand, early investment banks weren@estiips and were not
subject to regulations that apply to corporationyestment banks were
referred to as private banks and engaged in anydxss they liked and
could locate their offices anywhere. While investindanks could not
issue notes, they could accept deposits as welhdsrwrite and trade in
securities.

The distinction between commercial banking and sawent banking is
unique and confined to the United States, wherslktgn separates them.

In countries where there is no legislated separatibanks provide
investment-banking services as part of their normaaige of business
activities. Countries where investment banking emehmercial banking are
combined have ‘universal banking’ system. Europeamntries have
universal banking system, which accept depositkent@ans, underwrite
securities, engage in brokerage activities and dfiancial services.

3.4.1 Functions of Investment Banks

Mergers and Acquisitions (M & A)

For investment bankers M&A encompasses anything #feects the

fundamental structure of the companies, the businas acquisitions,

disposals, and the shape of the balance sheetms t& long-term debt and
equity. It is essentially what used to be calledriibrate Finance’.

The M&A wave in middle nineties, which has hit tharkets around the
globe is fortunately based on fundamentals witlaggnefocus by companies
on strategic restructuring and the urge to eartalstature. Corporate
mergers around the globe numbering 22,000 duri®$ i&re propelled by
record stock prices and low interest rates. Thaevaf mergers in 1996 at a
record $1.04 trillion surpassed by 25 per centréoerd of $866 billion in
1995. Regulatory changes and the threat of incdegledal competition are
expected to encourage in 1997 telecommunicatiorpamies, broadcasters,
utilities and financial service companies amongeoihto merge in order to
reduce costs and increase revenue. Further, ihtextes are expected to
stay at a relatively low level to enable compan@borrow to buy other
companies.

To realise economies of scale in technology andasits in administration,
banks, fund companies and insurers resorted toarerghree of the top
five mergers in Europe in 1996 were of financialve®es companies. In
USA, telecommunications industry accounted for $b2on in mergers.

Radio and Television mergers, totaling $37 billiwere the second largest.
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Merger activity in utilities industry on account teregulation allowing
electric companies to join natural gas provider$3 billion was the third
largest. Merger mania has struck the investmemk$dao leading to
removal of barriers between investment banking atider financial

services. Investment banks have been traditionaliplesale banks and
avoided dealing with public.

The mergers have, however, involved the adoptioma aétail approach.
Apart from mergers of investment banks with othargestment banks and
brokers are teaming up. After merger, giant investibanks are emerging
with fund management, securities trading and credid business. The
changes in the activities of investment banks aftagnced by the need to
diversify the source of their earnings to compateshare and bond
underwriting which is quite lucrative with secusgi market firms. Further,
fund management business is a regular source ofme@nd is more highly
valued by the market than trading and underwrititngch is quite volatile.
Investment banks have also adopted a retail apprimaexploit the boom in
mutual funds and retirement assets controlled ldividuals sweeping
across America and Europe in the nineties.

With the ideology of M&A, most organisation in Nigg has adopted the
ideology for a simple reason, which is that, itvesr as an avenue of
revenue generation, market capitalisation, markepaesion, market
penetration. This method has successfully beentadom the Nigeria
society.

Global Custody

Global custody is a service provided by investmieambks to local fund
managers for cross border settlement and admitastrdt involves receipt
of dividends and interest, subscribing to rightssues and adjusting
portfolios.

Custody is the unglamorous aspect of investmenkibgnthe prosaic back
office work of settling trades, making paymentsgag records and such
related tasks. Investment banks provide this serfir a fee to large
investors such as mutual funds, pension funds asdrance companies,
enabling fund managers to buy and sell securitié®me and abroad. It is
a hi-tech, hi-volume, low margin business, revolnised by advances in
computer technology and information exchange.

Global custody is growing at the rate of 15-20 qgent a year and exceeds
$3 trillion of the $17 trillion of international sarities investment. The
primary reason for such growth is the growing néedliversify beyond
domestic markets to reduce risk and boost returns.
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Custody fees are based on the value of assets gondsideration. With
increased competition, bank fees are falling telewnsufficient to cover
operating expenses. This is forcing a shakeouh@ ihdustry with big
names such as J.P. Morgan, Bank of America and$&rust Corporation
throwing in the towel on their custody business dedloying their energy
and capital elsewhere.

Proprietary Trading and Market Making

The big changes in investment banking in the 90&veh increased
competition, the advent of new technology and dishtdon of capital

markets. Increased competition and new technolegg Iset the margins to
be earned from traditional financial mediation andmpelled many

investment banks to undertake proprietary tradBeyeral of the world’s

largest investment banks have $5—6 billion of gquvhich enables them to
undertake proprietary trading. Globalisation densardrge worldwide

network to service governments and large firms.

Some investment banks have proprietary tradinggdesiich make straight
forward wagers on financial markets by buying aekirsy securities.

Secondly, market makers who buy and sell securitas behalf of
customers often hold an inventory of securitiesn¥iestment banks expect
markets to rise, they can take a bet by holdingdrignventories and by not
hedging them against falling prices.

Shareholders have put pressure on investment barmkend their ways by
discounting the risks, since proprietary tradingde to wild swings in
profits from quarter to quarter and from year tarye

Some investment banks, such as Goldman Sachs dachd®aBrothers
who want to stay in proprietary trading have ingdsheavily in complex
risk management systems that should aid their staleding and control of
trading risks. Others are taking risks of a différeort by moving into loan
business, underwriting huge chunks of debt for camgs to finance
acquisitions and selling them later to other banks.

Some investment banks are using their capital ¥ lbng-term stakes in
companies to sell them later at a profit. Secwaiitis consisting of buying
such assets as mortgages and consumer loans, irepukm as bonds and
selling them at a profit is another activity. Bugcaritisation has landed
some banks, among them Bear Stearns, Lehman Bso#eadt Salomon in
losses when the prices of their inventories anchaftgages fell in 1994. In
1980’s some banks such as First Boston (since redd®% First Boston)
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came unstuck when the values of its portfolio dtigee loans to finance
leveraged buyouts collapsed.

Niche Business

Some investment banks have a clutch on niche Bsmech as trading in
gold bullion (Rothchild has a franchise since thalye 19th century),
financing mining houses in America and Australiggaia Rothchild),
advising governments on privatisation (Schroderd &wothchild), and
trading in bonds denominated in Australian and N2ealand dollars
(Hombros).

Fund Management

Investment banks provide fund management servidasids under
management of Schroders have swollen five-fold 4dbiflion pounds in
the ten years to the end of 1995. Fund managenmetiltutes to nearly
half of Schroders annual profits. Flemings mana@@sbillion pounds,
Rothchild 17 billion pounds and Hombros, 8 billipounds.

Advisory Services

Several investment banks have long standing relstips with
governments and firms. Their advise is sought beedlbese banks are not
big traders and distributors of securities (Hompros do not have a
commercial bank parent (e.g. Schroders and Flemings

Extension of Credit

After the stock market crash and consequent drop&A and equities

transactions since 2000 the extension of credduthin loans; bonds and
commercial paper has returned to the centre stdgéheo investment

banking business.

A fallout of the credit crisis in 2007 and 2008 atiet collapse of the
securitised debt and housing mortgages was theosigpl of investment
banking model. There are no investment banks onl \&&ket. Two

universal banks have taken the place of the tweiwans, Goldman Sachs
and Morgan Stanley. After the infusion of governieapital they have
become banks.

3.4.2 Credit Creation by Commercial Banks

The creation of credit or deposits is one of thestmmportant functions of
commercial banks. Like other corporations, banks at earning profits.
For this purpose, they accept cash indemand dsparsit advance loans on
credit to customers. When a bank advances a ldampes not pay the
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amount in cash. But it opens a current accounismame and allows him

to withdraw the required sum by cheques. In thiy,whe bank creates

credit or deposits. Thus, the principal processvhich the banking system

creates deposits is the granting of loans and oaftsd Every loan and

overdraft approved by a bank creates a new depdisitn the granting of a

bank facility, the customer can draw cheques tectfh payment. Usually,

the cheque is paid to another bank account. After dheque has been
cleared, there is an increase in the total depwosiise banking system as a
new deposit has been created. To illustrate thegssoof deposit creation,
let us show an initial cash deposit of N10,000 giahd total bank deposit

of 100,000. To do this, we make the following asgtiams:

I. The banking system is comprised of several bank

il. The statutory reserve ratio (i.e. cash todtained) is 10%.

ii. Banks have made loans up to the limit seth®y/reserve requirement
before thereceipt of the additional cash.

V. All bank loans are withdrawn by borrowers iarency which is
spent and redeposited by the ultimate recipienth@inoney in the
same or another bank.

V. One of the banks receive N10,000 in cash.

Vi. There is no cash or leakage in the bankingesys

vii.  There are credit-worthy customers of bankdling to borrow as
much as banks areable and willing to lend.

3.4.3 Limitation of the Power of Banks to Create ¢&dit

Although banks have the ability to create credittiie economy, their
ability to do this is constrained by a number aftées. The following are
some of the limitations of the power of commerbiahks to create credit.

Availability of Cash

The credit creation power of banks depends uporatheunt of cash they
possess. The larger the cash, the large the anmucredit that can be
created by banks. The amount of cash that a basknh#s vaults cannot be
determined by it. It depends upon the primarnpogsesses.

Minimum Reserve Ratio (MRR)

The minimum legal reserve ratio of cash to depfséd by the central

bank is an important factor which determines thevgroof banks to create
credit, the higher this ratio (MRR), the lower thewer of banks to create
credit, and the lower the ratio, the higher the @owf banks to create
credit.
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Availability of Collateral Securities

An important factor that limits the power of a batokcreate credit is the
availability of collateral securities. If securgiexre not available with the
public, a bank cannot create credit. Thereforentioee available collateral
securities with the public, the more loans will ti@nted and vice versa.
Hence, credit creation depends on the availalofitsecurities.

Banking Habit of the People

The banking habit of the people also governs theepmf credit creation
on the part of banks. If people are not in the habiusing cheques, the
grant of loans will lead to the withdrawal of casbm the credit creation
stream of the banking system. This reduces the poibanks to create
credit to desired level.

Leakages

If there are leakages in the credit creation stredrithe banking system,
credit expansion will not reach the required leggen the legal reserve
ratio. It is possible that some persons who recehegues do not deposit
them in their bank account, but withdraw the moimegash for spending or
for hoarding at home. The extent to which the anoficash is withdrawn

from the chain of credit expansion, the power & thanking system to
create credit is limited.

Credit Control policy of the Central Bank

The power of commercial banks to create creditss lmited by the credit
control policy of the central bank. The central bamfluences the amount
of cash reserves with banks by open market opestidiscount rate
policy, etc. accordingly, it affects the credit argion or contraction by
commercial banks.

Economic Climate

Banks ability to create credit is also limited Hyeteconomic climate
prevailing in an economy. In other words, their powo create credit
depends upon the economic climate in the countmybdom periods,
investment opportunities increase and businessiden more loans from
banks, therefore credit expands. But in deprespmmod when business
activity is at a low level, banks cannot force ess community to take
loans from them. Thus the economic climate in antgudetermines the
power of banks to create credit.

Behaviour of other Banks

The power of credit creation is further limited the behaviour of other
banks. If some banks do not advance loans to tkenexequired of the
banking system, the banking system will not beriegup”.
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3.4.4 Restrictions on Commercial Banks

In Nigeria, commercial banks are restricted fromyibg and selling
securities beyond five per cent of their net inceamal deposits of the
previous year.

They can subscribe to securities in the primarykeiaand trade in shares
and debentures in the secondary market. Issue raamayg activities which
are not fund based are managed by wholly owneddiabes and distinct
from the banks’ operations. Further, acceptanceepiosits is limited to
commercial banks. Non-bank financial intermediaaesept deposits for
fixed term and are restricted to financing leasiirg/ purchase, investment
and loan activities and housing finance. They caabas issue managers
or merchant banks. Only merchant bankers registertéd Securities and
Exchange Board of Nigeria can undertake issue n@negt and
underwriting, arrange mergers and offer portfolierveces. Merchant
banking in Nigeria is non-fund based except undiirvg.

SELF-ASSESSMENT EXERCISE

Discuss the limitations of the power of commerbiahks to create credit.
4.0 CONCLUSION

In this unit, we discussed about;

I. What a commercial bank is and an Investmenkpan

il. The functions of commercial banks and Investir@nks,

ili.  The role of commercial banks in economic depenent of a country
iv. The concept of credit creation by commerceahks

V. The limitations of the power of banks to creaedit

5.0 SUMMARY

It is important as an administrator and businedgvidual to understand the
idea behind investment banking, its advantagesdaativantages, and how
it has led to successful financial globalisatiod a@sources generation. The
investment banking, M&A have generally become apeas of revenue
generation for both individual and government. Timgestment banking
helps to determine which market to source for famdl what's the best
means of capital generation is.
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The foregone analyses indicate that commercial dané& indispensable in
the development process of an economy. Therefore very essential for
the government to provide the necessary conduciveosphere for

commercial banks to operate in the economy.

6.0 TUTOR-MARKED ASSIGNMENT

1. Discuss the functions of commercial banks in Nigeri

2. Briefly explain the term investment banking and howestment
banking helps an economy.

3. What is the relationship between niche market amekestment
banking?
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MODULE 2

Unit 1 Merchant Banking

Unit 2 Structure and Performance of Merchani#apment
Banks

Unit 3 Development and Specialised Banks

Unit 4 Laws Regulating the Establishment of Baim Nigeria

Unit 5 Loan Syndication

UNIT1 MERCHANT BANKING
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Meaning of Merchant Banks
3.2  Functions of Merchant Banks
3.2.1 Banking Services
3.2.2 Corporate Finance Services
3.3  The Concept of Merchant Banking
3.4 Major Differences between Merchant Banks and
Commercial Banks
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Reading

1.0 INTRODUCTION

In the last unit (3), we have learned about the rmerngial bank and its
functions in an economy. It was very clear that ¢benmercial bank is
primarily concerned about advancing short-term $omits customers.
The question therefore is who meets the needsosktiwho are in need
of long-term loans? In this unit, you shall leaboat the Merchant Bank
and at the end of the unit, you shall appreciateale in the economy as
a provider of long-term funds for development.
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2.0 OBJECTIVES

At the end of this unit, you should be able to;

J explain the concept of merchant bank

o state and explain the functions of a merchant bank

) differentiate between the banking services and dbeporate
services of the merchant bank

) differentiate between merchant bank and commebaiak

3.0 MAIN CONTENT

3.1 Meaning of Merchant Banks

Merchant banks could be defined in terms of thections they perform
in an economy. Merchant banks in different coustperform various
functions but there are some activities that arsich#o all of these
functions. These are “deposit banking, underwrijtingnd the
management of clients”. Talking of “deposit- barKinthe merchant
banks do not mean the same thing as did the conmahdranks.
Merchant banks are involved in wholesale bankingres commercial
banking is simply involved in retail banking.

A Merchant Bank is a financial institution specsalil in the provision of
certain services such as acceptance of bills ohaxge, corporate
finance, portfolio, management, equipment leasetg, Merchant Banks,
unlike commercial banks, concentrate on wholesafking. They carter
for the need of corporate institutional customers as such, accept only
relatively large deposits of N25, 000 and abovac&icommercial banks
concentrate more on short — term lending, merchanks are expected
to bridge this gap by providing medium and long#tdoans. In other
words, the principal function of a merchant bankthe provision of
medium and long —term lending as against shortm tending which is
regarded as the sacred domain of commercial banking

In Nigeria, the Bank and other financial instituigoDecree No. 25 of
1991, legally defines a merchant bank as “a banks&hbusiness
includes receiving deposits on deposit accountyipian of finance,

consultancy and advisory services relating to cafjgoand investment
matters, making or managing investments on behialiny person”.

Merchant Banks are best known in the U. K as “atzreg® houses” and
as “investment banks in the U.S.A”.
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3.2 Functions of Merchant Banks

Merchant banking services comprise primarily cogp@ifinance services
and banking services. Corporate finance servicegyerafrom the
management of the issue of private and public gchares to corporate
debt securities. Merchant banks provide expertisthe arrangement of
syndicated loans for the financing of large-scaldustrial projects,
general financial and investment advisory servicesppany floatation,
mergers and reconstructions, financial planning apdrtfolio
management. Banking services are essentially laard advances,
deposits, acceptances, foreign exchange transactiernational trade
and equipment leasing.

3.2.1 Banking Services

Loans and Advances

Merchant banks provide loans and advances to indastd commerce.
The merchant banks like commercial banks, providass and advances
of short-medium and long-term nature. The centealkbdirects that a
minimum of 4% of merchant banks’ total loans andaates shall be of
a medium and long-term nature while a maximum d¥%2€hall be of
short-term nature.

Thus Merchant banks also help their clients in thanagement of
interest on debentures and loans, and dividendshares in terms of
negotiation on such interest payments, timing, i&@td frequency of
payments of dividends.

Deposits

Merchant bank’s deposits are provided in the forafnfixed term
deposits, usually form corporate and non-corporaistomers. The
deposits are only in large blocks with a minimunN&i0, 000 at present.
The deposits are not withdrawable with chequestifiCates of deposits
are used for inter-banks transactions.

Acceptances
Merchant banks accept bills of exchange from imgrsrand exporters
which are easily re-discountable.

Foreign exchange services

Merchant banks as authorized dealers perform foregxchange
services. This include the provision of service @gening letters of
credit and handling direct remittances for both amers and exporters,
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arrangement of confirming lines for the letter oédit of clients, and
liaising with the Central Bank on behalf of cliefitiey also sell foreign
exchange to customers obtained from bidding sessatrthe Foreign
Exchange Market (FEM).

Equipment Leasing

Merchant banks also deal in equipment leasing lgsirby serving to
guarantee lease contracts or buying and supplyiqgipment to
companies on leasehold basis. Leasing is a methdidamcing which
enables a company to “rent” industrial equipmentaad of buying it out
rightly. Leasing involves the purchase of equipmbnta bank for a
client who is unable to pay for the cost of theipment at a time, but
takes the possession of the equipment in instalibasis over a period
of time. The equipment becomes that of the clienthee completion of
the payment for its cost. In this way, merchantdsamelp to promote the
activities of their clients. Merchant banks leagaipment to farmers and
industrialist.

Money Market Operation

Merchant banks deal in and underwrite short-termneyo market

instruments such as Government Bonds, CertifichtBeposits issued
by large corporate entities and financial instdnod, commercial papers
issued by large corporate firms, Treasury Bills dnelasury Certificates
issued by the apex bank on behalf of the Government

Portfolio Management

Most merchant banks in Nigeria have investment depnts set up to
manage the portfolios of customers so as to ersafety, liquidity, and
profitability of the investment. This includes amging purchases and
sales of securities (and offering advice on whed ahat to buy and
sell) as well as attending to registrations, rightsonus issues. They
also offer expert guidance on investment decisiorikeir clients.

Brokerage Business

Merchant banks participate in stock brokerage lmssirby helping their
clients to buy and sell shares. In addition, thegage in conducting
research on equity shares and thereby advise thiemmts on which
shares to buy, the amount of funds to invest amdaogpiate time to sell
holdings of shares.Merchant banking services arenally offered by
companies such as well-established and large BagkeFirms, Mutual
Funds, Venture Capital firms, and Investment Basiker
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3.2.2 Corporate Finance Services

Issuing House Services

Merchant Bank acts as issuing House in the capitaket. In this role
they provide financial services to corporate essditi including
governments, government parastatals and compap®ang to raise
long-term or permanent finance for their operatiokerchant banks
also perform function of advising and managing fuidsue of shares
for companies particularly in areas of. advising the timing of the
public issue; advising on the size and price of ibsue; acting as
managers to public issues; helping in acceptingliegtpns and
allotment of securities; helping in appointing urweters and brokers to
public issues; listing of shares on the stock emghaamong others.

They provide advice on the current type of capsg#iucture and

determine the most appropriate time tomake an idsuaddition, they

advise on relevant government regulations, legmsiaand policies and
in preparing all the necessary documents (e.gotbgpectus required for
an application for quotation on the stock excharaye) give backing to
an issue in the form of underwriting.

Handling Government Consent for Industrial Projects

Merchant banks help corporate entities to handtenddities towards
securing government permission to start projectsedkas for expansion
or modernization activities, as the case may be.

Render Advice on Business Opportunities

Merchant banks render assistance to small companig£ntrepreneurs
about business opportunities, government poliaesjlable incentives
and concessions as well as helping them to takerddge of such
opportunities.

Project Financing

“Project financing” (or project loans) are terms igéh describe the
method that banks, especially merchant banks ahdr anstitutional
lenders in Nigeria, use to finance the constructbmew projects on a
basis whereby repayment is anticipated from theemag stream
generated by the project. Project financing ofterives a loan to a new
entity formed specifically to own or operate thejpct. Merchant Banks
are deeply involved in the provision of this seevio both government
and corporate organisations in Nigeria.
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Merchant banks help their clients in managing tpeaject investments.
This the merchant bank do by advising about loocatid a project,
preparation of project report, conducting feadpilstudies, making
loans for financing of projects, securing souraaspiroject funding, and
advising about concessions and incentives frongtdwernment.

Investment and Financial Advisory Services

Merchant banks assist trustees of staff pensiatgwment and unit trust
funds and institutional fund managers in developrgrall investment,
strategies; they also provide advisory serviceshwiespect to
privatisation, mergers and acquisitions; and destheduling.

The merchant banks also perform other functionthéncourse of their
operations in the economy. Such functions (Akr&0il3) include the
following:

1. Raising Finance for Clients
Merchant banks help their clients to raise finarican both
domestic and international markets for aiding eregreurs in
starting new businesses and projects. They algotbehise funds
for their clients for expansion or modernisation lofisiness
operations.

2. Provide Services on Corporate Reconstruction
Merchant banks do offer advice on expansion andemmsition
of business entities. They also give expert adeitenergers and
acquisitions, amalgamations and takeovers, diveasibn of
business, foreign collaborations and joint venturesd
technological upgrading in their clients’ operaspamong others.

3. Services to Public Companies
Merchant banks offer varied services to public@ecbmpanies
and public utilities in raising long-term capitaharketing of
securities, foreign collaborations and arrangingglterm finance
lending institutions.

4. Revival of Sick Industrial Organisations
Merchant banks help in reviving failing industriahdertakings
and engaging in Board for Industrial and FinanBiatonstruction
(BIRD). In addition, merchant banks plans and ekeduil revive
package for such failing companies.
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5. Corporate Restructuring
Merchant banks also help their clients to restmectdheir
operations such as divestment or sale of existirsiness units (e.
g., those classified as Dogs or Question Marks @GBMatrix),
vertical and horizontal combinations, and divecsifion of
business operations, among others.

SELF-ASSESSMENT EXERCISE
Discuss some of the main functions of merchant $ank

3.3 The Concept of Merchant Banks

Merchant Banking involves the operations of a ban&t combines
banking services and consultancy services. The aldoanking services
of merchant banks are more into wholesale bankatabse they do not
operate on retail banking. Furthermore, merchamiking borders on

wholesale banking operations because it does re@padeposits from
the general banking public. In contrast to @mmercial bank
which operates on retail basis, a ManthBank is a wholesale
Bank, accepting deposits only in large blocks anoviding mainly

medium and long term loans, with public and pevedrporations being
its customers (Magaji 1995).

Merchant Banks, otherwise known as acceptance IHouse the

Nigerian Acceptances Limited (NAL) wereegistered. These two
Banks merged Investment banks, began operationigerid in 1960

when the Philip Hill (Nig) Ltd, and in 1969 torfa NAL. In 1974, first

National Bank of Chicago (Nig) Ltd, firddational City Bank of
New  York (Nig) Ltd, and Chase Merchant Bankid. were

established. In 1975, ICON Ltd. Merchant Bankergdoeoperation. The
Nigerian American Merchant Bank Ltd was aefished in 1979,
and in 1982 both the Merchant Banking CorpomaNigeria Ltd and

the Indo Nigeria Merchant Bank Ltd were establisiédw the number
of Merchant Bank is large.

Merchant banks also provide consultancy to thénts in areas such as
financial, marketing, managerial and legal matt€mnsultancy services
are fundamentally on advisory in nature becausg fitevide advice,
guidance and service for some fee. In the procéshenr operations,
merchant banks help businessmen to start busimgegpases, help to
raise finance for their operations, help to expamdl modernize the
business, also help in restructuring of a businksschant banks also
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help to revive sick business entities, and helpganmes to register, buy
and sell shares at the stock exchange (Akrani, 2011

Furthermore, according to Knapfel (20130, a mertHaank in the

United States is an investment bank that handlesnéing for

corporations and select wealthy individuals. Thieaaks commit their
own funds to act as a creditor for, or take an tgquterest in, another
corporate entity. For instance, a merchant bankdcprovide financing

for a leveraged buyout, acquisition or corporategee

3.4  Major Differences between Merchant Banks and Commeial
Banks

Some of the major differences between the mercbanks and the
commercial banks include the following:-

I. Merchant banks are wholesale bankers acceptpgsits only in
large blocks with a minimum of N50, 000 while commial
banks act primarily as retail bankers. Thus, wititenmercial
banks do business with individuals and companiestchant
banks concentrate on corporate customers.

il. Merchant banks operate as wholesale banketis anly a few
branches, while commercial banks, as retailersd neewide
network of branches.

ii. Merchant banks provide mainly medium and ldéegn finance,
while commercial banks grant short-term loans ahdaces.

V. While commercial banks accept deposits frofmnaald sundry,
merchant banks depend on public and private cotipos In
their lending activities, commercial banks deal hwia wide
variety of customers, while merchant banks dealniyian the
acceptance and discounting of commercial billsinarfce trade
and corporate customers.

4.0 CONCLUSION

Though merchant banks are primarily concerned with provision of
medium and long term loans in the economy, theynhatea substitute to
commercial banks in any way, but they complimerm #iforts of the
commercial banks in an economy. This unit highkgtite functions of
merchant banks. It also shows the difference betwaerchant banks
and commercial banks terms of operations.
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5.0 SUMMARY

You have learned that Merchant banking is any pemlbo is engaged
in wholesale banking, medium and long-term finagciequipment
leasing, debt factoring, investment managemenigissid acceptance of
bills and the management of unit trust. In this,wou have also learned
about the major differences between the Merchantk band the
commercial bank.

