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INTRODUCTION

ECO 444 is a two credit unit course designed foalfiyear economics
students in the School of Art and Social SciencthatNational Open
University of Nigeria. ECO 444 is a significant ¢s@ to you in your

academic pursuit as it will assist you to gain @uepth understanding
on how the banks and other financial institutiongerate. More

importantly, this course critically examined théexant issues regarding
money, credit and financial issue. It made somarapsions to serve as
a guide to you for you to know the crucial role thie course in

enhancing the stability of money in our economy.

Furthermore, this course will broaden your knowkedgn how the
economy is stabilized using the government monetaing fiscal
policies. Subsequently, the course will inform ymu what money and
banking is and how money can be created in theibgmikdustry.

Aside that, the course will also expose you to Keoge about different
kinds of exchange rate in the exchange rate mafkes. course guide
will provide you some guidance on your Tutor-Markadsignment
(TMA) as contained herein.

WHAT YOU WILL LEARN IN THISCOURSE

This course will detailed an in-depth knowledge tbe theories of
demand and supply, role of bank and internatiomenicial system in
the economy. Also, you will be expose to knowinge ttifference
between product, money and capital including twairous functions
and roles in the economy.

COURSE CONTENT

This course builds on the foundation of finance a@wnomics on
studying the role, function and significance of mapnand banking.
Topics covered include; Theory of money, relevaaotenoney in the
economy, link between credit, money and interege, rdinancial
institutions and Nigerian financial system andrite in the economy
etc.

COURSE AIMS
The overall aim of this course includes:

I. To introduce you to the basic concepts in moneylarking .
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il. To teach you the major theories in demand for marey/ supply
of money.

iii. To expose you to the mode of operation in the bapkidustries.
And also to enhance your knowledge on activitiesmt#rnational
monetary system and their operation.

V. To broaden your knowledge on the roles and funstiofthe
money and capital market in Nigeria.

COURSE OBJECTIVES

There are 12 study units in this course and eadhhas its objective.
You should read the objectives of each unit and beam in mind as
you go through the unit. Each unit of this couras hs objectives unit.
In addition to these, the course has its overajeailves. At the
completion of this course, you should be able to:

o Explain the meaning and the origin of money

o Differentiate the different eras in the evolutidmmoney

o Define the demand for money and explain the thedrehind it.

o Differentiate between Classical Approach, the Keayere
Approach and the

o Post-Keynesian Approach.

o Define money, credit and interest.

o Explain the inverse relationship between interast,rdemand for
money and investment.

o Understand the definition and evolution of bankisgstem in
Nigeria.

o Distinguish between banking financial institutiomda non
banking financial institution.

J Identify the activities of the commercial bank frahmt of the
merchant banks.

J Identify the organization structure of the commalrdank from
that of the merchant banks.

. Understand the various non-bank financial instiusiin Nigeria.

o Distinguish between non-bank financial institutenmd banks.

o Explain it significance to economic developmenExamines the

financial reforms and it achievements .
WORKING THROUGH THIS COURSE

Each unit contains self-assessment exercises aiafr- tumarked

assignment. At some points in this course, you Wwél required to
submit assignments for assessment purposes. Adnithef this course,
there is a final examination. This course shouke tabout 15 weeks to

\
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complete. Some components of the course are oditlinder the course
material subsection.

To successfully complete this course, you are redquio read the study
units, referenced books and other materials ocahbese.

COURSE MATERIALS

Major components of this course are:

agbrwNhE

Course guide

Study units

Text books
Assignment file
Presentation schedule

STUDY UNITS

The breakdown of the four modules and 12 unitsaar®llows.

Module 1
Unit 1:
Unit 2:
Unit 3:

Module 2
Unit 1:
Unit 2:
Unit 3:
Module 3
Unit 1

Unit 2
Unit 3

Module 4

Unit 1

Unit 2
Unit 3
Vi

Basic Concepts Of Money And Credit

Meaning and relevance of money
Theory of money
A links between money, credit and intemase

Financial Institution and Its Relevance to the Economy

Meaning of financial institutiomd its classification.
Nigerian Money Deposit Bank (Commercial Ban
Other financial institution and its relevan

The Nigerian Financial System

Nigerian financial system and its significa to economic
development

The financial market and its role in ecoryoatceleration
The capital market, structure and its achieent

Monetary Policy Framework and its
Inter national Monetary System

Concepts of monetary policy, instruments aitd
operational framework.
Central bank in action and its economimgigance

International monetary system.
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REFERENCES AND TEXTBOOKS

Every unit contains a list of references and furtieading. Try to get as
many as possible of those textbooks and materséddl The textbooks
and materials are meant to deepen your knowledgeeafourse.

ASSIGNMENT FILE

In this file, you will find all the details of the&vork you must submit to
your tutor for marking. The marks you obtain frohese assignments
will count towards the final mark you obtain forighcourse. Further
information on assignments will be found in theigissent file itself
and later in this Course Guide in the section gessEment.

PRESENTATION SCHEDULE

The presentation schedule included in your couragenals gives you
the important dates for the completion of tutor-kear assignments and
attending tutorials. Remember, you are requiredsubmit all your
assignments by the due date. You should guard stglaigging behind
in your work.

ASSESSMENT

Your assessment will be based on tutor-marked ms&gts (TMAS)
and a final examination, which you will write attkend of the course.

TUTOR-MARKED ASSIGNMENT

There are many tutor-marked assignments in thigseouYou will
submit all the assignments. You are encouraged ook vall the
guestions thoroughly. The TMAs constitute 30 pentcef the total
score.

