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INTRODUCTION

BFN 740: Regulation of Financial Institutions issacond semester
course, two credit unit, 700 level core coursesds lavailable for all

students offering Postgraduate Diploma Programmd3anking and

Finance in the Faculty of Management Sciences. stbdy covers an
advanced treatment of fiscal and monetary polisyes; in respect of
economic stabilization measures. The instrumentstargets of fiscal

and monetary policies and theory impacts on maom&unic aggregates
including unemployment, income levels, inflationc.etregulatory

institutions in domestic and international econopmnwironment such as
the CBN, NDIC, IMF etc. as they effect national aimdernational

economic development.

COURSE GUIDE

The course guide tells you briefly what the coussabout, what course
material will be used, and how you can work yourywharough the
study material. It suggest some general guidelinoeshe amount of
time you are likely to spend on each unit of theirse in order to
complete it successfully.

The guide also gives you some guidance on yourr-taarked
assignments, which will be made available to youhim Study Centre.
There are regular tutorial classes that are linkethe course. You are
advised to attend these sessions.

WHAT YOU WILL LEARNIN THIS COURSE

The BFN 740, course consists of 5 Modules with d##su Specifically,
the course discusses the following:

o The Nigerian Financial System
o Sources of instability in the Banking System andgiRatory
Authorities efforts at stabilizing the Financials&ym

. Emerging Issues, Challenges and possible remectiaha

o Objectives of Regulating the Financial Institutioasd Major
Regulations in the Financial system

o Regulatory Institution in the Nigeria Financial 8® (Domestic
Environment) — CBN,

o Regulatory Institution in the Nigeria Financial 8® (Domestic
Environment) —NDIC

o Regulatory Institution in the Nigeria Financial 8® (Domestic
Environment) — SEC,

o Regulatory Institution in the Nigeria Financial 8® (Domestic

Environment) -NAICOM
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o International Financial market difficulties

o Regulatory Institutions in the International Enwvinent-
International Monetary Fund (IMF)

o The International Bank for Reconstruction and Depalent

(IBRD) or the world bank
o The African Development Bank (ADB)
Economic Stabilization and the Need for Regulation
Monetary policy as Instrument of Economic Stabtiiza
Fiscal Policy as an Instrument of Economic Stahilan
Direct Controls as Instrument of Economic stabflza
Overview of monetary policy framework
Strategies of monetary targeting in Nigeria
unemployment and inflation aggregate

COURSE AIMS

The aim of this course can be summarized as follows

o To exposed you to the advanced treatment of fescdImonetary
policy issues in respect of economic stabilizatiwasures.
. It also gives you in-depth knowledge about therumsents and

targets of fiscal and monetary policies and thelompacts on
macroeconomic aggregates including unemploymentpne
levels, and inflation etc. regulatory institutioims domestic and
international economic environment.

COURSE OBJECTIVES

To achieve the aims set out, the course sets dwdnaltives. Each unit
also has specific objectives. The unit objectives aways specified at
the beginning of a unit, you should read them leefayu start working
through the unit. You may want to refer to themimigiyour study of the
unit to check your progress.

You should always look at the unit objectives aftempleting a unit.
When you do that, you will ensure that you havelofeéd the

instructions in the unit. Below are the overall extjves of the course.
By meeting these objectives, you should have aeldig¢lie aims of the
course as a whole. On successful completion otthugse, you should
be able to:

o give a brief overview of the banking sector
o trace the historical background of the bankingaect
o state the nature of the financial system
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. state the factors that account for the unhealtsim@sl instability
in the banking sector

. discuss macroeconomic environment as a sourcesthitity in
the banking sector

o the emerging issues in the banking system

o the challenges in the banking system

o how globalization and financial openness con&itchallenge
to the financial system

o clearly understand the monetary management mechanis

. understand the meaning of fiscal and monetarycigsli

WORKING THROUGH THIS COURSE

To complete this course, you are required to réadstudy units, read
set books and read other materials provided byNh&onal Open

University of Nigeria (NOUN). Each unit containssegiments which

you are required to attempt and submit for assessmeposes. At the
end of the course, there will be a final examimatibhe course should
take you a total of 16 - 17 weeks to complete.

Below, you will find listed all the components dfet course. What you
have to do and how you should allocate your time&oh unit in order
to complete the course successfully on time. Tis &f all the
components of the course is as presented.

COURSE MATERIALS
Major components of the course are:

Course Guide

Study Units

Textbooks
Assignment
Presentation Schedule

abrwpdPE

STUDY UNITS
The study units in this course are as follows:

Modulel Policy Study On lIssues in the Nigerian Financial

System
Unit 1 Nigerian Financial System
Unit 2 Sources of instability in the Banking Systeand

Regulatory Authorities efforts at stabilizing then&ncial
System

Vi
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Unit 3 Emerging Issues, Challenges and possiloheedeal actions

Module2 Regulatory Institutionsin Domestic Environment

Unit 1 Objectives of Regulating the Financial Ihgibns and
Major Regulations in the Financial System

Unit 2 Regulatory Institution in the Nigeria Finaalc System
(Domestic Environment) — CBN

Unit 3 Regulatory Institution in the Nigeria Finaalc System
(Domestic Environment) —NDIC

Unit 4 Regulatory Institution in the Nigeria Finaalc System
(Domestic Environment) — SEC

Unit 5 Regulatory Institution in the Nigeria Finaalc System
(Domestic Environment) —-NAICOM

Module3 International Dimensions of Financial Regulation

Unit 1 International Financial Market Difficulties

Unit 2 Regulatory Institutions in the Internatibrianvironment-
International Monetary Fund (IMF)

Unit 3 International Bank for Reconstruction anévBlopment
(IBRD) or the World Bank

Unit 4 African Development Bank (ADB)

Module4  Economic Stabilization M easures

Unit 1 Economic Stabilization and the Need for Ratgon

Unit 2 Monetary policy as Instrument of Economial3lization

Unit 3 Fiscal Policy as an Instrument of Econontlfization

Unit 4 Direct Controls as Instrument of Economatslization

Module5 Monetary and Fiscal Policy Goals and Tar gets

Unit 1 Overview of Monetary Policy Framework

Unit 2 Strategies of Monetary Targeting in Nigeria

Unit 3 Unemployment and Inflation Aggregate

TEXTBOOKS

At the end of each unit of the course, there afereéace materials to
which you can refer in order to increase the deptyour knowledge on
the course. Please take this seriously.

Vii
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ASSIGNMENT FILES

A number of assignments have been prepared toybelgucceed in this
course. They will guide you to have understanding good grasp of
the course.

PRESENTATION SCHEDULE

The presentation schedule included in your couratemals also have
important dates of the year for the completion afot-marked
assignments (TMAs) and you attending to tutorials.

Remember, you are to submit all your assignmenthé&ylue date. You
should guard against falling behind in your work.

ASSESSMENTS

There are two aspects to the assessment of theecdinst are the tutor-
marked assignments and a written examination.

In tackling the assignments, you are expected fgyamformation,
knowledge and techniques gathered during the colliftee assignments
must be submitted to your tutor for formal assesgnn@ accordance
with the deadlines stated in theresentation Schedule and the
Assignment File. The work you submitted to your tutor will courtr f
30 percent of your total course mark.

At the end of the course, you will need to sit forfinal written
examination of three hour duration. This examimatll also count for
70 percent of your total coursework.

TUTOR-MARKED ASSIGNMENTS (TMAS)

Each of the units in the course material has a“urked assignment
(TMA) in this course. You only need to submit fiwd the eight

assignments. You are to answer all the TMAs and peoen your

answers with those of your course mates. Howewar, should ensure
that you collect four (TMAs) from the Study Centieis compulsory

for you to answer four (4) TMAs from the Study GentEach TMA is

allocated a total of 10 marks. However, the bestah3) of the four
marks shall be used as your continuous assessowet S

You will be able to complete your assignment frdma information and
materials contained in your reading, references atuty units.
However, it is desirable in all degree level ediorato demonstrate that
you have read and researched more widely thanetgred minimum.

viii
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Using other references will give you a broader et and may
provide a deeper understanding of the subject.

FINAL EXAMINATION AND GRADING

The final examination for BFN740 will not be moteah three hours’
duration and has a value of 70 percent of the ttakse grade. The
examination will consist of questions, which refldwe types of practice
exercises and tutor-marked problems you have puskicencountered.
All areas of the course will be assessed.

After going through the entire course material, ueasthat you do a
revision before sitting for the final examinatiorou may find it useful

to review your tutor-marked assignments and comsnentthem before
the examination. The final examination covers infation from all

parts of the course.

COURSE MARKING SCHEME
Table showing the total course marking schemeasvalbelow:
ASSESSMENT MARKS

Assignment 4 (TMAS) Best three marks of the 4 TMAs
@ 10 marks is 30 marks of the

course = 40%

Final Examination 60% of overall course marks

Total 100% of course marks

COURSE OVERVIEW

This table brings together the units and the nurobereeks you should
spread to complete them and the assignment tHatvfohem are taken
into account.

Unit Title of Work Week | Assessment
Activity | (end of
unit

Module 1

1 The Nigerian Financial System 1 Assignment

1

2 Sources of instability in the Banking 1 Assignment
System and Regulatory Authorities 2
efforts at stabilizing the Financial
System

3 Emerging Issues, Challenges and 1 Assignment
possible remedial actions 3
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Module 2
4 Objectives of Regulating the Financjal 1 Assignment
Institutions and Major Regulations |n 4
the Financial system
5 Regulatory Institution in the Nigerja
Financial System (Domest|c
Environment) — CBN,
6 Regulatory Institution in the Nigerja
Financial System (Domest|c
Environment) —NDIC
7 Regulatory Institution in the Nigerja
Financial System (Domest|c
Environment) — SEC,
8 Regulatory Institution in the Nigerja
Financial System (Domest|c
Environment) —-NAICOM
Module 3
9 International Financial market 1 Assignment
difficulties 2
10 Regulatory  Institutions in the 1 Assignment
International Environment- 6
International Monetary Fund (IMF)
11 The International Bank for
Reconstruction and  Development
(IBRD) or the world bank
12 The African Development Bank (ADB 1 Assignment
7
Module 4
13 Economic Stabilization and the Need
for Regulation
14 Monetary policy as Instrument pf
Economic Stabilization
15 Fiscal Policy as an Instrument |of
Economic Stabilization
16 Direct Controls as Instrument [of
Economic stabilization
Module 5
17 Overview of monetary policy 1 Assignment
framework 8
18 Strategies of monetary targeting |in
Nigeria
11817| unemployment and inflation aggregate
Revision
Total 19
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HOW TO GET THE MOST FROM THIS COURSE

In distance learning, the study units replace thigarsity lecturer. This
Is one of the great advantages of distance eduncafiou can read and
work through the specially designed study matemlgour own pace,
and at a time and place that suits you best. Thfrnk as you read the
lecture notes and that a lecturer might set youes@adings to do.

The study unit will tell you when to read your atlmeaterials. Just as a
lecturer might give you an in-class exercise, ystudy units also
provide assignments for you to do at appropriatetpo

Each of the study units follows a common formate Tinst item is an
introduction to the subject matter of the unit, doev a particular unit is
related with the other units and the course as@evh

Next is a set of learning objectives. These obyestiet you know what
you should be able to do by the time you have cetadlthe unit. You
should use these objectives to guide your studyeiWWou have finished
the unit, you must go back and check whether yore lechieved the
objectives set. If you make a habit of doing tiyisy will significantly
improve your chances of passing the course.

The main body of the unit guides you through tlguned reading from
other sources. This will usually be either fr&eading Section or some
other sources.

Self-tests/assignments are interspersed througtimutend of units.
Working through these tests will help you to achi¢ke objectives of
the unit and prepare you for the examinations. ¥bould do each of
the assignments as you come to it in the study dihiere will also be
numerous examples given in the study units, workugh these when
you come to them too.

The following is a practical strategy for workingréugh the course. If
you run into any trouble, call your tutor. When ynaed help, don’t
hesitate to call and ask your tutor to providéntsummary:

(1) Read this course guide.

(2) Organise a study schedule. Refer to the coursesievefor more
details. Note the time you are expected to spenelach unit and
how the assignments relate to the unit. Importaiormation e.g.
details of your tutorials and the date of the fidgty of the
semester is available. You need to gather togetherformation
in one place, such as your diary or a wall calentinatever

Xi
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method you choose to use, you should decide onvaiid in
your own dates for working on each unit.

(3) Once you have created your own study schedule vdo/thing
you can to stick to it. The major reason that stisléail is that
they get behind with their coursework. If you getoi difficulty
with your schedule, please let your facilitator wnbefore it is
too late for help.

(4) Turn to unit 1 and read the introduction and thgctives for the
unit.

(5) Assemble the study materials. Information abouttwioai need
for a unit is given in the ‘Overview’ at the beging of each unit.
You will always need both the study unit you arerkirog on and
one of your set books, on your desk at the same tim

(6) Work through the unit. The content of the unit litdeas been
arranged to provide a sequence for you to follow.yAu work
through this unit, you will be instructed to reaectsons from
your set books or other articles. Use the unit tadeg your
reading.

(7)  Well before the relevant due dates (about 4 weedsré the
dates) access the Assignment file on the web anshldad your
next required assignment. Keep in mind that you vdrn a lot
by doing the assignments carefully. They have lmssigned to
help you meet the objectives of the course andetbee, will
help you pass the examination. Submit all assignsneat later
than the due dates.

(8) Review the objectives for each study unit to canfithat you
have achieved them. If you feel unsure about anythaf
objectives, review the study material or consulirytwtor.

(9) When you are confident that you have achieved a’'suni
objectives, you can then start on the next unibc®ed unit by
unit through the course and try to pace your stsolythat you
keep yourself on schedule.

(10) When you have submitted an assignment to your témor
marking, do not wait for its return before startmgthe next unit.
Keep to your schedule. When the assignment is rmetiirpay
particular attention to your facilitator's commen@onsult your
tutor as soon as possible if you have any questopsoblems.

Xli
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(11) After completing the last unit, review the coursed gorepare
yourself for the final examination. Check that ywave achieved
the unit objectives and the course objectives.

TUTORSAND TUTORIALS

There are eight (8) hours of tutorials providedupport of this course.
You will be notified of the dates, times and looatiof these tutorials,
together with the names and phone number of yadar,tas soon as you
are allocated a tutorial group.

Your tutor will mark and comment on your assignmserkeep a close
watch on your progress and on any difficulties yoight encounter as
they would provide assistance to you during thes®uYou must mail
your tutor-marked assignments to your tutor wetbbethe due date (at
least two working days are required). They willrbarked by your tutor
and returned to you as soon as possible. Do naiate$o contact your
tutor by telephone, e-mail, or discussion boargafi need help. The
following might be circumstances in which you woufohd help
necessary.

Contact your tutorif you:

. do not understand any part of the study units er @ksigned
readings;

o have difficulty with the tutor-marked assignments;

. have a question or problem with an assignment a@h wour
tutor's comments on an assignment or with the ggadf an
assignment.

You should try your possible best to attend thertals. This is the only
chance to have face-to-face contact with your tatat to ask questions
which are answered instantly. You can raise anplpro encountered in
the course of your study during such contact. Tm ghe maximum
benefit from course tutorials, prepare a questiet defore attending
them. You will learn a lot from participating insgussions actively.

SUMMARY

As earlier stated, the course BFN 740, RegulatiofsFinancial
Institutions is designed for the advanced treatmehtfiscal and
monetary policy issues; in respect of economiciktabion measures.
The instruments and targets of fiscal and monegpalicies and theory
Impacts on macroeconomic aggregates including ulogmment,
income levels, inflation etc. regulatory institut® in domestic and
international economic environment such as the ABDIC, IMF etc.
We wish you great success at National Open Uniyeo$iNigeria.

Xiii
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MODULE 1 POLICY STUDY ON ISSUES IN THE
NIGERIAN FINANCIAL SYSTEM
Unit 1 The Nigerian Financial System
Unit 2 Sources of Instability in the Banking Systeand
Regulatory Authorities Efforts at Stabilizing then&ncial
System
Unit 3 Emerging Issues, Challenges and possiloheedeal actions

UNIT 1 THE NIGERIAN FINANCIAL SYSTEM
CONTENTS

1.0 Introduction

2.0 Objectives

3.0 Main Content
3.1  Overview of the Nigerian banking sector
3.2  The nature of the financial system
3.3 History of Banking in Nigeria

4.0 Conclusion

5.0 Summary

6.0 Tutor-Marked Assignment

7.0 References/Further Reading

1.0 INTRODUCTION

Financial institutions sometimes referred to asriirial intermediaries
are establishments engaged in some form of borgaml lending. The
concept of financial institutions denotes the ppat players in the
financial system namely the commercial and merchaanhks,

specialized banks, including the Central Bank am-Bank Financial

Institutions (NBFIS). These include insurance comgs, stock broking
firms and finance houses, mortgage firms and the Fegnancial systems
are so-called because they engage in the coredaratt mobilizing and

channeling financial resources for saving and itnaest purposes
within the economy.

| should point out here that the banking indussyuaed in this context
implies an icon of the entire financial system, letitme assure you that
the interchange is not arbitrary. Besides, usirg litAnking sector to
substitute for other financial institutions in angeic sense is not only
convenient, it also reflects the frontline role li#gnks in the financial
system and indeed the financial intermediation @sec
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2.0 OBJECTIVES

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

o give a brief overview of the banking sector

o trace the historical background of the bankingaect

o state the nature of the financial system

. state three factors that account for the unhea@#sinand

instability in the banking sector.
3.0 MAIN CONTENT
3.1 Overview of the Nigerian banking sector

If there is anything that all well-meaning staketesk in the Nigerian
banking industry look forward to, it is a bankingctor that is healthy
and stable. Banking sectors are where investorsit®rs, operators,
regulators, etc. can, after a hard day’s work gslézp with all eyes
closed and without the anxiety that before dawnetbmg amiss will
happen. To a large extent, that used to be theenafuNigeria banking
industry from independence in 1960 to the deremratand
liberalization of the industry which started in timed-1980s. Situations
have drastically changed since the manifestatiorroohds of bank
distress that subsequently claimed the life of ankis from 1994 to
2003. Since then, the banking industry and its renvhent have been
anything but sound and stable. And the consequemaes been very
grave for the economy, especially in the area®ss bf wealth, public
confidence in the system and of course a monetanagement that has
become more challenging with large amount of cuyen circulation
outside the banking system.

We can easily point at a number of factors that taycontributing to
the unhealthiness and instability in the bankingt@e Such factors
include:

1. Unstable macroeconomic and fiscal policies.
2. Unethical and unprofessional practices.
3. Inadequate supervisory activities rank hightendcale.

In spite of the causative factors, there is no gsaying that this
economy deserves a sound and stable banking igddisat can
withstand the challenges from the global econonheré&fore, there is
the need for deep reflection and search for sti@iegiatives that will

guarantee the attainment of our dream banking imglulligerian and
indeed the global economy look forward to a banksegtor that is
sound and stable in Nigeria. To achieve this ishallenge to all
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stakeholders, the regulatory and supervisory aitigger bank owners,
managers and employees, the government, bank ceitpthe general
banking public, etc. It necessarily demands thakedtolders should
henceforth eschew actions that go against this. gdady should also
collaborate and co-operate as well as conduct tiseness of banking
according to the laws, rules and customs.

3.2 Nature of Financial systems

I Risk and uncertainty: First, more than other economic activities
financial operations are concerned with the futarel hence are
characterized by risk and uncertainty. The key isesvof the
financial system in the process of allocating fuhdeveen savers
and borrowers consist in trading risk and liquiditgs a
consequence, expectations play a major role inpti@ng of
financial assets. However, given the often limit@ehount of
information available price developments are difiti¢co predict.
As new information becomes available market paraegust
suddenly and collectively (so-called herd behavib®ir price
expectations. Together with low transaction costsfinancial
markets, it explains the high volatility and inharenstability of
financial markets.

. Asymmetric information: Problems arise when market parties
have different information. Hence, one party mayt have
enough information about the other party to makeueate
decisions. It certainly applies to financial maskethere one
party often has superior information about the ris&ing
transacted than the other party, for example aestov knows
more about the riskiness of his investment thamibeey lender.

Asymmetric information hampers the well-functioning§ markets. It
creates problems of adverse selection before #resdction is entered
into, and of moral hazard after the transactionthken place. Adverse
selection arises as due to incomplete informatiom lender cannot
accurately distinguish good risk applicants fromd-bigk applicants
before making an investment. Thereby a so-calletbtepremium' will
increase the loan rate, so that only risky projestsbe funded. Moral
hazard costs, incurred by the lender in verifyimgt tboorrowers are using
their funds as intended, further raise the loa@. rat

In the process financial intermediaries arise asy tlspecialize in
information on borrowers and solve these asymmatrformation
problems. The key services provided by financiadtiiaotions then
consist in collecting and communicating informatam debtors and on
financial assets.
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The principal-agent relationship of creditors wiihancial institutions,
however, involves similar information problems. H@an the lender
(the principal) make sure that the agent (the ftrelnntermediary) acts
in his interest? For example, depositors lack mfmion regarding the
riskiness of the bank's portfolio. Should thesafficial intermediaries
which provide market solutions to market imperfes, in turn not be
subject to government regulation and supervision?

iii. Independence:Financial markets and financial institutions tend
to be more interdependent than is the case for sdwtors of the
economy. Events in one financial market or ingttutmay have
important external effects on the rest of the foiahsystem and
on the whole economy. Together with the importasteptial for
‘herd behavior' it explains the occurrence of dtedasystem
risks.

\Y2 Money: Finally, at the heart of the financial system kespecial
commodity: money. The proper functioning of monepends
upon price stability. As there is a link betweeit@s and money
in circulation, there is a need to keep money @eatinder
control. Money creation, however, is profitable tisat it may not
be taken for granted that an unregulated moneylgwap lead
to a sufficient stable price level. As money isateel by the
banking sector a special need for controlling thegecialized
intermediaries may arise.

3.3  History of Banking in Nigeria

Orthodox banking business was introduced into Nagém 1892 by

expatriates who also monopolized banking activitidse monopolizing

of banking in the country also brought with it s@is discriminatory

attitude by the expatriates such that by 1927,gembus banks had
accumulated huge debts.

It is on record that before the banking ordinan€el®52, Nigeria's
banking landscape was unregulated. This lack aflatign was later to
be fingered as one of the principal factors thdttte the first banking
distress which by 1952, had claimed the life ofo21he 25 indigenous
banks in the country.

Since the banking ordinance of 1952, many moreutsigt and

supervisory regulations have emerged to guide tdmeluct of banking
business. Unfortunately, in spite of the existeoicgeuch regulations, the
country was shocked to witness a second round lEpse of 34 banks
between 1994 and the year 2000. Other financiatutisns witnessed
even more severe level of distress and collapseomyrihe problems
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that facilitated the second bank collapse was delynnot unavailability
of regulation.

In the aftermath of the banking problems experidrime many countries
over the past two decades and the devastating®fiacfinancial sector
stability, concern over the health of banking systeecame widespread.
Given our banking experience of the 1990s and ourqgublic
apprehension about the health of a few banks ircdlmtry, it is clear
that Nigeria is not insulated from the crisis ph@eoon. This helps to
create awareness that the opportunities initiabedofinks by financial
sector stabilization and globalization are not with their attendant
risks. It is therefore expected that this will gexie a lot of interest
amongst us as major stakeholders in the economgng@ur collective
responsibility to ensure the soundness and stahilit the banking
system.