6.0 TUTOR-MARKED ASSIGNMENT

1. What is the meaning of Merchant Banking?
2. Clearly differentiate between a merchant bank aledramercial
bank.
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1.0 INTRODUCTION

As seen from the previous unit, the authoritiesfieancial regulators
who regulate the financial institution In Nigeridéay a vital role in the
development, substance and good performance obldngers in the
financial industry. The structure and developmerit roerchant/
development bank in Nigeria has under gone sewvhahges, which is
believed to strengthen the industry and also ptdkexcustomers of the
service providers. Within the last decade in Nigethe structure and
development of the sector has come under seri@msformation, in
other to make these banks reliable and financellfonomous, and to
avoid further financial break down.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. discuss merchant bank process and operations
J explain the evolution of merchant banks in Nigeria
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3.0 MAIN CONTENT

3.1 Merchant Development Banks International Opeations

Commercial and Merchant Banks. Financial intermigahais carried out
in Nigeria primarily through 89 commercial and nfeant banks. These
institutions are deposit-taking institutions offegiloans (mostly short
term) and providing other services. Commercial Barlkarly dominate
the banking system, accounting for nearly 80% d&ltgnon-CBN)
financial assets in 1998. Merchant banks are dedigmore as wholesale
banks but are increasingly emulating commerciakban the way they
operate. They cater for the needs of corporate msditutional
customers, and are encouraged to provide medium lang term
financing.

J.E.H Collins, chairman Morgan Gienfell holdingshis 1976, annual
report talks of merchant banking thus “I am quitgesthat merchant
banking is by its very nature a business based gpilynon skills, a
successful merchant bank is an association of mdnmmen of above
average ability who makes available to a varietglmts a wide range
of free rewarded financial services” parker pagel®J7.)

The institutions are difficult to define for vari®ureasons on, until
recently, in on country was any attempt made awignog a legal

definition of the merchant banks or merchant bagkittempts were
made to define them, in the U.K and Nigeria in 1979 way of

specifying what they can do and cannot do. Anotireblem is that
these institutions vary very widely within the saomintry and between
countries in their size, shapes and permitted fanst As if to

compound the problem the extent to which they sfised in one or
more major activities varies almost endlessly

3.2 Reasons For Non-establishment of new MerchaBanks

1. Regarding their very poor performance in thevwion of
specialised services, almost all of the banks weered presented
one and similar problems as impending their abittyperform as
per expectations. They have low creditable thahésreason for
not opening new merchant banks.

2. Most Nigerians do not like to make long- terapdsit and also a
lot of Nigerians have huge sums of money abroaf@rmag to
invest in other economic instead of theirs. Thesoeahas to do
with instability in official policies to the exterthat one cannot
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actually plan for say, six month ahead.

3. That the maturity structure of assets is largeteflection of the
structure of the availabilities used to finance #ssets. In other
words, those merchant banks in Nigeria by naturaiobtheir
funds from inter-bank and short money. The banké&t that the
issue of merchant banks providing medium and |leng finance
is like calling them to give what they don’t have.

3.3 Merchant Banks Constraints and Achievements

1. Due to the establishment of merchant banks taiairdominant
presence in the capital market. They manage eaurity debts
issues through the Nigeria stock exchange for comgaraising
new capital.

2. The corporate finance division of the merchbanks. acts as
financial adviser, to corporations in identifyingqda evaluating
merger and acquisition opportunities. and providiactical and
financial advice for achieving particular corporatgectives.

3. Merchant banks provide finance to corporateidsotly way of
long term and medium term financing. The loansused by the
corporations for the paying of fixed assets for tines and in
some cases they are used for project expansion.

3.3.1 Constraints

Instability in government policies presented a gneeblem because
when the overall economic outlook becomes morelestafd less short-
term, merchant banks in Nigeria will respond accagly, and that
horizon thinking and practice will be reduce malyire

3.3.2 Merchant Banking — Twenty-five Years in Nigea

Inorder to contribute significantly, meaningfullyd “appropriately” to
Nigeria economic development. The industry meetemsieadily and
determinedly out of commercial banking routine iegdand deposit
mobilization and into the proper merchant bankingaawhere a high
proportion of the business consists of free rewaydactivity project
financing, leasing etc. this will however on thetpaf the banks call for
an intensive marketing of these services. In thgard, the suggests that
the older merchant bank should shoulder this resipoity of Educating
the public about the industry, generally not so méar the individual
gains to be derived but as a contribution to theeligpment of the
industry and country.
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Under an agreement (more of an understanding) theatCBN would
exercise some limited control over its operationsaddition to pure
merchant banking activities the two institutionsned stock rocking
subsidiaries providing stock booking services adl \ae subsidiary
offering registration services.

Philip Hill owned Philip hill stock broker and Nakcurities. The fact
that these two institutions were engaged in theeséeed of business
was one season why they close to merge in 196% myortantly they
emerge because there wasn’'t enough business foranot so it made
good business sense to come together rather thgegenn fiat less
competition indeed the volume of business was sthatl even in these
early days. Banking engages in marketing of thenvise. the NAL
merchant bank limited remained the only licensedrchent bank
operating in the country until late in 1973 the Ubdnking ( Nigeria )
limited was born out of the reconstruction of theited Dominion
corporation ( Nigeria ) limited a holy owned subarg of UDT
international, which in turn was a wholly owned sigary of united
dominion trust limited.

4.0 CONCLUSION

Merchant bank does not provide retail current antoand cheque
facilities like the commercial banks. They also énawo widespread
branch net work. They obtain their funds apart fiteir capital almost
entirely from bank and public and private corpamas. As at 1079,
merchant bank obtain the fund of 56% from publicd aRrivate
Corporation (nwankwo p. 91. 1979). They providemtedeposit
facilities usually to depositors’ requirement witbxible terms and rates
within the central bank regulation. They also sakse in providing
short-term finance by means of acceptance crediercdoth the
exportees and the exporters. Although basis, theyrmrmally and
predominantly made available for period of up taeé months
(Merchant bankers) explanatory memorandum.

5.0 SUMMARY

Nigeria merchant banks are governed by the sanetata and central
bank regulations as govern the commercial banks #med 1968
December in particular permits them to engagelithalactivities earned
on by commercial bank except current account afhoiney can now
offer cheque for them big corporate customers.
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Nigeria merchant banks, like their counter partshim United Kingdom
are whole sale bankers of N10, 000 are fixed fpeaod and are all in
interest bearing. Similarly, the typical loan isually large. The

merchant banks engage in “made to measure” bankirlg a small

proportion of loans and advance of merchant bansf ithe overdraft
type common to commercial banking. Little or a reseof cash are held
(Nwankwo 1979).

6.0 TUTOR-MARKED ASSIGNMENT

1. Discuss the major constraints of Merchant Banking.
2. What are the reasons for non-establishment of nesvchant
Banks?
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INTRODUCTION

In this unit, you shall be introduced to the coriocgfpDevelopment and
Specialised banks. You shall be made to underdtsatdapart from the
other types of banks discussed in the previoussutiiere could be
Development and specialised banks that could babksted to

purposely carter for some specific sectors in amnemy. In Nigeria,
some of these development banks include the NigeBank for

Commerce and Industry (NBCI), the Nigerian Agriaudtl, Co-operative
and Rural Development Bank (NACRDB), the Federaltiginge Bank
of Nigeria (FMBN), and the Nigerian Industrial Démement Bank
(NIDB). The Specialised banks include the Federalir®ys bank (now
FSB International), the Peoples Bank, and the ConmipBanks.
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2.0 OBJECTIVES
At the end of this unit, you should be able to:

. define a development bank

. enumerate and explain the general functionsgélbpment bank

. distinguish between the banking and developnigmttions of a
development bank

. differentiate between development banks andialed banks in
nigeria.

3.0 MAIN CONTENT

3.1 Whatis a Development Bank?

Development banks are specialised financial instiis providing
medium and long — term credit for the creation apamsion of
agriculture, commercial and industrial enterprises developing
countries such as Nigeria. They are mostly estaddidy government.
The main objective of development banks is the ton of economic
development in the economy. The idea of settinglenelopment banks
in Nigeria was mooted after the establishment ef @BN. It became
apparent that there was an urgent need for bamkatigutions capable of
providing medium and long-term finances, to fillettgaps in the
economy which the merchant banks at that time wese well —
equipped to service. The gaps were specificallyenaal of the priority
sectors of the Federal Government such as the amweht of our
agricultural and industrial sectors. Since theseasrinvolve large
expenditures which cannot be met by the commebaaks, because of
the legal constraints and regulations by the CBWpted with the rapid
development within the economy, the need to estabdievelopment
banks devoted primarily to stimulate these prior#gctors of the
economy and concerned with the promotion and fieamicenterprises
by the provision of long-term and intermediate fio@ was accepted.
The development banks operating in Nigeria includhesNigeria Bank
for Commerce and Industries (NBCI), the Nigeria idgtural, Co-
operation and Rural Development Bank (NACRDB), tkederal
Mortgage Bank of Nigeria (FMBN), and the Nigeriamdustrial
Development Bank (NIDB).

SELF-ASSESSMENT EXERCISE

What is a Development Bank?
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3.2 General Functions of Development Banks

Development Banks are specialised banks which atablshed for
specified purposes in the economy. Their functiares therefore aimed
at developing those sectors which they are eshkaddidor. However,
they perform two broad functions which include trenking functions
and the development functions.

3.2.1 Banking Functions

I. Development Banks provide long-term and medierma finance
/ loans for commerce, industry and agriculture a#i as general
development projects.

il. Development Banks make funds available infdren of equity to
development projects.

iii.  They raise bilateral and multilateral loansrh international aid
agencies like the United States Agencies for Ieteonal
Development (USAID), from international donor agesclike
the World Bank and from their own governments.

3.2.2 Development Functions

I. Development banks provide promotional actigtiessuch as
identifying and properly articulating investmenoposals.

il. Development bank facilitates the establishnm@&nhstitutions and
enterprises which fill specific gaps in the finaal@ystem.

iii.  They help to stimulate their nations’ capitahrkets (Market for
long-term loans) by selling their own stocks anchd®and / or
selling and using the proceeds to invest in newrpnises.

iv. Development banks provide their clients widthnical skill and
advice at the preparatory and implementation stafjpsojects.

V. They provide managerial assistance to theentdi in project
preparation and evaluation.

Vi. Development banks ensure that allocationsrtgepts are in line
with the defined economic, social and politicalopities of the
government.

vii.  Development banks ensure efficient allocatiorscarce financial

resources in the development planning projects.
viii. ~ They thus help to quicken the pace of ecoidevelopment.
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3.3 Specialised Banks

Specialised banks are established in Nigeria ttecdor the financial
needs of some segments of the society. The bankkisncategory
include the Federal Savings Bank (Now FSB Inteamatl), people’s
bank of Nigeria (PBN) and Community Banks (CB).

3.3.1 The Federal Savings Bank (FSB Internationpl

The Federal Savings Bank (FSB) evolved from thet péfsce savings
banks in 1974, backed by Decree No. 33 of 1973. dinective of
setting up a Federal Saving Bank was to encouragesavings habit
among the low- income group in the society. It wasognised in 1990,
as FSB international Ltd.

3.3.2 Peoples Bank of Nigeria

People’s Bank of Nigeria was established in 1988rtcourage savings
and provide credit facilities for the underprivieelyin both urban and
rural areas. The Decree that set up the bank spedié functions as the
provision of basic credit requirements normally @eaed by banks’
customers. The bank was thus set up to facilitateess to credit for
those at the grass — roots and thereby increases#ife- reliance.

3.3.3 Community Banks

A Community Bank (CB) is defined as a self — sustey financial
institution owned and managed by a community orugroof
communities to provide financial services to thatumtry. Community
Banks were established in Nigeria in 1990 to previdnking facilities
for rural dwellers as well as to support micro-gptises in urban areas.
SELF-ASSESSMENT EXERCISE

Name and explain the purpose of any specialisel imaNigeria.
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3.4 TYPES OF DEVELOPMENT BANKS

3.4.1 The Nigerian Industrial Development Bank (NIIB)

NIDB was established in 1964 in place of the inwvesit corporation of
Nigeria established since 1959. This bank owned by the
Federal Government and the Central Bank.

Functions

a) It provides medium and long ternrmafice to industrial
establishments both in private and public tscand to
render technical, financial and managerial agstetdo industry.

b) Identifies investment bottlenecks in the ecopamith a view to
determine investment priorities

C) Promotes project developments.

d) Provides technical, financial and managerialvices to
indigenous enterprises.

e)  Supervises the implementation of projects foeainby it through
requesting project reports and visiting projecssit

f) Nominates technical and managerial setg to industrial
organisations.

s)) Fosters the development of capitalrkeia in Nigeria by
encouraging borrowers to list their shares in thelsexchange

h) Serves as channel for bringing into Nigeriaestible funds from
international organisations.

3.4.2 The Nigerian Bank for Commerce and IndustryNBCI)

Partly in reaction to the criticism against MDfor favoring foreign

dominated enterprises in its loan policy and pdudlycater for needs of
the newly indigenized business for mediund dang term funds,
the NBCI came on board by the decree No 22 @B1%nlike the

NIDB which started off with foreign and Nigeriagguity interests, the
NBCI too off as a wholly owned Nigerian public s&corganisation to
attend chiefly to the interests of Nigerian indigas investors.
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The principal functions and powers of the bank efinéd by section 2
of the NIDB decree are as follows:

I. To provide equity and funds by wapf Iloans to
indigenous persons, organisations, institutiorfer medium
and long term investment in industry and comu@eat such
rates and upon such terms as may be determindteldyoard in
accordance with the policy directed by the Fedé&medcutive
Council.

il. To engage in all aspects of merchdnking, particularly
confirmation of bills and obligation to thirdgies, acceptance
and discounting bills.

iii.  To underwrite stocks, shares and debentwessead in furtherance
of the policy of the government.

iv. To purchase and sell stocks quoted the Lagos Stock

Exchange.
V. To provide guarantees including lettes§credit.
Vi. To accept term deposits from the public,afinial institutions,

trust funds, post office and other bodies.

vii.  To provide chequing facilities for its custems. With time, the
scope of the bank’s functions was widened to takan oaddition
to those outlined above the provision danture capital
and funds for acquisition and investment inbasic
development (shopping centres, warehouses, giams etc) As
with NIDB, to attract NBCI financing, theranust be
evidence of viability, sound management, ggodspects for
profit, among other criteria.

3.4.3 The Nigerian Agricultural Coopertive and
Rural Development Bank (NACRDB) Ltd.

The birth of the Nigerian AgriculturalCooperative and Rural
Development Bank (NACRDB) Limited as thsingle largest
development finance institution in  Nigeriafollowed the
successful merger of the former Peopldank of Nigeria
(PBN), the defunct Nigerian Agricultural and -Gperative Bank
(NACB) Ltd. and the risk assets of the Fgmil Economic
Advancement programme (FEAP) in October,0020 Thus,
NACRDB is dedicated primarily to agriculturdihancing at both the
micro and macro levels, as well as micro financofgsmall and medium
scale enterprises The Bank is a registered limitadility company
that is wholly owned by the Governmerdf the Federal
Republic of Nigeria with the share capital fulybscribed by the
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Federal ministry of Finance Incorporated 60 pertcemd the Central
Bank | of Nigeria 40 per cent. The Bankbroad mandate
encompasses savings mobilisation and thmelyi delivery of
affordable credit to meet the funding regments of the teeming
Nigerian  population in the agricultural sest of the national
economy.

FUNCTIONS OF NACRDB

. Providing all classes of agricultural loans fanning, livestock,
poultry and fisheries etc:
. Developing the economic base of the low incommugs through

the provision of loans to small scale eniegs, such as
bakers, hair dressers, petty traders etc;

. Accepting savings from individuals and co-opemstocieties and
make repayment of such savings together with apjaiep
interest;

. Encourage the formation of co-operatives;

. Engendering good banking habits amongst Nigsriaspecially

the target group,

. Encouraging capacity building through the tragi of
beneficiaries on proper loan utilisation, repaymesaivings and
the formulation of strategies for the profitable rketing of
products.

SELF-ASSESSMENT EXERCISE

Define the term development bank and discuss thetifins of NIDB,
NBCI and NACRDB.

4.0 CONCLUSION

This unit highlights the concept of developmentksrand its functions.
The unit also discusses specialised banks in Nigend the various
types of development banks.

50 SUMMARY
In this unit, we have discussed about;

I. The concept of development banks

il. Functions of development banks

iii. Banking functions of development banks, and

V. The various specialised banks and their pugpas the Nigerian
economy
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6.0 TUTOR-MARKED ASSIGNMENT
Discuss the general functions of Development BamRéigeria.
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1.0 INTRODUCTION

The conduct of banking business in Nigeria and timep countries is

regulated by several laws. These laws are putaoepto provide some
set of standards and establish Government agetackss responsible for
ensuring that banks comply with the requirementslbfelevant laws.

Anything that is not governed by law is a free diraffairs and could be
done to the detriment of other persons, societyafraburse the nation.
The laws that are put in place for establishmeriiasfks in Nigeria have
set standard and requirements to be fulfilled by dperators. The
establishment of banks in Nigeria involves severakcesses which are
required by different laws.

The operation of banking includes its internal congystem, conduct of
business, the process of obtaining banking licemskationship with
customers, and other banks, the Central Bank, aating)s in banking
instruments. All these are covered by laws suctha$Banks and Other
Financial Institutions Act which majorly sets crigefor all banks which
is finalised by the authority of the Central Bankw@rnor under the
Central Bank Nigeria Act. The CBN Act establishée {CBN as the
apex regulatory government agency to oversee tleatpn of other
banks while the Bills of Exchange Act deals witlyoable instruments
that are used by banks in their relationship wititemers. There is also
the process of incorporation, which is regulatedthsy Companies and
Allied Matters Act.
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2.0 OBJECTIVES

At the end of this unit, you should be able to:

o identify the relevant laws that regulate bankingerapion in
Nigeria.

. distinguish between the requirements of each ofas.

. identify the regulatory significance of each of thess.

3.0 MAIN CONTENT

3.1 Laws Regulating the Establishment of Banks iNigeria.

After the establishment and licensing of a bankligeria, it can legally
commence business, however, in doing businessitdaperate within
the purview of the applicable laws in Nigeria. Téeaws include
principally the Companies and Allied Matters ActapgC C. 20 LFN
2004; Banks and Other Financial Institutions AcapCB.3 LFN 2004;
and Central Bank of Nigeria Cap C4 LFN 2004 and Bi#s of

Exchange Act. Cap B8 LFN 2004.

Investment banks in USA are the most importantig@pants in the
direct market by bringing financial claims for salehey specialise in
helping businesses and governments sell their negurgy issues,
whether debt or equity in the primary market toafine capital
expenditures. Once the securities are sold, invastrbankers make
secondary markets for the securities as brokersdaaders. In 1990,
there were 2500 investment banking firms in USAndounderwriting
business. About 100 firms are so large that thayidate the industry.
In recent years some investment banking firms hdmersified or
merged with other financial firms to become fulhgee financial firms.

3.1.1 Companies and Allied Matters Act. (CAMA)

Banks operating in Nigeria are corporate bodiesyTimust firstly be
incorporated as a company under the CAMA by compglywith the
requirements in respect of registration of suclommany. See Sections
18, and 35 CAMA See also Section 2(1) BOFIA. Onceompany is
incorporated, it becomes a body corporate by thmeeneontained in the
memorandum of association to carryout businessSgegons 37 and

38 (1) CAMA.

67



BFN 407 INVESTMENT BANKING

3.1.2 Banks and other Financial Institutions Act(BOFIA)

Section 2(1) BOFIA states that no person shallycarr any banking
business in Nigeria except if it is a company dogorporated in Nigeria
and holds a valid banking licence issued underAtie The procedure
for application for grant of licence to undertakanking business is
contained under section 3(1) (2) of BOFIA. The Ca&lnBank Governor
has unfettered discretion as to whether to issueobrto issue licence,
however, any licence to be issued shall be withptier approval of the
Minister of Finance. See sections 3 (3) & (5) BOFIA

- The opening and closing of branches requiresitiew consent of
the CBN.

Section 6 BOFIA likewise the operation of foreigmatches.
Section 8 BOFIA.

- Every reconstruction, reorganisation, mergersd asisposal
including acquisitions requires prior approval loé tGovernor of
the CBN.

- Every bank must at all material times mainta¥@ tminimum
paid-up share capital as may be determined by tBeNC Section
9, and 61 BOFIA.

- Every bank is required to maintain a reservedfumhich a
proportion of the annual profit is transferred ifido the purpose
of its business and adequacy in relation to itsillities. Section
16 BOFIA. - The BOFIA restricts certain banking iaities
except with prior approval of in writing of the CBISee Section
20

- Every bank is required to keep proper books afoant with
respect to all the transactions of the bank. Se@ih

- The control and management of failing banksoisedby the CBN
in conjunction with the Nigerian Deposit InsuranCempany
(NDIC).See Sections 35, 36 & 38 BOFIA.

- The name which a bank should bear is also régplija.g. names
that appear Government patronage are restricteddepict
religious connotation. Section 43.

- The appointment of directors, chief executivedone with the
approval of the CBN. Section 48

3.1.3 Central Bank of Nigeria Act

The Central Bank of Nigeria is established as aybomrporate under
S.1. CBN Act. It is constituted by a Board chailsdits Governor. The
governor is very significant in the establishmehother banks because
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he issues them with banking licence. The CBN opsratithin the Act
establishing it. The Act provides for the powerstioé Bank to print
currency notes and coins and the monopoly of igstiiem. See Section
16 & 17 CBN Act. The general operation powers o #8BN are
contained elaborately under Section 26 while theivies it is
prohibited from undertaking are stipulated unde2&19.

The CBN is entrusted with certain services whichreihders to the
Federal Government Section 30. It is also mandettextt as banker to
other banks in Nigeria and outside Nigeria, Secénand 37. Very
importantly, it has power to make and alter ruled eegulations for the
good order and management of its activities. S. 47.

3.1.4 Bills of Exchange Act. (BEA)

This Act deals with cheques, which is a bill of lkange that is
commonly used by commercial banks, (“whose businesksides the
acceptance of deposits withdrawals by cheques”$65BOFIA. By
virtue of Section 73 BEA “ A cheque is a bill ofa@ange drawn on a
banker payable on demand” See also UBN Plc V. Okab&000) 14
NWLR Pt 688, 573; Trade Bank Plc v. Barilux (Nid-)d (supra).
Therefore, the provisions of the BEA apply to aqiee See Section 73
BEA. There are specific provisions in respect céques under the BEA
such as presentment of cheque for payment S. @4sed cheques. S.
78-84.

In Addition, other provisions of the Bills of Examnge Act (BEA) in
respect of bills of exchange generally apply toqeies, so banks are
bound by them.

SELF-ASSESSMENT EXERCISE

1. State the statutory backing to the establislinggnbanks in
Nigeria.

2. What are the roles of the CBN and BEA in thguiation of
banking operations in Nigeria?

4.0 CONCLUSION

The conduct or operation of banking in Nigeria égulated by three
principal statutes. These laws provide operatios@ndard to be
conformed to by banks. They also provide the I|dgadis for their
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activities. Consequently, every bank is mandatedgerate within the
ambit of the laws. Any activity outside the law tmidpe illegal.

5.0 SUMMARY

There are three principal laws that regulate thabdishment of banks in
Nigeria. The Companies and Allied Matters Act demily incorporation

of a bank as a body corporate, while the Banks @titer Financial

Institutions Act are concerned with application assliance of banking
license, and regulates the activities of all baaybart from the Central of
Nigeria. The BOFIA regulates banking business arahagement of
banks while the Central Bank of Nigeria Act dealghwthe authority to

issue banking license.

The Banks and other Financial Institutions Act CBbt establishes the
CBN as the apex regulator of the banking sub-sestibr functions and
powers under the Act. The Bills of Exchange Act Isleaith the
negotiable instruments, which are used by bankkanconduct of their
business, especially cheques.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain the relationship between the underdsstatues with
regard to theestablishment of Banks in Nigeria.

(@) Companies and Allied Matters Act
(b) Banks and Other Financial Institutions Act.
(c) Central Bank of Nigeria.

2. What is the relevance of Bills of Exchange #a&cthe conduct of
banking business in Nigeria?
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1.0 INTRODUCTION

Loan syndications have become an increasingly itapbmart of the
financial landscape. A syndicate is a group of lsankaking a loan
jointly to a single borrower. Several factors asponsible for the desire
to share a large loan among several lenders, ahehg them the banks’
need to achieve diversification in their loan polidfs. Limitations on
interstate banking closely link the fortunes of 8raadmid-sized banks
to those of their local and regional economies.ti€ipating in
syndicated loans can give these banks a chan@ndbtd borrowers in
regions and industries to which they might otheewaveno convenient
access.

Capital constraints also promote loan syndicatidBanks that find
themselves with capital-asset ratios below or cldse regulatory
minimums may not want to increase assets by addngg loans to their
balance sheets and may choose, instead, to slearewith other banks
by syndicating them.
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2.0 OBJECTIVES

At the end of this unit, you should be able to:

. Explain the meaning of Loan syndication
) Discuss elements of syndicated loan

3.0 MAIN CONTENT

3.1 The Meaning of Loan Syndication

Loan syndication is the process of involving selvdrtierent lenders in
providing various portions of a loan. Loan syndmatmost often occurs
in situations where a borrower requires a large stirapital that may
be too much for a single lender to provide or algsihe scope of a
lender's risk exposure levels. Thus, multiple lesdeork together to
provide the borrower with the capital needed. Legndication is used
in corporate borrowing. Companies seek corporassmdofor a wide
variety of reasons. Loan syndication is commonlyedesl when
companies are borrowing for mergers, acquisitidmgjouts and other
capital projects. These types of capital projeétisnorequire large loans,
thus loan syndication is mainly used in extremalgé loan situations.