Assignment questions for the units in this counse @ntained in the
Assignment File. You will be able to complete y@ssignments from
the information and materials contained in yoursmiks, reading and
study units. However, it is desirable that you destiate that you have
read and researched more widely than the requirgdmum. You
should use other references to have a broad view pbthe subject and
also to give you a deeper understanding of theestibjvVhen you have
completed each assignment, send it, together withla form, to your
tutor. Make sure that each assignment reaches tybor on or before
the deadline given in the Presentation File. Ifdoy reason, you cannot
complete your work on time, contact your tutor.

Vii
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FINAL EXAMINATION AND GRADING

The final examination will be of three hours' duvatand have a value
of 70% of the total course grade. The examinatiah eonsist of
questions which reflect the types of self-assessmeactice exercises
and tutor-marked problems you have previously entmved. All areas
of the course will be assessed. You are advisegédahe time between
finishing the last unit and sitting for the exantioa to revise the entire
course material. You might find it useful to revigaur self- assessment
exercises, tutor-marked assignments and commentseon before the
examination. The final examination covers inforrmatfrom all parts of
the course.

COURSE MARKING SCHEME
The table presented below indicates the total m@®8%) allocation.
ASSESSMENT MARKS

Tutor-marked assignment (best three assignmerdfdbe four marked)
30% Final Examination 70% Total 100%

COURSE OVERVIEW

The Table presented below indicates the units, runab weeks and
assignments to be taken by you in this course.

HOW TO GET THE MOST FROM THIS COURSE

One of the great advantages of distance learninibaits you can read
and work through specially designed study mateaalgour own pace

and at a time and place that suit you best. Think as reading the

lecture instead of listening to a lecturer. In daene way that a lecturer
might set you some reading to do, the study ueitsypu when to read

your books or other material, and when to embarldigoussion with

your colleagues. Just as a lecturer might give oun-class exercise,
your study units provides exercises for you to tlapgpropriate points.

Each of the study units follows a common formate Tinst item is an
introduction to the subject matter of the unit doav a particular unit is
integrated with the other units and the coursewbae. Next is a set of
learning objectives. These objectives let you knalat you should be
able to do by the time you have completed the wwu should use
these objectives to guide your study. When you Hanshed the unit,

viii
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you must go back and check whether you have aadthithe objectives.
If you make a habit of doing this you will signidictly improve your

chances of passing the course and getting thegbsd¢. The main body
of the unit guides you through the required readiogn other sources.
This will usually be either from your set books foom a readings
section. Some units require you to undertake praictoverview of

historical events. You will be directed when yowedeto embark on
discussion and guided through the tasks you musthi® purpose of the
practical overview of some certain historical eamim issues are in
twofold. First, it will enhance your understandiofthe material in the
unit. Second, it will give you practical experieramed skills to evaluate
economic arguments, and understand the roles adriisn guiding

current economic policies and debates outside ygtudies. In any
event, most of the critical thinking skills you Witlevelop during

studying are applicable in normal working practise, it is important
that you encounter them during your studies.

Self-assessments are interspersed throughout it®e and answers are
given at the ends of the units. Working througtséhtests will help you
to achieve the objectives of the unit and preparefpr the assignments
and the examination. You should do each self-asssssexercises as
you come to it in the study unit. Also, ensure taster some major
historical dates and events during the course wfystg the material.
The following is a practical strategy for workingrough the course. If
you run into any trouble, consult your tutor. Rerbemthat your tutor's
job is to help you. When you need help, don't laésito call and ask
your tutor to provide it.

1. Read this Course Guide thoroughly.

2. Organize a study schedule. Refer to the "Coavseview' for
more details. Note the time you are expected tmcémn each
unit and how the assignments relate to the unitgortant
information, e.g. details of your tutorials, ane thate of the first
day of the semester is available from study cenfrel need to
gather together all this information in one plasach as your
dairy or a wall calendar. Whatever method you chotus use,
you should decide on and write in your own datasworking
breach unit.

3. Once you have created your own study scheduolesverything
you can to stick to it. The major reason that stisldail is that
they get behind with their course work. If you geb difficulties
with your schedule, please let your tutor know befibis too late
for help.

4. Turn to Unit 1 and read the introduction anel dbjectives for the
unit.
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5. Assemble the study materials. Information ab@lit you need
for a unit is given in the "Overview' at the begimgof each unit.
You will also need both the study unit you are wwogkon and
one of your set books on your desk at the same time

6. Work through the unit. The content of the utself has been
arranged to provide a sequence for you to follow.y&u work
through the unit you will be instructed to readtsets from your
set books or other articles. Use the unit to gymwmie reading.

7. Up-to-date course information will be continstyudelivered to
you at the study centre.
8. Work before the relevant due date (about 4 wdsdfore due

dates), get the Assignment File for the next regiimssignment.
Keep in mind that you will learn a lot by doing thesignments
carefully. They have been designed to help you nteet
objectives of the course and, therefore, will hgtu pass the
exam. Submit all assignments no later than theddite

9. Review the objectives for each study unit tefcon that you
have achieved them. If you feel unsure about anythef
objectives, review the study material or consuliryitor.

10. When you are confident that you have achiegedunit's
objectives, you can then start on the next unibced unit by
unit through the course and try to pace your stsalythat you
keep yourself on schedule.

11. When you have submitted an assignment to yator for
marking, do not wait for its return "before stagtion the next
units. Keep to your schedule. When the assignnentturned,
pay particular attention to your tutor's commemttsth on the
tutor-marked assignment form and also written ore th
assignment. Consult your tutor as soon as posgiljleu have
any questions or problems.