Regulation is very necessary in banking to ensureiga level of

probity, integrity and responsibility. The abovesario was before the
introduction of universal banking concept in 200lith the broader
definition of banking business to now include sesei in insurance,
capital market and investment management.

Consequently, it becomes necessary to place omdrebe happenings
in the global environment, particularly, in the td States, which one
considers relevant to our situation. For a longetimthe United States,
capitalism was synonymous with market deregulatioee enterprise
and ascendancy of private initiative. Governmeiicpcally withdrew

from running private enterprises. But with the rdcainexpected
bursting of the technology bubble, the unnervingotgsm of September
11, 2001 and the shocking revelation of corporateuption, it appears
the tide has changed and the era of regulatiorraduglly creeping
back.

4.0 CONCLUSION

We have seen in this unit that regulation is vezgassary in banking to
ensure a high level of probity, integrity and raesqbility.

5.0 SUMMARY

In this unit you have learnt a brief overview o€ thanking sector, the
nature of the financial system, the historical lgmokind of the banking
sector and the three factors that account for theealthiness and
instability in the banking sector.
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6.0 TUTOR-MARKED ASSIGNMENT

=

Trace the historical background of the NigerianKag sector.
2. State the three reasons that account for theweskia®sl
instability in the banking sector.
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1.0 INTRODUCTION

There are a number of factors, both exogenous adogenous, that can
precipitate instability in the banking system. Té&eogenous factors,
which include macroeconomic shocks emanate fronatnegeffects of

financial liberalization, globalization and rapidchnological changes.
The internal factors include inappropriate corp®rgbvernance and
inadequate regulatory and supervisory capacity gnathers. Some of
these factors are examined in details below.

2.0 OBJECTIVES

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

. discuss macroeconomic environment as a sourcesthitity in
the banking sector

o explain asymmetric information as a source of ity in the
banking sector

. discuss weak management as a source of installityhe

banking sector
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. discuss inappropriate corporate governance steg@s a source
of instability in the banking sector
o analyseinadequate or poor regulatory and supewisapacity as

a source of instability in the banking sector.
3.0 MAIN CONTENT
3.1  Sources of instability in the banking sector
3.1.1 Macroeconomic Environment

The macroeconomic environment represents a conamaf factors
that impact on the banking system which could leeeifavourable or
adverse to the system. When the impact is advdraeks tend to
embark on protective strategies, which may not awgll for both the
banking system and the economy. For instance annoetp
experiencing sluggish growth or in recession pogesmidable
challenges to all economic agents, causing busiopg®rtunities to
shrink. Under such circumstances, it is criticaltthankers take actions
which will not affect the health of the banking ®m adversely or
further destabilize the economy.

Generally, it is easier to achieve sound bankirgjesy under a stable
macroeconomic environment than an unstable oneth®rther hand,
an unsound banking system could trigger off ma@nemic instability,
hence the symbiotic relationship between the banksgstem and
macroeconomic environment.

3.1.2 Asymmetric Information

It is a fact that, information asymmetry results nmsmatching of
financial contracts, precipitating runs on banks #e all know,
depositors have little information about the sowesdnof banks and the
safety of their deposits. Thus any misinformatiaswas experienced in
the country recently, can cause panic withdrawaksating runs on the
banks with potentials of contagion and loss of itremnfidence.
Similarly, poor loan selection due to informatiosymmetry leading to
funding of unviable projects could lead to havirggwhigh volume of
non-performing loans.

3.1.3 Weak Management
One of the major internal factors that have conteld to the observed

weakness in some financial institutions is poor aggment. This is
often reflected in poor asset quality, insider &yusadequate internal
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controls, and fraud, including unethical and unessfonal conduct,
squabbles and high staff turnover rate.

Weak risk-control systems have been a major fanttdre emergence of
a number of crises, leading to a variety of balaskbeet differences
including large and undetected mismatches on tkenba sheet or poor
asset quality, leading to large unrealizable losses

3.1.4 Inappropriate Corporate Governance Structures

Corporate governance refers to the extent to wbachpanies are run in
an open and honest manner. Thus, effective compogatvernance
practice incorporates transparency, openness, aecueporting and
compliance with statutory regulations, among otheHistorical
antecedents indicate that financial crisis is aaliconsequence of lack
of good corporate governance in banks. In particulae need to
implement good corporate governance in the bankegor became
more apparent after the Asian financial crisis.

3.1.5 Inadequate or Poor Regulatory and SupervisgrCapacity

Inadequate or poor regulatory and supervisory agpean contribute to
instability in the financial system. Consequentlsegulatory and
supervisory capacity must be adequate for effeatmamitoring of the
system. Regulatory Supervisors must exhibit a theylel of integrity,

competence and be equipped with modern facilimesyrder to meet the
challenges of contemporary banking practices.

3.2  Regulatory Authorities’ Efforts at Stabilizing The Financial
System

3.2.1 Regulation

The focus of regulation has been to reduce thedafidkank insolvency
and the potential cost of bank failure to depositdihis is the hallmark
of the 1988 capital accord of the Basel committee lwanking

supervision. The major elements of the 1988 capitabrd included the
explicit linkage of capital requirements to a banfiantum, degree of
risks, and the establishment of internationally pamable minimum

capital requirement. The need for more flexibibiyd risk sensitivity as
well as provision of coverage for effective bankde management,
supervision and market discipline gave the fillgr the new capital
accord which took effect from 2007. The bank alsergthened its
regulatory framework, with emphasis on creatingeavironment for

competitiveness, efficiency, financial soundnegs sustainable growth.
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3.2.2 Supervision

In the discharge of its statutory responsibilitye CBN has continued to
undertake both off-site and on-site supervisoryivaies. Emerging
issues from these supervisory efforts include possk management
structure, weak internal control systems, undentabgation,
inadequate collateralization of facilities grantet exceeding the single
obligor limits are quite revealing, and are of greancern to the
monetary authorities.

In addressing these weaknesses, the CBN introducelknt guidelines
encompassing capital adequate ratio, mandatoryonmifaccounting
standards and strict enforcement of licenses whrehissued to only
those who are fit and proper to operate a bank.

The ability of the supervisory authorities to pretyecontain, manage
and resolve the distress syndrome was severelyidaped by the
absence of a comprehensive regulatory frameworkdfstress/crisis
management. Against this background the CBN and\Dé&C put in
place in July 2002 the framework on contingencynpiag for banking
that would ensure the systemic management of gndigerian banks.
The regulators have since then, been ensuringotrdts adopt realistic
accounting policies and standards, in generatingntial statements
that would facilitate the valuation of the assetsl diabilities and
classification in accordance with a uniform banking system. This
apart, the bankers committee recently adopted tue ©f corporate
governance for directors of banks, which is desigiteinculcate good
corporate governance in the banking industry ie lwith international
regulations on best practices.

More so, the committee of ethics and professiomaliss set up in 2001
and it has since issued the "code of ethics" wienatry banker in the
country should not only possess but observe. Thectte is to enforce
the tenets of good ethics and professionalism igeN&n banking
system. The committee, which has so far perfornaisfactorily, has
entertained and adjudicated on complaints agaiastkd from their
customers and banks ag6inst other banks.

3.2.3 Emphasis on Good Corporate Governance

It will be recalled that the major causes of dstren the Nigerian
banking sector in the 1990s were identified to udel weak
management, poor capital base, inadequate crelttity@nd fraudulent
and corrupt practices. All these were reflectiorfs unsound and
inadequate corporate governance structures ireitters

10
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The CBN has, in recent times, placed emphasis @rtithronement of
good corporate governance in the financial se&tor.instance, the issue
of multiple directorships in the banking system hbsen given
regulatory attention by the CBN.

The restriction was designed to reduce or posshiginate conflict of

interest, reduce sharp practices, reduce undugeimie of one director
on the others and guard against abridge practicehbybanks with

common directorship. Also, the banks have stremgitie the

requirement for appointment into board and top rgan@nt positions,
both in terms of minimum educational qualificaticarsd requisite years
of experience.

4.0 CONCLUSION

We have seen in this unit there are a number ¢bfscboth exogenous
and endogenous, that can precipitate instabilitthen banking system.
Consequently, regulatory and supervisory capacigtrbe adequate for
effective monitoring of the system.

5.0 SUMMARY

In this unit, you have learnt the various sourcésnetability in the
banking sector ranging from Macroeconomic EnvironthAsymmetric
Information, Weak Management, Inappropriate Corfgi@overnance
Structures, and Inadequate to Poor Regulatory apdr8isory Capacity
6.0 TUTOR-MARKED ASSIGNMENT

State the various sources of instability in thekag sector.

7.0 REFERENCES/FURTHER READING
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1.0 INTRODUCTION

The Nigerian financial system i.e. banking systems lbver the years
witnessed some improvements in terms of stabilityralative terms.
However, some outstanding problems as earlier igigtdd, pose
serious challenges to the soundness and stabfilitheosector. These
could be complicated by the challenges imposed lbgajzation and
technological innovations, especially, in terms ampetition and
efficient service delivery.

12
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2.0 OBJECTIVES

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

. discuss emerging issues in the banking system

o list the challenges in the banking system

. explain how globalization and financial opennesmstitute
challenges to the financial system

. Highlight possible remedial actions.

3.0 MAIN CONTENT

The challenge of increasing sophistication of thestimers of financial
services and the requirements for upgrading ofnfire services put a
lot of pressure on the resources available to gezators. Some of the
challenges are under listed below:

3.1 Globalization and Financial Openness

While increasing openness of the banking systefargn influence to
allow for transfer of technology that may benefie tsector, financial
openness provided an easy way for systemic comtag® was the case
with the Asian financial crisis. With the Nigeridmanking system
responding to transactions with correspondent baftties system is
becoming more vulnerable to international systensiks. There is also
the challenge of insuring transparency in foreigratcial transactions
in order to discourage money laundering and oth&lpractices within
the banking system. In this regard, the CBN has agkdad on
strengthening its regulatory and supervisory cdpaud framework in
order to avoid the contagious effect of adversesliggment similar to
those that were inflicted on the East Asian finahgiarkets.

3.2  Transparency Information Disclosure

Effective monitoring of the banking system undee tNew Capital
Accord would rely on efficient, timely and accuratata. As indicated
earlier, the supervisory role of the regulatoryhauties suffers setbacks
since some banks do not seem to be transpareheirendition of the
financial returns to the CBN. This lack of transpary undermines the
ethics of good corporate governance and the prosipeceffective
contingency plan for managing systemic distress éxpected that the
introduction of the automated Bank Analysis Sys{@&AS) will partly
help to address this short-coming and enhanceftivgercy of off-site
supervision. In order to stem the persistent inmgeof misreporting
and violations of regulatory requirements, the CBIN, from now on,

13



BFN 740 REGULATION OF FINANCIAL INSTITUTIONS

regard offending directors and chief executive ceffs as unfit to
operate a bank and may be removed from the baskistgm.

3.3 Combating Money Laundering and Advance Free Frad
(419)

The CBN is concerned that despite the efforts bemagle and the
strategies put in place to combat the problem ofegdaundering and
the menace ofdynamics of credit economic system in Africa
advanced free fraud (otherwise known as 419) in dbenomy, the
banking system is being used as a conduit pipepéwpetrating this
monumental crime. The CBN has conducted varioussitigations into
reported cases of advanced fee fraud, which indothe use of banks
and other financial institutions under its supeyys purview.

Consequently, the CBN has put in place measuressafejuards to
ensure that the financial system is not used dsaarel| for laundering
money or perpetrating other financial frauds. Irs tegards, the CBN
has enhanced its internal structures as well agpped staff in the
sensitive operational areas with the relevant tdotsidentifying and

tracking the activities of money launderers.

Besides, the CBN has beefed up its surveillancaagpto ensure that
banks and other financial institutions observertiles of the Financial
Action Task Force (FATF). Deposit money banks dse aequired to

appoint high-ranking officers as Chief Complianclig@rs (CCOs) in

each of their branches to complement such effarttéle reported cases
of advance fee fraud are properly invested.

It is noteworthy that, following its oversight agties, the CBN has
been able to track fake web sites used by fralsded with the
collaboration of the police, contacted internetveer providers hosting
such web site and proceeded to shut down suchcsepvobviders. In
addition to this, the Economic and Financial Cri@@mmission (EFCC)
and the Independent Corrupt Practices CommissiG®) are now
tracking down those money launderers and othedidant people.

3.3.1 The Problem of De-Marketing and False Rumoursf Distress

It has been observed that some banks have oftetalcagal on the
problem of asymmetric information in the systemd&-market other
banks. This is a worrisome trend as it could engendss of public
confidence in the banking system and consequentigciptate
instability in the financial sector.

It is very important that the banking industry shlibobserve high ethical
standards and professionalism in the provisioniradricial services to

14
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the nation. The industry must be insulated fromsasuand criminal
tendencies.

3.4  Competitiveness

The level of competition among financial instituttohas been on the
increase in recent times and following the posistrelss shakeout, the
need to reposition or to consolidate by survivingamcial institutions
has in some way become the driving force. The probis that if the
emerging pattern is anything to go by, then, a dogompetitive
strategy that would ensure the survival of thermal institution and
guide the managers of these financial institutiass something
paramount in the new millennium.

3.5 Superior Service Quality

In a service-based industry such as banking, tbdyat can hardly be
separated from the supplier, and since most baoklugts revolve
around money, which is a commodity, there is litleom for
differentiation. The attitude that goes with thervgee, such as
timeliness, courtesy, accuracy, etc. is therefogortant.

3.6 Market Orientation

Market forces have become the great disciplinariieg whip any

erring business into line. The market will be ptayeven more decisive
roles in the new millennium, which has liberalipatias one of its chief
slogan. Any business manager that ignores the rhagt@ot compete
favourably and as such, can hardly survive for IoNg must therefore,
be permanently tuned to the market for vital infatimn on customers'
needs, market competitiveness and product pricifige effective

manager in the coming dispensation will be one daat provide high

guality service efficiently and at the least price.

3.7 Product Innovation

The current age in which we live has been describgdonly as the
information age but also the age of knowledges am age that thrives
on creativity and skill; therefore business manageho demonstrate
these attributes shall continue to hold on to tlcestomers. Effective
financial institutions should be able to designrappate products that
comply with the emerging new ways of life in ordernsure customers'
satisfaction and convenience.

15
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3.8 Adequate Capitalization

The current age in which we live has been describgdonly as the
information age but also the age of knowledges lan age that thrives
on creativity and skill; therefore, business manageho demonstrate
these attributes shall continue to hold on to tlcestomers. Effective
financial institutions should be able to designrappate products that
comply with the emerging new ways of life in ordernsure customers'
satisfaction and convenience.

3.9 Investment in Technology

The banking industry is heavily dependent on thec@ssing, storing
and retrieving of information in the form of bangitransactions. The
efficiency and effectiveness of a financial indtiia can therefore be
greatly enhanced through automation. More than acgssing tool,
however, the frontier advancement in informatiochteology offers a
vast scope of application to the financial indugtrgt is too potent to
ignore.

3.10 Capacity Building

The relevance of universal banking brings to thee fthe need for
capacity building in the financial industry. Mangriks that are already
well established into one or more areas of busesase making efforts
at developing their personnel. However, the effoftshese, banks are
obviously not enough, which explains why the inaickes of staff
poaching and the use of inexperienced staff inlpigansitive jobs have
remained unabated. This anomaly is expected toibenmed with the
bank consolidation exercise going on right now. éignced persons
will now be employed to synergize and move the stiduforward to a
greater height.

3.11 Social Demand on Financial Institutions

We have witnessed clear signals from the societyt ttnancial

institutions should play roles which were thouglt be for the

government. Some have called it social responsipivhile others say
it is a measure of the sensitivity of financial tingions to their

environment. Beside the presidential call on batak$und and build
hostel accommodations on university campuses, désnare also being
made for the construction or rehabilitation of eadhere is also the
issue of funding and supporting security outfikg lthe police.

16
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3.12 Imposition of Sanctions

An element of most regulations is the provisionsahctions against
banks that breach CBN stipulations. Following iriigggions on alleged
forex malpractices, the CBN suspended for one ydwer,dealership
licenses of 21 banks. This action jolted the finahmarkets and the
vibrations caused are yet to get settled. Our éspes with these
sanctions has revealed the need for greater catisunlt and

confidentiality between the operators and regutatof the banking
system. Incidents of poor information managementhm sanctioning
process must be minimized and this is supportethbyawareness that
the core objective of sanction is to reform condwith a view to

restoring system integrity and stability.

3.13 Legal Tussle between CBN and other Banks

Until recently, it was unheard of for an operatwistuare up issues with
the CBN at the law courts. But the environment ¢faanged and is still
changing. We have witnessed some operators dragign@BN to the

law court for various reasons aimed at avoidingoast taken by the

regulator. What this means is that both regulasors operators should
be prepared to account for their actions.

3.14 Possible Remedial Actions

Possible remedial actions to the identified emeygissues and
challenges in the financial sector are as follows:

. good corporate governance

o leadership by good example

. transparent compliance with regulations and guigslias well as
- financial sector standards

) emplacement of corporate contingency plan and fwaorie for
risk management (including effective internal cohftystems)

o self-regulations by operators

J due customer diligence

o man power training and development (human capéaciitging).

) co-operation and where necessary dialogue with laggy
authorities

) collaborative competition

policy stability with only needful fine-tuning
ethics and professionalism

respect for law, order and rights of others
consumer care and sensitivity

proactive supervisory and surveillance activities
research and development

17
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J use of modern technology

o good corporate citizenship

. e-banking regulation

) a new sanction execution regime.

4.0 CONCLUSION

We have seen in this unitthe challenges imposedildlyalization and
possible remedial actions in technological innavadi especially, in
terms of competition and efficient service delivery

5.0 SUMMARY
You have learnt in this unthe emerging issues and the challenges in
the banking system and how globalization and firdnopenness

constitute a challenge to the financial system amother factors as
well as possible remedial actions.

6.0 TUTOR-MARKED ASSIGNMENT

1. State 10 emerging issues and challenges of theribligénancial
system.

2. Discuss briefly 5 of the emerging issues in theelan financial
system.
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1.0 INTRODUCTION

Regulation of banks is meant to serve certain mepa@and objectives
which will be discussed in this unit.

2.0 OBJECTIVES

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

) discuss what regulation entails
) highlight the objectives of regulation.
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3.0 MAIN CONTENT
3.1 What does Regulation Entails?

Narrowly described, financial institutions regudatiis the body of laws,
rules directives and guidelines which are put icp| by the state and
regulatory institutions in the market, for compbkaradherence by
financial institutions within the market. This idves statutory and/or
supervisory regulation as well as self-regulatiblence, regulation of
banks is meant to serve certain purposes and olgsctvhich are

discussed in below.

3.2 Objectives of Regulation

A close study of banking regulations in Nigeriaigades that some of
the intended objectives include:

promotion of monetary and economic stability
protection of depositors and investors

prevention or minimization of systemic failure
promotion of market integrity and discipline
maintenance of uniformity and standardization @icgice
maintenance of responsible corporate governance
maintenance/restoration of public confidence indyxstem
encouragement of banking habit and culture

instilling of competitive equity (level playing it
restrain in certain activities

general consumer protection

efficiency in the system and development of theneany
. better service delivery.

3.3  Overview of Regulatory System of Nigerian Ecamy

As evidenced by the composition of the memberslithe Financial
Services Regulation Co-coordinating Committee (FSREstablished
in May 1994, regulators of the financial system ahd constituent
institutions are:

I Central bank of Nigeria (CBN)

. Federal Ministry of finance (FMF).

iii. Securities and Exchanges Commission (SEC)
\Y2 Corporate Affairs Commission (CAC)

V. National Insurance Commission (NAICOM)
Vi. NDIC

20
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In contemporary Nigeria, the CBN regulates and supes all money
deposits in banks, finance institutions, exchangesdu, community
banks primary mortgage institutions. Going by thwereeeing role of
regulates institutions in an economy thereforayiit be worthwhile to
pause at juncture and make a brief review of tHeviing:

1. The current CBN monetary, credit, foreign trade exchange
policy guidelines.

2. BOFIA.

3. A credit manual of any bank.

Monetary policy refers to those measures that thesignment and the
Centre Bank of Nigeria employ to control monetarggr@gates.
Monetary policy is very crucial because it propmiscroeconomic tools
in helping to attain the overall policy goals seait.oThe primary

objective of the monetary policy of the immediatesipgovernment of
President Obasanjo centers on the maintenanceice @and exchange
rate stability in order to sustain a single digitlation rate during the
period through the effective control of the growtdi monetary

aggregates. Hence:

o The CBN shall continue to ensure banking soundreass
financial sector stability in order to enhance dfigciency of the
payment system and effective transmission of moyegdalicy to
the real sector.

o The National Credit Guarantee Scheme (NCGS) will
encouraged and empowered to mitigate risks associafith
lending to the Small and Medium Scale EnterpriS¢ES).

. The productive sector i.e. the real sector will nassess large
credit from the banks after the bank consolidagaarcise going
on presently.

o The exchange rate has appreciated which keeps dhdond
prices inflation stable. Non-food prices inflatimlow at about
4%. SEC regulates and supervises the capital marketre
issuing houses, stockbrokers, registrars and tlgerdin Stock

Exchange (NSE) operate. NAICOM takes regulatory and

supervisory charge of insurance business, reinsaraompanies
as well as insurance brokers and loss adjuster& €@fulates
the registration/incorporation of all companiedNigeria.

o The FMF is a regulator of regulators given that SEGICOM
and NDIC are responsible to it. Perhaps, it needsrbphasized
that these regulatory institutions are in some @esp
aided/assisted in playing their roles by some othstitutions.
For example: The Nigeria Deposit Insurance CorpamngiNDIC)
plays a complementary role (to CBN) as the insafelepositors’
funds and liquidator/manager of distressed banke.NDIC also

21



BFN 740 REGULATION OF FINANCIAL INSTITUTIONS

supervises money deposit banks, through off-sitd an-site
examination. Similarly, NSE assists in the properctioning of
the capital market. It is basically because ofrteepporting roles
that NDIC, NSE and national board for community Barare
granted observer status in financial services sdgud
coordinating committee.

3.4  Major Regulations in the Nigerian Financial Syeem

Some of the major legislations and regulations raghlighted are as
follows:

Banking Sub-sector

o Central Bank of Nigeria Act 1991, as amended

Banks and other financial institutions Act 1991 aazended
Nigeria Deposit Insurance Corporation Act 1998amended
Money Laundering Acts 1995

Guidelines for the practice universal banking igétia
Guidelines for discount houses

Monetary, credit, foreign trade and exchange paiuigelines

Capital market sub-sector

. Insurance and Securities Act, 1999
o NSE's Listing Requirements.