Loan syndication allows any one lender to providerge loan while
maintaining a more prudent and manageable creddsexe because the
lender is not the only creditor on the deal. Laocggital projects for
corporate borrowers often need very large sumsapftal to complete
the transaction; therefore, more than one singhelde is often relied
upon for loan funding. Within the loan syndicatiprocess, terms from
all of the lenders on the deal are typically thensalthough they may
vary. Collateral requirements by the lenders caenofary considerably.
Usually there is only one loan agreement for theesyndicate.

3.2 Elements of Syndicated Loan

Typically, in cases of syndicated loans, there islead bank or
underwriter of the loan, known as the arranger, dgent or the lead
lender. This lender may put up a proportionallygeigshare of the loan,
or it may perform duties such as dispersing caslvdlamong the other
syndicate members and administrative tasks.
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The main goal of syndicated lending is to spreadribk of a borrower

default across multiple lenders such as banksnhstritutional investors

such as pension funds and hedge funds. Becausgatgtloans tend to
be much larger than standard bank loans, the figk@n one borrower

defaulting could cripple a single lender. Syndidal@ans are also used
in the leveraged buyout community to fund largepooate takeovers

with primarily debt funding.

Syndicated loans can be made on a best-efforts,bakich means that
if enough investors can't be found, the amountbibveower receives is
lower than originally anticipated. These loans atso be split into dual
tranches for banks who fund standard revolvers arditutional
investors that fund fixed-rate term loans.

3.2.1 Difference between Loan Syndication and a Csartium

In a very general sense, a consortium is any gmfumdividuals or
entities that decides to pool resources toward \@ngiobjective. A
consortium is usually governed by a legal contrd@t delegates
responsibilities among its members. In the finanei@rld, a consortium
refers to several lending institutions that groogether to jointly finance
a single borrower. These multiple banking arrangemare very similar
to aloan syndication, although there are structwatl operational
differences between the two.

Loan Syndication

While loan syndication also involves multiple lemsleand a single
borrower, the term is generally reserved for loahst involve
international transactions, different currenciesl annecessary banking
cooperation to guarantee payments and reduce exgodoan
syndication is headed by a managing bank that pwoaghed by the
borrower to arrange credit. The managing bank reegdly responsible
for negotiating conditions and arranging the syatic In return, the
borrower generally pays the bank a fee.

The managing bank in loan syndication is not neadgsthe majority
lender, or "lead" bank. Any of the participatinghka may act as lead or
assume the responsibilities of the managing baplkr#ing on how the
credit agreement is drawn up.

Consortium
Like loan syndication, consortium financing occtos transactions that
might not take place with a single lender. Seveaiks may agree to
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jointly supervise a single borrower with a commompprisal,

documentation and follow-up. Consortiums are notltbi® handle

international transactions such as a syndicatioan;loinstead, a
consortium may arise because the size of the grajebhand is simply
too large or too risky for any single lender touamss. Sometimes the
participating banks form a new consortium bank thatctions by

leveraging assets from each institution and disbafter the project is
complete.

3.2.2 Advantages and Disadvantages of Syndicate L=

Syndicate Loans offer an amalgamation of effort #elopportunity to
create new banking contacts. Lenders also prefatisgtions, as Fidler
and Neymeyer explained, that they permit the lemdermake more
loans while limiting individual exposures and suheg their risk within

portfolios more widely. Moreover, administration dhe loan is

extremely efficient, with the agent managing mudhthee process on
behalf of the participants.

Syndicated loans are centered on the creation d@llemce of smaller
banking institutions that, because of this uni@n meet the credit needs
of the borrower. This creation is accelerated yoaptment of an agent
who manages the account. The arranger will theanalsle a group of
banks or a syndicate, after consultations with liberower, with each
bank lending portions of the required amount. Tdanlis sanctioned six
to eight weeks after the mandates is awarded, astltpe signing; the
borrower is free to raise funds. The borrowersrageired to pay upfront
fees and some annual charges to the participatanksb along with
interest accruing from the initial drawing date.oAd) with giving the
flexibility of choice and variety to the borrowehey also enable him to
raise the loan cheaply than through a series afdydl loans.

Other Advantages

Also, economists and syndicate executives conteatithere are other,
less obvious advantages to going with a syndicliad. These benefits
include:

. Syndicated loan facilitates competition for busgbyg insinuating
other banks to supply market information to a bessin hopes
of gaining recognition.

J Borrowers enjoy flexibility in structure and prignsuch that they
have a variety of options in structuring their sigade loans,
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including multi-currency options, risk managemeeathniques,
and prepayment rights without penalty.

. Syndicated facilities bring to the businesses thst lprices in
aggregate and spare the companies their time o #iat could
have gone waste in individual dealing with eachkban

) Syndicate Lending also increases feedback in theeshow the
banks are willing to share viewpoints on contemporasues
about the business that they are otherwise ungitinshare with
the borrowing business.

J They also clear visibility in the open market ftwetborrower.
Bunn remarked that rating agencies viewed a melirysyndicate
lending as a much stronger support than seveklodl one-year
credit arrangements

Disadvantages of a Syndicate Loans

. Negotiating with one bank can take several daysctwis a time-
consuming process.
. Managing multiple ban relationships is an ardesk &nd requires

investment both regarding money and time.
3.2.3 Syndicate Formation

A borrower's ability to secure a syndicated loaough, is predicated on
its ability to spur the creation of a syndicatethe first place. "No two

syndications are identical,” wrote Bunn. "The maiieanges every day.
Many intangibles influence the structure and pgciof a credit,

including the experience and depth of a compangsagement team;
trends in the industry and market; and financiandis within a

company.”

The first thing the company has to do is selectagant to facilitate
communications and transactions between the borrane the banking
institutions that will form the syndicate. "Thedirplace to look for an
agent is among your existing relationships," sadlelf and Neumeyer.
"Certainly you will want a bank that has the neeegssyndication
capability and experience to obtain market crei§bilAlthough the
agent need not always be the largest participathansyndication, the
agent should have sufficient capital strength tothe anchor for the
credit. Most important, however, is that you arentartable with the
bank. Because the agent is acting on your behadfy tmust fully
understand your business and share your attituttepréorities."
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Once an agent has been selected, the processlofdiwilling banks is
undertaken. This phase of the process can vanjdsmably in terms of
complexity. Some agents gauge the interest levedtoér lenders by
simply sending them necessary financial informationthe borrower
and the intended shape and size of the syndicatggas well as data on
borrower operations, background, management, andketidg. Bunn
noted that in other cases, however, this processbeamore complex,
involving extensive due diligence, the preparatioh a complete
syndication offering memorandum (including finahg&ojections), and
a formal bank presentation.

By and large, the length of time necessary to f@arank group is
roughly equivalent to the complexity of the propbsieal. Creation of a
syndicate can take place over the course of a feeks/or a few months.
Analysts note, however, that the length of timeassary to conclude the
deal is usually less if the banks are already famwith the borrower's
operations. Once the membership of the group has determined, the
relationship quickly assumes the character thatbtheowing business
would expect when dealing with a single lendingitagon. "This is not
to say that the borrower relinquishes control oWer process and the
participants will still actively call on the borr@w" noted Fidler and
Neumeyer. "It is merely the interaction between pheticipating banks
that should diminish to your benefit. The agentuti@ducate you about
the market and help you navigate the specificsriofig and structuring
the transaction.”

Indeed, the agent's responsibilities are many aeéed. The agent is
charged with administering the syndicated faciitself, as well as all

borrowings, repayments, interest settlements, aacpayments. A chief
component of the administration function is to magkare that

communications between the lending institutions dhe borrower

remain open so that both sides remain informed tatdlmanging business
and market realities. In return for providing thesgvices, the agent is
compensated with an annual fee.

3.3 Pros and Cons for the Borrower to Enter a Syndated
Loan Agreement

The main reason for a borrower to seek entering/ralisated loan
agreement is flexible and efficient funding. Congghto the option of
entering various separate loan agreements witherdiit bank, the
borrower can have access to multiple facilitieg thay very well serve
all its funding needs, and this involving less doemtation, time and
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resources consumed in the process, in order to lgotapconditions
precedent or any requests from the syndicate. Atgb very important,
the borrower benefits of only one set of terms andditions. It also
benefits from the combined experience of differemmbers of the
syndicate relating to the different facilities iuesgtion (for example,
some banks who enter a syndicate may have a gartiexperience in
factoring facilities, compared to others from tlaene syndicate, whereas
if the borrower were to obtain a factoring faciliytside the syndicate
than maybe the facility would not be administersavall).

The borrower may also benefit from the delegatidnthe decision
making power inside the syndicate because it mag laapositive effect
on the time of response of the syndicate relatedh® borrower's
requests.

But the borrower may also be negatively impacted dmfering a
syndicated loan agreement. For example, technicahdministrative
errors may appear or a simple delay in communinabetween the
Agent and the members of the syndicate. Also, awdltown’s are not
made available on time to the borrower, this mayseait to default
under loan agreements outside the syndicated Igesement or under
commercial contracts. This may be caused by detaysoney transfers
between the members of the syndicate and the Agensidering that
the Agent must make available the funds to the ®&weer and could
happen when the lenders are located in differerts jod the world.

To conclude, it is my opinion that entering syndgch loans is very
useful for borrowers, especially if they are of siderable size and have
good credit reputation.

3.4 Syndications and Loan Sales

When syndication is undertaken, one bank, knowth@dead bank, acts
as syndicate manager, recruiting a sufficient nunddeother banks to
makethe loan, negotiating details of the agreemant] preparing
documentation. The manager/lead bank handles distmants and
repayments and is responsiblefor disseminatingotreower’s financial
statements to the syndicate members. The managehenk is paid a
fee by the borrower for these services. Sometithesmanager hires one
or more other banks as co-managers who share ife¢éhéreturn for
helping with the manager’s duties.
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Loan syndications must be distinguished fromlodassavhere a single
bank makes the loan and subsequently sells poribih$o other banks.

Loansales are of two types:"participations"and
"assignments."Participation creates a new contrativeenthe original
lender and the loan buyer. The contract betweerbthteower and the
original lender remains unchanged. The borrower n@gven be aware
that the loan has been sold. An assignment, oottier hand, creates a
new financial obligation between the borrower ahe lbban purchaser,
which replaces the contract between the borrower #we original
lender. In contrast to both types of loan saldsaa syndication creates
a contract from the beginning between the borroavel each syndicate
member.

Loan syndications and sales are by no meansmutestlijisive ways to

accomplish a financing. After syndication is contgte syndicate

members can sell assignments or participationshair tsharesin the
secondary market. While legal and contractual difiees exist between
syndications and loan sales, their economic funasimilar.

In all cases, the bank acts as an intermediarydestvthe borrower and
the institution that ultimately holds the loan ds books. Syndications
and loan sales add an extra step to simple finemd@&rmediation and
represent what may be termed "secondary intermediabetween the
borrower and other financial institutions. Why hlas process evolved?
Penacchi (1988) suggests one reason might be an@idH the effective
regulatory tax arising from capital and reservaursgnents.

This explanation applies when the selling bank iearra higher
regulatory burden in the form of capital requiremsethan the buying
institution. While this is undoubtedly true in soroases, much of the
secondary intermediation takes place among banksgasimilar

regulatory requirements. In general, secondaryrnme€eliation allows
banks to reduce their exposure to any one borrcaver to reduce
undesirable concentration. By allowing the bank derve more
borrowers, secondary intermediation provides thenkbagreater
geographic and industry diversification. Some g thiversification may
be necessary to comply with government regulatidnsparticular,

syndications and loan sales make it possible fosnall bank to
participate in a loan to a large borrower, whichym¢herwise nothave
been possible because of legislatively mandatedirdgnlimits. While

secondary intermediation can have undeniable sn&fmay also result
in additional risk for participating banks. In thgp syndicators and
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sellers have a legal obligation to make all reléyaformation about the
borrower available to buyers and syndicate paditip. Failure to do so
constitutes a breach of fiduciary duty that is@wdble in court.

Moreover, syndicate members and loan buyers arecteg to perform
their own analysis and credit evaluation rathemthraly solely on
representations made by syndicators and sellerprdctice, how-ever,
buyers rely on the loan documentation provided éless to conduct
their credit evaluation.This leaves open the paggithat buyers are not
fully informed and are sold loans of inferior qiyalorare not adequately
compensated through interest and fees for the tiekg are taking. This
potential riskfor the buyer, resulting from opparitic behavior by the
seller, may be present in different degrees ambegvarious forms of
secondary intermediation, such as syndications ticgzations, or
assignments, because of the varying amount of actl "distance”
they put between the borrower and the ultimate érotd the loan. This
distance is the smallest for syndications, wheseparate contract exists
at the outset between the borrower and each sywldwamber, making
syndications the form least susceptible to abussighments occupy an
intermediate position because a contract does éeisteen the buyer
and the borrower, though it is not created at finge tthe loan is
underwritten. Finally, participations are the masceptible to abuse
because the buyer must rely exclusively on theingdlank for
information, monitoring, and enforcement of the noeovenants.One
mechanism that could protect buyers of participetiand assignments is
recourse, that is, acontractual obligation by tekes to buy back the
loan at face value if it fails to meet certain skards of performance.

However, for banks to be able to take the loang siedl off their balance
sheets, regulators require that the loans be sdltbwt recourse. If a
loan is sold with recourse, the sale is considese@orrowing for

regulatory purposes. The bank must then retaindae on its balance
sheet and reservecapital against it, thus defedtiegnajor purpose of
the sale. For this reason, most loans are sold oufthrecourse.
Nevertheless, it is possible that some sort of imsplunofficial recourse
takes place in the market, anyway. A bank thatssall loan that
subsequently defaults may take it back to presgsweputation and the
good will of the buyer, even if it has no contradtabligation to do so.

The evidence for the existence of this practicengsstly anecdotal, and
its very nature makes it difficult to ascertain ifeequency and
importance in protecting buyers.This article foauea loan syndications
rather than participations or assignments becaate @h the quality of
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individual loans sold are not available. In confrafata exist on the
supervisory ratings of syndicated loans, and onstieres retained by
agent banks. These data make it possible to contpar@ay lead banks
syndicate high-quality and low-quality loans. Sfieally, it can be

determined if leadbanks keep a smaller portiorowf-duality loans for

themselves, letting other banks pick up a largetigq@ In addition, the

importance of lending limits and capital constraitan be tested by
examining relationships between the size of thedwated loan, the
amount the lead bank keeps for itself, and the bsank’s capital.

3.5 Syndicated lending and agency costs

The transaction process of bank loan syndication lwa divided into
three main stagesl. During the pnandated stage, after soliciting
competitive offers to arrange the syndication frome or more banks
(usually the main relationship banks), the borroaleroses one or more
arrangers that are mandated to form a syndicate reagbtiates a
preliminary loan agreement. The syndication caheegiinvolve a sole
mandate or a joint one, the latter implying thetipgration of more than
one lead bank. Such syndications are usually chbgeghe borrower in
order to maximise the chances of achieving thereldédoan syndication.
The arranger is responsible for negotiating the lkey terms with the
borrower, appointing the participants and struaithe syndicate.

During the postmandated stage, the arranger prepares a docurentati
package- called an information memorandunfor potential syndicate
members, containing information about the borrasveréditworthiness
and the loan terms. The arranger largely determihesinitial set of
potential participants to target, and factors sasltprevious experience
with the borrower and/or the arranger, in the indusector or the
geographic area, are strong drivers for being ahdsethe arranger to
join the syndicate.

Finally, the operational posigning stage takes place after the
completion date when the deal becomes active amd Itlan is
operational, binding the borrower and the syndicagéenbers by the debt
contract. The syndicated loan transaction procedseavily dependent
upon the arrangers because of their pivotal rolstincturing the deal,
negotiating the terms of the loan agreement, angarosing the
syndicate. However, the success of the syndicagtioness is a function
of negotiations and information flows between l# parties involved in
the transaction: borrower, arrangers, and otherdisgite members.
Therefore, the fact that loan syndication involgeseral actors and is a
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complex process involves specific agency costs kwitgan increase
borrowing costs and thus are harmful for borrowesreslth.

First, private information about the borrower cagate adverse selection
problems, as the arranger may be inclined to swtelidoans for
unreliable borrowers. However, such an opportunigtehavior can
damage the arranger’s reputation, having a negatiygact on the
success of future syndications (Pichler and Wilhe2®01). Hence, this
“threat of reputation loss” can serve as a disaipg device of the
arranger’'s behavior. Second, participating banksy ndelegate
monitoring to the arranger, but the banks are ndahe loop as to what
the arranger is doing, which might result in sitreé of moral hazard. In
addition, the arranger has less incentive to mothi® borrower than if it
were to lend the full amount of the loan (PennadB98). Third, the
borrower's financial distress is an important fa@tosyndication as it is
more complicated to reorganise and reformulateaipeement for the
borrower because a collective decision needs taken by the lenders
(Bolton and Scharfstein, 1996).

4.0 CONCLUSION

We provide a new theory of loan syndication in whlgzanks join the
syndicate to control their risks. The theory prédibat syndicates form
to finance risky investments in industries with stalmtial ex post
barriers to entry. Loan syndication leads to marteyeand exit.

5.0 SUMMARY

This study found that loan syndications are dripemarily by the lead
bank’s capital considerations, both in the fornit®tapital-to-asset ratio
and its loan-to-capital ratio. It found no eviderlat lead banks exploit
participating banks by persuading them to takergelashare of inferior
loans. The lack of evidence of such opportunistiehavior in
syndications does not necessarily mean that Issabsent in loan sales,
which may be more susceptible to it because of ttweitractual nature.

6.0 TUTOR MARKED ASSIGNMENT

1. Discuss syndicated lending and agency costs.
2. Discuss pros and cons for the borrower to entgndisated loan
agreement.
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1.0 INTRODUCTION

In this unit, we shall discuss the features andctions of merchant
banks. We shall also discuss development bankshamdfunctions.

2.0 OBJECTIVES

At the end of the unit, you should be able to:

° discuss the features and functions of merchantdank
. discuss development banks and their functions geh&.
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3.0 MAIN CONTENT

3.1 Functions of Merchant Banks

Merchant banking services comprise primarily cogp@ifinance services
and banking services. Corporate finance servicegyerafrom the
management of the issue of private and public gehares to corporate
debt securities. Merchant banks provide expertisthe arrangement of
syndicated loans for the financing of large-scaldustrial projects,
general financial and investment advisory servicesppany floatation,
mergers and reconstructions, financial planning apdrtfolio
management. Banking services are essentially |l@ats advances,
deposits, acceptances, foreign exchange transactiernational trade
and equipment leasing.

Merchant banking functions in Nigeria is the sarmer@rchant banks in
UK and other European countries.

The following are the functions of merchant bankaersligeria:
J Corporate Counseling
Project Counseling
Capita | Structuring
Portfolio Management
Issue Management
Credit Syndication
Working Capital
Venture Capital
Lease Finance

Fixed Deposits
Development Banks

) Corporate Counseling

Corporate counseling covers counseling in the fofmproject
counseling, capital restructuring, project manag#meublic

issue management, loan syndication, working capitatd

deposit, lease financing, acceptance credit ethe Icope of
corporate counseling is limited to giving suggastiand opinions
to the client and help taking actions to solvertipgoblems. It is
provided to a corporate unit with a view to ensumetter
performance, maintain steady growth and createebethage
among investors.
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(iii)

(iv)

(V)

Project Counseling

Project counseling is a part of corporate coungeadind relates to

project finance. It broadly covers the study of pneject, offering

advisory assistance on the viability and procedstaps for its
implementation.

a. Identification of potential investment avenues.

b A general view of the project ideas or projectfiles.

C. Advising on procedural aspects of project impdatation

d. Reviewing the technical feasibility of the pdi

e Assisting in the selection of TCO's (Technical

Consultancy Organisations) for preparing projepores

Assisting in the preparation of project report

Assisting in obtaining approvals licenses, tgaforeign

collaboration etc., from government

h. Capital Structuring

I. Arranging and negotiating foreign collaboraton
amalgamations, mergers and takeovers.

J- Assisting clients in preparing applications fonancial
assistance to various national and state leveltutisns
banks etc.,

k. Providing assistance to entrepreneurs comingigeria in
seeking approvals from the Government of Nigeria.

«Q -

Capital Structure

Here the Capital Structure is worked out i.e, thpit@al required,
raising of the capital, debt-equity ratio, issue sifares and
debentures, working capital, fixed capital requiesrs, etc.,

Portfolio Management

It refers to the effective management of securiti®s, the
merchant banker helps the investor in matters ijpanta to
investment decisions. Taxation and inflation ar&eta into
account while advising on investment in differeatwrities. The
merchant banker also undertakes the function ofinguyand
selling of securities on behalf of their client qmemies.
Investments are done in such a way that it ensomr@simum
returns and minimum risks.

Issue Management

Management of issues refers to effective marketihgorporate
securities viz., equity shares, preference sharddabentures or
bonds by offering them to public. Merchant banks as
intermediary whose main job is to transfer cagrain those who
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(vi)

own it to those who need it. The issue function rbaybroadly
divided in to pre issue and post issue management.

a. Issue through prospectus, offer for sale antater
placement.

b. Marketing and underwriting

C. Pricing of issues

Credit Syndication

Credit Syndication refers to obtaining of loans nircsingle
development finance institution or a syndicate onsortium.
Merchant Banks help corporate clients to raise syted loans
from commercials banks.

Merchant banks helps in identifying which finangradtitution should be
approached for term loans. The merchant bankelswiatertain steps
before assisting the clients approach the apprepriinancial

institutions.

a. Merchant banker first makes an appraisal optiogect to satisfy
that it is viable

b. He ensures that the project adheres to theelyus for financing
industrial projects.

C. It helps in designing capital structure, deiamg the promoter‘s
contribution andarriving at a figure of approximatenount of
term loan to be raised.

d. After verifications of the project, the Merchhd@anker arranges
for a preliminary meeting with financial institutio

e. If the financial institution agrees to considee proposal, the
application is filled and submitted along with atldecuments.

(vii) Working Capital

The Companies are given Working Capital financeyeaeing
upon their earning capacities in relation to théenest rate
prevailing in the market.

(viii) Venture Capital
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Venture Capital is a kind of capital requirementichhcarries
more risks and hence only few institutions comewéod to
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(ix)

(x)

Fixed Deposit

Merchant bankers assist the companies to raisadenhy way of
fixed deposits from the public. However such conigsrshould
fulfill credit rating requirements.

Other Functions

Treasury Management- Management of short ternmd fu
requirements by client companies.

Stock broking- helping the investors throughetwork of service
units

Servicing of issues- servicing the shareholdensl debenture
holders in distributing dividends, debenture ind&re

Small Scale industry counseling- counseling S#iits on
marketing and finance

Equity research and investment counseling — Inagrt banker
plays an important role in providing equity reséarand
investment counseling because the investor ismatposition to
take appropriate investment decision.

Assistance to NRI investors - the NRI investams brought to the
notice of the various investment opportunitieshi@ tountry.
Foreign Collaboration: Foreign collaboration asmgements are
made by the Merchant bankers.

Recent Developments in Merchant Banking and Challeges Ahead:
The recent developments in Merchant banking are tuecertain
contributory factors in Nigeria. They are;

(a)

(b)

(c)
(d)

(e)

The Merchant Banking was at its best during 198%21Being
when there were many new issues. It is expectdd?®D that it
is going to be party time for merchant banks, asymzew issue
are coming up.

The foreign investors — both in the form of portfoinvestment
and through foreign direct investments are venguiim Indian
Economy. It is increasing the scope of merchank&éemnin many
ways.

Disinvestment in the government sector in the aqugitves a big
scope to the merchant banks to function as comgslta

New financial instruments are introduced in the keatime and
again. This basicallyprovides more and more oppastuo the
merchant banks.

The mergers and corporate restructuring along WitbU and
MOA are giving immense opportunity to the merchbanhkers
for consultancy jobs.

87



BFN 407 INVESTMENT BANKING

However the challenges faced by merchant bankdrglia are;

1. SEBI guideline has restricted their operations Issue
Management and Portfolio Management to some exgmtthe
scope of work is limited.

2. In efficiency of the clients are often blamed tonthe merchant
banks, so they are into trouble without any fatitheir own.
3. The net worth requirement is very high in categs | and Il

specially, so many professionally experienced p#rso
organisations cannot come into the picture.

4. Poor New issues market in India is drying up lusiness of the
merchant bankers. Thus the merchant bankers ase fhancial
intermediary involved with the activityof transferg capital
funds to those borrowers who are interested indvang.

The activities of the merchant banking in India \azey vast in the nature
of:

The management of the customers securities

The management of the portfolio

The management of projects and counseling as welppraisal
The management of underwriting of shares and dabest

The circumvention of the syndication of loans

Management of the interest and dividend etc

Micro-Finance Banks

Micro-finance Banks in Nigeria are self-sustainfmgancial institutions
owned and managed by local communities to rendefices to their
respective communities. They are meant to promgtiewdture, rural as
well as economic growth through development atsgass level.

Though their activities are geared towards ruralkbay, they are also
noted for accepting deposits, running other bankseggvices and
investing funds in agriculture apart from providiagilities to farmers.

Nigerian Agricultural Coperative and Rural Development Bank

(NACRDB)

In view of the short comings of the Commercial &tekchant banks, the
Nigerian Agricultural Bank Limited was establishad 1973 by the
federal Government to deal exclusively with agmierdl loans. The bank
was established to meet the needs of the natiogradudtural credit
institutions following regional establishments. Theovision for the
establishment of the bank was “knotted in the bddting the 1st
national development plan period of 1962-1968 buas wnot
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implemented until the 2nd period which spanned betw1970 and
1974.

The establishment of this specialised bank wasadisad following the
acceptance of the recommendations made in Stonshesport and
subsequent inclusion in the 1970-1974 Developmént. By the plan,
the proposed agricultural cooperative bank whicls weeant to operate
in all states of the federation will assist farmierghe area of cooperative
farming and agricultural marketing cooperatives.