12.  After completing the last unit, review the rsmi and prepare
yourself for the final examination. Check that ymave achieved
the unit objectives (listed at the beginning ofleait) and the
course objectives (listed in this Course Guide).

FACILITATOR/TUTOR AND TUTORIALS

There are some hours of tutorials (2-hour sesgiomjided in support of
this course. You will be notified of the dates, @ésrand location of these
tutorials. Together with the name and phone nunaberour tutor, as
soon as you are allocated a tutorial group. Yotortwill mark and
comment on your assignments, keep a close watgtownprogress and
on any difficulties you might encounter, and previgssistance to you
during the course. You must mail your tutor- markessignments to
your tutor well before the due date (at least tworking days are

X
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required). They will be marked by your tutor andureed to you as
soon as possible.

Do not hesitate to contact your tutor by telephaeail, or discussion
board if you need help. The following might be amstances in which
you would find help necessary. Contact your tuftor i

. You do not understand any part of the study unitdhe assigned
readings

. You have difficulty with the self -assessment eis&as

. You have a question or problem with an assignmeithy your
tutor's comments on an assignment or with the gopdif an
assignment.

You should try your best to attend the tutorialkisTis the only chance
to have face to face contact with your tutor anédk questions which
are answered instantly. You can raise any problecowntered in the
course of your study. To gain the maximum benefdmf course
tutorials, prepare a question list before attendiregn. You will learn a
lot from participating in discussions actively.

SUMMARY

On successful completion of the course, you wowddehdeveloped
critical thinking skills with the material necesgafor efficient and

effective discussion of economic issues and integraof past events
with the present. However, to gain a lot from tloairse please try to
apply anything you learn in the course to term papeiting in other

economic development courses. We wish you succébste course
and hope that you will find it both interesting amskful.

Xi
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MODULE 1 BASIC CONCEPTS OF MONEY AND
CREDIT

Unit 1: Meaning and relevancemaiey

Unit 2: Theory of money

Unit 3: A links between monewedit and interest rate

UNIT 1 MEANING AND RELEVANCE OF MONEY
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1  Evolution of Money
3.1.1 Era of spherical Adventure (Anomalism)
3.1.2 The Era of subsistence (Autarky or exckang
3.1.3 The Era of Barter system (Direct exchange)
3.1.4 The Era of money exchange community money
3.1.5 The Era of money exchange (Full bodiedeypn
3.1.6 The Era of paper money
3.1.7 The Era of credit money
3.2  Meaning of Money
3.3  Functions of Money
3.3.1 Primary Functions of Money
3.3.2 Secondary functions of Money
3.3.3 Contingent functions of Money
3.3.4 Other functions of Money
3.4 Role of Money in the economy
3.4.1 Static Role of money
3.4.2 Dynamic role of money
4.0 Conclusion
5.0 Summary
6.0  Tutor Marked Assignment
7.0 References/ Further Reading

1.0 INTRODUCTION

In this unit, we will begin the course by introdogi and further
expatiating on the evolution of money, before exph the meaning
and relevance of money. We will also explain theiowss eras in the
evolution of money such as era of spherical adventera of
subsistence, era of Barter System, era of monehasge-commodity
money, era of money exchange full bodied moneypétaken or credit

1
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money and era of e-money. Furthermore, we shall &ddhe significant
of money in the economy and also the four majoctions of money in
the economy.

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

Explain the meaning and the origin of money

Differentiate the different eras in the evolutidmmney

Have broad understanding on the four major funstioihmoney
Explain the roles or significance of money in titersomy

3.0 MAIN CONTENT

3.1 Evolution of Money

Before the evolution money, exchange was done erb#sis of direct
exchange of goods and services. This direct exeéhagnown as the
barter system. Barter system involves the direcharge of one good
for some quantity of other goods, for instance haxging a horse for a
cow. Consequently, this exchange at a time become mifficult in
that people finds it very difficult to get someahat can exchange what
they have to what they want. Apparently, this peoblof search resulted
to the problem of barter system. Consequentlyheduest to solving
the problem of barter resulted to the means of @xgh that requires no
goods for goods rather money for goods, whichassified as monetary
evolution of money . To further understand the nareevolution of
money, we will have to discuss each of the Erahi& évolution of
money, down to the credit money era.

3.1.1 The Era of Spherical Adventure (Anomalism)

This era was marked by the movement of man fromemnkeof the earth
to the other. At last, he discovered that mosthef fruit seeds he had
dropped in the past had geminated and grown into fnéit producing
trees. Thus, this discovery marked the beginninggfculture, which
called for ownership, possession and control. Tieed this era opened
the door for a new era called the subsistence era.

3.1.2 The Era of Subsistence (Autarky or No Ekange)

Autarky is a Greek word from autarkeia meaning -sefficient.

According to investopedia it is both political aad economic term.
Autos mean “self” and arkein means “to be strongugih or sufficient”.
2
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Consequently, it define autarky as a state of ieddpnce and been
functional without partaking in any internationabde. The era of
subsistence was marked by the simple ownershipsege®n and
control of the natural resource. However, man disoed over time that
whatever he personally owned possessed and ceadroil expanding
the family could not be enough for him. This depshent gave rise to
the emergence of direct exchange.