Insurance Sub-sector

° Insurance Act 1994
° National Insurance Commission Act 1997

Others which are more or less general within thearfcial system
include:

1. Foreign exchange (monitoring and miscellaneousipians) acts
1995

2. Monetary laundering acts 1995

3. The recently revised guidelines for the operatibrihe foreign
exchange market: the Dutch auction system (DAS)

4, Various statements of accounting standards issugdthie
Nigerian - Accounting Standards Boards (NASB)

5. The practice of Treasury Single Account (TSA)
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3.5 Further Reasons for Regulation of Banks

Over the years, Nigeria as a nation has sufferéat af decadence in
various aspects of her life. Whether by acciderttistory or by design,
Nigeria witnessed the highest level of deterioraso far under various
heads of state during the era of unnecessarilypgad military rule in
the country. The political and business climatealbee so bad that by
1999 when the nation returned to civil rule, thevnadministration
inherited a pariah state noted to be among the purstipt nations of
the world. Most public corporations were either dlea simply drain
pipes for public resources, while the businessaseghment itself was
becoming impossible, the few factories that werailalsle were no
longer booming; the banks with their unwholesomefifg where
collapsing in their numbers leaving a trial of wdes both investors,
shareholders, suppliers, depositors, employees, lgt¢hus, became
obvious that if the President Olusegun Obasanjddddral government
would make any impact, "Corporate Government Reimili was
imperative at the levels of both the public andpheate sectors.

In accepting this challenge the Obasanjo led adwtnation spent several
billions of naira not only on image laundering f@$o in putting into
place, several institutional arrangements to enattreidinal change in
our business and corporate life. The role of govermt in this matter is
to properly delineate the functions/responsibgitief the various
supervisory/regulatory and enforcement agencies @ndtrengthen
them. The establishment by law, of the Independantupt Practices
Commission (ICPC) and the Economic and Financiallm€s
Commission (EFCC) as enforcement agencies is cerezida major
push in the right direction. Another force in thevalution is the
strengthening of Securities and Exchanges Commis§®8EC), the
Corporate Affairs Commission (CAC), and the CenBahk of Nigeria
(CBN) all of which are major regulatory/supervis@gencies.

Also, strong and ethical corporate governance autllations are of

absolute necessity for the development of a resibed vibrant capital

market. This will go a long way to ensure that near@as and avenues
for the investment of funds evolve that will in tuencourage high

returns. Thus, regulations are also necessary Her dreation of

competitive and efficient enterprises with partssuemphasis on the
need to:

o Enhance the accountability and performance of essin
enterprises as well as those entrusted to manage th

o Promote efficient and effective use of limited nes®s

o Ensure that there is transparency and accountatalihe various

stakeholders
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o Ensure that legal and regulatory requirements anmgptied with

. Ensure that different stakeholders' interests atantced with a
view to ensuring convergence of interest

o Ensure that there is adequate disclosure of alltinget
information to stakeholders

o Ensure effective monitoring and management of yisksovation
and change

. Ensure that the viability and solvency of the basalessustainable

. Ensure the safety and soundness of banks and tine fmancial
system

. Ensure that people have access to relevant andrasecu
information before they enter into financial contsa

o Ensure that the dealings in securities are fair

o Regulate dealings in markets and control commeiogalking
activities.

4.0 CONCLUSION

Regulation of banks is meant to serve certain mepa@and objectives
which include some of the following:

o maintenance/restoration of public confidence indyxstem
) encouragement of banking habit and culture

o instilling of competitive equity (level playing &)

o restrain in certain activities

. general consumer protection.

5.0 SUMMARY

Financial institutions regulation is the body oivig rules directives and
guidelines which are put in place, by the state ragdlatory institutions
in the market, for compliance/adherence by findnastitutions within
the market. Monetary policy refers to those measutkat the
government and the Centre Bank of Nigeria emplogotatrol monetary
aggregates. Nigeria as a nation has suffereda iiécadence in various
aspects of her life.

6.0 TUTOR-MARKED ASSIGNMENT

1. Discuss what regulation entails.
2. Highlight the objectives of regulation.

7.0 REFRENCE/FURTHER READING

Osaze, E.B. (2007 apital Markets. Lagos: The Book house Company.
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UNIT 2 REGULATORY INSTITUTIONS IN THE NIGERIA
FINANCIAL SYSTEM (DOMESTIC
ENVIRONMENT) — CBN

CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content 3.1
Overview of the Historical Background of the QCant
Bank of Nigeria
3.1.1 Authorizing legislation
3.1.2 The Origin of Central Bank of Nigeria
3.2  Functions of Central Bank of Nigeria
3.3  Policy Implementation and Criticism
4.0 Conclusion
5.0 Summary
6.0 Tutor Marked Assignment
7.0 References/Further Reading

1.0 INTRODUCTION

The Nigerian financial institutions and indeed, timancial markets are
not regulated by only one entity. Different instiduns regulate different
players in the various sub-sets of the financiatkeis. The Central
Bank of Nigeria (CBN) is the apex regulatory auityoin the Nigerian

Banking Sector.

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

describe the historical background of Central BahKigeria
narrate the origin of Central Bank of Nigeria

state the functions of Central Bank of Nigeria

discuss the policy implementation and criticisnC&N.

3.0 MAIN CONTENT

3.1 Overview of the Background of Central Bank oNigeria
CBN)

The history of Central Bank of Nigeria includes igithorizing

legislation and its origin which are discussed ime tfollowing
subsections.
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3.1.1 Authorizing Legislation

In 1948, an inquiry under the leadership of G.DtoRavas established
by the colonial administration to investigate bagkipractices in
Nigeria. Prior to the inquiry, the banking industwyas largely
uncontrolled. The G.D Paton’s Report, an offshobttlee inquiry
became the cornerstone of the first banking legsiain the country:
the Banking Ordinance of 1952. The ordinance wasgded to prevent
non-viable banks from mushrooming, and to ensuderty commercial
banking. The banking ordinance triggered a rapoivgn in the industry,
with growth also came disappointment. By 1958, &w faumbers of
banks had failed. To curtail further failures and prepare for
indigenous control, in 1958, a bill for the estabinent of Central Bank
of Nigeria was presented to the House of Repregseesaof Nigeria.
The Act was fully implemented on July 1, 1959, whies Central Bank
of Nigeria came into full operation. In April 196the Bank issued its
first treasury bills. In May 1961 the Bank launchteéé Lagos Bankers
Clearing House, which provided licensed banks enéw&ork in which
to exchange and clear checks rapidly. By July B1lthe Bank had
completed issuing all denominations of new Nigenntes and coins
and redeemed all of the West African Currency Bsgrtevious money.

3.1.2 The Origin of Central Bank of Nigeria

In 1892, Nigeria's first bank, the African Bankit@prporation, was
established. No banking legislation existed un®62, at which point
Nigeria had three foreign banks (the Bank of Bmiti¥/est Africa,
Barclays Bank, and the British and French Bank) &awal indigenous
banks (the National Bank of Nigeria and the Africdontinental Bank)
with a collective total of forty branches. A 1952limance set standards,
required reserve funds, established bank exammstend provided for
assistance to indigenous banks. Yet for decades 8#52, the growth
of demand deposits was slowed by the Nigerian prsipe to prefer
cash and to distrust checks for debt settlements.

British colonial officials established the West isdn Currency Board
in 1912 to help finance the export trade of foreiigms in West Africa
and to issue a West African currency convertibleBritish pounds
sterling. But colonial policies barred local invesint of reserves,
discouraged deposit expansion, precluded discretfmm monetary
management, and did nothing to train Africans imedi@ing indigenous
financial institutions. In 1952, several Nigeriammbers of the Federal
House of Assembly called for the establishment afeatral bank to
facilitate economic development. Although the motweas defeated, the
colonial administration appointed a Bank of Englaofficial to study
the issue. He advised against a central bank, ignesj such a bank's
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effectiveness in an undeveloped capital marketl967, the Colonial
Office sponsored another study that resulted inegt@blishment of a
Nigerian central bank and the introduction of ad¥ign currency. The
Nigerian pound on a par with the pound sterlingilutite British
currency's devaluation in 1967, was converted 731 a decimal
currency, the naira (N), equivalent to two old Nige pounds. The
smallest unit of the new currency was the kobo, diO@hich equaled 1
naira. The naira, which exchanged for US$1.52 inudsy 1973 and
again in March 1982 (or N0.67=US$1), despite tlmatfhg exchange
rate, depreciated relative to the United Statetadah the 1980s. The
average exchange rate in 1990 was N8.004=US$1. eDigtion
accelerated after the creation of a second-tiexigarexchange market
under World Bank structural adjustment in Septenif86. As 2014,
the Naira further depreciated to N166 per $1.

The Central Bank of Nigeria, which was statutoriigependent of the
Federal Government until 1968, began operationsJuy 1, 1959.
Following a decade of struggle over the relatiopshetween the
government and the Central Bank, a 1968 militargrele granted
authority over banking and monetary policy to thedé&ral Executive
Council. The role of the Central Bank, similar bat of central banks in
North America and Western Europe, was to estalingh Nigerian
currency, control and regulate the banking systeenye as banker to
other banks in Nigeria, and carry out the goverrtteeatonomic policy
in the monetary field. This policy included controf bank credit
growth, credit distribution by sector, cash resereguirements for
commercial banks, discount rates and interest rdesCentral Bank
charged commercial and merchant banks and the otianks' long-
term assets to deposits. Changes in Central Baektsctions on credit
and monetary expansion affected total demand amdma. For
example, in 1988, as inflation accelerated, theti@emBank tried to
restrain monetary growth. During the civil war, th@vernment limited
and later suspended repatriation of dividends amafitp, reduced
foreign travel allowances for Nigerian citizensmited the size of
allowances to overseas public offices, requirettiaif permission for all
foreign payments, and, in January 1968, issued cw@wency notes to
replace those in circulation. Although in 1970, @entral Bank advised
against dismantling of import and financial consitatoo soon after the
war, the oil boom soon permitted Nigeria to relastrictions. The three
largest commercial banks held about one-third t#l thank deposits. In
1973, the Federal Government undertook to acqui#@-pe cent equity
ownership of the three largest foreign banks. IA6lnder the second
Nigerian Enterprises Promotion Decree requiringpéfrent indigenous
holdings, the Federal Government acquired an auhditi 20 percent
holding in the three largest foreign banks and éfzgnt ownership in
the other foreign banks. Yet, indigenization didt nchange the
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management, control, and lending orientation towatelnational trade,
particularly of foreign companies and their Nigeriaubsidiaries of
foreign banks.

At the end of 1988, the banking system consisteati@Central Bank of
Nigeria, forty-two commercial banks, and twenty+fonerchant banks,
a substantial increase since 1986. Merchant baeks allowed to open
checking accounts for corporations only and couwt atcept deposits
below N50, 000. Commercial and merchant banks bagebad 1,500
branches in 1988, up from 1,000 in 1984. In 19&8nmercial banks
had assets of N52.2 billion compared to N12.6 dnllfor merchant
banks in early 1988. In 1990, the government pud@3NHillion into
establishing community banks to encourage commuyelopment
associations, cooperative societies, farmers' groyatriotic unions,
trade groups, and other local organizations, eapgan rural areas.

Other financial institutions included governmentrmd specialized
development banks: the Nigerian Industrial DevelepmBank, the
Nigerian Bank for Commerce and Industry, and thegeNan
Agricultural Bank, as well as the Federal Savingsl& and the Federal
Mortgage Bank. Also active in Nigeria were numerauasurance
companies, pension funds, and finance and leasingpanies. Nigeria
also had a stock exchange (established in Lag@864) and a number
of stockbrokerage firms. The Securities and Excha@pmmission
(SEC) Decree of 1988 gave the Nigerian SEC powenegulate and
supervise the capital market. These powers inclildedight to revoke
stockbroker registrations and approve or disapprang new stock
exchange. Established in 1988, the Nigerian Depdsgurance
Corporation increased confidence in the banks lbyepting depositors
against bank failures in licensed banks up to NBD,& return for an
annual bank premium of nearly 1 per cent of toggdasit liabilities.

Finance and insurance services represented more 3hpercent of
Nigeria's GDP in 1988. Economists agree that sesyiconsisting
disproportionately of nonessential items, tend xpa@d as a share of
national income as a national economy grows. HowdVgeria lacked
comparable statistics over an extended period, epitew
generalizations about the service sector. Statigtidicate, nevertheless,
that services went from 28.9 percent of GDP in 1@831.1 percent in
1988, a period of no economic growth. In 1988, ises/comprised the
following percentages of GDP: wholesale and rdtaidle, 17.1 percent;
hotels and restaurants, less than 1 percent; fgudr percent;
government services, 6 per cent; real estate anuhdss services, less
than 1 per cent; and other services, less tham égme. (Jhingan, 2004).
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3.2

Functions of Central Bank of Nigeria

The functions of CBN are:

a.

Issuance of legal tender currencyThe Central Bank of Nigeria
engages in currency issue and distribution withie économy.
The Bank assumed these important functions sin&8 hen it
replaced the West African Currency Board (WACB) pauhen
in circulation with the Nigerian pound. The decin@lrrency
denominations, Naira and Kobo, were introduced @73lin
order to move to the metric system, which simpdifieansactions.
In 1976, a higher denomination note — N20 joine& ¢hrrency
profile. In 1984, a currency exchange was carriat vehereby
the colors of existing currencies were swapped lideio to
discourage currency hoarding and forestall coueitanf. In
1991, a currency reform was carried out which bhbudpout the
phasing out of 2kobo and 5kobo coins, while thelllk and 25k
coins were redesigned. In addition, the 50k andnlites were
coined, while the N50 note was put in circulationthe quest to
enhance the payments system and substantially esdtite
volume and cost of production of “legal tender stte¢he N100
and N200 notes were issued in December 1999 anceriNosr
2000, respectively. Similarly, the N500 note wasiesd in 2001.
Maintenance of Nigeria’s external reserves:In order to
safeguard the international value of the legal éemairrency, the
CBN is actively involved in the management of thaurry’s
debt and foreign exchange.

Debt management: In addition to its function of mobilizing
funds for the Federal Government, the CBN in thst psanaged
its domestic debt and services external debt orativece of the
Federal Ministry of Finance. On the domestic fraie Bank
advises the Federal Government as to the timingsaedof new
debt instruments, advertises for public subscnmptmnew issues,
redeems matured stocks, pays interest and prinagpahd when
due, collects proceeds of issues for and on bethalhe Federal
Government, and sensitizes the Government on tpé&cations
of the size of debt and budget deficit, among &hén external
debt service, the CBN also cooperates with othe@neigs to
manage the country’s debt. In 2001, the respoityilof debt
management was transferred to Debt Management eOffic
(DMO).

Foreign exchange managemengtoreign exchange management
involves the acquisition and deployment of foreigxnchange
resources in order to reduce the destabilizingceffef short-term
capital flows in the economy. The CBN monitors thee of
scarce foreign exchange resources to ensure thaigio
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exchange disbursements and utilization are inviite economic
priorities and within the annual foreign exchangeldet in order
to ensure available balance of payments positiowelsas the
stability of the Naira.

Promotion and maintenance of monetary stability anda
sound and efficient financial system:The effectiveness of any
central bank in executing its functions hinges @&c on its
ability to promote monetary stability. Price stapil is
indispensable for money to perform its role of medi of
exchange, store of value, standard of deferred paisrand unit
of account. Attainment of monetary stability rests a central
bank’'s ability to evolve effective monetary policgnd to
implement it effectively. Since June 30, 1993 whbka CBN
adopted the market-based mechanism for the conadict
monetary policy, Open Market Operations (OMO) has
constituted the pound. The decimal currency denatns,
Naira and Kobo, were introduced in 1973 in ordemtmve to the
metric system, which simplifies transactions. In7f@9a higher
denomination note — N20 joined the currency profie1984, a
currency exchange was carried out whereby, thersotd
existing currencies were swapped in order to disagpelcurrency
hoarding and forestall counterfeiting. In 1991,uarency reform
was carried out which brought about the phasingadutkobo
and 5kobo coins, while the 1k, 10k and 25k coinsrewe
redesigned. In addition, the 50k and N1 notes weneed, while
the N50 note was put in circulation. In the quesenhhance the
payments system and substantially reduces the wolumad cost
of production of “legal tender notes”, the N100 &200 notes
were issued in December 1999 and November 2008ectsely.
Similarly, the N500 note was issued in 2001.

Banker and financial adviser to the Federal Governrant: The
CBN as banker to the Federal government undertaiest of
Federal Government banking businesses within ansidauthe
country. The Bank also provides banking servicesht State
and Local Governments and may act as banker tduishs,
funds or corporation set up by the Federal, Staieé bocal
Governments. The CBN also finances government mogeof
temporary budget shortfalls through Ways and Mesahsances
subject to limits imposed by law. As financial abi to the
Federal Government, the Bank advises on the natuwlesize of
government debt instruments to be issued, whilacis as the
issuing house on behalf of government for the smoedium and
long-term debt instruments. The Bank coordinates fthancial
needs of government in collaboration with the tueasto
determine appropriately the term, timing of issnd &olume of
instruments to raise funds for government financing
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g. Banker and lender of last resort to banks:The CBN maintains
current account for deposit money banks. It alsovides
clearing house facilities through which instrumeifitsm the
banks are processed and settled. Similarly, it dakes trade
finance functions on behalf of banks’ customersnaly, it
provides temporary accommodation to banks in thpaance
of its functions as lender of last resort.

3.3 Policy Implementation and Criticism of the CBN

The CBN's early functions were mainly to act as government's
agency for the control and supervision of the baglgector, to monitor
the balance of payments according to the demandthefFederal
Government and to tailor monetary policy along teanands of the
federal budget. The central bank's initial lackfiaiincial competence
over the finance ministry led to deferment of maoonomic decisions
to the finance ministry. A key instrument of thenkawvas to initiate
credit limit legislation for bank lending. The imtive was geared to
make credit available to the neglected nationadsseich as agriculture
and manufacturing. By the end of 1979, most of blamks did not
adhere to their credit limits and favoured a lomgerpretation of CBN's
guidelines. The central bank did not effectivelytail the prevalence of
short-term loan maturities. Most loans given outdoynmercial banks
were usually set within a year. The major policy dalance this
distortion in the credit market was to create a iiBamk of Commerce
and Industry, a universal bank. However, the nemklghad not fulfill its
mission.

Another policy of the bank in concert with the miens of the
government was direct involvement in the affairstioé three major
expatriate commercial banks in order to forestaly dias against
indigenous borrowers and consumers. By 1976, tderaé Government
had acquired 40% of equity in the three largestroensial banks. The
bank's slow reaction to curtail inflation by finamg huge deficits of the
Federal Government has been one of the sore poithg history of the
central bank. Coupled with its failure to contrbketburgeoning trade
arrears in 1983, the country was left with huge&ldraebts totaling $6
billion.

4.0 CONCLUSION
The Central Bank of Nigeria (CBN) plays a promingsié in economic
growth and development. It plays a promotionalarficial, operational,

regulatory and participatory role in the money nedrand the capital
market.

31



BFN 740 REGULATION OF FINANCIAL INSTITUTIONS

There is the need for close integration betweenCB#l’s policies and
those of the Federal Government in order to achreaero-economic
stability. There is also the need to guarantee @Bténomy and should
be insulated from interference by the government.

50 SUMMARY

In this unit, you learnt the history of Central Banf Nigeria, its
authorizing legislation andorigin. You also learfie functions of
Central Bank of Nigeria and its policy implemeratiand criticism.

6.0 TUTOR-MARKED ASSIGNMENT

Clearly state the functions of the Central BanNdjeria.

7.0 REFERENCES/FURTHER READING

Jhingan, M. L. (2004)Monetary Economics. Delhi: Vrinda Publications
(P) Ltd.

Osaze, E. B. (2007Tapital Markets. Lagos: The Book house
company.
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UNIT 3 REGULATORY INSTITUTIONS IN THE NIGERIA
FINANCIAL SYSTEM (DOMESTIC
ENVIRONMENT) —NDIC

CONTENTS
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2.0 Objectives
3.0 Main Content
3.1  Meaning of NDIC
3.2  Historical Background of the Nigeria Deposisurance
Corporation (NDIC)
3.3 Rationale for the Establishment of Depositutaace
Scheme in Nigeria
3.4 NDIC's Mandates
3.5 Functions of NDIC
4.0 Conclusion
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1.0 INTRODUCTION

In this unit, we shall discuss the meaning, theohisal development
and functions of the Nigerian Deposit InsurancepOaation (NDIC).

2.0 OBJECTIVES

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

o trace the historical development of the NDIC
. discuss the roles of NDIC in the banking industry
o explain the essentials of banking regulation.

3.0 MAIN CONTENT
3.1  Meaning of NDIC

NDIC stands for Nigerian Deposit Insurance Corpgorat The NDIC is
an autonomous body which acts as a supervisoryatytiover licensed
banks. The corporation not only provides financ@larantee to
depositors but also ensures that banks comply vagulations and
practices that foster safety and soundness in #rkanhplace.
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3.2 Historical Background of the Nigeria Deposit thsurance
Corporation (NDIC)

The history of Nigeria Deposit Insurance Corpomat(®DIC) has its
origin in the report of a committee set up in 19838 the Board of
Central Bank of Nigeria (CBN), to examine the opers of the
banking system in Nigeria. The Committee in itsotpecommended
the establishment of a depositors’ protection fu@dnsequently, the
Nigeria Deposit Insurance Corporation was estabtisthrough the
promulgation of Decree No. 22 of 15th June 1988.

This was part of the economic reform measures tdierthe then
government, to strengthen the safety net for thekibg sector
following its liberalization policy and the introdiion of the 1986
Structural Adjustment Programme (SAP) in Nigeria.

The phenomenal increase in the number of banks #0nm 1986 to
120 in 1992 led to:

. Increased Competition amongst banks leading tqogbractices

. People of questionable integrity becoming bank awnand
managers

. Inadequate Manpower

. The coming together of strange bedfellows due ®litensing

requirement that banks maintain adequate geograpmpcead.

All these led to serious breakdown in corporate egoance and
boardroom squabbles. The unpredictable policy enwment, downturn
in the economy and political upheavals at the tiai®o exacerbated the
difficult situation the Corporation found itself.imfhe banking industry
was therefore, already in distress by the time tDerporation
commenced operations in March 1989. NDIC operatettua difficult
terrain at the time and was immediately saddletl Wieé management of
distress in the banking industry, to avert the intgpeg systemic crises
and its resultant consequences. Some of the msasndertaken by the
Corporation at the time, to manage distress in ititerest of the
depositors and the system included:

i, Moral  suasion; continuous interaction  with bank
managers/owners.

i, Imposition of holding actions on distressed banks to restrict
operations and encourage self-restructuring — abdwdistressed
banks had holding actions imposed on them at iimat t

il. Rendering of financial assistance to banks; in 18i8%e, NDIC
in collaboration with the CBN granted facilities toe tune of
N2.3 billion to ten banks with serious liquiditygimems.
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V. Takeover of management and control of 24 distredsamuks
between 1991 and 1996.

V. Acquisition and restructuring of seven (7) distegsbanks which
were handed over to new investors in 1999 and 2000
Vi. Implementation of Failed Banks Decree No. 18 of4198t the

end of 1995, about one out of every two banks igeNa was
distressed. The Decree was intended to assisesh&il banks
recover their classified assets and punish the nactipes that
contributed to the distress. As at June 1996, thgp@ation had
recovered about N3.3 billion.