The bank was meant to make funds available dirgotlgooperatives,
credit-worthy individuals and Governments. The obje for which it
was established was therefore to “provide credimsl doans for
agricultural development projects thereby enhandhmgy level of and
qguality of agricultural production”. The name otthank was changed
to the Nigerian Agricultural Cooperative Bank (NALCB 1978 with a
mandate to give loans to cooperative societiesndsmding and in turn
to individual farmer-members. No collateral seguig expected to be
charged though the bank charges reasonable ameumitaest based on
its policy of subsidy on agric. loans and operat8@ per cent security
on loans except those granted to small-holder fesraeder the Small
Holders Loan Scheme (SHLS). The requirements ferGlrtificate of
occupancy, survey plans and real assets seclwargassually waived.

As a result of the merger policy on the Peoplesikbaf Nigeria, the
Better Life for rural Dwellers Scheme and the NAQBe bank was
transformed into the Nigerian Agricultural Copevati and Rural
Development Bank (NACRDB) in the year 2000 to cafi@r other
aspects of rural development.

Agricultural Credit Guarantee Scheme Funds (ACGSF)

The funds was established by the Federal Governaféyigeria Decree
No. 20 of 1977 to guarantee in respect of loanatgchby commercial
and merchant banks for agricultural purposes, wth ultimate aim of
increasing banks’ lending to agricultural sectoneTscheme took off
with a joint contributory grant by the Central BaokNigeria and the
Federal Government at 40 per cent and 60 perrespectively. Under
the Scheme, bank loans were guaranteed at 75 peottthe amount in
default, net the amount of the security. The israjgel using the working
guidelines to cover the financing of all crops udihg tree crops fish
farming and fish capture and animal husbandry, farathinery, hire
services as well Jas integrated agricultural prigjec
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Security require included charge on land , movapteperties of
borrowers , life insurance policy stocks and shafgsersonal guarantee
on security acceptable to the facilitating commnedrbanks. Loans were
initially guaranteed under the concessionary isterate up to August
1978, when the de-regulation of interest started.

Other Development Banks in NigeriaThese includes:

(@)  The Nigerian Industrial Development Bank (N|DB
(b)  The Nigerian Bank for Commerce and Industri¢BCl)
(c) The defunct Federal Mortgage Bank (FMB)

Specialised Banks

These banks are created by the Federal Governmeattér mainly for
the banking needs of the relatively suppressed setgof the Nigerian
society. Examples include:

(1) The defunct peoples’ bank of Nigeria (PBN)

(i)  The Community Banks (now transformed into tim&ro-finance
Banks)

(i) Urban Development Banks (UDB)

Non-Bank Financial Institutions (NBFI)

Commonly called *“other financial Institutions andunéls”, they
intermediate in the wider financial system. Examplkre Nigerian
deposit insurance Corporation(NDIC), Insurance camgs , finance
houses , Discount houses , Bureau de Change, MHat@movidence
Funds etc.

Other Domestic Sources:

Financial Markets

Represents a forum where surplus funds are chahisie productive
use through a process of financial intermediatibnconsists of the
money markets for short term funds and capital eiaf&r long term
funds. Not necessarily a physical location as wegehm the goods
market but a mechanism through which funds aresteared (bought
and sold) through the banks (physical location) tbrough tele-
communication system (non-physical location), usirfopancial
instruments. Note that the process through whictd$uare channeled
from the surplus (depositors) to the deficit (b@areass/Needs) units for a
return (interest) is called financial intermediatio

90



BFN 407 INVESTMENT BANKING

Classification of Credits
Credit can be classified on the basis of time, psep security, Lenders
and Borrowers.

A.

A (i)

A (i)

Classified on the basis of Time:

This classifies credit into three major areas astsimedium and
long-term.

Short-term Loans

The short- term loans are generally advanced tatingeannual

recurring purchases like seeds, feeds, fertilizared labour,

expenses on herbicides, pesticides and machinergseharges.
It is therefore termed “seasonal loans or produacki@ns or crop
loans” and it is usually expected that the loang;@ipal) and the

interest would be repaid through the income recktieough the

enterprise in which it is invested. Time limit ®pay such a loan
iS one year or at most 18 months.

Medium-term Loans

They are advanced for comparatively longer sparetaskke

machines, wells threshers, sheds for livestocklteshand farm
structures, diesel engine, irrigation structure. éfbe returns
accrued from the use of such assets are usuatyadmver more
than one production season. Repayment period dpstngeen 15
months and 5 years.

A (iii) Long-term Loans

These are related to long life assets like landnfauildings
construction of permanent drainages or irrigatigstesm etc.
which require large sum of money as initial invesirn Benefits
generated through such assets are spread oventine lde span
of the asset. Repayment period ranges from 5 ye&@8 years.

Classification According to Purpose of the Loan

Credit could be classified based on the purpodkeofoan as crop
loan, poultry/dairy/piggery loan, machinery and ipmqent loan,

forestry loan, fishery loans etc. This type of loamgnifies

relationship between time of usage and the rateretfirns

(profitability). Sometimes loans could be classlifees “production
loan” or “consumption loan”
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C. Classification According to Security Offered
Loans can be classified as secured and unsecuaed. |8ecurity
is usually advanced against tangible assets liké, lvestock or
any capital asset, as either medium or long teandoNote that
credit worthiness may sometimes count much more the
security offered, which if doubtful, may result willful default.
Secured loans can be further classified on thesli#dhe type of
security offered as:
(i) Mortgage loans
They are where legal mortgage of tangible and gitde
properties like land, land improvement and other
infrastructures are offered.
(i)  Hypothecated loans

They are legal ownership of assets e.g. machined equipment,

financed remains with the lender though physicalyssessed by the
borrowers. The private lenders often ask for g@dielry and/or land as
security reminds the borrower of his obligationswaods repayment.

D. Classification according to the Lenders:

Classified as Institutional and non-institutioneddit.

Classification according to Borrowers:

Credit can be classified on the basis of the boeroas producers,
business concerns etc. Such classification hasyetpnsiderations.

3.2 Credit Assessment: The 5 Cs of Credit
The 5Cs of Credit that must be considered in legdire:
(1) Character

(i)  Capacity

(i)  Capital

(iv)  Condition and

(v)  Credit worthiness

) Character

The term “Character” implies credit characters teglato the
gualities of individuals which makes him consciafsthe debt
obligations. These characters include the borrowers
moralcharacters like honesty, integrity, senseesponsibility and
trustworthiness. It is one of the basic cornerssaneassessing the
risk-bearing ability of the borrower. Borrowers lwihighly rated
credit character can withstand unforeseen eventt sawe
themselves insolvency. A borrower noted for timedpayment
shows a reflection of an ideal credit characterar@bter is also
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correlated with the returns and repayment capacioé the
borrowers.

(i)  Capacity
This shows the capacity of the borrower to paydebts as at
when due. Since payments oftendepend in part ooniac¢ the
capacities of borrowers to pay will depend on theme rather
than on savings.

(i)  Capital
Capital refers to the equity or net worth of a fabesiness. It
assures that funds are available to repay loanshd#racter,
capacity prove to be inadequate. Capital also seits one of the
cornerstones for measuring the risk bearing abiliy the
borrower.

(iv)  Condition
Also signifies the financial conditions of the bmser which has
direct relevance with the risk bearing ability asliw

(v)  Credit worthiness
it shows the ability of the borrower and creditoroe able to pay
off or settle its debt.

3.3 Universal Banking

A good deal of interest is generated in Nigerighmconcept of universal
banking in view of the expansion of the activitie§ all Nigeria
development banks into traditional commercial bagkactivity such as
working capital finance and the participation ofmguercial banks in
project finance, an area earlier confined to atjdtia as well as state
level financial institutions. Further, the refornms the financial sector
since 1992 have ushered in significant changes him @perating
environment of banks and financial institutionsvdn by deregulation of
interest rates and emergence of disintermediatieaspires arising from
liberalized capital markets.

Definition of Universal Banking

Universal banking refers to the combination of ceemeral banking and
investment banking including securities busineddniversal banking
can be defined as the conduct of range of finarsmalices comprising
deposit taking and lending, trading of financiadtmments and foreign
exchange (and their derivatives) underwriting oivngebt and equity
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issues, brokerage, investment management and ntguta

The concept of universal banking envisages mulifquisiness activities.
Universal banking can take a number of forms ragpdgnom the true

universal bank represented by the German modelfewttrestrictions to
the UK model providing a broad range of financiatiaties through

separate affiliates of the bank and the US mod#l wiholding company
structure through separately capitalised subse&bari

4.0 CONCLUSION

Though merchant banks are primarily concerned with provision of
medium and long term loans in the economy, theynatea substitute to
commercial banks in any way, but they complimerm diforts of the
commercial banks in an economy. This unit highkgtite functions of
merchant banks. It also shows the difference betwaerchant banks
and commercial banks terms of operations.

5.0 SUMMARY

You have learned that Merchant banking is any pemlbo is engaged
in wholesale banking, medium and long-term finagciequipment
leasing, debt factoring, investment managemenigissid acceptance of
bills and the management of unit trust. In this,wou have also learned
about the major differences between the Merchamtk band the
commercial bank.

6.0 TUTOR-MARKED ASSIGNMENT

1. As a lending house, what are the 5’C to considaleWwdnding.

2. What are the factors that led to the developmedtcamtribution
of merchant banks in Nigeria?
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1.0 INTRODUCTION

A Bank is a familiar word and we all know that barferm an integral

part of the very financial system. So, to undergtaanks and banking, it
is desirable to get a macro perspective of thentie system as a whole.
This leads us to the fundamental question as tot wbastitutes the

financial system.

The Financial system is a set or aggregation ditut®ns, instruments,
markets and services. A complex interplay of thesmponents makes
the financial system vibrant.

As with any other system, the financial system has a paramount
objective, i.e. to ensure smooth flow of money frdmase who have it
[savers] to those who want to use it [borrowers],tlsat the latter can
make an effective use of the same, in the processfiling themselves,
the savers and the economy as a whole.

This topic provides the reader with an overviewhaf banking business.
The banking system, comprising commercial bankgedstment banks,
and Islamic banks, is the primary mover of fundd #re main source of
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financing to support economic activities in Nigeriihe non-bank
financial intermediaries, comprising developmemiaficial institutions,
provident and pension funds, as well as insuranocgpanies and tankful
operators, complement the banking institutions abilising savings and
meeting the financial needs of the economy.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

discuss the constituents of the financial system

explain the structure of the financial system afemia

list the objectives of bank negara nigeria

explain the main functions of commercial banks,estment

banks, and Islamic banks.

explain the importance of the banking business¢osconomy.

. describe the financial sector master plan and abprarket
master plan.

) discuss the impact of globalisation on Nigerianksan

3.0 MAIN CONTENT
3.1 Financial System — Constituents

The financial institution has always been a drivifgyce in the
development of a country. These institutions tenderve as a means of
economic growth and success of a country. At thenerd, the financial
institutions are now the backbone of success @nibe in Nigeria for
both small and large organisation. Financial logbhs are engaged in
the business of, money or finafic&hey can be further classified into
three categories:

i Intermediaries
ii. Non-Intermediaries
ii. Regulatory Agencies

3.1.1 Intermediaries

Intermediaries are the financial institutions thatept deposits from the
savers and channel the same as lending/ investmém users. In other
words, financial intermediaries function as a beidzetween the savers
and the users in any economy.
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The financial intermediaries by their smooth”coridunctiori* make the
economy infinitely more efficient in the usage cdmey.

Examples of financial intermediaries are:

I. Conventional Banks,

il. Islamic Banks

ii. Investment Companies,

V. Non-Banking Finance Companies [NBFCs],

V. Insurance Companies,
Vi. Mutual Funds,
vii.  Stock Brokerages,

viii.  Credit Card Companies

3.1.2 Non-Intermediaries

These are popularly known as Supranational. Thes@utions fund the
users of money, but, as a matter of policy, doauziept deposits from
ordinary savers. They get funds from their ownermmembers as capital
contribution or subscription & not from depositors.

Classic examples of such institutions are:

I. Asian Development Bank.
il. World Bank.
iii. International Monetary Fund (IMF).

3.1.3 Regulatory Agencies

These are agencies whose sole function is to moand regulate the
functioning of the intermediaries and non-internagigis and are referred
to as ,Regulatory Authoriti€s They are like the traffic cops that lay
down the “Do’s and Don’ts” for the players in thamket. To make their
regulations enforceable, these agencies are ggnearaled with punitive
powers, which can be exercised in case of non-cam® by any of the
players.

Examples:

Banking Sector: In the Nigeria context, Central B&f Nigeria is the

regulatory agency vis-a-vis the banking systemUS it is called the

Federal Reserve Bank. Capital Market: Financiall&grs, such as the
U.S. Securities and Exchange Commission and inridighe Securities
Commission is responsible for regulating the capitarket segment to
ensure that investors’ interests are protected.
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3.2  Financial System of Nigeria

The Nigeria financial system is structured into twajor categories:
1. Financial

Institutions:

The Financial

INVESTMENT BANKING

Banking System and Non-bank Financial Intermedsarie
2. Financial Market: The Financial Market in Nigecomprises four
major markets namely:
I. Money & Foreign Exchange Market,
il. Capital Market,

iil. Derivatives Market, and

V. Offshore Market

Financial System

Financial Institutions

Banking System
1. Bank Negara Malaysia
2. Banking Institutions
¢ Commercial Banks
¢ Investment Banks
¢ Islamic Banks
3. Others
¢ Representative
Offices of Foreign
Banks

Financial Market

Nou-Bank Financial
Intermediaries

L. Provident and Pension
Funds

Money & Foreign

Exchange Market
1. Money Marke:

2. Foreign Exchange Market

2. Insurance Companies
(1ncludimg Takaful)

. Development Finance
Institutions

4 Savings Institutions
o National Savings Bank
o Co-operative Societies

. Others

[

Ln

Capital Market
1. Equity Market
2. Bond Market
¢ Public Debt Securities

* Private Debt Securities

Uit Trusts

Pilgrims Fund Board
Housing Cradit
Institutions
Cagamas Berhad
Credit Guarantee
Corporation

Leasing Companies
Factoring Companies
Venture Capital
Companites

Derivatives Market

1. Equity Denivatives

2. Commodity Denivatives
3. Financial Dertvatives

Fig.2.1: Financial System of Nigeria

Source: Central Bank of Nigeria

Center (IOFC)

Offshore Market
1. Labuan International
Offshore Financial

Institris  comprise
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The activities of financial institution have led tioee understanding on
how globalisation takes effect and how it tend$éridge the gap in the
financial institution. Due to the growth in thiscéar, the sector has
experience the globalisation wind which had sweepss other sector
of the society

3.3 Impacts of Globalisation — Recent Developments

3.3.1 What is Globalisation?

Globalisation means different things to differemtople. Generally, it
refers to an economic process that leads to inicigastegration of
economies around the world. As a result of incréastegration, there is
increasing economic interdependence among thessoetes through
markets for goods, services, and factors of praduoct

3.3.2 The Pros and Cons of Financial Globalisation

Pros

I. To the emerging market economies like Malaygiapalisation
allows them to further develop their capital maskeby
broadening and diversifying the structure of natlorapital
markets to include the development of tradable r#gest Such
development complements the traditional role playsd the
banking systems to meet financing needs of thesaosgies. It
also encourages financial innovation and spurs@oangrowth.

il. From the borrowers' perspective, financiallglbsation provides
more choices of financial instruments which they dap at
competitive costs from a broader range of providérserefore,
firms can reduce their borrowing costs and enhatiesr
competitiveness.

I. Financial markets have become more volatile #nd poses a
threat to financial stability, particularly to tH®anking system.
The current financial crisis which has translateo an economic
crisis and its aftermath effects (in terms of largetput and
welfare loss) supports this point.

il. Globalisation of the financial markets alscsu#s in excessive
volatility of asset prices. The recent financiakis showed that
asset prices (such as property prices, commoditgpiand share
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prices) were overshot before they burst. Worsé, stiey were
substantially misaligned from economic fundamentéds a
relatively long period of time.

3.3.3 Recent Developments in Asia and the World

A key implication of globalisation for the finaneasd capital market is
that of heightened global competition for businassd the increased
cross-border interaction and integration of marleig their participants.
The emergence and expansion of market economesemhoval of trade
barriers, greater cross-border interconnectivitg $spread of education
and the impact of applied technology are all insmeg the degree of
integration of global financial markets and comipeti therein.

Over the last two decades, the emerging marketogo@s, including
Malaysia, have become more integrated through dihnmarkets.
During this period, these economies had introduceeasures to
gradually liberalise their financial markets, follmg the successful
pursuit of export-led indutrialisation in the 1978sd 1980s.

4.0 CONCLUSION

The CBN and Ministry of Finance has been drawn up a
comprehensive blueprint for the Nigeria financiabriket and will
spearhead the reform and improvement needed tblishtdocal and
global credibility for the country’'s financial mark based on the
development of the financial institution in Nigerend the advance of
globalisation, which has led to the bridge in bamithat existed in the
country, financial globalisation has been ableudsuch gab and led to
development of the sector, making in to grow ireargetric rate.

5.0 SUMMARY

In this topic we have briefly provided an overvie# the Malaysian
Banking System. We discussed the financial mankietrmediaries and
briefly explained their functions and importance tiee economic
development of the country.

The current forces of globalisation, deregulatiorthe financial sector
and the development of information and communiceti@chnology are
some of the factors leading to intense competifzmed by the financial
markets of emerging economies, in an environmentinofeasing

liberalisation and globalisation. Nigeria is comnsmgly assessing and
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reviewing significant financial market developmerdad regulatory
issues.

6.0 TUTOR-MARKED ASSIGNMENT

1. How has globalisation impact on the developnedithe financial
institution in Nigeria?
2. What are the merit and demerit of financial gligation?
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1.0 INTRODUCTION

Banks are primarily concerned about advancing dieom loans to its
customers. The question therefore is who meetsi¢leds of those who
are in need of long-term loans? In this unit, wallslkearn about the
concept and meaning of Merchant and Developmenk$as a provider
of long-term funds for development. The evolutioh neerchant and
development banks in Nigeria economy and other tt@msnwill also be

discussed.

2.0 OBJECTIVES

At the end of the unit, you should be able to:

J define the meaning of merchant and developmentdank
. explain the concept of merchant and developmentkdan
Nigeria.

3.0 MAIN CONTENT

3.1 Banking Financial Institutions

The banking financial institutions play a majorerdh the financing
business in an economy. This is a formal finangatitution, which
comprises of Central Bank of Nigeria, CommercialnBa and
Development Banks.
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Central Bank of Nigeria (CBN)

The CBN constitutes the pivot of the country’'s mprend capital

market. It is the principal regulatory body. It exées monetary policies
on behalf of the Federal Government ofNigeria. As apex of the
financial system, the CBN belongs to both the moaeg the capital
market as the key operator without which the markan scarcely exist.
The CBN has a responsibility of establishing sdesgd institutions in

Nigeria such as the Development Institutions. & hbso played a major
role in the establishment of the Securities andhBrge Commission.
The CBN acts as the issue and underwriter of adleFed Government
stocks.

Commercial Banks

They provide important financial services to ingdysind commercet
is, however, a normal banking principle (that pruzke requires) that
they lend on short term that require a rapid regaywnThe primary
function of the banking system is the extensioncrddit to worthy
borrowers. Generally, Commercial banks have a deom for most of
the funds they hold. They are consequently comstdhin their lending
and investment policies. It is of course true tteden on aggregate,
particularly in the growth situation, commercialestk of excess of
deposits over short term loans, advances and \aivals. They rely on
funds, which they receive on time or fixed depokitsmaking medium
term loans while the liquidity and safety reseraes traditionally placed
on money market instruments such as Treasury Bild commercial
paper.

In making credit available, commercial banks intipatar render a great
social service, through their actions product®nincreased, capital
investment are expanded, and a higher standaidrgj is realised.

Development Banks

These are institutions established for providingglderm finance for
development. The genus usually referred to as dpwent finance
institutions occupies a wide band in terms of theanstitutional

arrangement and their specific areas of inter®ste common feature of
these institutions however, is that they are ugugtomoted by

government and sometimes by international organisabDevelopment
Banks provide medium and long-term finance fordbeelopment of the
economy. The need for this kind of finance has bermecessary
because commercial banks provide only short-temmanice and this is
not adequate for development. Development uigiits bridged the
gap by providing medium and long-term finance. Depment
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institutions serve as catalyst to development thinothe provision of
various forms of venture capital and technical e€wn the setting up
of an Industrial, Agricultural or other formsf business enterprise.
Examples of development institutions are thiggerian Industrial

Development Bank (NIDB), Nigerian Bank for Commesase Industry

(NBCI) Nigerian Agriculture and Co-operativearik (NACB).

Co-operative Banks

Co-operative Banks is an institution established tfee purpose of
providing greater access to saving and borrowingliies for co-
operative societies and their members at relatieblgaper rates than
those provided by Commercial Banks, since they deih small
scattered savers and borrowers who ordinanlil not qualify for
financial assistance of Commercial Banks. Findllg; operative Banks
improves the well-being of their members.

Merchant Banks

This is also called investment bank. It is a whales banker whose
deposits are usually in large amounts. With suchelaleposits, its loans
are equally large. Merchant Banks advise compawishing to raise

new capital and help to advertise the shares topti#ic and to the

underwriter, unsold shares. They provide shortland-term finance to

companies. The Merchant Banks gives advice on mgrgequisitions

and capital structure of companies as well as gaaior companies
wishing to hire equipment. In present day Nigetiee universal bank
performs the function of merchant banks.

SELF-ASSESSMENT EXERCISE

Identify various banking institutions in Nigeria.

3.2 Banking Financial Institutions and Their Functons
Banking financial institutions play a majounttion in financing
business of an economy. These comprise of Commdlaiiks, Central

Bank, Nigerian Agricultural Co-operation and RurBkevelopment
Banks, etc. Their functions include the following:
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1. Intermediating Function: They receive funds from surplus
spender to deficit spender.

2. Saving Function: They help conduct public saving such as
bonds, stock, and ensure savings flow from thenfired market
to goods and services for increased the standddrd.

3. Internal Function: They provide us with excellent store of
wealth that generate income; do not wear out ire tand having
low risk. These wealth are usually profitable aod-perishable.

4. Liquidity Function: Money being the ultimate liquidity earns
little or no interest when not invested. Investoagh (money) in
the instrument of wealth brings interest, which banconverted,
immediately into cash.

5. Credit Function: They provide us with credit to finance our
consumption and investment especially in form afie.

6. Payment Function: They serve as mechanism for making
payment for goods and services with other facdisech as credit
cards, electronic fund transfer.

7. Risk Function: These institutions also offer protection against
life, health, property and income risk through thales of
insurance premium to businesses, consumers andrgoeet.

8. Policy Function: They serve as the channel through which the
government carries out its policies to establish ékonomy and
avoid inflation. Government does this by manipulgtinterest
rates and prices.

SELF-ASSESSMENT EXERCISE

Identify the roles of the formal banking financimstitution in an
economy outline the activities of the non-bankficial institutions

4.0 CONCLUSION
This unit has highlighted the financial instituttom Nigeria. Banking

and non-banking financial institutions and thdunctions were also
discussed.
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5.0 SUMMARY
This unit has discussed the financial institagion Nigeria. It also
explained the various activities of the banking and-banking financial

institutions. The benefit of these institutionstb@ economy were also
highlighted

6.0 TUTOR-MARKED ASSIGNMENT

1. Identify the functions of banking financial fitstions to the
Nigerian economy.

2a. Outline and discuss the activities of the hank financial
institutions.

2b.  Identify four banking financial institutions Nigeria.
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1.0 INTRODUCTION
In this unit you will learn about the fundamentafsnerchant banks, its
methods and processes. You will equally consider tifansaction

processes and classification of the banking seetthrin the financial
sector.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. define merchant processing
) discuss the transaction process works in a merdizark
o explain the risk associated with merchant bank

3.0 MAIN CONTENT

3.1 Merchant Processing

Merchant processing is the acceptance, procesaimd),settlement of
payment transactions for merchants. A bank thatraots with (or
acquires) merchants is called an acquiring bankicinaet bank, or
acquirer. Acquiring banks sign up merchants to picpayment cards for
the network and also arrange processing servicesm@chants. They
can contract directly with the merchant or indingthrough agent banks
or other third parties.
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A bank can be both an issuing bank and an acqubank, but banks
most often specialise in one function or the otMarchant processing is
a separate and distinct line of business from trealid issuing. It is
generally an off-balance sheet activity with theeption of merchant
reserves and settlement accounts, both of whichdeissed later in
this chapter. Merchant processing involves the egatg of sales
information from the merchant, obtaining authormat for the
transaction, collecting funds from the issuing haankd reimbursing the
merchant. It also involves charge-back processiing. vast majority of
merchant transactions are electronically originaiad compared to
paper-based) and come from credit card purchasee@hant locations
or the point-of-sale (POS). Merchant processingeasingly includes
transactions initiated via debit cards, smart caads electronic benefits
transfer (EBT) products.

3.2 Transaction Process Overview

The payment networks are the center of the caréhotchnsaction
process and maintain the flow of information anddsi between issuing
banks and acquiring banks. In a typical cardholttansaction, the
transaction data first moves from the merchanth® acquiring bank
(and through its card processor, if applicablegntho the associations,
and finally to the issuing bank (and through itgdcg@rocessor, if
applicable). The issuing bank ultimately bills thardholder for the
amount of the sale. Clearing is the term used fer t® the successful
transmission of the sales transaction data. At pbist, no money has
changed hands; rather, only financial liability lshifted. The merchant,
however, needs to be paid for the sale. Settlensetite term used to
refer to the exchange of the actual funds for tlastaction and its
associated fees. Funds to cover the transactionpagdthe merchant
flow in the opposite direction: from the issuingnkao the Associations,
to the acquiring bank, and finally to the merchahhe merchant
typically receives funds within a few days of tlades transaction.

In a simple form, the clearing and settlement pgees for payments can
be illustrated with a standard four-corners mode discussed in the
FFIEC IT Examination Handbook, Retail Payment SysteHandbook
(March 2004)). In this model, there is a commondgarticipants for
credit card payments: one in each corner (heneeteim four-corners
model) and one in the middle of the diagram. Theiator of the
payment (the consumer) is located in the upper lend corner, the
recipient of the card payment (the merchant) isated in the upper
right-hand corner, and the relationships of the scomer and the
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merchant to their banks (the issuing bank and thguiaing bank,
respectively) reside in the bottom two corners. pagment networks
that route the transactions between the banks, ascliisa, are in the
middle of the chart. The information and funds fofer a typical credit
card transaction are illustrated in a four-cornersdel. Information
flows are presented as solid lines while funds flcave represented by
dashed lines.