3.1.3 The Era of Barter System (Direct Exchange)

This era of direct exchange was marked by the exgnaf goods and
services for goods and service within and amongipanding families.
The system had no room for any medium of exchangepeople
exchanged the goods and services at their dispadalwhat the other
party had for exchange. This simply means exchanginectly with
your immediate or extended family person withoutessarily looking
distinct person before exchanging. For instanca,nfan who had a goat
needed a bag of orange, he could directly exchargygoat for the bag
of orange without recourse to any medium of exckang

3.1.4 The Era of money exchange-community monéwydirect
exchange)

This era actually came to resolve some of the probl posed by the
barter system. Thus, unlike the barter system, nlomey exchange-
commodity money era identified and designated f@emmodities to
serve as medium of exchange, such commodities as, oaxothes,
slaves; salt, etc were all used as a medium ofamgdr Consequently,
some scholars argued that these commodities wereptble as the
medium of exchange at this era because they werentst priced and
sought after by the buyers of goods and servicee lement of
Banking by A.C.Onyia, 2007:6).

3.1.5 The Era of Money Exchange (Full bodied may)

The era of money exchange or full bodied moneyyigesl solution to
some of the persistent barter system problems. Merehange or full
bodied money era was the period when metals ansegulent papers
were used as money. Iron was the first metal usedyith effluxion of
time, gold, silver, copper were introduced to replaron because the
latter was prone to rusting and very bulky to cgnfrem place to place.
The gold metals were replaced by cheaper metals ascsilver and
copper. At this era, the face and intrinsic valoésnoney were equal
(see Element of Banking by A.C.Onyia, 2007:6).
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3.1.6 The Era of Paper Money

This is the era of goldsmith. The development géggamoney started
with goldsmiths who kept strong safes to storertbeld. As goldsmith
was thought to be honest merchant, people stareszpitkg their
goldsmiths them for safe custody. Thus, in rettine, goldsmiths gave
the depositors a receipt promising to return théd gon demand.
However, these receipts of the goldsmiths werergieethe sellers of
commodities by the buyers. Thus, the receipts efgbldsmiths were
use as substitute for money. Such paper money a@st by gold and
was convertible on demand into gold. This ultimatédéd to the

development of bank notes (see Element of BankngAlC.Onyia,

2007:6-7).

3.1.7  The Era of Credit Money

Another era in the evolution of money in the modeorld is the use of
the cheque as money. The cheque is like a bankimdbat it performs
the same function. It is a means of transferring@ycor obligation from
one person to another. A cheque is made for afgpsam and is not a
bank note, as it empires with a single transactibimus, cheque is
simply a written order to transfer money (see Eleina& Banking by
A.C.Onyia, 2007:7).

3.1.8 The Era of E-money (Electronic and Caslds)

This is the era were payment or withdrawal is doy¢he use of card. In
Nigeria, the concept of e-money was introduced @96l when the
C.B.N. granted approval to the then All State Treank Plc to offer
ESCA Smart Card product (Onyia and Egungwu, 2004:11
Consequently, E-money simply means the applicatbrelectronic
devices to effect payments arising from busineasstictions without
the use of cash. It is important to note that e-eyoera has not
foreclosed the use of note and coins, cheques dahdr acredit
instruments in transaction, rather it strictly dephasizes the use of
cash in making payments in both local and inteomai transactions.

SELF ASSESSMENT EXERCISE

I Describe the various stages in the evotuaf money
ii.  Explain what led to the emergence of momethe modern world



ECO 444 MODULE 1

3.2 Meaning of Money

The world ,mone¥ is derived from the Latin word ,Monétavhic h
was the surname of the Roman goddess of Juno irsevtemple at
Rome money was coined. Having said that, one carthed money is
something that has value that is it is a measunreabfe. According to
the traditional view which is also known as thereacy school, money
is defined as currency and demand deposits, andhatst important
function is to act as a medium of exchange. Keynegew, defined
money as currency and demand deposit. FurtherrRoieyman Milton,
the head of the monetarist school, defined mondiie@asum of currency
plus all adjusted deposits and commercial bank tlegosit. More so,
the Radcliffe Committee defined money as note phrsk deposits. That
is, it includes money as only those assets whiehcammonly used as
medium of exchange. Assets here refer to liquicetasby which it
means the monetary quantity influencing total dfec demand for
goods and service.

In spite of all the definitions given, Crowther,12@ontribute to existing
literature when he gave his definition as "Anythititat is generally
acceptable as a means of exchange and which aathe time acts as a
measure and store of value is regarded as money.

3.3  Functions of Money

Money performs a number of primary, secondary, iogent and other
functions which not only remove the difficulties lbrter but also oils
the wheels of trade and industry in the presentvdayd. The functions
are discussed below:

3.3.1  Primary Functions of Money

The primary functions are subdivided into two thaye medium of
exchange and money as a unit of value

I. Money as a Medium of Exchange—

il. Money as a medium of exchange, acts as an inteamede. it
facilitates exchange. The introduction of moneyaasedium of
exchange decomposes the single transaction of rbamte
separate transactions of sale and purchase, thedehynating
the double coincidence of want. Also money as aiummedof
exchange helps production indirectly through speafon and
division of labour which in turn increase efficignand output.

. Money as Unit of Value: Money as a unit\ailue means that
money is the standard for measuring value justhasyard or

5
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metre is the standard for measuring length. Theotisgoney as a
standard of value eliminates the necessity of qgatne price of
apples in terms of oranges, the price of orangeserims of nut
etc. Thus, money as a unit of value facilitatesoanting and also
helps in calculation of economic importance such the

estimation of the costs and revenues of businasssfithe

relative costs and profitability of various pubkoterprises and
projects under a planned economy.