3.3 Rationale for the Establishment of Deposit Ingfance Scheme
in Nigeria

The deposit insurance scheme was established ieridigh 1989 with
the promulgation of an enabling legislation, Dedxee 22 of 1988.

i. There were at least four major reasons for estabfysa formal
bank deposit insurance scheme in Nigeria. The fiwas the
lesson of history connected with the experiencermdr bank
failures in Nigeria. In the 1950s, many small defoos suffered
untold hardship as twenty-one (21) out of the twdivie (25)
indigenous banks operating in Nigeria closed doors.

. The establishment of the Corporation was also méat by the
approach which some other countries adopted torersmnking
stability. For example, Czechoslovakia which wag thrst
country to establish a nation-wide deposit schem#&924 used
the scheme to revitalize the country’s banking esystafter
ravages of the First World War. In addition, theesoe served to
encourage saving, by increasing the safety of depand
ensuring the best possible development of bankiagtige in
that country. Similarly, the United States of Ancari(USA)
established the Federal Deposit Insurance CorporgEDIC) in
1933 in response to a banking collapse and panic.

ii. Also, the Structural Adjustment Programme (SAP) arkéd
upon by government in 1986 was aimed at deregglatire
economy in the direction of market-determined pgcilt was
envisaged that since deregulation would involvelitheralisation
of the bank licensing process, there would be astankial
increase in the number of licensed banks to bergisee by the
CBN. The establishment of an explicit deposit iasiwe scheme
with supervisory powers over insured institutiorssvexpected to
complement the supervisory efforts of the CBN. kdlesince the
establishment of the Corporation in 1989, it hasnygossible for
both institutions (CBN and NDIC) to carry out roei and
special examinations of licensed banks more fredyeahan
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3.4

before, despite the increase in the number of bahke banks
are now examined more frequently prior to the distaiment of

the Corporation.

Finally, prior to the establishment of the Corpmat

government had been unwilling to let any bank fad, matter a
bank’s financial condition and/or quality of managmt.

Government feared the potential adverse effectsomfidence in
the banking system and in the economy followingaakbfailure.

Consequently, government deliberately propped wmpiraber of
inefficient banks over the years, especially thibaeks in which
state governments were the majority shareholdersus,T
government established the Corporation to admintb deposit
protection scheme on its behalf and to serve aghacle for

implementing failure resolution options for badlyamaged
insolvent banks.

NDIC’s Mandates

Deposit Guarantee:This is the most significant and distinct manddte o
the Corporation. Deposit Guarantee ensures Depss#e protected
against loss of their insured deposits in the ewdrd bank unable to
meet its obligations to the depositors

Bank Supervision:

The Corporation supervises banks in order to ptatepositors
and to ensure safety and soundness of the banystens
Ensures potential risk of failure is reduced

Ensures the unsafe and unsound banking practicesot@o
unchecked

Failure Resolution:

One of the primary roles of the NDIC is to ensunrat failing and
failed institutions are resolved in a timely antiogént manner

Bank Liquidation

3.5

Liquidation process involves orderly and efficiehbsure of the
failed institutions with minimum disruption to thbanking
system

Cost-effective realization of assets

Settlement of claims to Depositors, Creditors ahens possible,
Shareholders

Functions of NDIC

Section 2 of the NDIC Act 2006 stipulates the fimes for the
Corporation as follows
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. Insuring all deposit liabilities of licensed bankad such other
financial institutions operating in Nigeria to enger confidence
in the Nigerian banking system.

. Giving financial and technical assistance to el@ilinsured
institutions in the interest of depositors.
o Guaranteeing payments to depositors, in case ofinemwh or

actual suspension of payments by Insured Institgtiop to the
maximum provided for in section 20 of NDIC Act;

o Assisting monetary authorities in the formulationnda
implementation of policies so as to ensure soumdibg practice
and fair competition among insured institutionsha country;

o Pursuing any other measures necessary to achieviitistions
of the Corporation provided such measures and rectawe not
repugnant to the objects of the Corporation.

4.0 CONCLUSION

We therefore conclude that the NDIC was establishkedprevent
theincidence of bank failure in Nigeria,

5.0 SUMMARY

We have learnt the meaning, historical developraedtfunctions of the
NDIC. In addition we have also learnt the essemtiaf banking
regulation.

6.0 TUTOR-MARKED ASSIGNMENT

1. Outline the functions of the NDIC in the bankingtee.
2. Trace the historical development of the NDIC.

7.0 REFERENCES/FURTHER READING

Alhassan, H. A. (2004): Banking Regulation as adeaa forBank
failure in Nigeria.-A Research Project submitted to
theDepartment of Business Administration, Univegrsiof
Abuja.(un-published).

CBN /NDIC (1995).Distress in the Nigeria Financi&@ervices
Industry.A Collaborative Study.

Nwankwo, G. O. (1993). Prudential Regulation of Nigeria
Banking.Lagos: University Press.

Osaze, E.B. (2007 apital Markets. Lagos: The Book house Company.
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UNIT 4 REGULATORY INSTITUTIONS IN THE NIGERIA
FINANCIAL SYSTEM (DOMESTIC
ENVIRONMENT) — SEC

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Historical Development of the Securities dfxthange
Commission (SEC)
3.2  Objectives of the Securities and Exchange Cissian
(SEC)
3.3  The Functions of the Commission
3.4 Composition of Membership of SEC
3.5 How Securities and Exchange Commission Potdet
investing Public
3.6  Prospectus
4.0 Conclusion
5.0 Summary
6.0 Tutor Marked Assignment
7.0 References/Further Reading

1.0 INTRODUCTION

The Securities and Exchange Commission (SEC) isplex regulatory
institution of the Nigerian capital market. Sinreeption, SEC has
been playing within the capital market a similaterplayed by the
Central Bank of Nigeria in the money market.

2.0 OBJECTIVES

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

. descibe the historical development of the Secuiigg Exchange
Commission (SEC)

) State the objectives of the Securities and Exch&@wamission
(SEC)

. highlight the Functions of the Commission

) discuss the Composition of Membership of SEC

o narrate how Securities and Exchange Commissioregiotthe
investing public

. explain what prospectus is all about.
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3.0 MAIN CONTENT

3.1 Historical Development of the Security and Exwange
Commission (SEC)

The Securities and Exchange Commission (SEC) is ederél

government agency established by the Securities Brdhange
Commission act 71 of 1979 which was re-enactedexsd2 Number 29
of 1988. Before attaining its present status, tlmnmission had
undergone a number of changes from the initial ddyi$s progenitor,

the Capital Issues Committee that had ad-hoc poleiGapital Issues
Commission that was statutorily established by @epital Issues
Decree of 1973. As would be expected, its role watch change
continued to vary over the years with the changibgective carved for
its evolving structure. The policy determinationtioé commission is the
responsibility of its board of directors, which lndes the director-
general of the commission as a member. The dirgeoeral in turn
oversees the day-to-day administration of the casimn on behalf of
the board.

Generally, members of the board are chosen in deraion of their
ability, experience, specialized knowledge and gssional attainments
in securities business in particular and the natieconomy in general.

At inception, the staff of the commission was drafnom the Central

Bank, (an inevitable fact of its history). But snattaining separate
existence, it has recruited more professionals he &ccountancy,
economics, finance, statistics and law, in addittonadministrative,

clerical and secretarial staff. Administrativelyhet commission is
divided into departments headed by departmentatttirs and divisions
under divisional heads, who must be at least ofaganal status. In
broad terms, the main functions of the commissianta regulate and
develop the Nigerian capital market in order to i@aeh its wider

objectives of investor protection and capital madevelopment toward
enhanced socio-economic development. The pursuithese broad
objectives involves:

o Full disclosure requirements by operators and rssue the
market.

o Regulation of trading in securities through markatveillance
activities.  Registration of securities and ingignos in the
market.

. Public enlightenment, research and general edurcagibout
securities industry.

o Creating the necessary atmosphere for the ordedwty and

development of the capital market.
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. Investigation of complaints and suspected breacbisthe
securities laws and,
. Making of rules to direct the market towards a BbCourse.

Apart from the Securities and Exchange Commissiecrek of 1988,
which the commission administers, it also operatéisin the provisions
of other statutory enactment's that relate to sgesibusiness, corporate
finance and investments in Nigeria. Significant agdhese are the
companies and allied matters decree, 1990 whichtsveke
administration of unit trust schemes in the SE@, ttlastee investments
acts of 1957 and 1962, and the technical commédtae privatization
and commercialization decree of 1988.

As a statutory corporation under the supervisionhef federal finance
ministry, the commission submits reports of its\aiieés annually to the
ministry. Despite its now familiar public enlighteent strategy for
broadening awareness, a certain level of ignoratiteexists about the
commission, its functions, roles and place in thgeNan socio-
economic set-up.

3.2 Objectives of the Security and Exchange Comnsi®n (SEC)

The basic objectives of the commission are:

. Investor protection, and

o Capital market development towards enhanced sawoemic
growth and development.

The need for investor protection emanates fromntitere of financial

assets and financial services industry itself. T¢mener, for instance,
cannot have their worth determined by ordinary palsexamination,

like most other products do. Financial servicestle other hand, are
perceived to be terse and intricate. It is theeeforore difficult for

investors to evaluate with any degree of confidetice quality of the
services and products that are offered. It is dgumt easy for a single
investor to gain access to all the relevant infagiomhe may need in
order to make an informed and rational investmetgion.

The objective of investor protection is to ensunat issuers of financial
instruments provide investors with relevant, timeiynd adequate
information about securities and institutions that subject of public
iIssues. Secondly, such protection is pursued teeptefraudulent prac-
tices such as false claims, deceit, price maniumadnd unfair use of
undisclosed price sensitive information that coudtent public
confidence in the securities business.
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By and large, the rules and regulations of the c@sion have been
formulated to guide all market operations and dpesawith the aim of
offering far-reaching protection to all investorghether local or
foreign.

Capital market development on the other hand, wrestreating general
awareness about the market as an important souraavestment
finance and therefore, a catalyst for rapid socioremic advancement.
Capital market development has involved researcivies aimed at
improving market efficiency and competitivenessvadl as introducing
new instruments and initiating policies with posstimplications for the
market. The commission ensures that it balancesilaggn with
development and progressive ideas.

As the apex regulatory body for the capital markbe SEC is the
principal adviser to the Nigerian government onitehpnarket issues
and is in this regard, called upon to give frometito time opinions on
related subjects.

3.3  Composition of Membership of SEC

(@) A Chairman

(b) One person not below the rank of Director tpresent the
Federal Ministry of Finance.

(c) One person not below the rank of Director tpresent the
Central Bank of Nigeria.

(d)  Two full time Commissioners who shall be pesavith ability,
experience and specialized knowledge in capitaketanatters.

(e)  The Director-General of the Commission; and

() Five other Commissioners who shall be persorih \wroven
ability and expertise in corporate matters gengrall

3.4  Functions of Securities and Exchange Commissio

(@) Determining the price at which Securities awvebe sold, the
amount to be sold as well as the appropriate tinesgue the
securities either through offer for sale or offer $ubscription.

(b)  Registration of Securities proposed for offer $ale or offer for
subscription.

(c) Maintaining surveillance over the securitiesrkeé to ensure
orderly, fair and equitable dealings in securities.

(d) Registering stock exchange or their branchesgistrars,
securities dealers and other capital market operatdh a view
to maintaining proper standards of and professismain the
securities business.

(e) Protect the integrity of the securities mar&gainst any abuse
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arising from the practice of insider trading.

() Acting as regulatory apex organisation for tNegerian Stock
exchange and its branches to which it would beilmrty to
delegate power.

(g0 Reviewing, appointing and regulating of bussxeesmbination.

(h)  Creating the necessary atmosphere for the lgrdgowth and
development of the capital market.

3.5 How Does Securities and Exchange Commissiond®ect The
investing Public?

The Securities and Exchange Commission protectintlesting public
by ensuring that companies make:

(@)  Full disclosure in prospectus.

(b)  Adequate and timely financial reporting.
(c) Fair and equitable issuance of securities.
(d)  Fair trading practice.

3.6 Prospectus

A company issuing securities either through offar $ale or offer for
Subscription is expected to submit a prospectusSeécurities and
Exchange Commission (through its issuing hous&ildeg information
about the offer.

The prospectus often shows the following infornatio

(@) Summary of the offer:

Name of the company

Number of shares being offered

Nominal price and offer price

Market capitalization of the company (at offer pijic

Market capitalization of the offer (at offer price)

Share capital (authorized issued)

Forecast EPS, Earnings Yield, dividend and dividend
yield.

@~0o0oy

(b)  Parties to the offer:

o Names of directors

o Company Secretary
Issuing houses
stockbrokers
Solicitors
reporting accountants
auditors and registrar.
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(€)

(d)

(e)

(f)

MODULE 2

Chairman's Letter:

Purposes of the offer

History and business of the company
Company's management staff

Staff training, industrial relations and welfare
Staff pensions

Future expansion programmes.

The Profit Forecast:

Forecast PBT, PAT, Reserves, Dividend and Rethin

profit.

Assumptions on which the forecast is based

Reporting Accountant's letter relating to thkdwing.

(1) Review of accounting policies used for theekast.

(i)  Review of the calculations of the forecast

(i) Review of the reasonableness of the asswmpti

(iv) Review of the consistency in the applicatioh
accounting policies.

Issuing House letter with respect to:

0] Discussion with the directors of the compaand
reporting accountant with respect to assumptions,
calculations and accounting policies used for the
forecast.

(i)  Acceptance of responsibility by the Direciofor
the forecast.

Accountant's Report (content):

A letter expressing opinion on the following:

(1) Examination of audited accounts for five years

(i)  Financial statements are prepared from addite
accounts after making necessary adjustments.

(i)  Whether the financial statements show trae air
view and comply with CAMD and accounting standards.
(iv)  Name of company auditor.

Five-year financial summary of P & L, Balanceesth
Statements of sources and applications of funds.
Schedule of adjustments (e.g with respect toraExt
ordinary items, prior year adjustments etc.).

Statutory and General Information:

Incorporations and capital history

Extract from Memorandum and Articles of Assocat
Company's borrowing power

Material contracts.

Claims and pending litigations.
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4.0 CONCLUSION
We have seen in this unit the historical backgrowidSEC, the

functions of SEC, how SEC protects the investorswa#i as what
Prospectus Document is all about.

5.0 SUMMARY

In this unit, you have learnt the historical deyst@ent of the Security
and Exchange Commission (SEC), its objectives,fimetions of the
Commission and the composition of membership of SEE have also
explained how Securities and Exchange Commissiontegis the
investing public and what prospectus is all about.

6.0 TUTOR MARKED ASSIGNMENT

1. State five functions of SEC.
2. Explain how SEC protects the investing public.

7.0 REFERENCE/FURTHER READING

Osaze, E. B. (2007Capital markets. Lagos: The Book housecompany.
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UNIT5  NATIONAL INSURANCE COMMISSION
(NAICOM)

CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1  Historical Development of the NAICOM
3.2  Services Rendered byNAICOM
3.3 Performance Target and Customer Expectations
4.0 Conclusion
5.0 Summary
6.0 Tutor Marked Assignment
7.0 References/Further Reading

3.0 MAIN CONTENT
3.1  Historical Background of NAICOM

The National Insurance Commission was establishedl1997 by
NAICOM Act Number 1 of 1997 with the main objectieé enhancing
the effective administration, supervision, reguatiand control of
insurance business in Nigeria.

3.2  Services Rendered by NAICOM

NAICOMwas established to render the following seeg:

. Establish standards for the conduct of insuranceiness in
Nigeria.

i Approve rates of insurance premiums to be paickgpect of all
classes of Insurance business.

ii. Approve rates of commissions to be paid in respéell classes
of insurance business.

iv. Ensure adequate protection of strategic governrasséts and
other properties.

V. Regulate transactions between insurers and renssureNigeria
and those outside Nigeria.

Vi Act as adviser to the Federal Government on allrensce related
matters.

vii. ~ Approve standards, conditions and warranties apiplec to all
classes of insurance business.

vii.  Protect insurance policy-holders and beneficiareesl third

parties to insurance contracts.
iX. Publish for sale and distribution to the publicnaal reports and
statistics on the insurance industry.
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X. Liaise with and advise Federal Ministries, Extranidierial
Departments, statutory bodies and other governmgencies on
all matters relating to insurance contained in aaghnical
agreement to which Nigeria is a signatory.

Xi. Contribute to the educational programmes of the réhed
Insurance Institute of Nigeria and the West Afridasurance
Institute.

Services Rendered to Customers by the Commission

NAICOM rendersservice to the insurance industey, insurance and re-
Insurance companies, insurance brokers, insurave® ddjusters and
agents. It also renders service to the insurindipablarge, government
(federal, state and local).

3.3 Performance Target and Customer Expectations

I To work towards peaceful, orderly and well-regullatesurance
industry. Claim payment within three (3) monthsnamety (90)
days.

. Registration of companies within two (2) monthssotty (60)
days.

4.0 CONCLUSION

We have seen in this unitthe brief origin of NAICQRhe array of
services rendered by the Commission as well apéhiermance targets
and the customer expectations especially, in tesfnsompetition and
efficient service delivery.

5.0 SUMMARY

You have learnt in this unitthe brief origin of NAOM, the array of
services rendered by the Commission as well apéhfermance targets
and the customer expectations especially, in tesfnsompetition and
efficient service delivery.

6.0 TUTOR-MARKED ASSIGNMENT

State five services rendered by NAICOM.

7.0 REFERENCE/FURTHER READING

Osaze, E.B. (2007 apital Markets. Lagos: The Book house Company
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MODULE 3 INTERNATIONAL DIMENSIONS OF
FINANCIAL REGULATION

Unit 1 International Financial Market Difficulties

Unit 2 Regulatory Institutions in the Internatiorahvironment-
International Monetary Fund (IMF)

Unit 3 The International Bank for Reconstruction dan
Development (IBRD) or the World Bank

Unit 4 The African Development Bank (ADB

UNIT 1 INTERNATIONAL FINANCIAL MARKET
DIFFICULTIES

CONTENTS

1.0 Introduction

2.0 Objectives

3.0 Main Content
3.1 International Financial Market Difficulties
3.2 Possible Remedies

4.0 Conclusion

5.0 Summary

6.0 Tutor-Marked Assignment

7.0 References/Further Reading

1.0 INTRODUCTION

The globalization of financial markets constitutesnajor challenge to
the regulation of financial activities and institutts which continues to
be carried out by national governments. It creatwsral problems for
which solutions are not easy to implement.

2.0 OBJECTIVES

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

° state international financial market difficulties
) explain possible remedial actions for the idendifigsues.
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3.0 MAIN CONTENT
3.1 International Financial Market Difficulties

I First, due to the growing interdependence in irgtomal
financial markets financial difficulties experiemca one country
can easily spill over to other countries. A systewrisis in one
country and the failure of its authorities to dealth it
appropriately may lead to a global banking crisis.

. Second, regulation can be considered as a tax amchave an
impact on the international competitiveness of ricial
institutions. Different regulatory regimes may atseate barriers
for firms in cross-border trade in financial seesc For instance,
different capital requirements create an unlevgl&ying field
between financial institutions of different couasi

iii. Third, financial institutions may attempt to avoitbre stringent
domestic regulation by locating abroad. Regulatarpitrage
impairs the effectiveness of regulation and théditglmf different
countries to maintain their own regulatory framekvor
Regulatory competition may eventually lead to a award
regulatory spiral. As is demonstrated in a gamertie
framework by taking into account the special infational
characteristics of financial products and the wadleeputation in
the banking industry there may, however, be lints this
process. In particular in retail markets whererial integration
Is far less complete there remain upward regulafmBssures.
Countries will be able to maintain regulatory measias a signal
of quality differentiation provided that they arealwed by
customers.

3.2 Possible Remedies

The concern for the distortion of international gatition certainly has
been a major driving force behind attempts towardddwide solutions
for financial regulation. Recent international fc#l crises are
increasing the urge for an international approdcternational market
integration also helps to explain the recent sbiftemphasis from
structural towards prudential regulation.

Through efforts of international coordination arswagr is sought for the
guestions of what should be the right of accedsrign markets, and
whose rules should apply in international financearvices. In this
respect a tendency is observed to give branchessahbsidiaries of
foreign banks the same treatment as domestic b&kscross-border
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transactions of financial intermediaries it is preed that they should be
monitored by the home country. Regulation and doattbn can be
limited as banks should be allowed to develop tbein risk-assessment
procedures which should only be subject to regufateview.

Taking into account the concern for the threatahplete deregulation,
however, stronger forms of international harmonaratare also being
envisaged. The European Union has linked policids nwtual

recognition and home country control rules with esgnents on
minimum standards of conduct. The Basel Committee Banking

Supervision has laid down common bank capital rulé®se minimum
standards continue to be enforced by individualntoes. They are,
however, being criticized for their arbitrarinessnda potential
inflexibility.

Finally, faced with the increasing need for worldeiregulation, an
agreement that extends beyond the Basle countni@sset of minimum
capital standards, as Goldstein (1997) has arguenhdy be eventually
attained. But international cooperation beyond eéh@snimal standards
remains a difficult issue. In particular, faced twithe fragmented
supervision by many agencies to be multiplied bg thumber of
countries, the prospects for international coopamatto reinforce
supervision remain bleak. These difficulties toeggon the international
dimension of financial regulation and supervisiaie &nhancing the
overall trend towards greater emphasis on dis@plyy the market
rather than by regulators.

4.0 CONCLUSION

In the face of the possibility of a worldwide syste crisis the lender of
last resort function still remains largely the eand® of national central
banks. Whether emergency liquidity assistance shbal provided not
only for banks but also for other financial intediaies, and whether
the lender of last resort function should be predi@t the international
level, remain heavily debated issues.

5.0 SUMMARY

You have learnt in this unit that the major Intaio@al financial market
difficulties as well possible remedial actions toe identified issues.

6.0 TUTOR-MARKED ASSIGNMENT

Discuss briefly three international financial difiities.
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UNIT 2 REGULATORY INSTITUTIONS IN THE
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INTERNATIONAL MONETARY FUND (IMF)
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3.1  Meaning of International Monetary Fund (IMF)
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1.0 INTRODUCTION

In this unit, you will learn the meaning of intetim@al monetary fund
(IMF), its functions and its surveillance of th@lgal economy. You will
also study the structural adjustment, the benefitMF loan conditions,
a critique of IMF conditionality and the qualificats for IMF

membership.

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

explain the Meaning of International Monetary FihdF)
list the Functions of International Monetary Fuhidi)
analyse the Criticisms of IMF Conditionality
understand the Benefits of MF Loan Conditions.
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3.0 MAIN CONTENT
3.1  Meaning of International Monetary Fund (IMF)

The International Monetary Fund (IMF) is an inta@romal organization
that was initiated in 1944 at the Bretton Woods fémence and formally
created in 1945 by 29 member countries. The IMfated goal was to
assist in the reconstruction of the world's intéomal payment system
post-World War Il. Countries contribute money topaol through a
guota system from which countries with payment ilabees can
borrow funds temporarily. Through this activity awthers such as
surveillance of its members' economies and the ddnfar self-

correcting policies, the IMF works to improve theoeomies of its
member countries (Escobar, 1980).