Step 1: The consumer pays a merchant with a arectit

Step 2 and 3: The merchant then electronically gsm$ise data through
the applicable association electronic network te thsuing bank for
authorisation

Step 4, 5, and 6: If approved, the merchant resetive authorisation to
use and capture the transaction, and the cardhaldespts liability,
usually by signing the sales slip

Step 7 and 8: The merchant receives payment, rfeesf by submitting
the captured credit card transaction to its bahk @cquiring bank) in
batches or at the end of the day

Step 9 and 10: The acquiring bank forwards thessdtaft data to the
applicable association, which is in turn forwarlde tlata to the issuing
bank to work on.

Hence, the association will determine the bankdwedtit position. The
association settlement financial institution cooedes issuing and
acquiring settlement positions. Members with ndtitdpositions send
funds to the Association settlement financial siton, which transmit
owed funds to the receiving bank.

Step 11: The settlement process takes place ussgparate payment
network such aedwire.[

Step 12: The issuing bank presents the transaotiothe cardholder’s
nextbilling statement

Step 13: The cardholder pays the bank, either inofuvia monthly
payments.

3.3 Risks Associated with Merchant Processing

Some bankers do not understand merchant processidgits risks.
Attracted to the business by the potential foreased fee income, they
might underestimate the risk and not employ persbwith sufficient
knowledge and expertise. They also might not devsidficient
resources to oversight or perform proper due dikge reviews of
prospective third-parties. Many banks simply do lmte the managerial
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expertise, resources, or infrastructure to safelgage in merchant
processing outside their local market or to martaigh sales volumes,
high-risk merchants, or high charge-back levelsniviaf a bank’s risks
may be interdependent with payment system operatushird parties.
For example, the failure of any payment systemigpant to provide

funding for settlement may precipitate liquidity oredit problems for
other participants, regardless of whether theypargy to payments to or
from the failing participant.

For banks that engage in merchant programs oratteatontemplating
engaging in such programmes, examiners should fleokvidence that
management understands the activity’s risks whicblude credit,
transaction, liquidity, compliance, strategic, aedutation risk. A failure
by management to understand the risks and provmeep controls over
such risks can be very problematic, and even lethahe bank. Take,
for example, the case of National State Bank, Mutis, lllinois.
Inadequate control of the credit and transactisksrassociated with its
merchant processing activities contributed to a&hhiglume of losses
that ultimately depleted capital, threatened theklsliquidity, and led
to its closing by the Office of the Comptrollertbe Currency (OCC) in
December 2000.15

Credit Risk

A primary risk associated with merchant processingredit risk. Even

though the acquiring bank typically does not adeaits own funds,

processing credit card transactions is similandemrding credit because
the acquiring bank is relying on the creditwortlsmef the merchant to
pay charge-backs. Charge-backs are a common elem#ére@ merchant
processing business and are discussed in moré ldétaiin this chapter.
They can result from legitimate cardholder challesgfraud, or the
merchant’'s failure to follow established guideline€harge-backs
become a credit exposure to the acquiring bartkeifherchant is unable
or unwilling to pay legitimate charge-backs. Inttlcase the acquiring
bank is obligated to honor the charge-back and thayissuing bank
which could result in significant loss to the acqg bank. In a sense,
the acquiring bank indemnifies a third party (instlcase, the issuing
bank that in turn indemnifies the cardholder) ire tavent that the
merchant cannot or does not cover charge-back. 8haake been forced
to cover large charge-backs when merchants have gankrupt or

committed fraud. Acquiring banks control creditkrisy using sound
merchant approval processes and closely monitoneighant activities.
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Transaction Risk

Acquiring banks are faced with the transaction r&sgsociated with
service or product delivery because they processgitccard transactions
for their merchants daily. The risk can stem frofailure by the bank or
any party participating in the transaction to pssea transaction
properly or to provide adequate controls. It cao atem from employee
error or misconduct, a breakdown in the computetesy, or a natural
catastrophe. The acquiring bank needs an adequateber of
knowledgeable staff, appropriate technology, coimpnsive operating
procedures, and effective contingency plans toycamut merchant
processing efficiently and reliably. A sound int&@rnontrol environment
is also necessary to ensure compliance with thenpat/networks’ rules.
Formal reconciliation processes are also esseatlahiting risk.

The high transaction and sales volume normally entyed with
merchant processing programs creates significaahs#éiction and
liquidity risks. A failure anywhere in the procesan have implications
on the bank. Examples include an issuing bank'bilina to fund

settlement to the acquiring bank or a processingtecs failure to
transmit sales information to the issuing banksthesulting in a delay
of or failure of funding to the merchant bank.

Liquidity Risk

Liquidity risk can be measured by the ability o&thcquiring bank to
timely transmit funds to the merchants. Acquiriranks often limit this
risk by paying merchants after receiving credinfrthe issuing bank. If
the acquiring bank pays the merchant prior to racgicredit from the
issuing bank, the acquiring bank could sustainsa bthe issuing bank
is unable or unwilling to pay. Some acquiring bad&tay settlement and
pay merchants one day after receiving the funds filoe issuing bank.
The delay allows the acquiring bank time to perféraud reviews. For
delayed settlement, which most commonly occurs wihemsactions are
identified as suspicious or unusual, managemerexected to have
established formal procedures. Because merchanosdepcan be
volatile, risk may also arise if the acquiring bdvdcomes reliant on the
merchant’'s deposits as a funding source for othemkbactivities.
Furthermore, substantial charge-backs could painstrain the bank’s
financial condition and/or reputation to such ardegthat its creditors
may withdraw availability of borrowing lines.

Associations guarantee settlement for transactibias pass through
interchange. As a result, they may require colidtpledges/security if a
bank's ability to fund settlement becomes queshiEnarhis can create
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significant liquidity strains and potentially cagdidifficulties, depending
on the size of the collateral requirement and/erfihancial condition of
the bank.The Associations' rules allow them to ss$ee banks directly
through the settlement accounts if the bank isfodhcoming with the
collateral.

Compliance Risk

Compliance risk arises from failure to follow paymaetworks’ rules
and regulations, clearing and settlement rulespisioais activity

reporting requirements, and a myriad of other lavegulations, and
guidance. It can lead to fines, payment of damaghs)inished

reputation, reduced franchise value, limited bussnepportunities,
reduced expansion potential, and lack of contractoreeability.

Acquiring banks can limit compliance risk by ensgria structured
compliance management program is in place, thernatecontrol

environment is sound, and staff is knowledgeableeyTcan also limit
risk by providing staff with access to legal regmstion to ensure
accurate evaluation of items such as new proddetiogs, legal forms,
laws and regulations, and contracts.

Strategic Risk

Strategic risk arises from adverse business dessior improper
implementation of those decisions. A failure by @ge&ment to consider
the bank’s merchant processing activities in thetexd of its overall
strategic planning is normally cause for concerndeXision to enter,
maintain, or expand the merchant processing businesthout
considering management’s expertise and the bamésdial capacity is
also normally cause for concern. Examiners shoudt gay close
attention to how the acquiring bank plans to keapepwith technology
changes and competitive forces. Examiners shookl flor evidence that
the strategic planning process identifies the opmities and risks of the
merchant processing business; sets forth a plamémaging the line of
business and controlling its risks; and considdre nheed for a
comprehensive vendor management program. An evatuaof
management's merchant processing expertise iscatrito judging
strategic risk. The bank's overall programmes foditaand internal
controls, risk management systems, outsourcing efices, and
merchant programme oversight are key to controtimggstrategic risk.

Reputation Risk

Reputation risk arising from negative public opmican affect a bank’s
ability to establish new relationships or servioe$o continue servicing
existing relationships. This risk can expose thenkbao litigation,

114



BFN 407 INVESTMENT BANKING

financial loss, or damage to its public image. Thenk’'s business
decisions for marketing and pricing its merchamicpssing services can
affect its reputation in the market place. Repatatirisk is also
associated with the bank’s ability to fulfill coattual obligations to
merchants and third parties. Most notably, the@mutsng of any part of
the merchant processing business easily increaspstation risk.
Decisions made by the acquiring bank or its thiadtips can directly
cause loss of merchant relationships, litigationes and penalties as
well as charge-back losses. Concerns normally avisen the acquiring
bank does not maintain strong processes for perfigraiue diligence on
prospective merchants and third- parties or perfongoing evaluations
of existing merchant and third-party relationships.

4.0 CONCLUSION

Examiners should expect that management fully wstded, prior to

becoming involved in merchant processing and camtmthereafter, the
risks involved and its own ability to effectivelyomtrol those risks.

Merchant programs are specialised programs thatireegnanagement
expertise, significant operational support, andnmegs risk-management
systems which would be a driving force in the irtdusit can be a

profitable line of business but, if not properlyntmlled, can result in

significant risk to the bank.

Examiners should determine whether qualified mamege has been
appointed to supervise merchant activities and niplement a risk
management function that includes a merchant appystem and an
ongoing merchant review programme for monitoringddr quality and
guarding against fraud. Bank staff's knowledge asidll-sets are
expected to be commensurate with the risks beikgntaFor example,
personnel responsible for processing charge-babtksild have the
technical knowledge and understanding of chargé&-bades, and
personnel responsible for approving merchant agipdinos should have
the ability to properly evaluate creditworthinessl adentify high-risk
merchants.

Examiners assessing risks of merchant programmasldsidirect their
attention to situations in which management has puit proper risk
measurement systems in place to operate, monitat, cntrol the
activity effectively. This includes situations thatidence the absence of
regular management reports detailing pertinentrmégion. Key reports
generally include new merchant acquisitions, marthacount attrition,
merchant portfolio composition, sales volumes, ghaiback volumes
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and aging, fraud, and profitability analyses.

Examiner attention should be given to instances which
comprehensive, written merchant processing poliares procedures are
absent or are not adequate for the size and coitplek operations.
Necessary components of policies and proceduresraininclude:

) Clear lines of authority and responsibility (foraemple, the level
of approval required to contract with certain typésnerchants).

. Adequate and knowledgeable staff.

) Markets, merchant types, and risk levels the banknd is not
willing to accept.

) Limits on the individual and aggregate volume ofrchant
activity that correlates

) with the bank’s capital structure, management digeer and

ability of operations to accommodate the volumg.(dauman and
systems resources) as well as with merchantspnskles.

J Goals for portfolio mix and risk diversificatiomaluding limits
on the volume of sales processed for higher-riskchants and
that take into account the level of management riigpe

J Merchant underwriting and approval criteria.

J Procedures for monitoring merchants, including ricial
capacity, charge-backs and

) fraud (regardless of who originates the merchantghie bank).

) Criteria for determining appropriate holdback oramant reserve
accounts.

) Procedures for settlement, processing retrievalugsts and
charge-backs,

. handling complaints, monitoring and reporting oéud, and

training personnel.

Third-party risk management controls.

Guidelines for accepting and monitoring agent banks
Guidelines for handling policy exceptions.

MIS to keep management sufficiently informed of ttendition
of, and trends in, the

Merchant program.

) Audit coverage.

5.0 SUMMARY

Examiners should insist that the bank hold catdficient to protect
against risks from its merchant business. In aaditithey should
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determine whether management has established s@knltmits on the
merchant processing volume based on the bank'satapiucture, the
risk profile of the merchant portfolio, and the lapiof management to
monitor and control the risks of merchant processin

Associations limit the processing volume a bank ganerate based
upon the bank's capital structure, high-risk mentltancentrations, and
charge-back rates. Banks operating outside theblettad thresholds
(which may vary and are subject to change) are rgéipeconsidered to
be high-risk acquiring banks by the applicable Asstion and may be
subject to additional activity limits or collatera@quirements.

6.0 TUTOR-MARKED ASSIGNMENT

1. What is Merchant Processing?
2. What are the risks associated with Merchantgssing?
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UNIT 5 THE STRUCTURE OF THE NIGERIA
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1.0 INTRODUCTION

Banking and finance have become an important asgectir society.

This process has lead to the development and adwesrd of our
banking system and financial establishment witlia tountry. It has
come to knowledge that, banking and finance is sm@ce of revenue
generation in a society, by providing loans and gpiportunities to the
country. Banking and finance comprises all the fmal institution in

the country and the regulatory bodies which tencetulate the banking
and finance sector.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

J explain the roles of the regulatory authorities tire nigerian
financial system.

. describe the structure of nigeria financial system

J explain what is meant by money market and its tutons

3.0 MAIN CONTENT

3.1 The Structure of the Nigerian Financial Sysm

The Nigerian financial system comprises of bank aoid-bank financial
institutions which are regulated by the Federal istny of Finance
(FMF), Central Bank of Nigeria (CBN), Nigeria Deftosnsurance
Corporation (NDIC), Securities and Exchange Comimiss(SEC),
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National Insurance Commission (NAICOM), Federal iage Bank of
Nigeria (FMBN), and the National Board for Commuyrianks.

3.2 Regulatory Authorities

The Federal Ministry of Finance (FMF)

The Federal Ministry of Finance advises the Fedéalernment on its
fiscal operation and co-operates with CBN on manetaatters. And it
generally contributes to the budgeting system obantry and provides
and oversight to the inspection of budget supemisiand

implementation.

The Central Bank of Nigeria (CBN)

The CBN is the apex regulatory authority of theafinial system. It was
established by the Central Bank of Nigeria Act 868 and commenced
operations on 1st July 1959. Among its primary fiors, the Bank

promotes monetary stability and a sound financyatesm, and acts as
banker and financial adviser to the Federal Govemimas well as

banker of last resort to the banks. The Bank atsmerages the growth
and development of financial institutions. The cahBank has proven
to be economy regulators of a country, and in tesfmsigeria it can be

seen in recent years and times to be an imporsgrEca on determining
the growth of our economy in terms of both local arternational trades
which include financial trade as well. Enabling famade in 1991 gave
the Bank more flexibility in regulating and oversepthe banking sector
and licensing finance companies, which hithertorateel outside any
regulatory framework.

The Nigerian Deposit Insurance Corporation (NDIC)

The NDIC complements the regulatory and supervisolg of the CBN.
It is seen as a body which controls the activitgh& insurance industry
and its component. This body forms an important pathe insurance
industry, due to the fact that it oversea the @gtiof the players in the
industry and also provide a safe level playing gobtor both the insurer
and the insured. It is however autonomous of tB& @nd reports to
Federal Ministry of Finance. NDIC effectively toolf in 1989 and was
set up to provide deposit insurance and relatedicgsr for banks in
order to promote confidence in the banking industite NDIC is
empowered to examine the books and affairs of essbanks and other
deposit taking financial institutions. Licensed ksiare mandated to pay
15/16 of 1 per cent of their total deposit lialelt as insurance premium
to the NDIC. A depositor's claim is limited to a xmaum of NS5O,
000.00 in the event of a bank failure.
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The Nigerian Deposit Insurance Corporation (NDIGs hconcluded
plans to hike the insured deposit of banks to NROO,

The Securities and Exchange Commissions (SEC)

This is formerly called the Capital Issues Comnassithe SEC was
established by the SEC Act of 27th September 1@1h8&h was further
strengthened by the SEC Decree of 1988. It is ffex @aegulatory organ
of the capital market. The Commission approves ragiilates mergers
and acquisitions and authorises the establishmieohio trusts. In the
course of deregulation of the capital market, thecfion of price
determination has been transferred to the issuiogsés. The SEC
maintains surveillance over the market to enharffieiency. It issues
guidelines on the establishment of Stock Exchaimgésrtherance of the
deregulation of the capital market. Following theaement of the
Nigerian Investment Promotion Commission Decree #red Foreign
Exchange (Monitoring and Miscellaneous ProvisioDggcree in 1995,
SEC released guidelines on foreign investment @& Niigerian capital
market.

Debt Management Office (DMO)

The Federal Government of Nigeria took a major stepddressing the
debt problems recently by establishing an auton@madDebt

Management Office (DMO). The creation of the DMOnhsolidates debt
management functions in a single agency, therelsurerg proper
coordination. The DMO centralises and coordinates d¢ountry's debt
recording and management activities, including dadtsice forecasts;
debt service payments; and advising on debt nagwigas well as new
borrowings.

National Insurance Commission (NAICOM)

The National Insurance Commission (NAICOM) replactlee Nigerian
Insurance Supervisory Board (NISB). The NAICOM isamed with
effective administration, supervision, regulationdacontrol of the
business of insurance in Nigeria. Its specific fiorws include the
establishment of standards for the conduct of mste business,
protection of insurance policy holders and estabtisnt of a bureau to
which complaints may be submitted against insuraca®panies and
their intermediaries by members of the public. NAIZ ensures
adequate capitalisation and reserve, good manadeimgh technical
expertise and judicious fund placement in the iasce industry.
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The Federal Mortgage Bank of Nigeria (FMBN)

The FMBN took over the assets and liabilities of thigerian Building

Society. The FMBN provides banking and advisoryvises, and

undertakes research activities pertaining to hausifollowing the

adoption of the National Housing Policy in 1990, BNlis empowered
to license and regulate primary mortgage institgian Nigeria and act
as the apex regulatory body for the Mortgage Fiaamdustry. The
financing function of the Federal Mortgage Bank\afjeria was carved
out and transferred to the Federal Mortgage Finawbtde the FMBN

retains its regulatory role. FMBN is under the cohbf the Central
Bank of Nigeria.

Financial Services Co-ordinating Committee (FSCC)

The Committee was established in 1998 and chargédtiae primary
responsibility to promote safe, sound and effici@mdncial sector in the
country. It's membership is drawn from the key dagury and
supervisory institutions in the nations financigétem, namely, Central
bank of Nigeria (CBN), Security and Exchange Consmis (SEC),
National Insurance Commission (NAICOM), Corporateffaks
Commission (CAC) and the Federal Ministry of FinancThis
committee chaired by the Ministry of Finance cohoates the activities
of all regulatory institutions in the financial gm.

4.0 CONCLUSION

Banking and finance comprises all the financialtitnBons in the
country and the regulatory bodies which tends tplete the banking
and finance sector. Some of the regulatory Autlesitare Federal
Ministry of Finance (FMF), Central Bank of Niger{&BN), Nigeria
Deposit Insurance Corporation (NDIC), Securitiesd akxchange
Commission (SEC), National Insurance Commission IQAM),
Federal Mortgage Bank of Nigeria (FMBN), and theidlal Board for
Community Banks.

5.0 SUMMARY
This unit has discussed the Nigerian financiatesys while explaining

the roles played by each of the regulatory autiesritn the financial
sector.
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6.0 TUTOR-MARKED ASSIGNMENT

In a country like nigera, where there is fast gfowt the financial
institution or industry. As a financial analyisisduss the relevance of
financial authorities and list the financial autlesrin Nigeria.
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MODULE 4

Unitl Measuring the Effect of Regulation onfBanance of Banking
Unit2 Systems of Banking and Essentials of an8dBanking System
Unit3 Money Market

Unit4 The Capital Market

Unit5 Merchant Banks and Development Banks

UNIT 1 MEASURING THE EFFECT OF REGULATION
ON PERFORMANCE OF BANKING

CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Measuring the Effect of Regulation on Perfamo® of
Banking
3.2 Problems and Challenges of Bank Reigula
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Reading

1.0 INTRODUCTION

The effect of banking sector reforms on corporateegnance and
concluded that to check abuses in the emergingotidaged banking
system institutionalisation of good corporate goegice practice is both
necessary and desirable. Some school of thoughlucted a study that
guantifies regulatory efforts to use capital regoents to control risk-
shifting by U.S. banks during 1985 to 1994 and stigates how much
risk-based capital requirements and other depositirance reforms
improved this control. The result revealed thatiedliscipline did not
prevent large banks from shifting risk onto theesafet. Banks with
low capital and debt-to-deposits ratios overcaniside discipline better
than other banks. Mandates introduced by 1991 I&me have
improved but did not establish full regulatory cmhtover bank risk-
shifting incentives. That is why Scott (2010) retgar Capital
requirements as key element in containing systeisic Adams (2004)
evaluated effect on bank regulation and supervisiothe risk asset and
income performance of banks in Nigeria and obsemerkase in banks
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distress as major reason for the various refornes.akjued that bank
mismanagement and adverse ownership influence #mer dorm of
insiders’ abuse couples with political considemafmyocess especially as
regard debt recovery created difficulties to redgcdistress in the
financial system as submitted by Sanusi (2002).

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. measure the effect of regulation on performandeaoking
. evaluate the problems and challenges of bank regula

3.0 MAIN CONTENT

3.1 Measuring the Effect of Regulation on Performace of
Banking

The major purpose of the various financial secteforms is to
strengthen the banking industry and position itneet the world
standard. Bank supervision entails not only enfmest of rule and
regulation, but also judgment concerning the soasdf bank asset, its
capital adequate and management. Therefore efestipervision is
expected to lead to a healthy banking industry pussesses the power
to propel the economic growth (Ogunleye 2001, Ad2005, Soludo
2007, Scott 2010).

The reform programme is expected to engender agiiiesl, strong and
reliable banking sector in the country. In a viefatlee above, Balogun,
2007 opined that in order to give objective assesdrf the outcome of
the banking sector reforms there is the need taifypthe evaluating
criteria. He used descriptive statistics and ecoaanethods to test the
hypothesis that each phase of reform as identiiredhe literature
culminated into improve incentives for the provisiof better services to
the economy as a whole. The assumption was thauasiereform values
of measure of institution and policy response perénce represent
significant improvement over the pre-reform valuenoag these
measures according to Balogun (2007) are branchvomket increase
supply and improved access to credit improvemerseiected financial
sectors and distress ratio, and above all increpssd earnings as well
as increased ability to complete within the gloledonomy. The
empirical result confirms that eras of pursuit ohriket reform were
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characterised by improved incentive. However theidenot translate to
increased credit purvey to the real sector. Alsalenigrowth was
suffered in eras of control the reform era was @ased with rise in
inflationary pressures. Among the pitfalls of teéorms identified by the
study are faulty premise and wrong sequencing &drmes, frequent
reversal and /or non sustainability of reforms.

3.2 Problems and Challenges of Bank Regulation

The various reforms have been acquired to be nagedsut it is
debatable if they yielded the anticipated resu#lggun 2007). The new
policy initiative will no doubt pose some challesge both the economy
as well as the banking system as observed by Ogpi(#905)that given
the fury of activities that have attended efforbahk to comply with the
new consolidation policy and the antecedent of somperators in the
system, there are concerns on the need to strengtiogporate
governance in banks in order to boost public canfcet and ensure
efficient and effective functioning of the bankiagstem on the effect of
small business. Emeria and Okafor (2008) identifie@rger and
acquisition as one of the instrument of recent bemkeforms in
Nigeria, using cross sectional survey researchaadohary least square
regression analysis the result observed two eff@#ctmerger and
acquisition as static effect and dynamic effect.

The static effect resulted in positive relationshigtween small

businesses lending and bank size because for eaaepbsit received
about NO.33k was given out to small business. Hamnedynamic effect
of merger and acquisition in the Nigerian bankimgtsrs which was
reported as restructuring, direct and externalceffgave on opposite
result. The restructuring and direct effect showat tbank size is
negatively related to small business lending ard #iere is a negatively
relationship between external loan by institutiake | microfinance

institution and small business lending.

Aminu (2004), identified human resources realigninéechnology
integration, stakeholders concern, monitoring amgesvision problems
as culminating from the consolidation of banks ige¥ia. Abati (2006)
submitted that the biggest losers in the bankingsotidation was the
human element especially depositors in the ligeiddtanks and workers
of the merged banks, observing conflicting condsicof service for
workers within the same grade level in some emdérdpamks. The
policies also have implication for the supervis@ythorities in the
country like the central bank of Nigeria (CBN) ahtgeria deposit
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insurance corporation (NDCI) most essentially. Tgtouhe number of
bank has reduced drastically the need to cope théhcomplex system
of the new mega banks require greater surveillarze monitoring by
the CBN.

The announcement of the new recapitalisation poéisywell as its
implementation have induced a shake-out in the ingnkdustry which
pose a new set of challenges to the Nigeria depmstirance
corporation. According to Ogunleye (2005), follogin the
announcement, the interbank market was adverstgtadl as interbank
placements by the big players in the market wethdsawn from the
smaller banks as precautionary measure. There isasavave of flight
to safety by depositors who were apprehensive @fstirvival of their
bank, thus creating capital flight problem. The @lepment complied
with the planned phased withdrawal of public sexthimds from the
universal banks made by the liquidity position ofre banks precarious,
this among other emerging challenges would putspreson NDCI; both
pre-consolidation and post consolidation challenges

Ogunleye (2005), further identified the post coigation challenges as
possibility of bank failure where Merger and Acqtie (M&S) failed
thus run the risk of liquidation. Other challenga® the inadequate
executive capacity as to the need for NDIC to ensine effective
merging of information technology system, businésss, products,
culture and people by the new mega banks, wealkocag governance
that will put pressure NDIC and other regulatorsettsure probity,
transparency and accountability. There is alsostipgervisory approach
that would need to be broadened, closing informagiap between banks
and investing public and the need to establish tabd@nagement
Company. Pressure would be on NDIC to put in plegme specific
insurance design feature that will ensure adeqiegpiesit protection.

Aminu (2004), argued that the policy of recapitatisn was a subtle
way of compelling banks to merge with a submisgiost Merger and
Acquisition are business imperatives that should bhe forced or
hurriedly conclude as was the case in Nigeria.him hankers position
paper presented to the Senate Committee on bankisgrance and
other financial institutions, bankers argued thiag¢ tNigerian socio-
political and macroeconomic environment is fraughith a lot of

imperfections and inadequacies that make the casgmamwith other
countries a mere theoretical postulations (AmintO&gbondiyan that
while Malasia with a population of 23 millions hasGDP of 104.6
billion and per capital GDP of $4,528.14, the Nigareconomy with a
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population of 125.8 million has GDP of 3.04 billiand per capita GDP
of $24.2. It was also observed that in spite ofgherior strength of the
South African economy over that of Nigeria the mmom capital
requirement of banks in South Africa is $39.06 il (N5 billion),
while credit is 5.4% as against the Nigerian $198illon (N25 billion)
and 32.25% credit extension to the Federal Govenhmdt was also
argued that the capital base of N25 billion will dmre of harm than
benefit to the banking industry and thus highlightiee mayjor pitfalls to
be crowding out other sectors, unethical practides tactical money
laundering, mass unemployment and neglect of memding to small
businesses needed for growth of the economy.