3.3.2  Secondary Function of Money
The secondary functions money is subdivided integhthey are;

I Money as a standard of deferred payment Moneystaralard of
deferred payment means that purchase can be madeand
payment will take effect in the future. Thus, bytieg as a
standard of deferred payment, money helps in dafgitenation
both by the government and businesses enterprseimportant
thing about these functions is that it develops fthancial and
capital markets and also helps in the growth ofeit@nomy.

. Money as a store of value---+ Money as a store of value is
meant to meet unforeseen emergencies and to [y Ideother
words, one can store value for the future by hgdhort-term
promissory notes, bonds, preferred stocks, e.t.ce Th
disadvantages of these function is that they sonastiinvolve
storage cost, depreciate in terms of money andillagaid in
varying degrees.

iii. Money as a transfer of value --+ Since money is a generally
acceptable means of payment and acts as a stoatuef it keeps
on transferring values from person to person aadepto place.
A person who holds money in cash or assets casfaathat to
any other person.

3.3.3 Contingent Functions of Money
Money performs certain contingent or incidentaldiions, such as;

I Money as the most liquid of all liquid asseThis means that
money is the most liquid of all liquid assets inigthwealth is
held. Individuals or firms may hold wealth in var® forms.
They may decide to hold their wealth in currencemand
deposit, time deposit, treasure bills, short termvegnment
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securities etc. All these are liquid forms of wkalthich can be
converted into money.

il. Basis of the credit system: Money is thesibaof credit system,
meaning that a commercial bank cannot create creititout
having sufficient money in reserve.

iii. Equalizer of Marginal utilities and prodingties: Money acts as
an equalizer of marginal utilities for the consumiére main aim
of a consumer in this regard is to maximize hisstattion by
spending a given sum of money on various goodswhécwants
to purchase.

V. Distribution of National Income: Money alsoelps in the
distribution of national income. Thus, the rewaodsfactors of
production in the form of wages, rent, interest gndfit are
determined and paid in terms of money

3.3.4 Other Functions of Money

Money performs other functions apart from the afweationed ones
such as;

I. Money is helpful in making decisions

This means that money is a means of store of vaihaethe consumer
can meet her daily requirement on the basis of mbeé& by him. If the
consumer has a scooter and in the near future dgsreecar, he can buy
a car by selling his scooter and money accumulayelim. In this way,
money helps in taking decisions.

il. Money as a basis of adjustment

To carry on trade in a proper manner, the adjustrbetween money
market and capital market is done through monavyil&ily, adjustment
in foreign exchange rate and international paymantsmade through
money.

SELF ASSESSMENT EXERCISE

I. Explain the various secondary functionsmainey

Distinguish between contingent functions of monag ¢&hat of primary
function of money
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3.4 Role of Money in The Economy

Money is of vital importance to an economy due t® static and
dynamic roles. Its static role emerges from itstistar traditional
functions. In its dynamic role, money plays an imaot part in the life
of every citizen and in the economic system as alevfiM.L.Jhingan,
2010).

3.4.1 Static Role of Money

In its static role, the importance of money lies n@moving the
difficulties of barter in the following ways:

I By serving as a medium of exchange, momeyoves the need
for double coincidence of wants and the inconvestesnand
difficulties associated with barter. The introdoatiof money as a
medium of exchange breaks up the single transactdrbarter
into separate transactions of sales and purchaseseby
eliminating the double coincidence of wants

ii. By acting as a unit of account, money drees a common
measure of value. The use of money as a standanhloé
eliminates the necessity of quoting prices.

iii. By acting as a store of value, money ree®\the problem of
storing of commodities under barter. Money beihg tmost
liquid asset can be kept for long periods withdeterioration or
hostage.

iv. ~ Money removes the difficulty of barter bgcilitating the transfer
of value form one place to another.

V. Money as a standard of deferred paymemplgied both taking
and repayment of loans because the unit of acdsuiurable. It
also overcomes the difficulty of indivisibility @ommodities.

3.4.2 Dynamic Role of Money

Money in its dynamic role plays an important parthe daily life of a
person whether he is a consumer, producer, busmasspolitician etc.
The Dynamic role of money influences the economgumber of ways:

I Money possesses much significance for the consumer:

That is, consumer receives his income in the fofmmoney rather than
in goods and services. With money in his hand, ha get any
commodity and services he likes, in whatever egaalof marginal
utilities for the consumer.

8
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Vi.

Vil.

viil.

Money is of equal importance to the produdée keeps his account

of the values of input and outputs in money.

Money plays an important role in large scalgecialization and
division of labour in modern production i.e. it pglthe capitalist
to pay wages to a large number of workers engagsgecialized
jobs on the basis of division of labour.

By transforming savings into investment, mag acts as a means
to capital formation. Money in its form is a liquagset which can
be stored and storing of money implies savings saungs are
kept in bank deposit to earn interest on them.

Money is also an index of economic growthheTvarious
indicators of growths are national income, per tzapicome and
economic welfare. These are calculated and measarewney
terms. For instance, changes in the value of mongyices also
reflect the growth of an economy.

Money facilitates both national and intdronal trade. The use
of money as a medium of exchange, store of valu® & a
transfer of value has made

possible to sell commodities not only withincauntry but also
internationally.

Money helps in solving the central problems an economy;
what to produce, for whom to produce, how to predaad in
what quantities. This is because on the basis soffubctions,
money facilitates the flow of goods and servicesomgn
consumers, producers and the government

Money facilitates the buying and collectiar taxes, fines fees,
and prices of service rendered by the governmethtetpeople. It
also simplifies the floating and management of putdebt and

government expenditure on development and non deredntal

activities.