The IMF describes itself as “an organization of t®8intries, working
to foster global monetary cooperation, secure firen stability,
facilitate international trade, promote high emph@nt and sustainable
economic growth, and reduce poverty around the dvqtMF, 2012).
The organization's stated objectives are to promioternational
economic co-operation, international trade, emplegtnand exchange
rate stability, including by making financial resoes available to
member countries to meet balance of payments nésdseadquarters
are in Washington, D.C., United States.

3.2 Functions of International Monetary Fund (IMF)

The IMF works to foster global growth and econorsiability. It
provides policy advice and financing to members anonomic
difficulties and also works with developing natidonshelp them achieve
macroeconomic stability and reduce poverty. Theomate for this is
that private international capital markets functiomperfectly and many
countries have limited access to financial marke®sich market
imperfections, together with balance of paymemtaricing, provide the
justification for official financing, without whicimany countries could
only correct large external payment imbalancesutjinomeasures with
adverse effects on both national and internati@saihomic prosperity
(Isard, 2005).The IMF can provide other sourcesfinfncing to
countries in need that would not be available ia #bsence of an
economic stabilization program supported by thelfun

Upon initial IMF formation, its two primary functis were: to oversee
the fixed exchange rate arrangements between desinthus helping
national governments manage their exchange rasabowing these
governments to prioritize economic growth, and tovpe short-term
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capital to aid balance of payments. This assistarasemeant to prevent
the spread of international economic crises. ThedRmas also intended
to help mend the pieces of the international econpwst the great
depression and World War I1.

The IMF’s role was fundamentally altered after flemting exchange
rates post 1971. It shifted to examining the ecanopolicies of

countries with IMF loan agreements to determire shortage of capital
was due to economic fluctuations or economic politge IMF also

researched what types of government policy woulsusn economic
recovery (Jensen, April 2004). The new challengéoipromote and
implement policy that reduces the frequency of exisamong the
emerging market countries, especially the middme countries that
are open to massive capital outflows. Rather thamtaining a positive
of oversight of only exchange rates, their functiobecame one of
“surveillance” of the overall macroeconomic perfarmae of its member
countries. Their role became a lot more active beeahe IMF now
manages economic policy instead of just exchangs.ra

In addition, the IMF negotiates conditions on lergdand loans under
their policy of conditionality, which was estableghin the 1950s. Low-
income countries can borrow on concessional tewhgh mean there
Is a period of time with no interest rates, throdlgh Extended Credit
Facility (ECF), the Standby Credit Facility (SCH)dathe Rapid Credit
Facility (RCF). Non-concessional loans, which imigunterest rates, are
provided mainly through Stand-By Arrangements (SBing Flexible
Credit Line (FCL), the Precautionary and Liquiditye (PLL), and the
Extended Fund Facility. The IMF provides emergeasgistance via the
newly introduced Rapid Financing instrument (R@)atl its members
facing urgent balance of payments needs.

3.3  Surveillance of the Global Economy

The IMF is mandated to oversee the internationalnetary and
financial system and monitor the economic and fuerpolicies of its
188 member countries. This activity is known asvsillance and
facilitates international co-operation. Since themtse of the Bretton
Woods system of fixed exchange rates in the ed@%04, surveillance
has evolved largely by way of changes in procedratger than through
the adoption of new obligations. The responsiksitiof the Fund
changed from those of guardian to those of oversgéemembers'
policies.

The Fund typically analyses the appropriatenesseath member
country's economic and financial policies for aehig orderly
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economic growth, and assesses consequences ofpibleses for other
countries and for the global economy.
3.4  Conditionality of loans

IMF conditionality is a set of policies or condii® that the IMF
requires in exchange for financial resources. THE toes not require
collateral from collateral economic but rather regs the government
seeking assistance to correct its macroeconomialanbes in the in the
form of policy reform. If the conditions are not théhe funds are
withheld. Conditionality is perhaps the most coménsial aspect of IMF
policies. The concept of conditionality was intradd in an Executive
Board decision in 1952 and later incorporated ie thrticles of

Agreement.

Conditionality is associated with economic theory well as an
enforcement mechanism for repayment. Stemming pilynitom the
work of Jacques Polak in the Fund's research depatf the theoretical
underpinning of conditionality was the “monetarypegach to the
balance of payments" (Chorev and Babb, June 2009).

3.5  Structural Adjustment

Some of the conditions for structural adjustmentude:

. Cutting expenditures, also known as austerity measu

o Focusing economic output on direct export and nesou
extraction.

. Devaluation of currencies.

o Trade liberalization, or lifting import and expoestrictions.

o Increasing the stability of investment (by supplatimegy foreign
direct investment with the opening of domestic ktoarkets).

. Balancing budgets and not overspending.

. Removing price controls and state subsidies.

o Privatization or divestiture of all or part of satwned
enterprises.

o Enhancing the rights of foreign investor’s vis-a-uational laws.

o Improving governance and fighting corruption.

These conditions have also been sometimes labslédeaVashington
Consensus.

3.6  Benefits of MF Loan Conditions
These loan conditions ensure that the borrowingncgwill be able to

repay the Fund and that the country won't attemgbtve their balance
of payment problems in a way that would negativetypact the
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international economy. The incentive problem of ahdrazard which is
the actions of economic agents maximizing their owtiity to the
detriment of others when they do not bear thedofisequences of their
actions, is mitigated through conditions rathentpeoviding collateral;
countries in need of IMF loans do not generallysess internationally
valuable collateral anyway.

Conditionality also reassures the IMF that the &uteht to them will be
used for the purposes defined by the Articles ofe&gnent and provides
safeguards that country will be able to rectify miscroeconomic and
structural imbalances. In the judgment of the Fuhd,adoption by the
member of certain corrective measures or policidisalow it to repay
the Fund, thereby ensuring that the same resowitiebe available to
support other members.

Why did Nigeria opt for structural adjustment irzgteof IMF loan
during regime?

3.7  Criticisms of IMF Conditionality

In some quarters, the IMF has been criticized f®n@ 'out of touch’
with local economic conditions, cultures, and emwments in the
countries they are requiring policy reform. The &Wmows very little
about what public spending on programs like pultiealth and
education actually means especially in African ¢oas; they have no
feel for the impact that their proposed nationatidet will have on
people. The economic advice the IMF gives mightalatays take into
consideration the difference between what spencdliegns on paper and
how it is felt by citizens.

It has been said that the IMF's role as a genérasistution specializing

In macroeconomic issues needs reform. Conditignddds also been
criticized because a country can pledge collatefrdhcceptable assets”
to obtain waivers on certain conditions. Howevhattassumes that all
countries have the capability and choice to proadeeptable collateral.

One view is that conditionality undermines domestwolitical
institutions. The recipient governments are saxgnfj policy autonomy
in exchange for funds, which can lead to publientésent of the local
leadership for accepting and enforcing the IMF ok, Political
instability can result from more leadership turroae political leaders
are replaced in electoral backlashes. IMF condstiare often criticized
for their bias against economic growth and redumesgiment services,
thus increasing unemployment.
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Another criticism is that IMF programs are only ideed to address
poor governance, excessive government spending, essxe
government intervention in markets, and too muekesbwnership. This
assumes that this narrow range of issues repreffemtenly possible
problems; everything is standardized and diffexngtexts are ignored
A country may also be compelled to accept condstigdnwould not
normally accept had they not been in a financiasicrin need of
assistance.

It is claimed that conditionality inhibit the stdtgoals of the IMF, while
Structural Adjustment Programs lead to an incremsepoverty in
recipient countries. The IMF sometimes advocatesust&xity
Programmes”, cutting public spending and taxes ewdren the
economy is weak, to bring budgets closer to a lealathus reducing
budget deficits. Countries are often advised toelotheir corporate tax
rate. In Globalization and its Discontents, Joseph E. Stiglitz, former
chief economist and senior Vice president at theliVBank, criticizes
approach, the purpose of the fund is no longedyals it was designed
to provide funds for countries to carry out Keyaasreflections, and
that the IMF “was not participating in a conspirabut it was reflecting
the interests and ideology of the western finana@ammunity”
(Friedman 2002).

3.8  Qualifications for Membership

Any country may apply to be a part of IMF. In trerlg postwar period,
rules for IMF membership were left relatively lop8éembers needed to
make periodic membership payments towards theitaquim refrain
from currency restrictions unless granted IMF pegiain, to abide by
the Code of Conduct in the IMF Articles of Agreemeand to provide
national economic information. However, stricteesuwere imposed on
governments that applied to the IMF for funding.

The countries that joined the IMF between 1945 afdl agreed to
keep their exchange rates secured at rates thht bewadjusted only to
correct a fundamental disequilibrium in the balantgpayments, and
only with the IMF's agreement. Some members haverg difficult
relationship with the IMF and even when they ailérsiembers they do
not allow themselves to be monitored, Argentinaghkample refuses to
participate in an Article IV Consultation with tihdF.

In terms of benefit, member countries of the IMFvéiaaccess to
information on the economic policies of all membmuntries, the
opportunity to influence other members' economiticgs, technical
assistance in banking, fiscal affairs, andexchangsters, financial
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support in times of payment difficulties, and iresed opportunities for
trade and investment.

3.9 Leadership of IMF

IMF organs consist of Board of Governors, Executd@ard and the
Managing director.

3.9.1 Board of Governors

The Board of Governors consists of one governor anel alternate
governor for each member country. Each member cp@agpoints its
two governors. The Board normally meets once a gedris responsible
for electing or appointing executive directors e tExecutive Board.
While the Board of Governors is officially respdrisi for approving
guota increases, Special drawing right allocatidhs, admittance of
new members, compulsory withdrawal of members,amdndments to
the Articles of Agreement and By-Laws, in practitehas delegated
most of its powers to the IMF's Executive Board.

The Board of Governors is advised by the IntermaidcMonetary and
Financial Committee and the Development CommitteEhe
International Monetary and Financial Committee hagemembers and
monitors developments in global liquidity and thansfer of resources
to developing countries. The Development Committag 25 members
and advises on critical development issues and omandial
resourcesrequired to promote economic developmenteveloping
countries, they also advise on trade and globat@mwental issues.

3.9.2 Executive Directors

24 Executive Directors make up Executive Board. THwecutive
Directors represent all 188 member-countries. Q@asitwith large
economies have their own Executive Director, bustremuntries are
grouped in constituencies representing four or ncoretries.

Following the 2008 Amendment on Voice and Partiogra eight
countries each appoint an Executive Director: timgtdd States, Japan,
Germany, France, the United Kingdom, China, thesRunsFederation,
and Saudi Arabia. The remaining 16 directors represonstituencies
consisting of 4 to 22 countries. The Executive Elioe representing the
largest constituency of 22 countries accounts 5% of the vote.

3.9.3 Managing Director
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The IMF is led by a managing director, who is he&dhe staff and
serves as Chairman of the Executive Board. The gimagalirector is
assisted by a first deputy managing director améetlother deputy
managing directors. Historically the IMF's managtigector has been
European and the president of the World Bank has f®m the United
States. However, this standard is increasingly de&joestioned and
competition for these two posts may soon open ujndétude other
gualified candidates from any part of the world.

In 2011 the world's largest developing countrigee BRIC nations,
iIssued a Statement declaring that the traditioapgiointing a European
as managing director undermined the legitimacyhef IMF and called
for the appointment to be merit-based. The heathi@iMF's European
department is Anténio Borges of Portugal, formeputg governor of
the Bank of Portugal. He was elected in Octobe0201

3.10 Voting Power

You should note that voting power in the IMF is ééson a quota
system. Each member has a number of "basic voesgh(member's
number of basic votes equals 5.502% of the totaésjp plus one
additional vote for each Special Drawing Right (SR 100,000 of a
member country's quota. The Special Drawing Righthe unit of
account of the IMF and represents a claim to ceyeft is based on a
basket of key international currencies. The bastey generate a slight
bias in favor of small countries, but the additionates determined by
SDR outweigh this bias.

3.10.1 Effects of the Quota System

The IMF's quota system was created to raise fumdkéns. Each IMF
member country is assigned a quota, or contributibat reflects the
country's relative size in the global economy. Eaamber’s quota also
determines its relative voting power. Thus, finahciontributions from

member governments are linked to voting power | dinganization.

This system follows the logic of a shareholder oaligd organization:

wealthy countries have more say in the making awkion of rules.

Since decision making at the IMF reflects each netabrelative

economic position in the world, wealthier countrtbat provide more
money to the fund have more influence in the IM&ntipoorer members
that contribute less; nonetheless, the IMF focoseredistribution.

4.0 CONCLUSION
The IMF is only one of many international organiaas and it is a

generalist institution for macroeconomic issuesypits core areas of
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concern in developing countries are very narrowe @roposed reform
IS a movement towards close partnership with osipexcialist agencies
to better productivity. The IMF has little to normunication with

other international organizations such as UN sflistiagencies like
UNICEF, the Food and Agriculture Organization (FA@hd the United
Nations Development Program (UNDP).

International institutions like the Internationalokktary Fund (IMF)
and the World Bank have the brightest economistd e lead in
advising poor countries on how to break out of ptyyéout the problem
Is development economics. Development economicdaéee reform,
not the IMF. It should also be noted that IMF I@amditions need to be
partnered with other reforms such as trade reformieveloped nations,
debt cancellation, and increased financial assstdar investments in
basic infrastructure to be effective. IMF loan ciotis cannot stand
alone and produce change; they need to be partmetledther reforms
or other conditions as applicable.

5.0 SUMMARY

In this unit, you learnt the meaning of internaibmonetary fund
(IMF), its functions and its surveillance of thelghl economy. You also
studied the structural adjustment, the benefitBviéf loan conditions, a
critique of IMF conditionality and the qualificaie for IMF
membership. Other sub-topics covered by you in thmg were the
leadership of IMF, its Board of Governors, andvb&ng power of IMF
members and effects of the quota system.

With the discussion of IMF in this unit, the study the African
Development Bank will be the focus of the next unit

6.0 TUTOR-MARKED ASSIGNMENT

1. Why does IMF provides policy advice and financingitembers
in economic difficulties and also works with deyalog nations
to help them achieve macroeconomic stability anduce
poverty?

2. IMF conditions are often criticized for their biaggainst
economic growth. Discuss.
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1.0 INTRODUCTION

In the preceding unitwe learnt the African Development Bank Group
(ADB), its history, entities, functions, managemand control, status,
and membership. You also learnt the recent trendsda&ections of the
African Development Bank (ADB) and its support cfdional Member
Countries (RMCs) through the fight against HNDS.

In this unit, we shall discuss the InternationahB&or Reconstruction
and Development otherwise called the World Banku tould note
that the World Bank is different from the World Ba@roup which we
shall discuss in the last unit of this course, that/nit 5.

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

discuss the formation of the World Bank or the IBRD

analyze the functions of the World Bank

state the purposes of the World Bank

describe the resources of the World Bank

describe the lending procedure of the World Bank

highlight the general provisions regarding WorldhBdoans and
guarantees
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. describe the World Bank structural adjustment loans
. undertake a critique against the World Bank paddicie

3.0 MAIN CONTENT
3.1 The Formation of the World Bank or the IBRD

Like the International Monetary fund (IMF), the énbational Bank for
Reconstruction and Development (IBRD) or simply tverld Bank
was also formed at the United Nations Monetary dfidancial
Conference held at Bretton Woods, New Hampshir&. Al.1-22 July
1944. The Bank was meant to take care of the leng-teconomic
problems of member-nations. Such aims for its cyeatare to:

o help the war-torn nations in the reconstruction tbikir
economies
o help the vast underdeveloped world in accelerativeg pace of

economic growth.

By 1988, the Bank’s membership stood at 151 coemtrilts
headquarters is in Washington D.C. and maintainsfd€es throughout
the world.

The five institutions of the World Bank are thedmtational Bank for
Reconstruction and Development (IBRD), InternatioDavelopment
Association  (IDA), International Finance Corporatio (IFC),
Multilateral Guarantee Agency (MIGA), and Intermaual Centre for the
Settlement of Investment Disputes (ICSID).

The World Bank's projects and operations are desida support low-
income and middle-income countries' poverty reduncttrategies. The
Bank provides low-interest loans, interest-freeditee and grants to
developing countries for a wide array of purposéat tinclude

investments in disaster recovery and risk mitiggtieducation, health,
infrastructure, financial and private sector depetent, and

environmental and natural resource managementoédh the World

Bank has traditionally played a key role in posadter recovery and
reconstruction, it has been increasing its involeetmin longer term
disaster risk reduction. The overarching objectiseto mainstream
disaster risk reduction and climate change adaptatn country

development strategies.

The World Bank supports country development stratgegsuch as
Poverty Reduction Strategies (PRSP), Country Amst& Strategies
(CAS), United Nations Development Assistance Fraorés
(UNDAFs), and National Adaptation Programmes ofié&ct(NAPAS),
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to reduce vulnerabilities to natural hazards. Thlisdone through
providing analytical, technical and operational o to countries for
disaster risk reduction.

3.2

The Functions of the World Bank

The functions of the World Bank are:

Vi.
Vii.
Viii.

3.3

Reconstruction of the war-devastated economies and
development of economically backward countries ugto
investment and capital accumulation and through use
ofproductive capacity for production of civilian gis and
services.

To achieve the above objective through promotionfaséign
private investment by means of guarantees or [gaation in
loans and other investments made by private inv&send in
case of non-availability of private capital at r@asble terms, to
supplement private investment by providing, on tahle
conditions, finance for productive purposes out itsf own
resources.

To promote long-term balanced growth of internatidnade and
maintenance of equilibrium in balance of paymentg b
encouraging international investment for the degwelent of
productive resources of the members, thereby agsist raising
the standard of living.

To assist in bringing about a smooth transitiomfi@ war-time to

a peace-time economy.

To encourage that the more useful and urgent gsope dealt
with first.

To underwrite loans to developing nations.

Renders technical assistance to LDCs.

To comment on the financial buoyancy and credittinoess of a
borrowing nations through its expertise and undexinhg of
financial matters. It issues certificates of creudirthiness and
these are acceptable and respectable the world-over

It can also borrow money from member nations (adednrich
nations) to finance its own loans.

The Purposes of the World Bank

It is important to note that the Bank has certaigional offices to serve
the following purposes:

To help the Bank in maintaining and improving tlfileeiveness
of its development assistance.

To bring the ‘sectors experts’ and ‘country expesisser to each
other thus helping the Bank in better understandindpe needs,
opportunities and problems of the member countries.
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iii. To permit an optimum utilization of the Bank staffpreparing,
appraising and implementing projects. Its loansmaeelium- and
long-term in nature.

3.4 Resources of the World Bank

The World Bank has three main sources of funds viz:

a. Its own capital (i.e. authorized capital): This is made up of
subscribed capital, paid-in capital, and amountgest to call.
Thus, it is divided into three parts:

0] 2 per cent of the subscribed capital is pagddyl the
subscriber in the form of U.S. dollars or goldl as
available to the Bank for lending other uses.

(i) 18 per cent of subscription is payable in nbems own
currency and is available to the Bank for lendivith the
consent of the member whose currency is involved.

(i)  The remainder (80 per cent) is not payabbde fending,
rather it can be called only for meeting the gdtiions of
the Bank arising out of its borrowing or guaramtg of
loans.

b. Retained Earnings: A proportion of the Bank's retained
earnings (net) are transferred in the form of graatone of its
affiliates, IDA, and the balance transferred to theneral and
Special Resources.

C. Borrowings: This forms the largest sources of the Bank’s funds
for lending and the major sources of borrowing dhe
international capital markets of the capital-ricambers (through
the issue of AAA rating bonds).

3.5 Lending Procedure of the World Bank
Loans rather than grants are given to needy memddeyns at rates

close to the market interest rates. Such loans contée following
forms:

a. The IBRD may give loans out of its own paideapital and
retained earnings.
b. The Bank can guarantee in whole or in partdaaade by private

investors through the usual investment channelsh §uarantees
attract a guarantee commission to the Bank.

C. The Bank may borrow from the capital marketshaf world on
the strength of its own credit-worthiness and imtgive loans to
its borrowers. In this way, it acts as a bridgenaein the capital-
surplus and capital-deficit areas of the world.
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3.6

General Provisions Regarding Loans and Guaraaes

The Bank can make loans or can guarantee themcsubjthe following
conditions:

Vi.
Vii.

viii.

Xi.

Xii.

Xiii.

Xiv.

XV.

XVI.

With the exception of loans given to the IFC, eviegn must be
made to or guaranteed by the member-governmenwofifosr
competent authority) on its behalf acceptable éoWorld Bank,
in whose territory the project to be financed isalied.

The World Bank ensures that the borrower and tharaguor
have the paying capacity.

It lends only for productive purposes and in nothtarly projects.
It must ensure that the project to be financed Wl able to
provide a return commensurate with the amount wéstment,
l.e., its return must be enough to service its adibigations and
show a surplus thereatfter.

Except in special circumstances, the World Bankdoare for
specific projects.

A loan made for a project cannot be diverted to @fwer use.
Only economic considerations inform the Bank’s dieci to give
loans.

The World Bank satisfies itself that in the prewegl market
conditions the borrower would be unable otherwiseobtain
loans under conditions which in the opinion of tBank are
reasonable for the borrower.

There must be a written report, prepared by a coenpe
committee after careful study of the merits of theposal,
recommending the project.

The World Bank normally gives a loan only to cotlee foreign
exchange component of the project, though in specia
circumstances a part of the local cost may alsiniaeced by the
Bank’s loan.

The World Bank deals only with member governmeth®ir
Central Banks or some other competent agency.

The loan must be spent in the economies of meméepns.

A project slated for financing must be able to ciote to the
economic development of the borrowing member- matio

The Bank has the right to determine the loan amamd
conditions though it has to satisfy itself that thierest rate and
other charges are reasonable and appropriate prafext.

The loan amount or guarantee is not limited by riEmber’s
subscribed capital.

Amortization and interest must be paid in curremarewhich the
loan was made.
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3.7  The World Bank Structural Adjustment Loans

The World Bank began a policy of structural adjustimlending in
1979-80 in response to the markedly deterioratirggpects that were
then foreseen for developing nations in the 19&Rs$ch structural
adjustment lending was designed within the staff Ainancing levels
available to the Bank and within its mandate, wsthgovernments that
had requested such support and that had recogriteedneed to
formulate and introduce, as a matter of urgencgtaof comprehensive
measures designed to adjust the structure of ptiwduactivities of their
economies to the markedly deteriorating exterriabsion (World Bank,
1982). The objective here is to provide quick dising finance to
support measures, specifically designed to stremgtiountry balance of
payments within 5-10 years without restricting imgan a manner that
would adversely affect its economic and social tgv@aent. Such loans
which are generally medium-term in nature are ia Bank's view
directed to achieve the following:

a. To support a programme to specific policy clesngnd and
institutional reforms so that the productive resegr of the
economy can be put to a better use in the sensepodving the
balance of payments in medium and long-run, and to
simultaneously help in the maintenance of econaroevth.

b. To act as a catalyst for the inflow of otheteemal capital to ease
the balance of payments situation.

To extend such loans, the Bank insists on a higlgrede of
conditionality, imposed upon LDCs only, leadingtteir bearing the
cost resource-reallocation and consequent hardships

Such conditionality imposed includes:

a. A set of pricing policies including tariff refos, fiscal
incentives, budget subsidies, and interest rategelsa

b. Revised public investment priorities;

C. Improved budget and debt management and

d. A policy for strengthening institutions partiady public
enterprises.