4.0 CONCLUSION

The reform programme is expected to engender agiiiesl, strong and
reliable banking sector in the country. In a viefvtlee above, it was
argued that in order to give objective assessmetiteooutcome of the
banking sector reforms there is the need to spetiéy evaluating

criteria. He used descriptive statistics and ecoaanethods to test the
hypothesis that each phase of reform as identiiredhe literature

culminated into improve incentives for the provisiof better services to
the economy as a whole.

5.0 SUMMARY
In this unit, we have discussed about the effectregulation on

performance of banking; and how to evaluate theblpros and
challenges of bank regulation.

6.0 TUTOR-MARKED ASSIGNMENT
Explain the problems and challenged of Bank reguriat
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1.0 INTRODUCTION

The countries of the world practice different bamgksystems. The type
of banking system practice by any country depemdthe banking rules
and regulations, the size of the economy and th & development of
the banking and the financial system of the econ@mpong other
factors. The most common banking systems in mostldped and
developing countries of the world includes the Umginking, Branch
banking and Corresponding banking. Others includevéfsal banking,
Group banking, and Chain banking among others. 3mll also learn
about the essentials of a sound banking systemsrunit.
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2.0 OBJECTIVES

At the end of this unit, you should be able to:

. identify and explain each banking system

. mention and explain the advantages and disadyestaf unit
banking

. enumerate and explain the advantages and distaden of
branch banking

. list and discuss the essentials of a sound bgrdgiatem

3.0 MAIN COMNENT
3.1 Systems of Banking

3.1.1 Unit Banking

Unit banks are independent, one-office- banks. ITlogerations are
confined to a single office. The unit banks opermtsmall towns, cities
and rural areas in Nigeria. Examples of Unit baimkdigeria are the
community banks and other banks that exists only particular
communities that established them without any Wramcywhere. The
existence of unit banking in the USA is due to legstrictions which
prevent the growth of monopoly in banking. Somet lranks have
grown to large sizes but they operate under serestictions which
limit or prohibit the establishment of branchestigatarly in the U.S.A.

A. Advantages of Branch Banking

Unit banks, being independent and one-office-bankssses

certain advantages which include:-

i) The provision of prompt and efficient services to
customers

i) Personal relations with the people (Since its oggs and
staff are local people) which help in mobilisingrga
resources for the bank.

i) Meeting the financial needs of the people promjpihg
efficiently because of the usual on-the-sport dewis
making by the banking management.

iv)  Enjoying the advantages of branch banking as they a
connected with a big bank through correspondenkibgn
system.

130



BFN 407 INVESTMENT BANKING

B. Disadvantages of Unit Banking
Some of the disadvantages of unit banking include;

i) Failure to spread risks as the unit banking opematare localized
in a particular area, the failure of customersefgay loan in time
may bring disaster to the bank.

i) Limited resources at its deposal which always letmdank
failure during financial and economic crisis.

i) Non-diversified banking services to its customeesause of its
inability to establish branches and higher cost.

iv)  Absence of economies of large scale operations uhitdanking
system cannot have advantages of large scale lmamkithat it
cannot recruit more efficient and highly paid stathd cannot
enjoy the economies of large scale and intensiexiagfisation
and division of labour

3.1.2 Branch Banking

Under this banking system, a big bank has a numbdiranches in
different parts of the country and even outsidedbentry. The branch
banking is the most prevalent banking system intrabthe countries of
the world. In Nigeria, all the commercial banks tgb in the stock
exchange market have at least a branch in almio$teaB6 states of the
federation including the Federal Capital Territédyuja.

A. Advantages of Branch Banking

The branch banking system has many advantages wiagh this

system supervisor to the unit banking system. Sarhehe

advantages of this system include;

) Advantage of spreading risks geographically and
industrially. If branches in particular area suffdosses
due to recession in industries located there, dkeels can
be offset by profits from prosperous areas.

i) Enjoys the advantage of large scale orgarasatiecause a
large bank is able to recruit efficient and trairstdff and
pay better than unit banks. It also enjoys the athge of
specialisation and division of labour.

i)  Under this system, the bank enjoys the adageat of
diversification of banking operations. Big banksnca
provide banking facilities to trade, industry, messmen
and the common man at cheaper rates and moreeetfici
than unit banks because they posses larger firancia
resources.
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iv)  The central bank of the country can contr@ Hanks more
effectively under the branch banking system thaseutthe
branch banking Unit banking system. It is easiecdnotrol
the credit policies of a few banks than those noor unit
banks.

B. Disadvantages of Branch Banking

The branch banking system has also some disadvemntalgich include
the following;

i) Delay in decision taking under the branch bagksystem: there
are Dbureaucratic procedures in decision making ahd
management of all the branches is under the coafrtie head
office. This leads to delay in taking prompt demisby the branch
managers. They have to refer all cases above mdrtait for
advance to the head office.

i) Inability to meet the need of local businessanrounities: The
branch managers are not able to meet the borromerds of the
local business community as efficiently and symeadially as
the unit banks. This is because the branch banlageas stays in
one locality and have to operate under rules séhéyead office.
He may not know the needs of the customers atrdiftdbranches
and also may be concentrating more on bigger inégsat the
detriment of small scale businesses in the ruedsar

i)  Fear of loss: When branch banking spreads darge scale, some
of the branches may run under losses due to bats delol low
mobilization of deposits. Such situation may letuge loss to
the bank thereby leading to its failure.

iv)  In adequate supervision: As the big bank hasuanber of
branches spread throughout the country, it isaliffito manage
and supervise them effectively and efficiently. Thkentrol
become relax, the banking services suffer and libats are hit
hard.

V) Unhealthy competition: Branch banking leads to cetiipn
among different banks in establishing branchesaabus places.
This tendency leads to unnecessary increase imsgpe

SELF-ASSESSMENT EXERCISE

Define Unit Banking and discuss its advantagesdcasatdvantages.
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3.1.3 Group Banking

Group banking is part of the banking system in Nagelt is a type of

multiple office banking consisting of two or morarnks under the
control of a holding company, which itself may oaymot be a bank.
The parent company controls and manages the opgfzinks under the
group but each bank continues to keep its separdtty or name. The
parent company pools the resources of the grouphaims the group
banks to make large loans and advances. An examhgeoup banking

in Nigeria is the Union Group which is made up afidh Bank of

Nigeria Plc (Banking), UBN Merchant Bank (Merch&anking), Union

Assurance Co. Ltd (Insurance), Union Trustees ¢€aship), and Union
Homes Savings and Loans (Mortgage)

3.1.4 Chain Banking

Chain banking is a system where some individualsgooup of

individuals control one or more banks, as agaiositrol by a holding

company under group banking. Chain banking occutserw an

individual, family or some other close associatdmpersons controls the
operations of two or more banks. That is, it ocaungn a syndicate or
other small group of individuals with common in®r@wn more than
two banks. Chain banks are controlled throughdirsct and a
recognized organisation hierarchy beyond that dfvidual banks. A

principal “key” bank frequently coordinates the ragament of the
entire group and also serves as the depositoryefguired reserves of
state chartered holding company banks.

3.1.5 Correspondent Banking

It is a bank which acts as agent for another ban& place where the
latter has no office, or for some reasons, is uwablconduct certain
operations for itself. All banks with overseas bess require
correspondent banks abroad, and the arrangementsaally reciprocal
with each party maintaining balances with the atl@orrespondent
banking is a familiar banking feature in the U.%uAd Nigerian financial
systems. The U.S.A is geographically a big counthere there are
thousands of banks which operates in restricteasarehe various types
of banks are able to operate efficiently throughcarespondent
relationship with one another. The country bankgehdeposits with city
banks and city banks have deposit in the statesanthe sameand other
cities. The centre of correspondent banking is e York City,
followed by Chicago and other regional centres i America cities.
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Many banks have deposits in more than one centlecarrespondent
banks in one centre have correspondent relatiotishanks in other
centres.

When a small bank maintains its deposits with aceigespondent bank
having a network ofbranches, the later provideshsservices to the
former as extending large credit facilities, fdailing foreign exchange
transactions, cheque clearing and collection, mseh and sale
ofsecurities etc. It also provides a wide rang®tber services to small
banks which includereports on the state of the esyn advice on

portfolio management, etc. In Nigeria, this kindeddtionship between
banks may exist between big commercial banks amhle Banks on
one hand and between commercial banks and CommBariis on the

other hand. The Peoples banks and the Communitksbare not

commonly found everywhere, so they resort to theolissome

commercial banks as their corresponding banks.

SELF-ASSESSMENT EXERCISE

Describe Branch Banking and explain its advantagesdisadvantages.

3.1.6 Universal Banking

Globally, Universal Banking (UB) is increasingly dmming the major

route to doing banking as there appears to befaisthe mindset from

providing customers with only isolated banking $=¥% to that of

providing them with a supermarket where all finahcservices are

available. Universal banking refers to the combarabf deposit-taking,

the making of advances and the conducting of sed@kange business
all under the same roof. Banks involved accept diepof all sizes for

the most varied terms, grant short, medium and-teng credit to the

business sector and private customers, and atatime sime carry on

securities business on a more or less wide scaeadldé payment

transactions; finance imports and exports, and idefreign exchange,
notes and coins.

The central bank of Nigeria in its draft guidelifir the adoption of
universal banking practice inAugust 2, 2000, defin@iversal banking
as “the business of receiving deposits on curr@ngs or other
accounts paying or collecting cheque drawn or paithy customers,
provisionof finance, consultancy and advisory smsi relative to
corporate and investment matters,making or manamgmgstments on
behalf of any person and the provision of insuramegketing services
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and capital market business or such other senasethe Governor of
theCBN may by regulation designate as banking lessih Banks under
the universal banking programme can choose to taiderone or a
combination of the following; clearing house adies,
underwriting/issuing house business and insura@pgces.

Universal banking simply connotes collapsing theiotws regulatory
divides that separate commercial and merchant hgn&ctivities. In
other word, it is all about creating a level plafield for both
commercial and merchant banks. Historically, conuiagrbanking, in
line with its retail orientation, involves generabmmerceand by
implication, a credit policy that favours shortftefinance. On the other
hand, merchantbanking or investment banking is tbeholesale
banking involving provision of long-termfinance fiond users. On this
basis of specialisation, banks concentrate on dweholesale banking,
retail banking, private banking, savings and loanrtgage among
others. However,under universal banking, authositgiven to banks to
decide on their portfolios of business,select appate delivery
channels and infrastructure within an applicablgufatoryframework.
The distinction between money, capital market arstiiance business is
removed.

The most important issue in this system is the faat the statutory /
regulatory dichotomy between commercial and merchlaanking

activities is dismantled and the difference betwéanks in terms of
functions and activities will only exist as a matté choice rather than
byreason of regulatory barriers. The concept ovensial banking came
into operation in Nigeria in November, 2000. Theversal banking
system introduced in Nigeria was meant to resuib inuge finance
conglomerates where any or all of the followingvgsss may be offered.
Retail (Commercial banking) Cheque clearing fundanagement,
investment (Merchant) banking services.

Financial advisory services including; Financiahsolting; Unit trusts;
Mutual funds; Mortgage finance, Securities tradimguding derivation,
under writing business, Insurance (life and gefgerdlrusteeship
accounts, Pension funds, and Credit cards.

3.1.7 Electronic Banking

Electronic banking more commonly called the eladtdunds transfer
system (EFTS) refers to the application of compuemhnology to
banking especially the payments (Deposittransfepeats of banking.
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The major distinct pieces of hardware that comprise are
theAutomated Teller Machine (ATM), the point of Ec@OS) system,
and the automated clearing house (ACH).

An ATM can perform most of the routine banking ftians that are now
done by bank tellers-deposits can be made, fundisdwwn, funds
transferred between savings and current accounigte. customer
operates the ATM by using a plastic card plus &gl identification
number (PIN) know only to himself.

The POS involves a computer terminal in retail edathat will transfer
funds instantly from thebank deposit of the custotoghe bank deposit
of the store in which he is making purchase. Ittazess, the computer
will verify that the customer has sufficient funtts cover the purchase
and will inform the customer of the new bank ba&anthe customer can
also arrange foroverdrafts at the bank, so thattdmt loan” (Up to a
preset limit) can be made. On the other hand, tidHAs largely
designed to transfer funds among banks electrdpjcallthough
customers may also become involved. For examplegrapany may,
with the authorisation of its employers record mienthly pay roll on
electronic tape. The company then takes this tgpi#stbank and that
bank then uses the tape to deposit (In other basatajies directly to the
credit of the employees. The ACH can also be usedfeauthorised
payments a recurring nature, e.g. instance premititms major merit of
electronic banking lies in itsability to reduce togiven the number of
cheques written in the economy each year.

3.2 Essentials of a Sound Banking System

The essentials of a sound banking system are redaas its liquidity

and profitability. The secret behind any succedséulking business is to
distribute resources between the various formsseéts in such as way
as to get a sound balance between liquidity anfitalodity, so that there

is cash (at hand or quickly realisable) to meetrgwdaim, and at the

same timeenough income for the bank to pay its wage earn profits
for its shareholders. In addition, some of the mesakissues modern
banks also consider for a sound banking systemdecihefollowing:

3.2.1 High Degree of Liquidity

One of the essentials of a sound banking systémhswve a high degree
of liquidity. The bank holds a small proportion ii$ assets in cash.
Therefore, its other assets must possess theianitef liquidity so that
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they may be turned in to cash easily. This is gdgsible if the bank
possess such securities which can be easily litcedda’he CBN has
made it mandatory for commercial banks to keeprtaiteproportion of
their assets in cash to ensure liquidity.

3.2.2 Safety of Bank’s Money

Safety of banks’ money is another essential ofutmddyanking system.

Since the banks keep thedeposit of the peopleust mnsure the safety
of their money. Therefore, the banks are expectedake safe loans and
investments and avoid unnecessary risks, if theodelof the banks

donot repay the loans on time and the banks lass itvestments, the

banks in the system willbecome insolvent. As altedepositors in the

system lose money and suffer hardship. Thus, thksbmust ensure the
safety of deposits in the system

3.2.3 Profitability

A sound banking system should be able to earncserffi profits for the
shareholders. Profits are essential for individaald the entire system to
be viable. Individual banks should be able topapemtion tax like any
other company, pay interest to its depositors,déind to shareholders,
salaries to the staff and meet other expensesefdrer unless the banks
earn, they may not operate soundly in the system.tiis purpose, it
must adopt judicious loan and investment policies.

3.2.4 Stability of the System

A sound banking system must be stable. It shouleraip rationally.

There should neither beundue contraction nor exparef credit. If the

banks restrict the creation of credit when trad# iadustry need it most,
it will affect the interests of the business comitynegatively. On the

other hand, if it expands credit when the econocanditions do not
permit such, it will lead to boom and inflation. &nCBN help in

achieving stability in the banking operations of tommercial banks by
a judicious credit control policy.

3.2.5 Efficient Reserve Management
A sound banking system should be able to possd&sent reserve

management ability. A bank keeps some amount ofeynanreserve for
meeting the demand of its customers in case of ganey. Though the
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money kept in reserve is idle money, yet the barnot afford the risk
of keeping a small amount in reserve. There areclrewy some statutory
limits laid down by the Central Bank in maintainingnimum reserves
with itself and with the central bank. However, howch reserve money
should a bank maintain is governed by its own wisdexperience and
the size of the bank. The bank should manage s®rve policy

effectively and efficiently without keeping too muor too little cash. It
has to balance between profitability and safety.

3.2.6 Expansion

A sound banking system must be spread throughautctuntry. It
should not be concentrated only in big towns amtidscbut also in rural
and backward localities. It is only by wide spreaxjpansion of the
banking system that the deposits can be mobiliset caedit facilities
can be made available to trade, industry, agriceftetc. This is
especially in developing countries where the bagpksystem must
provide these facilities through its expansionlirageas.

3.2.7 Sufficient Elasticity

The elasticity of banking operations should haviéigent elasticity, in
its lending operations. It should be in a positiorexpand and contract
the supply of loanable funds with ease in accordamith the directives
of the Central Bank of Nigeria.

4.0 CONCLUSION

The countries of the world practice different barkisystems and the
soundness of the bankingsector of the countriees/drom country to
country. This unit highlights systems of bankingrysag from unit
banking, branch banking etc. to electronic bankitigalso discusses
essentials of a sound banking system.

5.0 SUMMARY
In this unit, you have learned about,

Systems of banking

Advantages and disadvantages of unit banking
Advantages and disadvantages of branch banking
Essentials of a sound banking system
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6.0 TUTOR-MARKED ASSIGNMENT

Discuss the essentials of sound banking system.
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1.0 INTRODUCTION

Money market has become an important market indheelopment of

financial institution and market in a country. Tinm®ney market serves
as a means of generating loans to finance the alewent of a project.
The money market has become an important aspdot isociety, where
by investors uses this channel to acquire and sdmancial assistants
or loands to drive the success of their organisati&inancial markets
are broadly categorised into money and capital etarkrhe structure of
a country’s financial markets is dictated by thereamic and financial

development of its economy. As a country experisng®wth in its

wealth and income, its financial structure alsodmees richer in assets,
institutions and markets. In this unit, you shalhin about money and
capital markets, the stock exchange and their imgtrespectively.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. explain the concept of money market and its instins
J identify and explain the instruments of money marke
. identify and discuss the functions of money market
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3.0 MAIN CONTENT
3.1 Money Market

3.1.1 What is a Money Market?

This is the market for short-term loan funds orrsterm credit. The

money market deals in short-term instruments theg aeadily

convertible into cash, and whose maturity rangevéeh a few days and
two years. Thus, the money market provides oppdaytdor those with

surplus funds to lend at short -term, thereby meethe demand of
borrowers who are in need of temporary finance aad offer an

acceptable claim. In Nigeria, the debt instrumeraded in this market
include treasury bills, treasury certificates, coenoml papers, bankers’
acceptances, promissory notes, certificates of slegpobankers’ unit
fund and money at call.

Participants in the market include the commerciahks (the most
dominant of the financial institutions in the intexdiation of short-term
funds), merchant banks, insurance companies aner @tvings-type
institutions such as savings banks, individuals atieers. The Central
Bank of Nigeria CBN supports the market as lenddasi resort through
the provision of rediscount facilities for Fede@bvernment short-term
debt instruments and other eligible assets.

3.1.2 Instruments of Money Market

The following borrowing instruments are traded hie tNigerian money
market:

Treasury Bills:

These are mere I0Us of government or short-termrolang
instruments of government with maturity durationtbfee months or
91days. Through these bills, government borrowsi$ulo prosecute its
programmes pending the collection of governmenemees. Being a
government borrowing instrument, loans grantedughothis means are
considered less risky and hence treasury bills parpular with the
commercial banks.
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Treasury Certificates:

These are another popular government borrowingumgnts in the
Nigerian money market. They are medium-term govemnsecurities
with maturity duration of one to two years. The adbehind their
issuance is to bridge the gap between the tredsillrand long-term
government securities. The treasury certificatdedif from the call
money scheme, which is an instrument for investnedérgurplus funds
on an overnight basis, and from the treasury wiligch provide a market
for funds for periods not exceeding 91 days.

Call Money

The call money is another instrument used in theeywanarket. This is
an arrangement whereby the participating instihgionvest monies
surplus to their immediate requirements on an aghtnbasis with

interest and withdrawable on demand. The ratioredhind the call

money arrangement derives from the realisationnale treasury bills

provide opportunities for investment of short-tefonds on a three-
monthly basis, there is a need for facilities favastment of funds
surplus to immediate requirements on an overnigigish This has
advantages for banks. For instance, unlike theitstat and other cash
balances, call monies earn some returns and atsdnge time are
withdrawable on demand. They thus act as a cushkiboch absorbs the
immediate shock of liquidity pressures in the marke this way, they
provide a first line defence against cash sincg taan always be drawn
up immediately to meet pressing cash shortages.

Certificate of Deposit

These are inter bank debt instruments designettrecasurplus fund of
commercial banks into the merchant or investmenk®aThey help to
reduce the excess liquidity to commercial banks.

Bankers Unit Fund (BUF)

These are outlets for investment of surplus fungs danks on
government stocks. They are also means to redecexttess liquidity in
the banking system.

Bills of Exchange

A bill of exchange is an unconditional order in tmy addressed by one
person, signed by the person giving it, requirimg person to whom it is
addressed to pay on demand, or at a fixed or detabte future time, a
sum of money or to the order of a specified persopearer. It originates
from creditor and requires acceptance of the ddigore it can become
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valid. When a bill is accepted, it can be discodrfter immediate cash
through the forum of money market.

SELF-ASSESSMENT EXERCISE

Define money market and discuss its instruments.

3.1.3 Functions of Money Market

Money market performs the under listed functionBligeria:

Vi.

Vil.

viii.

Promotion of an efficient allocation and wd#tion of funds in the
economy, thus ensuring non-existence of idle fund.

Helps the commercial banks to hold lower casberve through
provision of numerous investment outlets — treaduilg, call
money, treasury certificates etc.

Acts as an important source for short-termrrbwing to the
government.

Helps to indigenise the credit base of the necoy through
provision of Nigeria securities.

Provision of an avenue or way for the implenagioh of
government monetary policy.

Provision of forum for fund mobilisation andlogzation in the
economy.

Provision of opportunity for investment inifly liquid and
riskless assets.

Help banks to invest their surplus fundsemrning assets and thus
minimising their cash holding.

It promotes liquidity and safety of financiassets since through

the forum of money market one can easily convertiagiesired
short-term security into cash.
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3.1.4 Features of a Developed Money Market

A developed money market refers to one which is manatively
efficient in the sense that it is responsive tongjes in demand for and
supply of funds in any of its segments, and effeutgated in any part of
it quickly spread to others without significant éntag. To be able to be
considered as a developed money market, the malnketd be able to
posses the following Features:

Presence of a Central Bank

A Central Bank with adequate legal powers, suffitierelevant
information and the expertise, must exist as adewd last resort and as
the initiator and executor of monetary policy aslele.

Presence of a Developed Commercial Banking System

A well developed money market should be chara&drisy the presence
of a developed commercial banking system, alondp &itwide-spread
banking habit on the part of the public.

Adequate Supply of a Variety and Quantity of Financal Assets

In a well developed money market, there shouldrbadequate supply
of a variety and quantity of short-term financialsats or instruments
such as trade bills, treasury bills, etc.

Presence of Well-Developed Sub-Markets

The existence of well- developed sub-markets and #dequate
responsiveness to small changes in interest arzbuh$ rates make
room for a well-developed money market. If the dedhand supply of
certain instruments dominate, the interaction betwdifferent interest
rates will be limited.

Existence of Specialised Institutions

For competitiveness and efficiency, there must texdpecialised
institutions in particular types of assets, e.gcsplised discount houses,
acceptance houses specialising in accepting billspecialised dealers
in government securities.

Existence of Contributory Legal and Economic Factos

For the money market to be well-developed, therstrauist appropriate
legal provisions to reduce transaction costs, ptoagainst default in
payment, while prerequisite economic forces suckpeedy and cheap
transmission of information, cheap fund remittaneed adequate
volume of trade and commerce, must exist.
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3.1.5 Money Market Institutions

Discount Houses

A discount house is a special, non-bank finanastitution intervenes in
mobilising funds for investments in securities @sponse to the liquidity
of the system. It does this by providing discowdf/scounting facilities
in government short-term securities. In the processshifting the
financial system from direct market-based monetogtrol, discount
houses were established to serve as financiahneidiaries between the
CBN, licensed banks and other financial institusiorBome of the
discount houses currently in operation in Nigenielude First Securities
Discount House Limited, Express Discount House tenh Associated
Discount House Limited, Kakawa Discount House L&dit and
Consolidated Discount House Limited.

Universal Banking

CBN has approved the introduction of Universal Bagkin Nigeria.
Since the release of the guidelines, more tharb#erks have converted
to universal banking status. Thus, such banks tp&ammercial and
Merchant functions.

Commercial and Merchant Banks

Commercial and Merchant Banks operate under thel legmework of
the Banks and other Financial Institutions (BOFDt &5 of 1991 (as
amended).

Commercial banks perform three major functions, elgnmacceptance of
deposits, granting of loans and the operation & gayment and
settlement mechanism. Since the Government comrderadive

deregulation of the economy in September 1986, ¢bexmercial

banking sector has continued to witness rapid drpedpecially in terms
of the number of institutions and product innovasian the market.

Merchant banks take deposit and cater for the neéawrporate and
institutional customers by way of providing mediamd long-term loan
financing and engaging in activities such as eqemmmeasing, loan
syndication, debt factoring and project adviserslients sourcing funds
in the market. The first merchant bank in NigeNggerian Acceptance
Limited (NAL), started operations in 1960. Currgnthere is a general
banking operation. With this banks performs mudtipbperations
whether commercial or merchant operation.
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Community Banks

A community bank in Nigeria is a self-sustainingaincial institution
owned and managed within a community to providarftial services to
that community. The National Board for CommunitynBa (NBCB)

processes applications for the establishment ofnoenity banks. The
first community bank commenced operation in Decani$¥90. Since
then, NBCB has issued provisional licences to 1,8&&munity banks
and are expected to be issued final licences byCBMN after operating
for two years.

3.1.6 Procedures for Establishing a Bank in Nigeai

1. Any person desiring to undertake banking businesdigeria
shall apply in writing to the Governor for the graf a licence
and shall accompany the application with the foifoyv
) A feasibility report of the proposed bank

. A draft copy of the memorandum and articles of
association of the proposed bank

) A list of the shareholders, directors and principificers
of the proposed bank and their particulars

) The prescribed application fee and

) Other information, documents and reports as thé& baay,

from time to time, specify

2. After the applicant has provided all such inforraatidocuments
and reports as the bank may require the sharelsolokithe
proposed bank to deposit with the bank a sum etuahe
minimum paid-up capital that may be applicable.