SELF ASSESSMENT EXERCISE

Briefly discuss the static role of money in the @y .
Explain some of the dynamic significant of money time
economy.
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4.0 CONCLUSION

In this unit, we extensively discussed the meaind the relevance of
money in the economy. Also, the major functions eyias in the
economy were not ignored. Money being what it is leelped in
facilitating and making exchange easy, by putting an end the
problems barter system created.

5.0 SUMMARY

This unit treats the fundamentals of money by logkinto the various
eras in the evolution of money as well as explgninem in details.
Also, different definition of money was given byffdrent economists,
ranging from the traditional definition down to theonetarist definition
of money. In the course of writing, we found ouattmoney plays
significant role in the economy.

6.0 TUTOR-MARKED ASSIGNMENT

1. Differentiate between money as a medium xthange and
money as the most liquid of all liquid assets.

2. State the static roles of money in the engno

3. Differentiate between era of subsistence aral of spherical
adventure.
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1.0 INTRODUCTION

Having discussed extensively on the relevance ashing of money in
the previous unit, this current unit will furthekpdain the theory of
money, by focusing on the theory of demand for ngooely. Having
said that, one can define the demand for monelieaarnount of wealth
everyone in the society wishes to hold in the fofrmoney balances. In
other words, it is the desire of people to hold mpobalances either in
cash or in demand deposit form. It is importanhabe that the demand
for money is directly related to the level of ina@me. the higher the
income level; the greater will be the demand fomeo Consequently,
in this unit, we will discuss in detail the clasdi@pproach to demand
for money, the Keynesian and the post Keynesiaraddfor money.

11
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2.0 OBJECTIVES
At the end of this unit, you should be able to:

o Define the demand for money and explain the thedyéhind it.

o Differentiate between Classical Approach, the Kayae
Approach and the

o Post-Keynesian Approach.

o Explain the superiority over each and the critigsmheach.

3.0 MAIN CONTENT
3.1 The Classical Approach to Demand for Money

The Classical economists did not explicitly formaldemand for money
theory but their views are inherent in the quarttigory of money. The
Classical economist which has Irving Fisher andGaenbridge School
has slightly different views on the demand for motieeory. These two
will be explained subsequently in detail.

3.1.1 Irving Fisher View to Demand for Money

Irving Fisher was the first classical economistd&velop a theory on
quantity theory of money, although he did not esipi formulate
demand for money. In his theory postulated in 1@28ablished the link
between quantities of money and total amount ofeg@pent on goods
and services in the economy. In his equation oharge he said that
MV = PT Where

M is Money stock

V is Velocity,

P is Price Level and

T is Average Transaction of goods in the economy.

According to his theory, holding velocity and awgatransaction
constant, anything that happens to money stock adb happen to
price, that is, if money stock doubles in the ecopoprice will also
double. Consequently, the Fisterequation of exchange shows that the
right hand side of the equation i.e. PT represamtdemand for money,
which depends upon the value of the transactioh® tondertaken in the
economy and is equal to constant fraction of thomesaction while MV
represents the supply of money.

12
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Furthermore, the demand for money in FiSkeapproach is a constant
proportion of the level of transaction which inrubears a constant
relationship to the level of national income. Thedry of demand for
money by fishéfs has faced severa | criticisms. It is said thatttieory
failed to incorporate or consider interest as &ofaand also that there is
no way velocity in economy can be held constarst, jo mention a few.
Lastly, one of the problems Fisher theory has anmthgr problems is
that he did not explain fully why people hold morsad also he did not
clarify whether to include money in such itemsiagetdeposit or saving
deposit that are not immediately available to paypts without first
being converted into currency.

3.1.2 The Cambridge or Cash Balance Approach

The Cambridge economists are set of classical ewst® who are
interested to know why people want to hold thesess in the form of
money. Unlike Irving Fisher who dwelt so much ore ttransaction
motive for demand for money and who also see m@sey medium of
exchange, the Cambridge economist view the demandbney from
the precaution aspect and also see money not aslmm of exchange
but as a stock of value. Also, just like Fishee ambridge expresses
the demand for money function as M d = KPY where M the demand
for money K is the Constant of proportionality betfraction of the real
money income which people wish to hold in cash theasprice level and

Y is the aggregate real income.

The Cambridge approach to demand for money incltidesand saving
deposits and other convertible funds in the demf@ndnoney. They
also stressed the importance of factors that maseegn more or less
useful, such as the cost of holding it, uncertagpu t the future etc.
Just the way Fish&s theory was criticized, the Cambridge theory was
also criticized.

In a nutshell, the classical economist was subgetdecriticism. One of
the major criticisms of the classical approach @mdnd for moneys is
that they emphasized only on medium of exchangesém@ of value
function of money without considering other factthrat affects demand
for money such as interest rate.

Second, it failed to analyze variation in the prieeel due to saving-
investment inequality in the economy.

13
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Third, the theory is weak in that it ignores otlffuence such as the
rate of interest which exerts a decisive and sicgnit influence upon the
price level.

Fourth, the theory neglected speculative demandiforey. The neglect
of the speculative demand for cash balance makesdédmand for

exclusively dependent on money income thereby cégte the role of

the rate interest and the store of value functiomaney.

Fifth, the cash balance approach does not telltatftanges in the price
level due to changes in the proportions in whichod#ts are held for
income, business and saving purposes.

SELF ASSESSMENT EXERCISE

I Distinguish between Fishites demand for money and the
Cambridge demand for money approach.