Nigeria has benefitted from this scheme in her 8Alth began in July
1986.

The world Bank has long been criticized by non-gowgental
organizations, such as the indigenous rights gsampival international,
and academics, including its former Chief Econondsseph Stiglitz,
Henry Hazlitt and Ludwig Von Mises (Stigliz, 2002007). Henry
Hazlitt argued that the World Bank along with thenatary system it
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was designed within, would promote world inflatiand “a world in
which international trade is state dominated” wtikay were being
advocated (Hazlitt, 1984). Stiglitz argued that sleecalled free market
reform policies which the Bank advocates are oftammful to economic
development if implemented badly, too quickly (“skaherapy”), in the
wrong sequence or in weak, uncompetitive econorftitiglitz, 2003;
Schneider, 2002).

One of the strongest criticisms of the World Bais Ibbeen the way in
which it is governed. While the World Bank reprasebh88 countries, it
Is run by a small number of economically powerfolutries. These
countries (which also provide most of the instdats funding) choose
the leadership and senior management of the WaaltkBand so their
interests dominate the bank. Titus Alexander arghas the unequal
voting power of western countries and the World Banrole in

developing countries makes it similar to the ScAfttican Development
Bank under apartheid, and therefore a pillar ofbgloapartheid
(Alexander, 1996). In the 1990s, the World Bank #mel IMF forged

the Washington Consensus, policies which includeceglulation and
liberalization of markets, privatization and the wiscaling of

government. Though the Washington Consensus wasen@a as a
policy that would best promote development, it wagicized for

ignoring equity, employment and how reforms likevatization were

carried out. Joseph Stiglitz argued that the Wagbm Consensus
placed too much emphasis on the growth of GDP nam@&nough on the
permanence of growth or on whether growth contebub better living
standards (Stiglitz, 2007).

The United States Senate Committee on Foreign iBetatreport
criticized the World Bank and other internationalahcial institutions
for focusing too much "on issuing loans rather tr@m achieving
concrete development results within a finite peraddime” and called
on the institution to "strengthen anti-corruptidfods".

Criticism of the World Bank often takes the formpbtesting as seen
in recent events such as the World Bank Oslo 206&8ts, the October
Rebellion, and the Battle of Seattle. Such dematietis have occurred
all over the world, even amongst the Brazilian Kayaeople.

Another source of criticism has been the traditioh having an
American head the Bank, because the United Statesidps the
majority of World Bank funding. "When economist®rir the World
Bank visit poor countries to dispense cash andcagViobserved The
Economist in 2012, "they routinely tell governmetdasreject cronyism
and fill each important job with the best candidawailable. It is good
advice. The World Bank should take it." (The EcomimMar 31st
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2012). You should note that Jim Yong Kim was thesmoecently
appointed president of the World Bank.

4.0 CONCLUSION

The World Bank is a United Nations internationalafncial institution
that provides the loans to developing countriescégital programs. The
World Bank's official goal is the reduction of potye According to its
Articles to its Articles of Agreement, all its demns must be guided by
a commitment to the promotion of foreign investmand international
trade and to the facilitation of capital investment

The World Bank is the world's premier developmemdtitution. For

almost 70 years, the leader of the IMF and WorldkBlaas been subject
to an indefensible carve-up. The head of the IMFEgopean; the
World Bank, American. This shabby tradition hasspted because it
has not been worth picking a fight over. It is loogerdue for the

headship of the World Bank and the IMF is openedaiedidates from
the rest of the world.

5.0 SUMMARY

In this unit, you learnt how the World Bank or tlBRD was formed as
well as its functions, purposes, resources andidgngrocedure. You
also learnt the generalprovisions regarding the [§VBank loans and
guarantees, the Bank's structural adjustment laadsa critique of its
operation.

In the next unit, that is, Unit 4, which is thetlas our Module 3, we
shall conclude the study with a discussion aboaititorld Bank Group,
which as stated in the introductory section of timg, is different from
the World Bank or IBRD.

6.0 TUTOR-MARKED ASSIGNMENT

1. Analyze the functions of the World Bank.
2. Undertake a critique of the policies of IBRD.
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1.0 INTRODUCTION

In the preceding unit, we learnt the meaning oénmational monetary
fund (IMF), its functions and its surveillance betglobal economy. We
also studied the structural adjustment, the benedt IMF loan
conditions, a critique of IMF conditionality andethlqualifications for
IMF membership. Other sub-topics covered by us weedeadership of
IMF, its Board of Governors, and the voting powehdF members and
effects of the quota system;

In this unit, we shall discuss the African Devel@mnBank.
2.0 OBJECTIVES
At the end of this unit, you should be able to:

. discuss the African Development Bank Group (ADB)
o trace the history of the African Development BaAbB)
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o describe the group entities of the African DevelepmBank
Group (ADB)

o explain the African Development Fund

o explain the Nigeria Trust Fund,;

o analyze management and control of the African Dyualent
Bank (ADB)

o analyze functions of the African Development BaAB)

o examine the status of the African Development B@ikB)

o trace the recent trends and directions of the AfriDevelopment
Bank (ADB)

. discuss the ADB’s support of RMCs through the figlgainst
HIV/ AIDS

o list the membership of ADB.

3.0 MAIN CONTENT
3.1  The African Development Bank (ADB)

The African Development Bank (ADB) Group is a regbmultilateral

development finance institution established to kdbate to the

economic development and social progress of Afrimaumtries that are
the institution’s Regional Member Countries (RMCshe ADB was

founded following an agreement signed by membeestan August 14,
1963, in Khartoum, Sudan, which became effectiveSeptember 10,
1964. The ADB comprises three entities: the Afri€avelopment Bank
(ADB), the African Development Fund (ADF) and thegétia Trust

Fund (NTF).

As the premier development finance institution de tontinent, the
ADB’s mission is to help reduce poverty, improwdrg conditions for

Africans and mobilize resources for the contineetsnomic and social
development. The ADB headquarters is officially Abidjan, Cote

d’'lvoire. However, due to recent events in Cote vaitie, the

institution’s activities have temporarily been @ted to Tunis, Tunisia
(AFDB, 2014).

3.2 History of the African Development Bank (ADB)

At the end of the colonial period in Africa, growirdesire for more
unity within the continent led to the establishmehtwo draft charters,
one for the establishment of the Organization aiicah Unity (OAU)
established in 1963, later replaced by the Afriédmon, and for a
regional development bank.

A draft agreement was submitted to top African dfis, then to
African Ministers, before being cosigned by 23 &&m governments on
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August 4, 1963 in the form of an agreement estaibigs the African

Development Bank. The agreement came into forcd @rSeptember
1964. Although established officially in under tlaispices of the
Economic Commission for Africa, the ADB began operain 1966.

Although originally only African countries were abto join the bank,
since 1982 it has allowed the entry of non-Africayuntries as well.
During its forty years of operations, ADB has ficad 2,885 operations,
for a total of $47.5 billion. In 2003, it receivath AAA rating from the

major financial rating agencies and had a capft&B&.043 billion.

A development bank’s mission is to promote the stwent of public
and private capital in projects and programmes toa likely to

contribute to the economic development of its dtalders. The bank
therefore finances projects run either by the gowvent or the private
sector. The ADB is one of the five major multilatedevelopment
banks in the world that provides assistance toregional member
countries with a view to helping them achieve tligivelopment goals.

The ADB’s primary objective is to assist African uwidries —
individually and collectively - in their efforts t@achieve economic
development and social progress. To this end, nisatution’s main

challenge is to reduce poverty on the continent.

Combating poverty is at the heart of the contiremfforts to attain
sustainable economic growth. The Bank therefor&sseestimulate and
mobilize internal and external resources to pronmotestments as well
as provide RMCs with technical and practical aasist. In partnership
with various international and development orgamizes, including the

United Nations, the World Bank, and the InternagioMonetary Fund,

the ADB has, since 2000, undertaken to support RM@seir efforts to

attain the Millennium Development Goals (MDGS).

3.3 Group entities the African Development Bank Goup (ADB)

The African Development Bank Group has two othetities: the
African Development Fund (ADF) and the Nigeria Triand (NTF).

3.3.1 The African Development Fund

Established in 1972, the African Development Futadited operations
in 1974. It provides development finance on conoess terms to low-
income RMCs which are unable to borrow on the namecessional
terms of the ADB. In harmony with its lending sagy, poverty
reduction is the main aim of ADF activities. Tweifibur non-African
countries along with the ADB constitute its currenémbership. The
largest ADF shareholder is the United States wgpreximately 6.5
percent of the total voting shares, followed byaiawith approximately
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5.4 percent. The Federal Reserve Bank of New Y@k designated as
the depositor bank for the fund according to tepbs sent from the
U.S. Embassy in Abidjan in 1976.

The ADF’'s general operations are decided by a Bo&idirectors, six

of which are appointed by the non-African membetest and six
designated by the AFDB from among the bank's resjidtxecutive

Directors. The ADF's sources are mainly contribngioand periodic
replacements by non-African member states. The fismdusually

replenished every three years, unless member slat@de otherwise.
The total donations, at the end of 1996, amourdekil.58 billion. The

ADF lends at no interest rate, with an annual seregharge of 0.75%, a
commitment fee of 0.5%, and a 50-year repaymenbgeancluding a

10-yeargrace period. The tenth United Kingdom neiglement of the

ADF was in 2006.

3.3.2 The Nigeria Trust Fund (NTF)

The Nigeria Trust Fund (NTF) was established inGLBY the Nigerian
Government with an initial capital of $80 milliomhe NTF is aimed at
assisting in the development efforts of the pooAd3B members. The
NTF uses its resources to provide financing forjgmis of national or
regional importance which further the economic aadial development
of the low-income RMCs whose economic and sociabldmns require
financing on non-conventional terms. In 1996, th&FNhad a total
resource base of $432 million. It lends at a 4%radt rate with a 25-
year repayment period, including a five-year graeeod.

3.4 Management and Control of the African Developmnt Bank
(ADB)

The ADB is controlled by a Board of Executive Di@s, made up of
representatives of its member countries. The vaiimger on the Board
Is split according to the size of each member'sestwaurrently 60%-40%
between African (or "regional”) countries and “n@gional” member
countries (“donors”). The largest African Developrnhe Bank

shareholder is Nigeria with nearly 9 percent of #t¢e. All member
countries of the ADB are represented on the ADBrBad# Executive

Directors.

Member governments are officially represented at ADB by their
Minister of Finance, Planning or Cooperation whts sin the ADB
Board of Governors. The ADB Governors meet onceear y(at the
Annual Meetings of the ADB each May) to take majecisions about
the institution’s leadership, strategic directicarsd governing bodies.
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The Governors typically appoint a representatinfrtheir country to
serve in the offices of the ADB’s Board of Execatiirectors.

Day-to-day decisions about which loans and gramisilsl be approved
and what policies should guide the ADB’s work aken by the Board
of Executive Directors. Each member country is @spnted on the
Board, but their voting power and influence diffefspending on the
amount of money they contribute to the ADB.

3.5 Functions of the African Development Bank (ADB

The primary function of ADB is making loans and #ggunvestments
for the socio-economic advancement of the RMC. g&ecthe bank
provides technical assistance for development pt®jand programs.
Third, it promotes investment of public and privatapital for

development. Fourth, the bank assists in organitivey development
policies of RMCs. The ADB is also required to gsecial attention to
national and multinational projects which are neede promote
regional integration.

3.6  Status of the African Development Bank (ADB)

The ADB promotes economic development and sociafjness of its
RMCs in Africa and the bank commits approximatelpilion dollars
annually to African countries. Its relatively smedhding and tendency
to follow in the footsteps of more prominent pulhstitutions like the
World Bank implies that the African Development Rahas been
receiving little interest from civil society orgaations as well as
academia.

ADB emphasizes the role of women along with edoecateforms, and
lent its support to key initiatives such as delié¢wahtion for Heavily
Indebted poor Countries and the New partnership Adrican’s
Development (NEPAD).The Bank is currently based umis, Tunisia
following the relocation of its headquarters frorhidjan, Cote d’ Ivoire
. It employs approximately 1,020 employees as d¥72Gand has 78
members: 53 countries in Africa and 25 Americamogaan, and Asian
countries.

3.7 Recent Trends and Directions of the African Deslopment
Bank (ADB)

One of emerging views, repeatedly cited by the ADHBoard of

Directors and management, is that the ADB should rhere
“selective”and “country-focused” in its operatioridhough this policy
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has still to be clearly defined, it appears to beinlg certain lending

priorities.

The infrastructure sector, including power supmphater and sanitation,
transport and communications has traditionally irexke the largest
share of ADB lending. This focus was re-affirmediwe ADB’s 2003-

2007 Strategic Plan, which identified infrastruetas a priority area for
ADB lending. In 2005, the ADB approved 23 infrasture projects for
approximately $982 million, which totaled 40 percehADB approvals

that year. Given the increased attention to infuastire development in
Africa from donors and borrowers, it is likely thaDB’s infrastructure

lending will increase significantly in the comingears. In 2007,
infrastructure operations accounted for approxitgyed@® percent of the
bank's portfolio.

Regional integration infrastructure projects wiB@abe a key part of the
ADB'’s future business. According to the ADB’s 208Bnual Report,

regional economic blocs will make Africa “more costiive in the

global market”, while transport and power intercections between
smaller African economies will help create largearkets within the
continent. The ADB’s member countries claim that BA\Das a

multilateral institution, is particularly suited tupport regional
integration projects.

The ADB has also been designated the lead agenciadiitate

"NEPAD infrastructure initiatives", which are reg@ integration
projects led by African Regional Economic Commusti (RECS).
Additionally, the ADB hosts the Infrastructure Corteum for Africa

(ICA). The ICA was established by G8 countries twrdinate and
encourage infrastructure development in Africa,uiag on regional
infrastructure development in particular. The ADBoahelps to prepare
projects so they may obtain financing from otheyarses through an
initiative called the Infrastructure Project Preggaon Facility (IPPF). So
even if the ADB is not directly involved in finamg a particular
infrastructure project, it may have helped to miet project possible.

3.7.1 The ADB’'s Support of RMCs through the Fightagainst
HIV/AIDS

Another key area of concentration of the ADB’s sup@f RMCs is the
fight against HIV/AIDS. The ADB has five policieswards securing
Africa's future through health funding:

. Institutional  capacity building through  assistancef
policy/strategy formulation and implementation
. Human capital development to create an environnfentthe

operation of national AIDS strategies through fragn and
technical assistance support
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. HIV/AIDS multi-sectoral responses with emphasispoavention
and control interventions that include IEC (Infotroa,
Education and Communication), STI,( sexually Traiigah
Infection) VCT (Voluntary Counseling and Testing),
infrastructure support for the establishment ofotabories and
blood transfusion facilities, and provision of qmuent and
supplies, including antiretroviral drugs

. Advocacy through participation in international anelgional
forums to raise political commitment and leadersiuwards a
collaborative effort in the fight against the pamie among
RMCs and development partners

. Partnership development with a view of forging nalvances
and revitalizing existing collaboration to cover itical
development concerns such as HIV/AIDS and to bniggi
partnership activities within the framework of thenk's vision

To date, the bank's contribution in the fight agaiHIV/AIDS is
estimated at over 500 million Dollars. The bankalso among the
initiating partners of AIDS in Africa — Scenariax fthe future, a project
whose outcome will enable governments and develappaatners alike
to make strategic choices of current and futureslibgpment paths and
define their activities accordingly in order to éathe challenges posed
by HIV/AIDS.

Energy projects are likely to become a more impurtarea of the
AFDB'’s infrastructure work, given the lack of acsde energy services
across Africa and continued high oil prices affegtioil-importing

countries. It is not clear if the ADB’s role in thenergy sector will

prioritize energy projects for domestic consumption for export,

although the ADB has supported both in the pase ADB is currently

drafting an energy policy and developing its cdnition to the G8-
mandated Clean Energy Investment Framework.

Although there is no official statement or consenguthis effect, ADB
lending for agriculture, (non-infrastructure) rurdevelopment and
social sectors, such as health and education, perteglly likely to
decrease over the coming years.

4.0 CONCLUSION

The ADB's financial standing has been restored ftbennear collapse
of 1995, but its operational credibility remainsark-in-progress. ADB
is still a relatively small source of developmeimiahce for Africa. The
ADB management and shareholders should addressr¢jemt task of
reforming Africa’s development bank to enable ilivte on its mandate
especially a strong focus on infrastructure.
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5.0 SUMMARY

In this unit you learnt the African Development Bank Group (ADB
history, entities, functions, management and cdntsiatus, and
membership. You also learnt the recent trends arettobns of the
African Development Bank (ADB) and its support cfdional Member
Countries (RMCs) through the fight against HIV/AIDS

In the next unit, we shall discuss the Internatiol®ank for
Reconstruction and Development otherwise called\bed Bank.

6.0 TUTOR MARKED ASSIGNMENT

1. Trace the history of the African DevelopmenhBéADB).
2. State the functions of the African Developmiganhk (ADB).

7.0 REFERENCES/FURTHER READING

AFDB (2014). about-us/frequently-asked-questions. fricAn
Development Bank (ADB) Home Page. Retrieved on 32@17
from http://www.afdb.org/en/about-us/frequently-adk

questions/

Osaze, E.B. (2007)Capital markets. Lagos: The Book house
Company.

Wathne, C. & Hedger, E. (2010)/hat does an Effective Multilateral
Donor Look Like?London: Overseas Development Institute.
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MODULE 4 ECONOMIC STABILIZATION MEASURES
Unit 1 Economic Stabilization and the Need for Ratgon
Unit 2 Monetary policy as Instrument of Economial3lization
Unit 3 Fiscal Policy as an Instrument of Econontialf8ization
Unit 4 Direct Controls as Instrument of Economghglization

UNIT 1 ECONOMIC STABILIZATION AND THE NEED
FOR REGULATION

CONTENTS

1.0 Introduction

2.0 Objectives

3.0 Main Content
3.1  Economic Stability and the Need for Regulation
3.2  Objectives of Economic Stabilization Programme
3.3 Asymmetric Information

4.0 Conclusion

5.0 Summary

6.0 Tutor-Marked Assignment

7.0 References/Further Reading

1.0 INTRODUCTION

Stabilization measure (policy) is a package or sét measures
introduced to stabilize a financial system or tlker®mmy. This policy
guidance represents the stability measures whicit bea the fiscal
policy or monetary policy or both.

20 OBJECTIVES

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

) state the objectives of economic stabilization pragne

. discuss economic Stability vis a vis the NeedRegulation

o explain the asymmetric information problem in thanking
sector.

3.0 MAINCONTENT
3.1  Objectives of Economic Stabilization Programme

Economic stabilization is one of the main remediesffectively control
or eliminate the periodic trade cycles which plagagitalist economy.
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Economic stabilization, it should be noted, is nwrely confined to a
single individual sector of an economy but embraakgts facts. In
order to ensure economic stability, a number ofneatic measures
have to be devised and implemented.

In modem times, a programme of economic stabibratis usually
directed towards the attainment of three objectiy@scontrolling or
moderating cyclical fluctuations; (ii) encouragingnd sustaining
economic growth at full employment level; and (imaintaining the
value of money through price stabilization. Thuee goal of economic
stability can be easily resolved into the twin @hijpes of sustained full
employment and the achievement of a degree of ptatality.

3.2 Need for Economic Stability and Regulation

Stability is traditionally an important concernthe financial sector. The
characteristics of the financial sector are sugt thdividual problems
may easily will over and endanger the whole finahsystem. Hence
failure in the investors and savers but stock ntadtashes, bank
failures and other financial disasters may endarigerhealth of the
whole economy.

Financial operations are characterized by risk amdertainty. In
particular information problems arise as explaibedore. As a result
financial decision making depends heavily upon etqi®ns. It is also
characterized by herd behavior. Market parties sadguddenly and
collectively their expectations leading to high atdity in financial
markets. Moreover, compared to other sectors oétdemomy, financial
markets are much more interdependent. This is ss@ by very tight
interconnections in the interbank market. Eventsria financial market
or institution may then have important effects loa test of the financial
system. Failure in one market or institution magate a financial panic
and end up in a systemic crisis. Due to ever irgingainternational
capital mobility it may become a worldwide finarlaaisis.

3.3 Asymmetric Infor mation

Banks specifically are faced with a two-sided asytno information
problem. On the asset side borrowers may fail acgirthepayment
obligations. Depositors, however, cannot obseresdtcredit risks. The
quality of the loan portfolio is private informatioacquired while
evaluating and monitoring borrowers. On the lidieis side savers and
depositors may withdraw their funds on short notiBanks, however,
cannot observe the true liquidity needs of depositdhis is private
information. A true liquidity risk arises when degiors collectively
decide to withdraw more funds than the bank hasathately available.
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It will force the bank to liquidate relatively ijuid assets probably at a
loss. A liquidity crisis may then endanger also gwdvability of the
bank and eventually lead to bankruptcy.

As Dewatripont and Tirole (1994) observe, the pievs of funds are
not able to assess the value of the bank's undgrssets. As a result
bad news, whether true or false, may provoke adnatial of funds.
Moreover, as deposits are repaid in full on a-{fo@ne-first-served basis
until the liquid assets are exhausted, depositave lan incentive to act
quickly. A 'bank run' may occur when enough sal@ss confidence in
the soundness of a bank.

Moreover, bad news about one bank can snowbalhawnd a contagious
effect on other banks. A bank failure could evelyusigger a signal on

the solvency of other banks. Even if these bang&diaancially healthy

the information about the quality of the loan poirf underlying the

deposits is private, so that depositors may alse lconfidence and
withdraw their funds.

As is documented by Paroush (1988) domino effeetsd Ito a
widespread loss of confidence in the banking systard create a
financial panic'.

Financial market failures and instability eventyadlading to a systemic
crisis not only affect individual savers and depwsi, but the health of
the whole economy. Public policy intervention thannot only a
microeconomic question of protecting individual es@vand investors,
but becomes a macroeconomic issue.

Government concern about the health of the findrsgistem is mainly
motivated by the negative macroeconomic exterealittrom bank
failures and financial panics. These impair thditgbof the financial
markets and intermediaries to provide the key sesviof risk sharing,
liquidity and information when faced with economitsturbances.
Financial crises undermine the efficiency with whi@sources in the
economy are allocated as, for example, companie® fficulty
raising capital for investment and job creatione Tollapse of financial
institutions in general may have important costsdebt deflation on
effective aggregate demand in the economy, as iensively
documented by Hubbard (1991).

Because of the banks' importance it is in particufgortant to maintain
the health of the banking industry. The severityhaf Great Depression
of the 1930s is often linked to the breakdown & Hanking system's
ability to provide financial services. As explaineefore, banks are very
important in reducing information costs in the emmy. Insolvency of
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banks is costly because information on borrowetkes lost. It hurts in
particular the ability of less well known borrowets obtain loans.
Moreover, banks play an essential role in the paysieystem and in
the creation of money. As argue by Mishkin (199ahk failures could
cause large and uncontrollable fluctuations inghantity of money in
circulation. The negative impact of banking probdelmn economic
growth, the government budgets, the balance of paysnand foreign
exchange rates are further documented in an IM&8yshy Lindgren,
Garcia and Saal (1996).