3. Upon the payment of the 25billion Naira paid-up itap the
Governor may issue a license with or without cdodg or refuse
to issue a licence and the Governor need not giyer@ason for
the refusal.

4. Where an application for a licence is granted,lthek shall give
written notice of that fact to the applicant and ticence fee shall
be paid.

Please for more information, visit Central Bank Nijeria Website:
www.cenbank.org
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4.0 CONCLUSION

The above unit has explained the financial insttueaind its uses along
with its regulating bodies. It shows us the changegh the financial
sector has undergone within the last 10 to 15 yeargying from the
hike in capital base for commercial banks, to tifahortgage banks and
clearing houses.

5.0 SUMMARY

At the end of this unit, the student should be &blanalyse the financial
sector, and how it carries out its activities.

6.0 TUTOR-MARKED ASSIGNMENT

1. What are the procedures for establishing a bahkgeria?
2. Explain the money market instruments.
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1.0 INTRODUCTION

In this unit, you will learn about the charactadstof the capital market
and the factors influencing activities in the capimarket. The unit
explains the opportunities in the Nigerian finahaiarket. Also, we
shall discuss the functions of the Nigerian finahonarket.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

explain the meaning of capital market

[ist the characteristics of the capital market

examine the functions of Nigerian capital market

discuss the roles and benefits of the central gexsirclearing
system
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3.0 MAIN CONTENT
3.1 The Capital Market

What is a Capital Market?

The capital market is the market where long terndfuare being raised,
it mobilises surplus funds from the surplus unieobnomy for usage by
the deficit unit of the economy. Instruments tradedhe capital market
are of long term in nature. The capital market edidm providing a
forum or fund mobilisation, also help in developrme investment
opportunities, willing investors can come to the rkead to buy
investment instrument being offered at the capitatket. The growth of
the capital market also makes for the growth ofriagonal economy.
The capital market as a whole is a complex arraegérof institutions
and mechanism where medium and long term fundp@ked and made
available to organisation, government, and indigidu

The development of the capital market stems froenrémlisation that
household, corporate and institutional savings banmobilised and
channeled for investment purpose thereby reducireg dlamour for
foreign sources of fund which often times have tmal and economic
strings attached thereon. The possibility of mehbiy funds
domestically through the capital market inducesaespon and growth
by the firms through forward and backward integnatwhich are made
possible cheaply. The growth of any nation econaltyi¢gs measured by
the value of its accumulated wealth and its grothtiough savings and
investment. The capital market provides funds fachsdevelopment.
The growth rate of capital market depicts the ghoimtinvestment and
the productive sector of the economy at large.

The financial instruments (or securities) tradedthe market include
equities or ordinary shares,industrial loans aneéfgpence shares,
Federal Government Development Stocks, State Gowarh bonds,
company bonds and dentures and mortgages. Sesuridiged and in
thecapital market mature as from three years aongealParticipants in
this market include, thecommercial, merchant andekbpment or
specialised banks, finance and insurance compproegjent and
pension funds, other financial intermediaries ltke Federal Savings
Bank; and individuals. The non-bank financial ihgtons are dominant
in this market just as commercial banks dominagenttoney market. As
with the money market, the CBN is a major partinipathe market as it
is statutorily required to absorb unsubscribed ipost of government
debt issues into its portfolio. The capital markedivided into two:
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I. The primary (or New issue) market which dealthwvithe selling
of fresh or new securities; and

il. The secondary (Stock exchange) which is camegrwith the
resale of old or second- hand securities.

The Nigerian Capital Market is a channel for mdwilg long-term
funds. This means of sourcing long term loans Haaen employed by
major companies within the country, which has helfreem in financing
their business activities. The capital market irgé¥ia serves as an
avenue for the companies to sell their share tacsofor funds for
investment and also look for investor to possiblyeist in the company.
The main institutions in the market include the \Beées and Exchange
Commission (SEC), which is at the apex and sergetha regulatory
authority of the market, the Nigerian Stock Exchra(ySE), the issuing
houses and the stock-broking firms. To encouragdlsm well as large-
scale enterprises gain access to public listirg NBF operates the main
exchange for relatively large enterprises and tleeoBd-Securities
Market (SSM), where listing requirements are lasmgent, for small
and medium scale enterprises.

Given its operations both in the primary and seamndnarkets, the
Nigerian Capital Market has recorded phenomenaWwtiran the first
twenty years of its formal existence. The equitykea capitalisation of
N1.70 billion and listed equities of 92 in 1980,vearisen to N472.9
billion and 196 listed equities at the end of 20BDnew issues valued at
N16.71 billion were raised from the market to fuvalrious expansion
and developmental projects in the country in ther @900.

Unit Trusts Scheme alsooperates on the market Her purpose of
mobilising the financial resources of small and §&yers and managing
such funds to achieve maximum returns with minimusk. Currently,
there are 14 Unit Trust operations in the market.

3.2 Major Participants in the Nigerian Capital Market

. The Securities and Exchange Commission (SEC), whsch
responsible for the overall regulation of the entirarket.

J The Nigerian Stock Exchange (NSE), a self-regujator
organisation in NCM that supervises the operatminthe formal
guoted market.
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) Market Operators, this consists of the Issuing lsudMerchant
Banks and Stock broking firms), Stockbrokers, Teast
Registrars, etc.

) Investors, Insurance Companies, Pension Fund, Uniists
(Institutional Investors) and Individuals.

J The Central Bank of Nigeria (CBN).

J The Federal Ministry of Finance

3.3  Evolution of the Nigerian Capital Market

The need to raise funds domestically informed thming together of
some eminent Nigerian and British national in tloeporate world as
exists in Nigeria. They jointly agree on seeking tbrmation of a forum
that will enable fund on the long term bases tadsed locally, Until
then, most times operating firms, borrow fund fritra banks (mostly on
short term basis) most of which have foreign natiibtyy ownership. This
desire for a capital market informed the appointneda committee to
advice the Federal Government on ways and mearestablishing a
stock market in Nigeria. This committee was formesét up by the
Federal ministry for Industry in May 1958. The Coitte® reported
favorably in 1959 on the benefit of such a marketlso made the
following recommendations among others;

1. The creation of facilities for dealing in share

2. Measures to encourage savings and issue ofritsezuof
government and other organisation.

3. The establishment of rules regulating transfers

Thus in 1960 The Nigeria Stock Exchange was firsbiporated as the
LagosStock Exchange on 15th September as a non-maiing private
limited liability company. It actually began opecais on 5th June 1961
with anauthorised share capital.

3.3.1 Characteristics of the Capital Market

The capital market represents the forum for mdhgslong term
financial instrument. The major feature of the tapnarket involves:

1. Instrument traded in the capital market arermediate and long
term in maturity, involving both debt and equity.
2. The available financial instruments in the t@pmarket come

from fivegeneral categories of users; individuaigl dnousehold
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business and financial corporations; the federaleguments;
state and local government and foreign borrowers.

3. The supply of new funds are mainly channeledugh financial
institution from the same five sources of fund.

4. The scope of the market covers both long temantial
instrument and medium term financial instruments.

5. The long term financial instruments are norynapen for trading

among investors in the counter and organised exgEhamarket
rather than the raising of new funds in the primagrket.

3.3.2 Capital Market Instruments
The following instruments are traded in the capitarket:

Equity Stocks (Shares)

These are units of capital of a company. Holdermsquifity stocks are co-
owners of the company. Companies raise initial teapirough the sale
of shares in the capital market. Those who invesiuity stocks receive
dividend per annum depending on the state of thepemy's profit.

Development Stocks

These are government long-term borrowing instrusertich mature as
from five years and above. The interest chargeahlesuch securities
conforms to the time dimension.

Bonds/Debenture

These are fixed interest securities issued by puhithorities and quoted
enterprises to raise funds (mainly from the capmalrket). They are
therefore debt or borrowing instruments of govemntnand quoted

companies. Bonds are largely associated with pudalihorities while

debentures are often associated with the compadiggke the equity

stock holders, bond and debenture- holders arateredo the issuing

enterprise(s). They therefore receive fixed intepagyments and do not
care to share in the risks, and therefore the tsrofithe enterprises.

3.3.3 Functions of Capital Markets
The capital market performs the following functions

I. It provides local opportunities for borrowiagd lending for long-
term purposes.
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Vi.

Enables the authorities to mobilise long-texapital for the
economic development of the country.

Provides foreign business with the facility offer their shares,
and the Nigerian public an opportunity to invesd garticipate in
the shares and ownership of foreign businesses.

Provide facilities for the quotation and readharketability of
shares and stocks, and opportunities and facilibesaise fresh
capital in the market.

Maintains discipline in the market through aduction of a code
of conduct, checking abuses and regulating theviaes of the
operators in the market.

Provides a healthy and mutually acceptableirenment for
participation and co- operation of indigenous angadriate
capital in the joint effort to develop the Nigeri&gonomy to the
mutual advantage of both parties through partiopatand
ownership.

3.3.4 Differences between Money and Capital Markets

Whereas the capital market provides opportesifior sourcing
medium and long- term loans and avenues for meaindhlong-
term investments, the money market offers oppaditsifor
sourcing short -term loans and making short-tervestments.

Whereas the capital market instruments matasefrom three
years and above, money market instruments matut@nwone
year mainly.

Whereas the participants in the capital mar&kee mainly those
that lend long, e.g. Development Banks, MerchamikBaFinance
Corporations, Stock Exchange and the Central Baithle

participants in the money market are largely thosétutions that
lend short e.g. the commercial banks, discount émuand
acceptance houses.

SELF-ASSESSMENT EXERCISE

Identify and discuss the instruments of Capital kéaimn Nigeria.
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3.4  Functions of the Nigerian Capital Market
The following are the functions of the Nigerian @alpmarket

1. The capital market acts as financial intermsdthat refocuses
funds from tile surplus sector to tile deficit smct

2. The capital market provides corporate orgaioisandividuals the
opportunities to raise new funds

3. The capital market provides a market for emgstsecurities and
hence helps in proper valuation of both new andterg classes
of stock.

Nigerian Securities and Exchange Commission (SEC)

The Nigeria Securities and Exchange Commission jS&ne in to
existence by virtue of the SEC Decree of 1979 wibebame effective
from 1st April 1978 majorly to protect the interedtinvestors and to
oversee an orderly development of the capital ntaflkee commission is
the apex regulatory body for the Nigerian capitalket.

Functions of the Nigerian Securities and Exchange @nmission

(SEC)

The Major functions of the SEC include the follogin

l. Registers all securities proposed to be offefed sale or for
subscription by the public or to be offered privatavith the
intention that the securities shall be held ultehaby others than
to those to whom the offers were made or registestatk
exchange and securities dealers as stated by thgbdk
committee on SEC.

2. Determine the amount and the time at which rs@esi of a
company are to be sold to the public.

3. Maintain surveillance over securities marketettssure orderly,
fair, and equitable dealings in securities.

4. Registers stock exchange branches, registramggstments

advisers, securities dealers and their agents amdrot and
supervises their activities with a view to maintairstandards of
conduct and professionalism in the securities l@ssin

5. Protects the integrity of the securities markehinst abuses
arising from the practice of insider trading.
6. Acting as regulating or apex organisation for Nigerian stock

exchange and its branches to which it would beiksrtly to
delegate powers.

7. Create the necessary atmosphere for the oradgdwth and
development of the capital market. The SEC is &dsondertake
such other activities as are necessary for givirlgefffect to the
provisions of the SEC decree.
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The Central Securities Clearing SystenfCSC9

The Central Securities Clearing system (CSCS) restdshe concept
which provide an integrated central depositoryactey (electronic/book
entry transfer of shares from seller to buyer agttlesnent (Payment for
bought securities) for all stock market transadidastablished in 1992
(stemming from the 1989 conference of the Fedaratibinternational
Stock Exchange of which the Nigerian stock exchasgemember) the
Nigerian Stock Exchange endorsed the establishn@ntCSCS,
following the recommendation of a group of 10 pte&vaompanies which
conducted a research on the operation of the finhn@arket. Clearing
settlement and delivery of transactions on the amgk are done
electronically by the Central Securities Clearingst8m (CSCS). The
CSCS a subsidiary of the Nigerian Stock Exchangs esablished as
part of the effort to make the Nigerian Stock Mankere efficient and
investor — friendly, the CSCS also offers the cdsto services.
Transaction cycle currently has been reduced todays (T +3) in the
CSCS. The CSCS also help eliminate the bottle neekseen registrars
and company executives in issuing new certificedgavestors.

3.5 The Stock Exchange Market
3.5.1 What is Stock Exchange market?

The stock exchange is an organised market for lgugimd selling of
secondary, existing, old or second-hand secur{ties existing shares,
stocks and bonds). The Nigerian Stock Exchangefaasded in 1960
as Lagos Stock Exchange through the inspiration tbe

FederalGovernment, the NIDB, the CBN and the bgsim®mmunity.
Backed by the Lagos Stock Exchange Act of 1961, é¢kehange
commenced business in June of the same year. Asiced in the
memorandum of association of the organisation, thgectives of
theNigerian Stock Exchange (NSE) include:

I. The creation of an appropriate mechanism #gital formation
and efficient resource allocation among competiraggets

il. The provision of special financing strategiles those projects
with long — termgestation periods.

ii. Maintenance of fair prices for securities.

iv. Maintenance of discipline in the capital méarke

V. To spread share ownership among Nigerians.
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3.5.2 Functions of the Stock Exchange

The Nigerian Stock Exchange performs the followimgctions:

I. It provides liquidity to investors by maintang the transfer of
shares and other securities or by enabling holddrssuch
securities to convert them into cash with ease.

il. It is a source of capital to government andhpanies.

ii. It helps to maintain prices of securities @yntrolling the flow of
stocks and shares into the market.

iv. It provides information on the value and psdcef securities to
investors.
V. It protects the investor / public against fralemt practice since

the participants in the market are known-licensealers.

Vi. It stimulates inflow of foreign exchange intbe economy by
promoting issuance and sale of non — voting sharef®reign
investors.

vii. It helps to maintain discipline in the capitaarket.

viii. It controls the activities of jobbers andolkers.

3.6 How to Access the Nigerian Capital Market

When a company or government wants to use the &aparket to raise
long-term funds, it must consult an issuing housstockbroker. These
specialists provide the company/government witharftial advisory
services. It is their duty to study the company&sfprmance over the
years in order to determine its financial needsrévio, they do not only
advise on the best option, they undertake totaniomal restructuring of
the company before introducing the facility to twenpany.

The issuing house and the stockbroker liaise with dther parties —
Registrars, Trustees, Auditors, Reporting Accountand Solicitors etc.
to produce a marketing document known asRROSPECTUS. The

Prospectus is the document the public relies omfaking investment
decision. Necessary approvals from SEC and otheiebare obtained.
If the financial option involves listing on the $to Exchange, the
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brokers to the issues ensures that all necessgyoad with the
Exchange are also obtained since only stockbrata@rsntroduce issues
to the Exchange.

On the completion of the offer, the proceeds ofitisee are handed over
to the company for executing the proposed busipesgramme on long-
term investment and the securities is listed onDhdy Official list of
the Exchange.

For individuals wishing to invest in the Capital Mat in form of buying
shares, what they need do is to consult a Stodkirfigdirm and register
with the broking firm. For more information on irsteng in the Nigerian
Capital Market contactvww.nigerianstockexchange.com

4.0 CONCLSION

In the unit, we examine the factors influencinghati¢s in the capital
market and requirements for listing on the NSE.

Financial markets in general deal in financial &ssnd liabilities of
various maturities andconsist of institutions, fastents, rules and
regulations which guide the mobilisation of fundsir the surplus units
of the economy to the deficit units. The role o timoney and capital
markets in the economic development of Nigeriadmginued to attract
increasing attention among policy makers. This ustamines the
concept of money and capital markets. It alsothrdight on the
functions of money and capital market. The diffeesibetween money
andcapital markets are highlighted; special atbents given to stock
exchange market and itsfunctions.

5.0 SUMMARY

In this unit, you have learned about

I. The concept of capital markets
il. The functions in the economy

ii.  The differences between money and capitalketsr
iv. The Stock Exchange Market
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6.0 TUTOR-MARKED ASSIGNMENT
Define Stock Exchange Market and explain its fuorgdi
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1.0 INTRODUCTION

The financial system of a country is a complex elodely integrated set
of sub systems of financial institutions, markeitsstruments and
financial services which facilitate the transferdaallocation of funds
efficiently and effectively. The Nigeria financigystem consists of both
organised (formal) and unorganised (informal) segseThe formal
financial system comes under the purview of Miyistf Finance,
Reserve Bank, Securities and Exchange Board aner o#gulatory
bodies.

Financial institutions are the intermediaries whoilftate in mobilising
savings and allocation of funds in an efficient mamnand include
banking and non banking institutions. Financial ke#s provide the
transmission mechanism whereby various participatésnands and
requirements interact to set a price for finana&ims. The main
financial markets in India include the market ftvog term securities
(money market) and for long term securities (caprtarket). Financial
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markets are also classified as primary and secgndarkets. While the
primary market deals in new issue of securities,gacondary market is
meant for trading in existing securities (stock lexege and over the
counter market). Primary equity market includes lipukssues, right

issues, offer for shares and private placement hafres. Financial
instruments represent the claims against a pensan mstitution for the

payment at a future date, a sum of money and/@riagic payment in

the form of interest or dividend. Financial sedastare classified as
primary (direct) and secondary (indirect) secuwsitieThe primary

securities are issued by the ultimate borroweruoidé to the ultimate
investor as shares and debentures while secondatyities are issued
by the financial intermediaries to the ultimate esgv(bank deposits,
insurance policies, mutual funds etc.).

2.0 OBJECTIVES

At the end of this unit, you should be able to:

explain the meaning of merchant bank

trace development of merchant banking in Nigeria
analyse the functions of merchant bank

explain the meaning of development banks

trace the evolution of development banks in Nigeria
analyse the functions of development banks

trace the history of Nigerian industrial developineank
discuss the federal mortgage bank of Nigeria (FMBN)
discuss the Nigerian agriculture and cooperativk {BIACB)
analyse the functions of Nigerian agriculture arabperative
bank

3.0 MAIN CONTENT

3.1 The Meaning of Merchant Bank

According to the Nigerian Banking Amendment Dediide.88) of 1979,
Merchant Bank means any person in Nigeria who igaged in
wholesale banking, medium and long-term financegyipment leasing,
debt factoring, investment management, issue acdpdance of bills
and the management of unit trust. They are alstedahcceptance
Houses or Discount Houses.
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A merchant bank deals with the commercial bankingeds of
international finance, long-term company loans, stotk underwriting.
This type of bank does not have retail offices weharcustomer can go
and open a savings or checking account. It is samstsaid to be a
wholesale bank, or in the business of wholesalkihgnbecause these
banks tend to deal primarily with other banks & #ame kind, as well
as large financial institutions. In the USA, fosiance, merchant banks
are known as investment banks (Jhingan, 2004).

The most familiar role of the merchant bank is ktaaderwriting. A

large company that wishes to raise money from iavesthrough the
stock market can hire this type of bank to impletrard underwrite the
process. The bank determines the number of starksetissued, the
price at which the stock will be issued, and tmeirtg of the release. It
then files all the paperwork required with the gas market authorities,
and it is also frequently responsible for marketing new stock, though
this may be a joint effort with the company and aged by the
merchant bank. For very large stock offerings, sveanks may work
together, with one being the lead underwriter.

By limiting their scope to the needs of large comps, these banks can
focus their knowledge and be of specific use tohsakents. Some
specialise in a single area, such as underwritingternational finance.

Many of the largest banks have both retail and heert division. The
divisions are generally very separate entitiesthage is little similarity
between retail banking and what goes on in a matdbank. Although
the lives of most people are probably affected ydary in some way by
decisions made in this type of bank, many peopdeumlikely ever to
visit or deal directly with one. They usually opterdehind the scenes
and away from the spotlight.

3.1.1 Development of Merchant Banking in Nigeria

Merchant banking will rightly be said to have stdrin Nigeria with the
registration of Nigerian Acceptance on 25th Novemid®60, and the
Philip Hills (Nigeria) Limited on 14th Septembet96D. Between 1960
and 1969, these two banks operated in Nigeria asotily licensed
merchant banks. In 1969, the two merged to form Migerian

Acceptances Limited now called NAL Merchant Banknlied. The

merger was resorted to due to limited activitiegh& two banks. NAL
Merchant Bank remained the only operating merchoamk in Nigeria
until 1973. The indigenization Decree requires @0:fercent -

161



BFN 407 INVESTMENT BANKING

expatriate/indigenous equity ownership in the bagkndustry. The oil
boom of the 1970s and the Third National Developntdan helped to
increase the activities of the merchant bank. akes led to an upsurge
in the merchant banking industry in Nigeria. Theos®l merchant bank
to enter the market was the United Dominion TrusihiB (Nigeria)
Limited, which was licensed in July 1973. Followiitg licensing as a
merchant bank, it changed its name to UDT (Nigekiajited in April,
1974. Today, it answers the Nigerian Merchant Bank.

In 1974, the First National Bank of New York (Nig8rLimited was

licensed. This was followed by the First NationanR of Chicago
(Nigeria) Limited lately known as International Meant Bank (Nigeria)
Limited in 1975. Following the Federal Governmentigcision to
participate in all foreign-owned banks operatingha country, the First
National City Bank of New York (Nigeria) Limited,age up its license
in protest and closed its operation in late 197@0 Tother banks: -
Chased Merchant Bank (Nigeria) Limited (licensed 1874) and
Investment Company of Nigeria (ICON) Merchant Baské&imited-

joined in 1975. Presently, Chase Merchant Bank arswontinental
Merchant Bank.

In 1979, the Nigeria-America Merchant Bank came ioperation. Two
merchant banks: - Merchant Banking Corporation @& Limited and
Indo-Nigerian Merchant Bank (Nigeria) Limited- comnted business
in 1982 though they were granted licenses in 1981982, three new
merchant banks: -Merchant Bank of Africa (Nigetianited, First City
Merchant Bank Limited and ABC Merchant Bank Limitedre granted
licenses. The first two commenced business opasiin 1983 while the
third started operations in 1984. Another of therahant banks to be
licensed is the Grindlays Merchant Bank (Nigerianited (1984). In
1986, Financial Merchant Bank Limited was approved.

3.1.2 The Functions of Merchant Banking
The Functions of Merchant Banking are listed a®¥od:

I. Raising Finance for ClientsMerchant Banking helps its clients
to raise finance through issue of shares, debes)tbank loans,
etc. It helps its clients to raise finance from th@mestic and
international market. This finance is used for tgigr a new
business or project or for modernisation or expansef the
business.
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Vi.

Vil.

viii.

Broker in Stock Exchange Merchant bankers act as brokers in
the stock exchange. They buy and sell shares oalfbehtheir
clients. They conduct research on equity sharesy ®lso advise
their clients about which shares to buy, when tp, bow much to
buy and when to sell. Large brokers, Mutual Fundsnture
Capital companies and Investment Banks offer mertchanking
services.

Project Management Merchant bankers help their clients in
many ways. For e.g., advising about location of rajget,
preparing a project report, conducting feasibifitydies, making
a plan for financing the project, finding out saescof finance,
advising about concessions and incentives frongtwernment.
Advice on Expansion and ModernisationMerchant bankers
give advice for expansion and modernization of Hsiness
units. They give expert advice on mergers and asmadgions,
acquisition and takeovers, diversification of bess, foreign
collaborations and joint-ventures, technology ugorg, etc.
Managing Public Issue of CompaniesMerchant bank advise
and manage the public issue of companies. Theyigwothe
following services related to public issue of séms:

a. Advise on the timing of the public issue.

b. Advise on the size and price of the issue.

C. Acting as manager to the issue, and helping in @toog
applications and allotment of securities.

d. Help in appointing underwriters and brokers toifisele.

e. Listing of shares on the stock exchange, etc.

Handling Government Consent for Industrial Projects A
businessman has to get government permission dairgj of the
project. Similarly, a company requires permission éxpansion
or modernisation activities. For this, many forrma$ have to be
completed. Merchant banks do all this work for tledients.
Special Assistance to Small Companies and Entreprears
Merchant banks advise small companies about bussines
opportunities, government policies, incentives ammhcessions
available. It also helps them to take advantage thedse
opportunities, concessions, etc.

Services to Public Sector UnitsMerchant banks offer many
services to public sector units and public utéiti@hey help in
raising long-term capital, marketing of securitiefgreign
collaborations and arranging long-term finance fitenm lending
institutions.
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IX. Revival of Sick Industrial Units Merchant banks help to revive
(cure) sick industrial units. It negotiates witlffelient agencies
like banks, term lending institutions, etc. It alptans and
executes the full revival package.

X. Portfolio Management A merchant bank manages the portfolios
(investments) of its clients. This makes investmesdfe, liquid
and profitable for the client. It offers expert daince to its clients
for taking investment decisions.

xi.  Corporate Restructuring It includes mergers or acquisitions of
existing business units, sale of existing unitismestment. This
requires proper negotiations, preparation of docuseand
completion of legal formalities. Merchant bankefteall these
services to their clients.

xii. ~ Money Market Operation Merchant bankers deal with and
underwrite short-term money market instrumentshsasc
a. Government Bonds.
b. Certificate of deposit issued by banks and rioia
institutions.
C. Commercial paper issued by largpa@te firms.
d. Treasury bills issued by the Goweent (Here in Nigeria
by CBN).
xiii.  Leasing ServicesMerchant bankers also help in leasing services.

Lease is a contract between the lessor and lesdexeby the
lessor allows the use of his specific asset suckgagppment by
the lessee for a certain period. The lessor chaagé=e called
rentals.

xiv. Management of Interest and DividendMerchant bankers help
their clients in the management of interest on debes / loans,
and dividend on shares. They also advise theintckdout the
timing (interim / yearly) and rate of dividend.

SELF-ASSESSMENT EXERCISE

What is the most familiar role of the merchant Bank

3.2 The Meaning of Development Banks

Development banks are specialised financial irnstiis providing
medium and long-term credits to selected sectoth@feconomy. Such

sectors include Agriculture, Commerce and Indugiigiising, etc.