3.2 The Keynesian Approach to Demand for Money: lquidity
preference

The Keynesians are the set of British economists Whlieve in the
efficiency of fiscal policies as opposed to the aseonetary policies to
control economic activities. They hold the viewttdamand for money
falls within the realm of liquidity preference. ldKeynes in his theory
of demand for money suggested three motives to ddma money.

These motives are:

A. Transaction Demand for Money: This simplfers to the need to
hold some money for daily business transaction. ffapsaction
demand for money arises from the medium of exchéngetion of
money in making regular payment for goods and sesviKeynes
in his theory of demand for money divided the teantii®n demand
for money into two i.e. Income Motive which meansbridge the
interval between the receipt of income and its wlisement and
secondly Business Motive which means to bridge ititerval
between the time of incurring business cost antdh#éhe receipt
of the sale proceeds (see M.L.Jhingan, 2011:186hs€guently,
Keynes in his theory further argued that the tratisas demand
for money is a stable function of the level of inmand that the
transaction demand for money has a direct propwmtio
relationship with the level of income i.e. L T {KY), while L T
of transaction demand for money while KY represamar and
proportional relationship between transaction dednfor money
and the level of income. Keynes in his transacti@mand for
money did not stress the role of interest rate.

14
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B. Precautionary Demand for Money: This is a atitn where
money is held for unforeseen circumstance and taaéties.
Both individuals and businessmen keep money or tasimeet
unexpected needs. The precautionary demand for yndegends
upon the level of income, and business activitypaspunities for
unexpected profitable deals, availability of cakle, cost of holding
liquid assets in bank reserve etc.

Keynes in his analysis held that the precautiortdsnand for money
like transaction demand is a function of the lesklincome. But the
Post- Keynesian economists believe that like tretia demand, it is
inversely related to high interest rate. Note btith transaction and
precautionary demand for money will be unstableati@darly if the
economy is not at full employment level and tratisas are therefore,
less than the maximum and are liable to fluctuatand down.

According to Keynesian, the precautionary demand rfwoney is
expressedas L T =1 (Y, ).

C. The Speculative Demand for Money: The spémaar asset or
liquidity preference of demand for money is for w@ag profit
from knowing better than the market what the futwi# bring
forth. Also, it is a situation where people hold meg not for
transactions or precautionary purpose, but for plhepose of
making more profit in the future or taking advama@f
investment in the future. Thus, money held for sjmo/e
purposes is a liquidity store of value which canrbested at an
opportune moment in interest bearing bonds or gesmr
According to Keynesian, in his liquidity prefereniteeory, bond
prices and the rate of interest are inversely edldab each other.
This is to say that low bond prices are indicatiwénigh interest
rate and high bond price reflect low interest ratékote
importantly that wealth holders go for capital gamas to avoid
capital loss. For instance, if the rate of intersshigher than
normal and so is being expected to fall, wealtrdéd demand
less money, that is, they hold more bonds in grdtoon of
capital gain i.e. they will buy bonds to sell thamfuture when
their prices rise in order to gain. Converselyh# rate of interest
is low than normal and so being expected to rise,demand for
money will be high, this giving the wealth holdetbe
opportunity to sell bonds in the present so asvimdacapital.
Thus, it is important to note that the speculatdemand for
money is a decreasing function of the rate of egerThe higher

15
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the rate of interest, the lower the speculative aenfor money
and vice versa. This is shown graphically below

3

2

] 7|[=] [7]

Speculative demand for money according to Keynesiagxpressed as
L S =f(r). Also, he further explain liquidity fpeas a situation where the
real interest rate cannot be reduced by any aatiothe monetary
authorities. This is likely to happen when the nediikiterest rate is very
low so that the yields on bonds, equities and o$lkeurities will also be
low.

3.2.1 Criticisms of the Keynesian Theory of Demantbr Money

The Keynesian theory of demand for money was unidailp a radical
improvement over the classical and neoclassicaribe of money. His
theory has however been criticized on the followgrgund by post-
Keynesian theorist;

Firstly, Keynes division of demand for money betwg®ecautionary
and speculative motive is unrealistic, because lpedp not maintain a
separate purse for each motive. They have one pgarsal purposes.
Besides, empirical evidence shows that, contrariKégnes postulate,
even the transaction demand for money is intetastie.

Secondly, critics reflect the Keynesian postuldtat tthere exists a
normal rate of interest and the current rate okrggt may not
necessarily be the same as the normal rate: thene atways be a
difference between the two. According to Keynese peculative
demand for money is governed by the difference betwthe normal
and the current rate of interest, but the critigguas that if the current
rate of interest remains stable over a long pevioitime, people tend to
take it to be normal rate. Consequently, the difiee between the
current rate and the normal rate disappears.

Thirdly, Keynes assumed unrealistically that theogte hold their
financial assets in the form of either idle caskabee or bond. In fact,
people hold their assets in a combination of betets.

16
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SELF-ASSESSMENT EXERCISE

I. Differentiate between the Transaction motive aredSpeculative
motive of

il. demand for money.

iii. Explain the term liquidity trap using graph as purt.

3.3 The Post-Keynesian Approach To Demand For they

The Post-Keynesian has their approaches to demandmbney.
According to Keynes in his approach to demand foneay brought out
three motives to demand for money. These motivese hbeen
extensively analyzed in the Keynes demand for mo@®nsequently,
Keynes in his demand for money believed that thesctions demand
was primarily interest inelastic. He analyzed spegote demand for
money in relation to uncertainty in the market.