Systemic risks are more difficult to deal with thane previous
individual risks for depositors and savers. Of seurgovernment
intervention aiming at the protection of depositarsd investors by
reducing information costs will also stabilize thbehavior and reduce
the danger of major financial instability. Also tae international level
the timely dissemination of accurate financial mfiation may be in
order. The question arises whether additional gowent intervention
may be necessary. This applies especially to ekiptaventions when
a financial crisis has occurred.

Liquidity crisis may be overcome by monetary auities acting as a
lender of last resort and providing additional idjty. However, this

may lead in turn to a moral hazard problem. Firnanaastitutions

anticipating the bail-out possibility by monetamytlzorities may behave
in a riskier way. Hence, the lender of last resertainly does not have
to intervene for financial problems that do not team the danger of
leading to a systems crisis. For an internatiomadricial crisis the
guestion arises as to the need of an internatlendkr of last resort.

Finally, ensuring a stable payments system has ageimcipal concern
of public policy. Therefore financial regulation & wider perspective
contains also a whole framework for controlling ttidume of money in
circulation, that is a whole set of monetary poliecgtruments. Normally
a stable and sound financial system is a condifmman efficient

monetary policy. Therefore in financial law specifregulations
determine for instance which institutions can offeposit accounts.

However, in the short run conflicts may also arisween money
supply control and the provision of additional ldjty under the lender
of last resort function.
40 CONCLUSION

There is need for a robust financial regulationaastable and sound
financial system is a condition for an efficient metary policy.
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Therefore in financial law, specific regulationstetenine for instance
which institutions can offer deposit accounts.

50 SUMMARY

You have further learnt the need for a stable anwohd financial system
Is as a precondition for an efficient monetary @plvhile exposing you
to the concept of asymmetric information.

6.0 TUTOR-MARKED ASSIGNMENT

What do you understand by asymmetric informatiavbfam?

7.0 REFERENCESFURTHER READING

Afifia-Oru, B. (2009).Dynamics of Credit Economic System in Africa.
Lagos: Byolah Concepts Ltd.

Central Bank of Nigeria (2011). Understanding MamgtPolicy Series
No 3, CBN Monetary Policy Framework.

Chand, S. (Undated). Economic stabilization: Monetpolicy and
Direct controls, retrieved from www.yourarticleldyy.com/eco

Dirk, H. (1999). Regulations of banking and financialMarket.
Encyclopedia of Law and Economics.
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UNIT 2 MONETARY POLICY AS INSTRUMENT OF
ECONOMIC STABILIZATION

CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1  What is Monetary Policy?
3.2  Obijectives of Monetary Policy
3.3 Direct and Indirect Instruments of Monetaryi&o
3.4  Different types of Monetary policy Regimes
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Readings

1.0 INTRODUCTION

Monetary policy is how central banks manage ligyidio create
economic growth. Liquidity is how much there istire money supply.
That includes credit, cash, checks and money mankétial funds. The
most important of these is credit. It includes arbonds and
mortgages.

Monetary policy guides the central bank's supplynoiney in order to
achieve the objectives of price stability (or lowflation rate), full
employment, and growth in aggregate income. Thetessary because
money is a medium of exchange and changes in tsdeé relative to
supply, necessitate spending adjustments. Fiducaaper money is
iIssued by the central bank based on an estimdte afemand for cash.

The most commonly advocated policy of solving thebem of
fluctuations is monetary policy. Monetary policyr{aéns to banking and
credit, availability of loans to firms and housead®linterest rates, public
debt and its management, and monetary management.

However, the fundamental problem of monetary policyrelation to
trade cycles is to control and regulate the volwineredit in such a way
as to attain economic stability. During a deprassioredit must be
expanded and during an inflationary boom, its flowst be checked.
Monetary management is the function of the commérbianking
system, and through it, its effects are primarkgréed the economy as a
whole. Monetary management directly affects theun@ of cash
reserves of banks, regulates the supply of monely aadit in the
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economy, thereby influencing the structure of ieserrates and
availability of credit.

Both these factors affect the components of agt¢eegdemand
(consumption plus investment) and the flow of expiemes in the
economy. It is obvious that an expansion in bargditrcauses an
increasing flow of expenditure (in terms of monay) contraction in
bank credit reduces it.

In the armoury of the central bank, there are qtaivie as well as
gualitative weapons to control the credit- creatsgyvity of the banking
system. They are bank rate, open market operaéindseserve ratios.
These are interrelated to tools which operate errélserves of member
banks which influence the ability and willingneddle banks to expand
credit. Selective credit controls are applied tguitate the extension of
credit for particular purposes.

We shall now briefly discuss the implications ofesk weapons
(monetary policy instruments).

20 OBJECTIVES

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

explain the monetary management mechanism

discuss the effectiveness of various monetary polieapons

highlight the objectives of monetary policy

state the direct and indirect instruments of marygpolicy
List different types of monetary policy regimes.

3.0 MAINCONTENT
3.1 What isMonetary Policy?

Monetary Policy refers to the specific actions takg the Central Bank
(Monetary Authority) to regulate the value; supphd cost of money in
the economy with a view to achieving predeterminacmmeconomic
goals. The Central Bank of Nigeria, like other cahtbanks in
developing countries, seeks to achieve price #abihrough the
management of money supply. Money supply comprisssow and
broad money. Narrow money (M) is defined as curyem circulation
with non-bank public and demand deposits or curemabunts in the
banks. The broad money (M2) includes narrow moriey gavings and
time deposits, as well as foreign currency denotaohaeposits. Broad
money measures the total volume of money supplyhé economy.
Thus, excess money supply (or liquidity) may avideen the amount of
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broad money is higher than the level required &iasn non-inflationary
output growth in the economy.

The need to regulate money supply is based onrtbwlkdge that there
is a relatively stable relationship between thengjtiaof money supply
and economic activity and that if the supply of mpms not limited to
what is required to support productive activitias,will result in
undesirable effects such as inflation or deflation.

Several factors influence the supply of money, somehich are within

the control of the central bank, while others autsle its control. The
specific objectives and focus of monetary policyyrohange from time
to time, depending on the level of economic develept and economic
fortunes of the country.

3.2 Objectives of Monetary Policy

In Nigeria, the major objectives of monetary poliayclude the
attainment of price stability and sustainable ecoico growth. In
pursuing these objectives, the CBN recognizes tistence of conflicts
among objectives necessitating some sort of trdide-dhe targets of
monetary policy are the operational target, thermediate target and
the ultimate targets. The Bank manipulates theaijmey target (reserve
money) over which it has substantial direct contwlinfluence the
intermediate target (broad money supply, M2) whhels impact on the
ultimate objective of monetary policy, i.e., inflat and output.

The stance of monetary policy refers to either egmm or contraction
actions of the central bank to control money supply

. Expansion monetary policy is a set of actions by ithonetary
authority to increase money supply in the econortyis
conventionally used to stimulate economic activitgually in a
recession.

Contraction monetary policy on the other hand séeksduce the level
of money supply in the economy. It is conventionpalsed to reduce
inflationary pressures in the economy.

3.3 Direct and Indirect I nstruments of Monetary Policy

Direct Credit Control

The central bank can direct Deposit Money Bankstle@ maximum

percentage or amount of loans (credit ceilingsyifterent economic
sectors or activities, interest rate caps, liquedea ratio and issue credit

85



BFN 740 REGULATION OF FINANCIAL INSTITUTIONS

guarantee to preferred loans. In this way the alkal savings is
allocated and investment directed in particulaections as desired by
the authorities.

Selective controls or qualitative credit controused to divert the flow
of credit into and out of particular segments oé ttredit market.
Selective controls aim at influencing the purpo$éarowing. They
regulate the extension of credit for particulargmses. The rationale for
the use of selective controls is that credit maydeemed excessive in
some sectors at a time when a general credit dontold be contrary
to the maintenance of economic stability.

It goes without saying that these various meanzedit controls are to
be co-ordinated to achieve the goal of economiailgia

Indirect Instruments of Monetary Palicy
o Reserve Requirements

This instrument is used by the central bank taigriice the level of bank
reserves and hence, their ability to grant loarseRve requirements are
lowered in order to free reserves for banks to glaans and thereby

increase money supply in the economy. On the otfaed, they are

raised in order to reduce the capacity of banksrtwide loans thereby

reducing money supply in the economy. The monetaithorities have

at their disposal another most effective way oluehcing reserves and
activities of commercial banks and that weapon ishange in cash

reserve ratios. Changes in the reserve ratios be@ffactive at a pre-

announced date.

Their immediate effect is to alter the liquidity gon in the banking

system. When the cash reserve ratio is raised coomhdanks find

their existing level of cash reserves inadequateower deposits and
have to raise funds by disposing liquid assethenrhonetary market.
The reverse will be the case when the reserve matlowered. Thus,
changes in the reserve ratios can influence dyréied cash volume and
the lending capacity of the banks.

It appears that the bank rate policy, open margetations and changes
in reserve ratios exert their influence on the coslume and
availability of bank reserves through reservesthenmoney supply

o Open Mar ket Operations (OMO)

The most important and flexible tool of monetaryi@ois open market
operations. It is the buying and selling of goveemtsecurities in the
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open market (primary or secondary) in order to egpar contract the
amount of money in the banking system. By purcltasecurities, the
central bank injects money into the banking sysi@md stimulates
growth whereas by selling securities it absorbessanoney. Thus, if
there is excess liquidity in the system, the ceértamk will in a bid to
reduce the money supply sell the government seesigtich as Treasury
Bills. On the other hand, in periods of liquiditiicstages, the central
bank buys government securities so as to increaseeynsupply.
Instruments commonly used for this purpose incladasury bills,
central bank bills, or prime commercial paper.

OMO enables the central bank to influence the aast availability of
reserves and bring about desired changes in basdit and money
supply. This important instrument of monetary pplitas a number of
advantages because it is flexible and preciss, ithplemented quickly
and easily reversed and the central bank has ctenptantrol. The
effectiveness of OMO, however, depends on the enagt of well-
developed financial markets that are sensitive tderest rate
movements.

The technique of open market operations refereg¢gurchase and sale
of securities by the central bank. A selling operat reduces
commercial banks' reserves and their lending power.

However, because of the need to maintain the gowemh securities
market, the central bank is completely free to gellernment securities
when and in what amounts it wishes in order toumfice commercial
banks' reserve position. Thus, when a large pud#iat is outstanding,
by expanding the securities market, monetary painy management of
the public debt become inseparably intertwined.

o Discount Window Oper ations

This instrument is a facility provided by the cahtbank which enables
the DMBs to borrow reserves against collateral®mm of government
or other acceptable securities. The central bamates this facility in

accordance with its role as lender of last resod &ansactions are
conducted in form of short term (usually overniglodns. The central
bank lends to financially sound DMBs at the polreye. This rate sets
the floor for the interest rate regime in the momnegrket (the nominal
anchor rate) and thereby affects the supply of igrékde supply of

savings (which affects the supply of reserves aodetary aggregate)
and the supply of investment (which affects empleytrand GDP).
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. Other I nstruments
Exchange Rate

The balance of payments can be in deficit or irplsisr and this can
affect the monetary base, hence the money supplgneé direction or
the other. By selling or buying foreign exchangee tcentral bank
ensures that the exchange rate is at an optimel. [€tae real exchange
rate when misaligned affects the current accoulsnica because of its
Impact on external competitiveness.

Prudential Guidelines

The central bank may require DMBs to exercise paldr care in their
credit operations in order to achieve specifiecconies. Key elements
of prudential guidelines remove some discretiomflzank management
and replace them with rules.

Moral Suasion

The central bank issues licenses to DMBs and regguthe operation of
the banking system. Thus, it can persuade bank®llow certain
policies such as credit restraint or expansion,rei@se sayings
mobilization and promote exports through financglpport, which
otherwise they may not do, on the basis of thek/return assessment.

Bank Rate Palicy

Due to various reasons, the bank rate policy @tiraly an ineffective
weapon of credit control.

However, from the viewpoint of contra cyclical meeng policy, bank
rate policy is usually interpreted as an evidencmonetary authority's
judgment regarding the contribution of the curréotv of money and
bank credit to general economic stability.

That is to say, a rise in the bank rate indicateg the central bank
considers that liquidity in the banking system gasses an inflationary
potential. It implies that the flow of money ancedit is very much in
excess of the actual productive capacity of theneoty and therefore, a
restraint on the expansion of money supply throdgar money policy
is desirable.

On the other hand, a reduction in the bank ragemerally interpreted as

an evidence of a shift in the direction of monetpgficy towards a
cheap and expansive money policy. A reduction inkbeate then is
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more significant as a symbol of an easy money pdi@an anything
else. However, the bank rate is most effective masinstrument of
restraint.

According to Estey, the following difficulties udlyaarise in the way of
an effective discount policy in expansion:

I During high prosperity, the demand for credit bysinessmen
may be interest-inelastic.

. The rising of bank rate and a consequent riseemtharket rates
of interest may attract loanable funds from theafficial
intermediaries in the money market and assist intacting
undesired effects.

iii. Though the quantity of money may be controlled iy banking
system, the velocity of its circulation is not ditlg under the
influence of banks. Banking policy may determinevhmuch
credit there should be but it is the trade whicbidks how much
and how fast it will be used. Thus, if the velocitf the
movement is contrary to the volume of credit, bagkpolicy will
be rendered ineffective.

\Y2 There is also the difficulty of proper timing inetfapplication of
banking policy. Brakes must be applied at the rigine and in
the right quarter. If they are applied too soorytimust bring
expansion to an end with factors of production riolly
employed. And when applied too late, there mightlr@naway
monetary expansion and inflation, completely outaftrol.

Effectiveness of M onetary Contr ol

Monetary policy is much more effective in curbingbaom than in
helping to bring the economy out of a depressiatestit has long been
recognized that monetary management can alwaysaobrine money
supply sufficiently to end any boom, but it haslditcapacity to end a
contraction.

This is because the actions of monetary manageunhentot directly
enter the income-expenditure stream as the mosictefé contra-
cyclical weapon, for their first impact is on thasat structure of
financial institutions, and in this process of atig the assets structure,
rate of interest, volume of credit and the incommpemditure flow may
be altered.

All these operate more significantly in restrainithge income stream
during expansion than in inducing an increase durontraction.
However, the greatest advantage of monetary padicys flexibility.

Monetary management makes decisions about theofateange in the
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money supplies that are consistent with econonabilgly and growth
on a judgment of given quantitative and qualitagv&lences.

But, whether this point of monetary policy will pits effectiveness or
not depends on its exact timing. Manipulation ohlbaate and open
market dealings by the central bank should be reddg effective if

applied quickly and continuously in preventing bafrom developing
and consequently, into a depression.

To sum up, monetary policy is a necessary parthef gtabilization
programme but it alone is not sufficient to achig¢kie desired goal.
Monetary policy, if used as a tool of economic stzdition, in many
ways, serves as a complement of fiscal policy.

It is strong, whereas fiscal policy is weak. Itflsxible and capable of
quick alternations to suit the measure of pressofréise time and needs.
However, it is to be co-ordinated with fiscal pglic

3.4 Different types of Monetary policy Regimes

Central banks use contraction monetary policy tuce inflation. They
have many tools to do this. The most common amengiinterest rates
and selling securities through open market operatio

They use expansionary monetary policy to lower ysieyment and
avoid recession. They lower interest rates, buyrsges from member
banks and use other tools to increase liquidity.

Monetary Target Market | Long Term Objective

regimes Variable

Inflation Targeting| Interest rate OrA given rate of change in

overnight debt the CPI

Price Level| Interest rate on A specific CPI number

Targeting overnight debt

Monetary The growth in moneyA given rate of change in

Aggregates supply the CPI

Fixed Exchange The spot price of theThe spot price of the

Rate currency currency

Gold Standard The spot price of gold Low inflation as
measured by the gold
price

Mixed Policy Usually interest rates Usually unenypient +
CPI change

The different types of policy are also callewbnetary regimes, in
parallel to exchange-rate regimes. A fixed exchargje is also an
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exchange-rate regime; The Gold standard resul ielatively fixed
regime towards the currency of other countrieshengold standard and
a floating regime towards those that are not. Ttargeinflation, the
price level or other monetary aggregates implieatihg exchange rate
unless the management of the relevant foreign woas is tracking
exactly the same variables (such as a harmonizesliozer price index).

Expansion versus Contraction M onetary Policy

In economics, an expansionary fiscal policy inchidegher spending
and tax cuts that encourage economic growth. Im, tam expansionary
monetary policy is one that seeks to increase ibe af the money
supply. As usual, inciting of money supply is aima&dlowering the
interest rates on purpose to achieve economic grdoytincrease of
economic activity. Conversely, contraction monetaolicy seeks to
reduce the size of the money supply. In most nafioronetary policy is
controlled by either a central bank or a financaistry. Neoclassical
and Keynesian economics significantly differ on te#ects and
effectiveness of monetary policy on influencing teal economy; there
IS no clear consensus on how monetary policy affeeal economic
variables (aggregate output or income, employmddbth economic
schools accept that monetary policy affects mowgetariables (price
levels, interest rates).

40 CONCLUSION

It should be understood that a wrong monetary poli@y seriously
endanger and even destroy the effectiveness oélfigolicy. Thus,

monetary policy and fiscal policy, each reinforciagd supplementing
the other, are the essential elements in devising eaonomic

stabilization programme. We have also seen in tini$ the different

monetary regimes and how they differ from each motfAde Gold

standard results in a relatively fixed regime ta¥gathe currency of
other countries on the gold standard and a floatggne towards those
that are not

50 SUMMARY

In this unit, you have learnt the various monetawijcy instruments and
regimes as used in stabilizing the economy as agethe effectiveness
of monetary control mechanism.

6.0 TUTOR-MARKED ASSIGNMENT

1. Discuss briefly the effectiveness of monetary aaitrechanism.

2. What do you understand by monetary policy?
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3. In tabular form show the different monetary reginaesl their
long term objectives.
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1.0 INTRODUCTION

In this unit we shall discuss fiscal policy as altof economic stability.
Fiscal policy has received its due importance urttier influence of
Keynesian economies since the depression yeang dfa30s.

20 OBJECTIVES

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

o explain the meaning of fiscal policy
. discuss inbuilt flexibility as it affects fiscal |y
. analyse discretion action as it affects fiscal@poli

3.0 MAINCONTENT
3.1 What isFiscal policy?

The term "fiscal policy" embraces the tax and exiderne policies of the
government. Thus, fiscal policy operates througle ttontrol of
government expenditures and tax receipts. It enessgs two separate
but related decisions: public expenditures andl|lewal structure of
taxes. The amount of public outlay, the inducemand effects of
taxation and the relation between expenditure aknue exert a
significant impact upon the free enterprise economy

Broadly speaking, the taxation policy of the goveemt relates to the
programme of curbing private spending. The expenglipolicy, on the
other hand, deals with the channels by which gawent spending on
new goods and services directly add to aggregatewdeé and indirectly
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income through the secondary spending which taleeemn account of
the multiplier effect.

Taxation, on the other hand, operates to reducelew of private
spending (on both consumption and investment) bguaeg the
disposable income and the resulting savings inctramunity. Hence,
under the budgetary phenomenon, public expenddace revenue can
be combined in various ways to achieve the desstgdulating or
deflationary effect on aggregate demand.

Thus, fiscal policy has quantitative as well aslitpt@ve aspect changes
in tax rates, the structure of taxation and itsdence influence the
volume and direction or private spending in econor®ymilarly,
changes in government's expenditures and its ateuaif allocations
will also have quantitative and redistributive efie on time,
consumption and aggregate demand of the community.

As a matter of fact, all government spending is iafiucement to
increase the aggregate demand (both volume andawenfs) and has
an inflationary bias in the sense that it reledsesls for the private
economy which are then available for use in tratklausiness.

Similarly, a reduction in government spending hade#lationary bias
and it reduces the aggregate demand (its volume hative

components in which the expenditure is curtailed@hus, the
composition of public expenditures and public rexemot only help to
mold the economic structure of the country but &sert certain effects
on the economy.

For maximum effectiveness, fiscal policy should gdanned on both
long-run and short-run basis. Long- run fiscal @pliobviously is
concerned with the long- run trends in governmemtome and
spending. Within the framework of such a long-ramden of fiscal
operations, the budget can be made to vary cylicgal order to
moderate the short-run economic fluctuations.

Basically two sets of techniques can be employadpfanning the
desired flexibility in the relation between tax eewe and expenditure:
(1) built-in flexibility or automatic stabilizersand (2) discretionary
action.

3.2 Built-in Flexibility
The operation of a fiscal policy is always confeahtwith the problem

of timing and forecast. A fiscal policy adminiswathas always to face
the question: When to do what? But it is a veryidift and complex
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guestion to answer. Thus, in order to minimizedtigculties that arise
from uncertainties of forecasting and timing ofcéik operations, an
automatic stabilizer programme is often advocated.

Automatic stabilizer programme implies that in aegi framework of
expenditure and revenue relation in a budgetarycyolhere exist
factors which provide automatically corrective ughces on movements
in national income, employment, etc. This is whatcalled built-in
flexibility. It refers to a passive budgetary pglic

The essence of built-in flexibility is that (i) wita given set of tax rates
tax yields will vary directly with national incomend (ii) there are
certain lines of government expenditures which temdary inversely
with movements in national income.

Thus, when the national income rises, the existingcture of taxes and
expenditures tend to automatically increase puldienue relative to
expenditure, and to increase expenditures relativeevenue when the
national income falls. These changes tend to nt@iga offset inflation
or depression at least partially. Thus, a progvessx structure seems
to be the best automatic stabilizer.

Likewise, certain kinds of government expenditurehesnes like
unemployment compensation programmes, governmebsidsas or
price-support programmes also offset changes ionnec by varying
inversely with movements in national income.

However, automatic stabilizers are not a panacea eoonomic
fluctuations, since they operate only as a padfédet to changes in
national income, but provide a force to reverse direction of the
change in the income.

They slow down the rate of decline in aggregatenme but contain no
provision for restoring income to its former levéhus, they should be
recognised as a very useful device of fiscal opmratbut not the only
device. Simultaneously, there should be scope ismretionary policies
as the circumstances will call for.

3.3 Discretionary Action

Quite often, it becomes absolutely necessary te Hescal operations
with a tool kit of discretionary policies consigiirof measures for
putting into effect with a minimum delay, the chaagn government
expenditures. This calls for a skeleton of publiorks projects
providing for administrative discretion to empldyemm and the funds to
put them into effect.
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It calls for a budgetary manipulation an active dretdoolicy constituting

flexible tax rates and expenditures. There can lreet ways of

discretionary changes in tax rates and expenditu@sanging

expenditure with constant tax rates; changing &@besr and constant
expenditure; and a combination of changing taxsraiad changing
expenditures.

In general, the first method is probably supermthe second during a
depression. That is to say, to increase expenditwith the level of

taxes remaining unchanged is useful in pushing hg aggregate
spending and effective demand in the economy. Heweahe second
method will prove to be superior to the first dgrinflation.

That is to say, inflation could be checked effeslvby increasing the
tax rates with a given expenditure programme. Big easy to see that
the third method is much more effective during atiin as well as
deflation than the other two.

Inflation would, of course, be more effectively lbad when taxes are
enhanced and public expenditure is also simultasigoueduced.