These banks are government-established institutifors special
purposes. In Nigeria, such banks include the Nagerindustrial
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Development Bank (NIDB) established in 1964 to yam business of
assisting enterprises engaged in industry, commeagdculture and
exploitation of natural resources in Nigeria; thegddian Bank for
Commerce and Industry (NBCI) established in 1973the wake of
indigenisation exercise to ensure that the exerssuccessful; the
Nigerian Agricultural and Cooperative Bank (NACB$ta&blished on
March 1973 to develop the agricultural sector; Hezleral Mortgage
Bank of Nigeria (FMBN) established in January 1907 cater for
housing problems in Nigeria, the Nigerian Exporpbrt Bank
(NEXIM) established in 1991 to provide both finanaed insurance
services to imports and exports businesses.

3.2.1 Evolution of Development Banks in Nigeria

Development banking in Nigeria was establisheda assult of strong
needs to close the gap created by the inabilithefoperating banks in
Nigeria such as commercial banks, central bankraacthant banks to
provide the needed funds to finance some specielorse of the
economy. Such sectors which must be financed mairth long-term
and sometimes with medium term funds, need findra®a specialised
banks such as development banks. These banks statdighed for the
purpose of providing medium and long-term loanscipital projects in
agriculture, commerce, industry and other essemiajects that are
necessary for economic development of the cour@nch loans are
usually provided from the banks internal resourdést. projects that
require huge capital resources than it cannot geoaione, development
bank usually mobilises other financial institutiotesraise the required
loan for the organisation that requires it.

Apart from providing medium and long-term loans ¢apital projects in
specific areas as already mentioned, developmerksb@nder ancillary
services like providing technical advice on new amdsting projects to
their customers, engaging in promotional activitestimulate interests
among their customers on new projects which thekdaronsider
necessary and profitable.

The commercial banks in operation provided shamtéunds which
were as a result of the nature of funds availablethém. Occasionally,
they provided medium-term funds and long-term baBisvelopment
banks perform this function by providing long-tetoans for capital
projects in specific areas.
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The first development finance institution to be s@t in Nigeria is
Nigeria Local Development Board (NLDB) in 1946. $hbank was
succeeded by regional development boards of themeforWestern,
Eastern and Northern blocks in the country in 19@%se institutions
were named Colony Development Board (CDB). In 1956, Federal
Loans Board (FLB) was set up following the fedechlaracter of
Nigeria. In 1959, the Investment comes after ite ffears operation into
the first development bank after independence B419his bank was
later transformed to Nigerian Industrial Developmd&ank (NIDB)
Limited established on January 22, 1964. NIDB matiespd the
development business until three other Federal (bovent development
banks were formed in the 1970s. In Nigeria, we hthe Nigerian
Industrial Development Bank (NIDB), the NigerianrBaor Commerce
and Industry (NBCI) and the Nigerian Agriculturab-©perative Bank
(NACB) now known as Nigerian Agricultural, Co-Optva and Rural
Development Bank Limited (NACRD). These banks amed by the
federal government.

Following the reconstruction of the Nigerian Indigdt Development
Bank Limited, NIDB in 2001, which incorporated tineandate of the
Nigerian Bank of Commerce and Industry (NBCI), (NBCI) appear to
have lost its identify. Today you may not discuse NBCI without
seeing it as a part of NIDB. Nevertheless, sinceCNBis still in
existence, having not been swallowed by the NIDBg¢can still be
referred to. The NBCI was established through De@2 of 5th May
1973 by the Federal Government of Nigeria. The bahich is believed
to be a child of circumstance because it came gy t#ife Nigeria’s civil
when the Indigenisation Decree was set up. Itesdats operation on 4th
October, 1974. The bank’s authorised capital aeption was N50
million with N35 million of this fully paid up andubscribed by the
Federal Government with 60 per cent contributiod e Central Bank
of Nigeria, which contributed the remaining 40 pent.

The bank (NBCI) when established was meant to ftastie
implementation of the Indigenisation Decree of 1By the Decree No.
22 of 2nd April 1973, the bank was to provide egu#pital and funds
by way of loans to indigenous persons, institutiamsl Nigerians for
medium and long-term investments in industry anthroerce at such
rates and upon board in accordance with the pdlicgcted by the
Federal Executive Council (FEC). This Decree empedehe bank to
borrow monies from any source it can, to enablaett its obligations
and discharge its functions.
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3.2.2 Functions of Development Banks

The nine important functions of development bankdNigeria are as
follows:

iv.
V.
Vi.
Vii.
Viii.

iX.

To promote and develop small-scale industries (BS¥igeria;
To finance the development of the housing sectdigeria;

To facilitate the development of large-scale indast (LSI) in
Nigeria;

To help the development of agricultural sector amdl Nigeria;
To enhance the foreign trade of Nigeria;

To help to review (cure) sick industrial units;

To encourage the development of Nigerian entrepisne

To promote economic activities in backward regiafs the
country; and

To contribute in the growth of capital markets;

Now let's discuss each important function of depelent banks one by

one:

Small Scale Industries (SSI) Development banks play an
important role in the promotion and developmenihef small-
scale sector. The Federal Government of Nigeria NFG
started Nigerian Industrial Development Bank (NIDB)
Limited on January 22, 1964 to provide medium aowigt
term loans to Small-Scale Industries (SSI) unitdDBY
provides direct project finance, and equipmentrfeceato SSI
units. It also refinances banks and financial tosons that
provide seed capital, equipment finance, etc. 3buaits.

Development of Housing SectorDevelopment banks provide
finance for the development of the housing secidre FGN
started the National Housing Fund (NHF) through Megional
Housing Fund Act 1992. The Federal Mortgage Bankligkria
Act of 1993 also came into being to provide longrecredit
facilities to mortgage institutions in Nigeria aedcourage and
promote the development of mortgage institutionghat rural,
local, State and Federal levels.

According to the FMBN Act of 1993, the functionstbé Federal
Mortgage Bank are to-
a. provide long-term credit facilities to mortgagetihgions

in Nigeria at such rates and such terms as may be

determined by the Board in accordance with thecgoli
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directed by the Federal Government, being ratestenmas
designed to enable the mortgage institutions tontgra
comparable facilities to Nigerian individuals desyr to
acquire houses of their own;

b. license and encourage the emergence and growtheof t
required number of viable secondary mortgage utsiits
to service the need of housing delivery in all paof
Nigeria;

C. encourage and promote the development of mortgage
institutions at rural, local, State and Federaélsy

d. supervise and control the activities of mortgaggitations
in Nigeria

e. collect, manage and administer the National Hou&ugd
in accordance with the provisions of the Natiddalising
Fund Act;

f. do anything and enter into any transaction whictthie
opinion of the Board is necessary to ensure tlopgar
performance of its functions under this Act

Large Scale Industries (LSI) Development banks promote and
develop large-scale industries (LSI). Developmeirtarfcial
institutions like NIDB, NBCI, NACB (now NACRD), etc
provide medium and long-term finance to the corosector.
They provide merchant banking services, such apapirgy
project reports, doing feasibility studies, adwson location of a
project, and so on.

Agriculture and Rural Development Development banks like
National Bank for Agriculture & Rural Developmem™NABARD)
help in the development of agriculture. NABARD $tarin 1982
to provide refinance to banks, which provide crettt the
agriculture sector and also for rural developmectivaies. It
coordinates the working of all financial institui® that provide
credit to agriculture and rural development. Itoalgrovides
training to agricultural banks and helps to condagticultural
research.

Enhance Foreign Trade Development banks help to promote
foreign trade. Government of Nigeria started Exjpaonport Bank
of Nigeria (EXIM Bank) in 1982 to provide medium catong-
term loans to exporters and importers from Nigeltigorovides
Overseas Buyers Credit to buy Nigeria capital godtsalso
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Vi.

Vii.

viii.

encourages abroad banks to provide finance toulgerb in their
country to buy capital goods from Nigeria.

Review of Sick Units Development banks help to revive (cure)
sick-units. Federal Government of Nigeria (FGN)tsich NBCI to
help sick units. NBCI is the main credit and redamgion
institution for revival of sick units. It facilitas modernisation,
restructuring and diversification of sick-units psoviding credit
and other services.

Entrepreneurship Development Many development banks
facilitate entrepreneurship development. NABARD, at8&t
Industrial Development Banks and State Finance @atons
provide training to entrepreneurs in developingdéahip and
business management skills. They conduct seminad a
workshops for the benefit of entrepreneurs.

Regional DevelopmentDevelopment banks facilitate rural and
regional development. They provide finance for tsigr
companies in backward areas. They also help thepaoi®s in
project management in such less-developed areas.

Contribution to Capital Markets Development banks contribute
to the growth of capital markets. They invest iniggshares and
debentures of various companies listed in Nigefibey also
invest in mutual funds and facilitate the growthcapital markets
in Nigeria.

3.2.3 History of Nigerian Industrial Development Bak

NIDB came into existence in 1964 after the restrung of ICON. The
new company was chartered to provide medium ang-term credit to
existing and emerging industrial and mining firms Nigeria. A
reconstruction of ICON to NIDB brought in the FealeGovernment of
Nigeria and the World Bank/International Finance rgooation as
partners. Originally, the firm had 42 Lagos shaléérs holding about
20 per cent of the equity and 56 foreign sharehsltelding about 80%
of the company. The company originally had a paideapital of 1
million pounds. After the restructuring, NIDB had authorized capital
of 5 million pounds with about 20 per cent of tiraes of the bank held
by Nigerians and about 10 per cent each held byCewatral Bank of
Nigeria and the International Finance CorporatidhCj. A few
international finance houses also held shares, 9anikh as Chase
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International Investment Corporation, Bank of Amari Irving

International Financing Corporation, IBEC, Northiwdsternational

Bank and Chemical Overseas Financial Corporatioparded their
overseas risk portfolio and might have investethenbank as a result of
its relationship with Nigerian Stock Exchange.

The Nigerian Industrial Development Bank (NIDB)gnally known as
ICON; an acronym for Investment Company of Nigeves a prominent
national development finance institution in Nigeriawas originally a
privately managed firm involved in development finang in Nigeria
and was then the major buyer and seller of stockhenLagos Stock
Exchange, while it also operated the exchange.cAnstructuring that
began in January, 1964, created an outgrowth oN@@d a new firm,
the Nigerian Industrial Development Company emerdfegas then the
firm became fully a national development financenpany along with
other firms such as Nigerian Bank for Commerce kadistry (NBCI),

Nigerian Agricultural and Cooperative Bank (NACBhda Federal
Mortgage Bank of Nigeria (FMBN).

3.4 Federal Mortgage Bank of Nigeria (FMBN)

The Federal Mortgage Bank of Nigeria (FMBN) wasabBshed in
1956, known then as the Nigerian Building SociedB§), a joint
venture of the Commonwealth Development Corporadioth the Federal
and Eastern Governments of Nigeria.

Following the introduction of the Indigenisation IRy, the Federal
Government, by Indigenisation Act 1973, undertooB0 1percent
ownership acquisition of the NBS and consequenglgamed it the
Federal Mortgage Bank of Nigeria (FMBN). The Bargemtes as an
effective vehicle for increasing the mobilizatio long-term funds,
lending volume and expansion of mortgage lendinyices to all
segments of the Nigerian population. The FMBN sthrtthe
management and administration of the contributoayirggs scheme
known as the National Housing Fund (NHF) estabtisbg Act 3 of
1992. The NHF is a pool that mobilises long-termds from Nigerian
workers, banks, insurance companies and the Fe@raérnment to
advance loans at soft interest rates to its cautiis.

In 1994, the Federal Mortgage Bank of Nigeria, vilte promulgation
of the FMBN Act 82 [1993] and the Mortgage Instibmis Act 53 [1989]
was accorded the status of the apex mortgageunastitand thus ceded
its retail function to an autonomous company, Faldeiortgage Finance
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Limited (FMFL) which was carved out of the FMBNsetif fully owned
by the Federal Government of Nigeria.

Under the reform of the housing sector based on HReeleral

Government’'s 2002/2006 National Policy on Housingd aUrban

Development, the FMBN was restructured into a F&ldéovernment-

Sponsored Enterprise (FGSE) with more focus onrssny mortgage
and capital market functions. It plays the criticale of developing a
robust mortgage finance system for the countrymeet its mandate, the
FMBN has shifted operational emphasis to expanduitgtions from

only social housing on-lending under the NHF toluide commercial

on-lending for housing, commercial mortgages refaiag, mortgage
purchasing and warehousing and Mortgage-Backedrisation.

Under this mandate, it finances mortgages creayeprimary mortgage
institutions (PMI) under the National Housing Fu8dheme and also
gives estate development loans (EDL) to real edateslopers. The
bank’s overall mandate is to promote the delivefyatiordable and
modern houses to Nigerians.

3.5 Nigerian Agriculture and Cooperative Bank (NAB)

Bank of Agriculture (BOA) Limited is Nigeria’'s prear agricultural and
rural development finance institution, 100 per c&hblly owned by the
Federal Government of Nigeria. The ownership stmgcis — Central
Bank of Nigeria (CBN) (40%) and Federal Ministry d¢finance
Incorporated (60%). Bank of Agriculture Limited supervised by
Federal Ministry of Agriculture.

The Bank was incorporated as Nigerian AgricultuBaink (NAB) in
1973 and in 1978, was renamed Nigerian Agricultarad Cooperative
Bank (NACB). Subsequently in 2000, it was mergethwvihhe People’s
Bank of Nigeria (PBN) and took over the risk assdtSamily Economic
Advancement Programme (FEAP) to become NigerianicAfjural
Cooperative and Rural Development Bank Limited (NRRB, a name
that has always be considered too long and unwieldy

A plan to reposition the Bank into an effective antainable national
agricultural and rural development finance insitmtin 2010 led to a
further name change to Bank of Agriculture Limit&glOA). BOA is a
Federal Government-owned development bank with adede to
provide low-cost credit to small holder and commaréarmers, and
small and medium rural enterprises. It also providecro-financing to
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small and medium-scale non-agricultural enterpriSégeir aim is to

ensure effective delivery of agricultural and rufiabnce services on a
sustainable basis to support the national econdenelopment agenda,
including food security, poverty reduction, emplaymh generation,
reduction in rural to urban migration, less depergieon imported food
items, and increase in foreign exchange earnings.

3.6 Functions of Nigerian Agriculture and Cooperaive Bank
(NACB)

The followings are functions of NACB:

a. Work with cooperative groups at the States and Loca
Government level to prepare development action léor
themselves;

b. Enter into collaborative or on-lending MOU with f&a
governments and cooperative associations and nmarafe
banks, specifying their respective obligations topiove the
affairs of the groups and banks within a stipuldiedframe;

C. Monitor implementation of development action plarcsf
cooperative associations and micro-finance banksfalfillment
of obligations under MOUSs;

d. Provide financial assistance to cooperatives andraifinance
banks for establishment of technical, monitorind avaluations
cells;

e. Provide Organisation Development Intervention (OBljough

reputable training institutes like Federal CoopeeatColleges,
Universities of Agriculture, and Departments of isgiture of
various universities in Nigeria;

f. Provide financial support for Federal Cooperativelé€ges and
Departments of Cooperative Studies in various usities and
polytechnics;

g. Provide training for senior and middle level exees of local

commercial bank branches, micro finance banks aaperative
associations;

h. Create awareness among the borrowers on ethicepafyment
through local debt collectors and cooperative nasshhat
enforce timely repayment and prompt remittanceamhes to the
lending institution;

I. Provide financial assistance to microfinance bafoksbuilding
improved management information system, computiisaof
operations and development of human resources.
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3.7 Bank of Industry

It is a financial institution with a limited scop# services. Bank of
industry sell certificates that are labeled as stivent shares and also
accept customer deposits. They then invest theepdxtin installment
loans for consumers and small businesses. Thedes laa@ also known
as Morris banks or industrial loan companies.

Bank of industry differ from commercial lenders bese they accept
deposits. They also differ from commercial banksdose they do not
offer checking accounts. Furthermore, the loangretf by bank of
industry are often secured by a third party whe ast guarantor for the
loan.

Instituted by this Administration to promote the growth and
development of small and medium scale industries in the country, the
Bank of Industry is a product of the merger of three development
financial institutions. They are:

The Nigerian Bank of Commerce and Industry (NBCIJhe Nigerian
Industrial Development Bank (NIDB) .The Nationalddomic Reconstruction
Fund (NERFUND)

The merger, which was carried out by the Federalcittve Council in
January 2000, targets an effective harmonisatioth@fresources of all
three institutions for efficient use in areas eakw®d for industrial
development.

The establishment of the Bank of Industry is oneghef most powerful
incentives for Nigeria’s industrial development.

As follow-up to the initial creation of the Bank &fdustry, President
Olusegun Obasanjo formally launched the new Bankafistry on 17
May 2002, which started operations with an initapital base of N50
billion (about $500 million). The new bank, whick $olely owned by
the Federal Government, has offices in all 36 statehe federation.

Mandate of the Bank

The Bank of Industry was conceptualised by the Fd@d&overnment to

“transform Nigeria’s industrial sector and integrat into the global

economy through providing cheap financing and hessn support
services to existing and new industries in ordeadioieve the attainment
of modern capabilities to produce goods that ateacive to both
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domestic and external markets”. Specifically, thenB is expected to
assist in resuscitating ailing industries and prangonew ones in all the
geopolitical zones in the country. To this endsitmandated to identify
and assist: Projects that have large transformatipacts (by creating
forward and backward linkages with the rest ofédeenomy) § Projects
that utilise domestic inputs 8 Projects that geteehaige employment
opportunities and Projects that produce qualitydpots for the export
market.

Structure of the Bank

The new Bank of Industry comprises four subsidsariéhey are:
Leasing Company of Nigeria Limited (LECON) &NIDB rdstees
Limited (NTL) & NIDB Consultancy and Finance Limde(NIDB
Consult) &Industrial and Development Insurance Bisi(IDIB)

Collapsing Previous Banks into the Bank of Industry Reasons

When the Obasanjo Administration was inauguratetO®o, it observed
that privately owned commercial and merchant bam&se not meeting
the needs of industries, while government-ownedelpment Finance
Institutions (DFIs) had not fulfilled the goal oha&nnelling long-term
finance to the industrial and agricultural sect@ypart from being in a
very poor financial state, DFIs needed to have rthgperations
rationalised and streamlined to eliminate the aapilon of functions.
They also needed to refocus their energy and reesuo perform more
effectively. The poor performance of commercial andrchant banks
and DFIs was a major reason for the set up the Baiidustry.

With its establishment, President Obasanjo chatgednanagement of
the Bank to avoid the mistakes of the past by emguhat loans and
investments to industrial concerns are based puosly merit and
professional consideration. He guaranteed that Gowvent would
continue to improve the investment regime in Nigdoy providing it
with adequate financial resources as well as ptiogpat from political
interference.

3.8 Merchant/Development Banks international operaons

Merchant Banks in The United Kingdom

In the United Kingdom, merchant banks came on tdene in the late
eighteenth century and early nineteenth centurgiudirial revolution

made England into a powerful trading nation. Riakrechant houses that
made their fortunes in colonial trade diversifiedoi banking. Their

principal activity started with the acceptance afmmercial bills
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pertaining to domestic as well as internationatiéral he acceptance of
the trade bills and their discounting gave riseatxeptance houses,
discount houses and issue houses. Merchant baitkslyinincluded
acceptance houses, discount houses and issue Housshant banker
was primarily a merchant rather than a banker buvas entrusted with
funds by his customers. The term merchant banksesl un the United
Kingdom (the oldest merchant bank in London wasrigaBrothers and
it was very prominent in Europe during the nineteerentury, and it had
considerable representation in North and South Amagrto denote
banks that are not merchants, sometimes for metchaho are not
bankers and sometimes for business houses thategreer merchants
nor banks. The confusion has arisen because maderohant banks
have a wide range of activities. Merchant banktheUnited Kingdom
(a) finance foreign trade, (b) issue capital, (@nageindividual funds,
(d) undertake foreign security business and (egidor loan business.
Many major merchant banking activities (money-markending,
corporate finance and investment management), lacepgrformed by
money market dealers, commercial banks and finanoganies, share
brokers andinvestment consultants, and unit trastagers.

They also used to finance sovereign governmentsigir grant of long-
term loans. They financed the British governmenpuochase shares of
the Suez Canal, helped America purchase the Stdteussiana from
Napoleon by raising loans from money market in Lamdand Lazard
Brothers grantedloan to Government of India ford@our Steel Plant.

A merchant bank should contain some eleven charsiits: high
proportion of decision makers as a percentage tHl tstaff, quick
decision process; high density of information; nse contact with the
environment; loose organisational structure, cotraéion of short and
medium term engagements; emphasis on fee and cesmmiscome,;
innovative instead of repetitive operations; sofiteded services on a
national and international level; low rate of ptafistribution; and high
liquidity ratio.

Since the end of the Second World War commerciakban Western
Europe have been offering multiple services ineligdinerchant banking
services to their individual and corporate cliersitish banks set up
divisions or subsidiaries to offer their customengrchant banking
services.
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Merchant Banking in India

As planning and industrial policy envisaged thetisgtup of new
industries and technology, greater financial samaton and financial
services are required. According to Goldsmith, éhisr a well proven
link between economic growth and financial techgglo

Economic development requires specialist finarskdls: savings banks
to marshal individual savings; finance companiascfansumer lending
and mortgage finance; insurance companies fomlifé property cover,
agricultural banks for rural development; and agemf specialised
government or government sponsored institutionsné\s units were set
up and businesses expanded, they required addifioaacial services
which were then not provided by the banking systéike the local
banking system and the trade before, the localesysof family
enterprises was unsuited for raising large amoahtsapital. A public
equity or debt issue was the logical source of sund

Merchant banks serve a dual role within the finahsector. Through
deposits or sales of securities they obtain furatslénding to their
clients (SEBI forbids lending by them): a functismmilar to most
institutions. Their other role is to act as agantseturn for fee. SEBI
envisages a mandatory role for merchant banks mrcesing due
diligence apart from issue management, in buy-backspublic offer in
takeover bids. Their underwriting and corporataricial services are all
fee rather than fund based and their significasaeot reflected in their
total assets of the industry. SEBI has been prgdsinmerchant banks
to be primarily fee based institutions.

Banking Commission Report, 1972

The Banking Commission in its Report in 1972 hadidated the
necessity of merchant banking service in view efithde industrial base
of the Indian economy. The Commission was in favolia separate
institutions (as distinct from commercial banks atetm lending
institutions) to render merchant banking servicEke Commission
suggested that they should offer investment managéemnd advisory
services particularly to the medium and small saver

The Commission also suggested that they shouldble ta manage
provident funds, pension funds and trusts of variypes.

Merchant banking activity was formally initiatedtonthe Indian capital
markets when Grindlays Bank received the licenesenfReserve Bank
in1967. Grindlays which started with managementcapital issues,
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recognised the needs of emerging class of entreprenfor diverse
financial servicesranging from production plannemgd systems design
to market research.

Apart from meeting specially, the needs of smallsanits, it provided
management consultancy services to large and mesizemcompanies.
Following Grindlays Bank, Citibank set up its meanohbanking division
in1970. The division took up the task of assistiegv entrepreneurs and
existingunits in the evaluation of new projects aading funds through
borrowingand issue of equity. Management consujtaservices were
also offered.Consequent to the recommendations a@nkiBg
Commission in 1972, that Indian banks should statchant banking
services as part of their multiple services theyldwffer their clients,
State Bank of India started theMerchant Bankingidiawn in 1972. In
the initial years the SBI's objective was to renderporate advice and
assistance to small and medium entrepreneurs. ®hemercial banks
that followed State Bank of India in setting up ofemt banking units
were Central Bank of India, Bank of India and Sgatk Bank in 1977;
Bank of Baroda, Standard Chartered Bank and MeledBank in 1978;
and United Bank of India, United Commercial Banknfab National
Bank, Canara Bank and Indian Overseas Bank irsktentiesand early
‘80s. Among the development banks, ICICI startedciment banking
activities in 1973, followed by IFCI (1986) and ID@991).

Services Rendered by Merchant Banks

The working of merchant banking agencies and urfdsmed
subsequently tooffer merchant banking servicesshas/n that merchant
banks are renderingdiverse services and functismsh as organising
and extending finance for investment in projecssisiance in financial
management, acceptance house business, raisingldiaroloans and
issue of foreign currency bonds, financing of logathorities, financing
export of capital goods, ships, hydropower instiafg railways,
financing of hire-purchase transactions, equipmeasing,mergers and
takeovers, valuation of assets, investment manageamelpromotion of
investment trusts. Not all merchant banks offetredse services.

Different merchant bankers specialise in differeatvices. Merchant
banking may cover a wide range of financial aggegitand in the process
include anumber of different financial institutiorla the last 35 years
new services and functions apart from issue managernave been
added.
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4.0 CONCLUSION

In this unit you learnt the meaning of merchantkydne development of
merchant banking in Nigeria and the functions ofehant bank. You
also learnt the meaning of development banks, tlelugon of

development banks in Nigeria and the functions efedopment banks.
The discussion also took you to the study of thetolny of Nigerian

Industrial Development Bank, the Federal MortgagsB of Nigeria

(FMBN), the Nigerian Agriculture and Cooperative lBa(NACB) as

well as the functions of Nigerian Agriculture Anad@perative Bank.

5.0 SUMMARY

Merchant banks are different from commercial barlkserchant banks
are secondary banks which specialise in a variétgctvities such as
financing trade, providing hire purchase, indusfireance, underwriting
new issues, advising and arranging finance for emrgnd takeovers,
managing investments for institutions, managementnan-resident
investment, etc.

On the other hand, development banks are thosedialainstitutions
which provide term finance, promote entrepreneprshenhance
organisational effectiveness and upgrade know-hoa do-how. They
provide either loan or equity capital or both, alsoaadvisory,
promotional and entrepreneurial services. Thus,eldgwment banks
administer a blend of financial and developmentises.

6.0 TUTOR-MARKED ASSIGNMENT
1. The most familiar role of the merchant bank is ktoc
underwriting. Discuss.

2. List and explain the nine important functions ofvelepment
banks in Nigeria.
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