Similarly, during a depression, the spending rdterovate economy

will be quickly lifted up if taxes are reduced sitameously with the

increasing public expenditure.

However, the main difficulty with most discretiogapolicies is their
proper timing. Delay in discretion and implemerdatiwill aggravate
the problem and the programme may not prove tdfeetee in solving
the problems.

Thus, many economists fear that discretionary gowent actions are
likely to do more harm than good, owing to the utaaty of
government actions and the political pressuregavour vested interests.
That is why reliance on built-in stabilizers, as & possible, has been
advocated.

40 CONCLUSION

It should be noted that many economists and pulriencial experts
fear that discretionary government actions arelylike do more harm
than good, owing to the uncertainty of governmectioas and the
political pressures to favour vested interests.t ikavhy reliance on
built-in stabilizers, as far as possible, has keshrocated.
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50 SUMMARY

You have learnt in this unit the meaning and apgilon of fiscal policy
as well as the implications of the flexibility modend in built in
stabilizers to guide government actions.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain the meaning of fiscal policy.
2. Discuss inbuilt flexibility as it affects fiscal poy.
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1.0 INTRODUCTION

During World War Il, price-wage controls were emm@d in

conjunction with consumer rationing and materidlscation to curb
generalized total excess demand and to direct ptiv@uresources into
channels desired by the government.

20 OBJECTIVES

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

o explain the meaning of direct controls
. list the advantages of direct controls
o identify the objections to the application of direontrols.

3.0 MAINCONTENT
3.1 Meaning of Direct Controls

Broadly speaking, direct controls are imposed byegoment which
expressly forbid or restricts certain kinds of istreent or economic
activity. Sometimes, direct government controlsrgmeces and wages
as a measure against inflation have been advoeattdnplemented.

Monetary-fiscal controls may be used to curb exdessand in general

but direct controls can be more useful when theyagplied to specific
scarcity areas.
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3.2 Advantages of Direct Controls

1. They can be introduced or changed quickly andyeasénce the
effects of these can be rapid.

2. Direct controls can be more discriminatory than gtary and
fiscal controls.

3. There can be variation in the intensity of the agiens of
controls from time to time in different sectors.

3.3 Objectionstothe application of Direct controls

In a peace-time economy, however, there are sepbiissophical and
political objections to direct economic controlsaastabilization device
Objections have been raised to such controls ofotleeving counts:

1. Direct controls suppress individual initiative agraterprise.

2. They tend to inhibit innovations, such as new temphes of
production, new products etc.

3. Direct controls may breed or induce speculationclwhmay have
destabilizing effects. For instance, if it is exyec that a
commodity X, say steel, is to be rationed becausscarcity,
people may try to hoard large stocks of it, whigjyravates its
shortage. It, thus, encourages the creation oficaati scarcity
through large-scale hoarding.

4. Direct controls need a cumbersome, honest and ieftic
administrative organization if they are to workegtively.
5. Gross disturbances reappear as soon as contraisnaoeed.

In short, direct controls are to be used only intradinary
circumstances like emergencies, but not in a pgaeeeconomy.

40 CONCLUSION

However useful direct controls are, they are to used only in
extraordinary circumstances like emergencies, loitim a peace-time
economy.

50 SUMMARY

You have learnt in this unit the meaning of diremntrols, its
advantages and shortcomings.

6.0 TUTOR-MARKED ASSIGNMENT

State three advantages of direct controls.
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1.0 INTRODUCTION

Generally, monetary policy is a tool of general rmaconomic
management, under the control of the monetary aitits) designed to
achieve government economic objectives. The mopetaolicy

instruments, though different from country to cayntusually include
open market operations (OMO), changes in discoanklrate (both of
which determine the monetary base), and requireskerves (the
minimum reserves the commercial banks must holdhagée public's
deposit with them).

2.0 OBJECTIVES

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

o explain the meaning of monetary policy framework

) state the factors that influence the CBN choicenwnetary
framework

) discussthe relationship between monetary policyistdargets
and goals.
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3.0 MAIN CONTENT
3.1  What is Monetary Policy Framework?

The monetary policy framework generally refers he tinstitutional
arrangements under which monetary policy decisiares made and
executed. In view of this, an analysis of any manepolicy framework
extends considerably beyond the confines of thérakebhank. Indeed,
only in a few countries is much of the monetaryigolframework
decided by the central bank itself.

3.2 Factors that Influence the CBN Choice of Moneaty
Framework

Some of the factors that influence the choice ofnetary policy
framework by a central bank include:

Structural differences. This includes the structure of the financial
sector, types and level of debt, openness to tramenmodity
dependence, fiscal discipline, etc.

Degree of Indexation: This is very common with countries within
various levels of economic integration which regsidifferent types of
indexation. In addition, there are other nomingidities that affect the
speed of transmission from monetary policy instmitséo inflation.

Institutional arrangements: This refers to the number of institutions
making up the monetary authorities, the enablings)adata availability
andrelated factors that may influence the way ifnctvimonetary policy
responds to macroeconomic developments.

3.3  Monetary policy tools targets and goals

In formulating monetary policy, the monetary authes usually set
targets whose values the policy maker wants to gdaithe targets
could be ultimate (final goals, such as outputi#siation from the full-

employment level, inflation rate (or the price IBwa its deviation from

a desired level, and employment; intermediate &des that the central
bank seeks to influence such as money supply @rdst rate), or
operating (variables the central bank can influedirectly using the

instruments at its disposal). However, since amgivariable can fall in

any of these categories, there is no hard and -clgaseparation
between these categories. In addition, variablasgtovide information

on the current and future state of the economy tabe identified.
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At least three issues arise in the selection arel afsthe goals,
intermediate variables, operating targets and unstnts by the
monetary authorities. The first concerns the errsteor otherwise of
stable and predictable relationships between ttimate goal variables,
intermediate variables and operating targets. Heersd has to do with
whether the monetary authorities can actually aghtbe desired level
of the operating targets with the instruments atrtisposal. The third
deals with the lag structure (short or long) of tetionships with the
implication that prediction of the future coursetbé economy will be
increasingly less precise in the presence of lagg.|

Figure 2.1 Monetary Policy Tools, Targets and Goals

Policy instruments Operating Targets Intermediate Targets Goals

Open market Short-term interest Monetary  aggregates Low

Operations rates (M1, M2, etc.) Unemployment rates
Reserve money

—» (monetary base). P Interest rates (short and__y,

Required reserves, long-term) Low inflation rate
Non-borrowed financial market

Discount rates reserves. etc. Aggregate demand stability

Reserve requirement

There is also the issue of which of the two maiterimediate targets
(monetary aggregates and interest rates) monetathoriies should
adopt. Generally, the choice between monetary a@gtge and the
interest rate depends on the policy objective efrttonetary authorities,
the structure of the economy and, to a lesser gxtbe source of
exogenous shocks to the economy.

4.0 CONCLUSION

In this unit we have seen thatmonetary policy aatnachieving certain
national goals which have historically included! femployment (or a
low unemployment rate), high output (or a high otitgrowth), a stable
price level (or a low inflation rate), and a stalebechange rate (or a
desirable balance of payments). These are oftesrreef to as the
"ultimate goals" of monetary policy. These goals asually achieved
indirectly by the monetary authorities (central kanthrough its use of
monetary policy instruments.

5.0 SUMMARY
In this unit, you have learnt themeaning of monetaolicy framework,

the factors that influence the CBN choice of monefeamework and
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examined the relationship between monetary polanist targets and
goals.

6.0 TUTOR-MARKED ASSIGNMENT

Discuss the factors that influence the CBN choide nmonetary
framework.
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1.0 INTRODUCTION

The strategy of monetary policy involves modifyithgg amount of base
money (M1) in circulation. This process of changihgse money
through the sale and purchase of government sisuig called open
market operations. Continuous market transactionsthe monetary
authorities modify the supply of money which affeather market
variables such as short term interest and exchatgs.

2.0 OBJECTIVES

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

o explainthe different strategies of monetary poligith the set
instruments, targets and long term objectives

J discuss price level targeting

) analyse the concept of Inflation targeting

) discuss the concept of exchange rate targeting.

3.0 MAIN CONTENT

3.1  The Distinction between the Various Strategiesf Monetary
Policy

The distinction between the various strategies ohatary policy lies

primarily with the set of instruments, targets aagiables that are used
by the monetary authorities to achieve the degeds (Table 3.1). The
strategies of monetary policy could be classifisgraonetary targeting,
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price level targeting, inflation targeting and eaonbe rate targeting.
Under the monetary targeting approach, the targeable is the growth
in money supply designed to achieve the long-tebjeative of price

stability. This is currently used by CBN. UnderstHramework, the
central bank watches very closely growth in the etary aggregates in
order to predict the future size of money supply.the monetary
aggregates were growing too quickly, it could taggnflationary

pressures (more money chasing after the same anobugiwods and
services leads to rising prices) and cause theralebhaink to raise
interest rates or otherwise halt growth in monepbupWhile other

monetary policy strategies focus on a price sigolalone form or

another, this approach is focused on monetary gigsnt

Table 3.1
Monetary PolicyTarget Variable Long Term Objective
Monetary Targeting (Growth  in moneA given rate of change

supply CPI
Price Level Targetingnterest rate CA specific CPI

Inflation Targeting [Interest rate CA given rate/band

overnight debt inflation
Fixed Exchange Rat&pot  price  of  thA given rate of change
currency CPI

3.2  Price Level Targeting

Price level targeting is similar to inflation tatoey in that both establish
targets for a price index like the CPIl. However gvéhinflation targeting
only looks forward (i.e., a 2% inflation target pgear), price level
targeting actually takes past years into accourgnmtonducting open
market operations. So, if the price level rose %y i8 the previous year
(from a theoretical base of 100 to 102), the ptesesl would have to
drop the next year in order to bring the price Idack down to the 100
target level. This could mean more forceful actieeds to be taken than
would be required if inflation targeting were used.

Price level targeting is generally considered &yrigolicy stance, and
one not used by many central banks. It is beliei@dring more
variability in inflation and employment in the shoun compared to
inflation targeting. Most economies feel that a Bramount of annual
inflation is (up to about 2% per year) actually ddor the economy.
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3.3 Inflation Targeting

Inflation targeting is a monetary policy framework, which a central

bank estimates and makes public a projected, ogetg inflation rate

and then attempts to steer actual inflation towd#ndstarget through the
use of interest rate changes and other monetaly. tdoe likely actions

of the central bank to raise or reduce the poliaie rbecome more
transparent under inflation targeting. If inflatimmabove the target, the
central bank is likely to raise the policy rate.isTlusually (but not

always) has the effect over time of cooling theneeoy and bringing

down inflation. If inflation is below the targetéd central bank is likely
to lower the policy rate. This usually (again, abivays) has an effect
over time of accelerating the growth rate of theneeny and raising

inflation.

Under the framework, investors know the targetaitndin rate and
therefore can more easily anticipate interest witanges and factor
these into their investment decisions. This is réga by proponents of
inflation targeting as leading to increased ecorastability.

3.4 Exchange Rate Targeting

Under exchange rate targeting, the value of a payras fixed in
relation to another currency or a basket of cuiemcThis facilitates
trade and investment between the two countriesjsaadpecially useful
for small economies where external trade formsrgelgart of their
GDP. It can also be used as a means to contratimfl However, as the
reference value rises and falls, so does the azyneegged to it.

4.0 CONCLUSION

We have seen that continuous market transactionshéymonetary
authorities modify the supply of money which affeather market
variables such as short term interest and exchates.

5.0 SUMMARY

You have learnt the different strategies of monetalicy with the set
instruments, targets and long term objectives.

6.0 TUTOR-MARKED ASSIGNMENT

Attempt to match diagrammatically, the differentmatary policies with
their target variables and long term objectives.
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1.0 INTRODUCTION

The attempt to develop a more convincing framewmrk explaining

high unemployment as an equilibrium phenomenonléago at least
three major trends in macroeconomics since theeighties. First the
micro-foundation of macroeconomic theory has baegngthened. The
modern analysis of the behaviour of firms, houséh@nd unions is
based on rational decisions. Second, the theoketiodel increasingly
leaves behind partial analysis and move on to amgérequilibrium

framework. Third, Walrasian-type models which assyrarfect markets
have become more and more obsolete.

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

explain the concept of unemployment

discuss the structuralist approach of unemployment
analyse unemployment as a structural labour maridtie m
explain the income distribution theory of inflation

discuss the conventional economist view of inflati@and
unemployment.
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3.0 MAIN CONTENT
3.1 The Concept of Unemployment

The International Labour Organization (ILO) defiritee unemployed as
members of the economically active population whe without work
but available for and seeking work, including peopho have lost their
jobs or who have voluntarily left work (IBRD, 2009Morio and
Zoctizoum (1980) define unemployment as works atbda for
employment whose contract of employment has teri@thar been
temporarily suspended and who are without a job seeking paid
employment; persons never previously employed whosst recent
status was other than that of employee, togethdr persons who had
been in retirement, who were available for workingrthe specified
period and were seeking paid employment; persotisouti a job and
currently available for work who have made arrangets to start a new
job at a date subsequent to the specified periodlparsons temporarily
or indefinitely laid off without pay. The impressi@f these definitions
Is that persons who are without paid jobs to eagnedt living are
unemployed. In Nigeria’s unemployment scenario, yleeing school
leavers of all categories are the worst hit. Thesam of jobless youths
belongs to the major workforce of the economy laibhy wasted as they
seek for job endlessly without success. One ofgiteatest challenges
facing the Nigeria economy is unemployment whiclk haaintained a
rising trend over the years. The total labour farcéligeria is made up
of all persons aged 15-64 years excluding studdmispe keepers,
retired persons and stay-at-home to work or netrasted.

Unemployment is a very serious issue in Africa gadticularly in
Nigeria. The need to avert the negative effectsimémployment on
poverty has made the tackling of unemployment @noisl to feature
very prominently in the development objectives adiny developing
countries.

3.2 *“Structuralist’Approach of Unemployment

Today, the dominant explanation of aggregate uneynpént, the so-
called"structuralist* approach’, starts with impetf competition

oflabour and goodsmarkets. In the basic scenarinsfiexert some
influence on the prices for theirproducts and wamgesdetermined in a
bargaining process between unions andemployersg efficiency wage

considerations. This implies that the interdependehwage and price
formation is explicitly taken into account. The mm@oymentrate is the
key variable that equilibrates the conflicting oiai of wageand price-
setting agents. This approach allows the influesfcevariety of factors

determining changes in equilibrium unemploymertti¢cstudied.
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We do not intend to summarize all theoretical dewelents since the
mid-80s,our contribution starts with a descriptiof the standard
“structuralist’model. Although several reviews big approach exist in
the literatures, the basicframework is recapitulatesection 2. It is well
known that in this model, equilibriumunemploymesitniot affected by
stabilization policies, but rather onlydepends e institutional setup.
Since this implication does not correspond withéimepirical facts, we
consider two extensions of the basic model. Thsetsfiresses the
importance of persistence and hysteresis effectsumemployment,
thesecond focuses on open-economy aspects. It eashbwn that
through both extensionsthe demand side once agame<sinto play.

Building on the “structuralist” framework, we théumrn to a two-sector
economydifferentiated by the skill intensity of ithproducts in section
4. By using such anapproach it is possible to ereatlink between
macroeconomic theory and therecent literature agaliith the impacts
of globalization and biased technicalchange on #mployment

performance of different skill groups. Our aim egntroduce some new
aspects to this important debate.

3.3 Unemployment as a Structural Labour MarketProbkem

The “structuralist” model takes the assumptionngperfect competition
on goods and labour marketsas a starting point.different variants of
this approach can, in principle,be condensed witw ¢entral equations
for real wages and unemployment whichserve as isutiest for the

supply and demand relationships in traditional tatsrket analysis.

The first relationship, called the price-settingiagon, stems from firm
behaviouron the goods markets and is usually dériveder the
assumption of monopolisticcompetition using a variaf the influential
model.

This approach offers the great advantage thategi@tinteractions
among firmscan be neglected as the single firnrmigliscompared to the
economy. A sensible,but rarely used, alternativihiotype of modeling
rests on the assumption of'conditional monopoliediose market
power is constrained by the (higher)marginal cosfs potential
competitors. However, both approachesshare thempdgn of identical
films and individuals and of a symmetricdemand tmmmodities,
which, in principle, leads to the same price-sg#ouation in the
correct-expectation equilibrium.

Profit maximizing firms set prices as a mark-uprpnoearginal costs, the
latterdepending on wages and employment This @eteag equation
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can be solvedfor real wages, thus determiningehbwage the rums are
willing to pay at eachlevel of employment We use tikrm 'price-setting
equation” for this transformedexpression as welsuining the labor
force, L,to be given, the level of employment, ldnalso be expressed
as ( — u)L, whereuis the unemployment rate.

3.4 The Income Distribution Theory of Inflation and
Unemployment versus the Conventional Economic Theoas

What went wrong? Where were the conventional maaagt economic
theories, the economic analysis and forecasts l@ngalicies based on
them mistaken?

All the developments described above , the greatess of Germany
and Japan and later of the U.S. in fending offateerse effects of the
energy crisis on their economies by economic-stiusiypolicies; the
instant stagflation following the implementation ofie "inflation
fighting" monetarist economic policy; the existenct the inflation,
unemployment and "inflation-fighting" policy trialegin the long term
and the recent large liquidity of the Western ecoies in times of
recession contradict the notion of a trade-off leetw inflation and
unemployment. These developments are not margvealtg, but they
are all central to the recent economic historyhef West, they are its
turning points. They also certainly do not dematstr the anti-
inflationary and anti-unemployment potential of theflation fighting"
and "unemployment fighting" monetarist economici@es, which are
both focused on wage cutting, deficit cutting aaging interest rates.

It we look at these monetarist economic policy meas, it becomes
apparent that each of them separately and all eimtrlogether,
immediately and first and foremost redistribute oimes in an
inequitable way, long before they can have anyceffe if they have
such an effect at all — on inflation or on unemphant.

We claim that the adverse effects on income digtioln of these policy
measures are what neutralize their ability to figbth inflation and also
unemployment, separately or together. We assumend-oar theory is
built on this assumption — that both inflation amtemployment redis-
tribute income in an un-egalitarian way. They d thy themselves
along their course, and we shall show that they ascelerate
themselves through this income redistribution efféficthis assumption
Is true — as we will describe below — it must als® true that an
economic policy which works in the same directioh iacome

redistribution as inflation and unemployment dolyaaggravates them.
Our policy conclusion is that only a policy whichffsets this

distribution effect of inflation and unemploymerd, policy which
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redistributes income in a more equitable way, dghtfinflation and
unemployment.

3.5 The Conventional Economic Theories

These theories completely ignore the income religion process as an
active economic factor which can determine theeplewel and the level
of employment. They completely disregard the dstiion effects, both
of the economic crisis itself and of the "crisigHiing" austerity
policies. Because the analytical tools of the cotie@al theories are the
aggregates, only the aggregate (total) income, déraad consumption
are the variables, the active economic factorshentheory — income
distribution slips through, and is omitted from theory. We claim that
this omission of the income redistribution procéssn the mainstream
theories, especially from the theory of inflatiolrads them into
contradictions with themselves and with the reatldve— as happens to
every theory which does not incorporate into itotietical framework a
potent component of the real world. This omissioavpnts them from
getting to the source of stagflation and so they ste inflation and
unemployment as contradictory phenomena. Whilaiiwih is clearly a
process of continuous price rise, in the eyes @fctmventional theories
it is a sequence of completely independent prigapg caused by
exogenous supply shocks and has no demand sidle Ateawill show
an intrinsic, built-in mechanism, through whichlation — as well as
stagflation — fuels itself. We will show that infien does have a
demand side, but it is not the aggregate demand.

Because conventional theories deal only with thgregate income and
demand, they have no theoretical guide which cdeltl us which
incomes to cut in order to fight inflation. We ditrte to this the failure
of Aggregate Demand Management, the only knowrcpdbr fighting
inflation and unemployment on the national leveygfegate Demand
Management does not take into account the incouhistribution effect
of inflation and unemployment (IREIU) — which oumclome
Redistribution Theory of Inflation and UnemploymgitRTIU) does,
thereby enabling it to serve as a reliable polioydg on the national
level. If government policies — instead of cuttimgomes which gain
in inflation, and for this reason can buy anythatgany price — raise
the axes on incomes which shrink in inflation anywand, for this
reason, cannot be the cause of it, inflation woll recede.

Worse, because conventional economics disregaedlé of profits as
a component of the aggregate demand and also afgipeegate cost in
the economy, it incorrectly identifies these aggteg with wages. It
follows that cutting wages seems like the univergahedy for both
inflation and unemployment. Conventional econonsc®cused around
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this central thesis. But if this was true, inflatiand also unemployment
would long ago have converged by themselves throulyéir
unquestionable effect of eroding wages — even withgovernment
intervention, and certainly with government intertfen in the same
direction. But this never happens.

We intend to show in our theory that it is not therease, but the de-
crease of wages that stands behind inflation arempfoyment. The
double effect of wage erosion means that decreagagges on the one
hand cause demand deficiencies in the wage goodkethand thus
unemployment, and on the other hand, the profit€hvare made at its
expense accelerate inflation. It makes no diffeeewhether inflation,
unemployment or government economic policy triggars inequitable
redistribution of income. We will show that aboveeatain rate inflation
has an "unemployment effect’, and within a certaiange
unemployment has an "inflationary effect".

When conventional economic theories do acknowldtdgeexistence of
the redistribution effect, it is considered moreaashoral issue, subject
to value judgment, than as an economically meauinigirce, and it
hardly affects pure economic thought. It is ofteentioned as a possible
outcome of the interaction between different ecaosdorces, but not as
an active force in its own right. In those casegmvhconomists do deal
with the income distribution as an economic faciiois considered only
in a static way, and in connection with its effemt the aggregate
consumption function. Namely, they try to determimkose marginal
propensity of consumption (MPC) is larger, thatttod poor or that of
the rich, and accordingly, how the aggregate copsiam is affected by
the state of the income distribution in the econoimyeither direction
only slight effects were found. There is also wark the effect of
taxation on the GNP. Instead, we deal with inconsgridution in its
dynamics, with the income re-distribution procesd &s effect on the
demand structure of the economy. We find that ireosdistribution
plays a major role in influencing employment anel finice-level.

4.0 CONCLUSION
We have seen in this unit thatthe attempt to dgvalonore convincing
framework for explaining high unemployment as anuildgrium

phenomenon has led to at least three major tramasacroeconomics
since the mid-eighties.
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5.0 SUMMARY

You have learnt in this unit the concept of unempient, the
“structuralist’approach ofunemployment as well agmployment as a
structural labour market problem. You have alsorteabout the income
distribution theory of inflation and unemploymentersus the
conventional economic theories. Also, that becagsaventional
economists disregard the role of profits as a corapbof the aggregate
demand and also of the aggregate cost in the eggnibrmcorrectly
identifies these aggregates with wages. It folldhat cutting wages
seems like the universal remedy for both inflagma unemployment.

6.0 TUTOR-MARKED ASSIGNMENT

1. Discuss briefly what you understand by unemploymasta
structural market problem.
2. Discuss briefly the views of conventional economias regards

inflation and unemployment targets.
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