Basically, outside Keynes and the Keynesian apprdaacdemand for
money, we have others who have dealt immenselyherdemand for
money in recent time. These scholars are Baumdlamis (1952), who

analyzed the interest elasticity of the transastidemand for money on
the basis of his inventory theoretical approacle, $sliecond scholar is
James Tobin (1956) who in his analysis explainitligy preference as
behavior toward risk and the third scholar is Fmed Milton (1959),

who formulated that the demand for money is notatyea function of

income and the rate of interest, but also of thel twealth. These three
Post-Keynesian approaches to demand for money heillexplained

subsequently.

3.3.1 Williams Baumol Inventory Theoretic Aproach

Baumol made an important addition on the Keynedi@msaction
demand for money. As Keynes regarded transactiomadd for money
as a function of level of income and that the retathip between
transaction demand and income is linear and prigp@ait Baumol in his
analysis show that the relation between transacdenand and income
is neither linear nor proportional, rather changesicome lead to less
than proportionate change in the transaction demford money.
Furthermore, as Keynes considers transaction denasngbrimarily
interest inelastic, Baumol analyses the interesstiglity of transactions
demand for money. Baunial analysis on transaction demand for
money is based on the holding of an optimum inwgntd money for
transaction purposes by a firm or an individual.

17
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Thus, he further writes that a fifis:1 cash balance can usually be
interpreted as an inventory of money which its boldtands ready to
exchange against purchases of labour, raw matezialsin a nutshell,
Baumol is saying that firms should try to keep mmom transaction
balances in order to earn maximum interest fronastset i.e. the higher
the interest rate on bonds, the lesser the transasalance which a firm
holds. Thus, the holding of cash balance consistisiterest cost and
non-interest cost. Interest cost are opportunist because when a firm
holds cash balance for transaction purpose it fEsgaterest income,
while non-interest cost include such item s as &rage fee, mailing
expense etc. Lastly, Baurfisl inventory theoretic approach to the
transaction demand for money is an improvement theclassical and
Keynesian in that:

I The theory has the merit of demonstrating the @steelasticity
of the transaction demand for money as against &eyew of
interest inelastic.

. The theory also analyses the transaction demane&bbalances

iii. thereby emphasizing the absence of money illusion.

iv.  The theory also integrate the transaction demandhfmey with
the capital theory approach by taking assets, esteand non-
interest cost into account.

3.3.2 James Tobin’s Portfolio Selection Mode : TdhRisk Aversion
theory of liquidity preference

James formulated the risk aversion theory of liduigreference which
is based on portfolio selection. His theory removhkd two major
defects of the Keynesian theory of liquidity preiece. Firstly, that
Keyne$s liquidity preference function depends on the asgtity of
expectations of future interest rate and secorttilyt individuals hold
either money or bonds in wealth has been remowgh&unore, Tobifs
theory does not depend on the elasticity of expiectaf future interest
rate but he proceeds on the assumption that thectegbvalue of capital
gain or loss from holding interest bearing assetalways zero. James
Tobin further in his portfolio selection model dabed the three
categories of investors.

James Tobin starts his portfolio selection modeuitlity preference
with the presumption that an individual assets @éoldas portfolio of
money and bonds. In other words, money neithergbramy return nor
imposes any risk on him, but bond tends to yietdrast and also bring
income. He further said that income from bondsneeuntain because it
involves a risk of capital losses or gains i.e.dheater the investment in
bonds, the greater is the risk of capital loss ftbem. For instance, if g
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is the expected capital gain or loss, it is assuthatithe investor bases
his actions on his estimate of its probability dimition. He further
assumed that this probability distribution has apeeted value of zero
and is independent of the level of the current cdit@terest on bonds. It
is important to note that Tobis portfolio selection consis t of a
proportion M of money and B of bond where both Midhadd up 1
and has a return on portfolio Ri.e. R=B (r + g).

Tobins further described the three categories of investo

I. The risk lover who enjoy putting all theireadth into bonds to
maximize risk. They accept risk of loss in excharige the
income they expect from bonds.

. The risk plungers, they are investors wiib either put all their
wealth into bonds or will keep it in cash.

iii.  The third category is the risk avertersdirersifiers. These kind of
investor prefer to avoid the risk of loss whichassociated with
holding bonds rather than money. In other wordgy tlare
prepare to bear some additional risk only if thegext to receive
some additional return on bond.

3.3.3 Friedman Milton Theory of Demand foMMoney

Friedman Milton theory of demand for money is aitdpor wealth

theory because he regards money as an asset dalcgpod. He

developed a model for money demand based on therajetheory of
asset demand. In his theory, he said that monewaerike the demand
for any other asset should be a function of weahid the returns of
other assets relative to money. According to heoth, wealth can be
held in five different forms such as:

I. Wealth can be held in the form of monegaming that money is
taken in the broadcast sense to include currerayadd deposit
and time deposit which yield interest on deposits.

il. Wealth can be held in the form of Bondsaning that the yield
on bonds, R b includes coupon interest rate oexpectation of
capital profit or loss due to fall or rise in thepected market rate
of interest.

iii. Wealth can be held in the form of equiti¢isat is, the yield on
equalities R e includes return on dividend ratgeeked profit or
loss due to changes in interest rate.

V. Wealth can be held in the form of physigabds or non-human
goods. Physical goods or non-human goods are iakest of
producer and consumer durables. The returns aeztaff by
expected rate of changes in price.
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V. Wealth can be held in the form of Human i@dp.e. W = Y/r
where W is the current value of total wealth, Yhis total flow of
expected income and r is the interest rate.

Thus, the demand for money function in Friedfizatheory is given as
Md/P =f

(Y, WWRm,Rb,Regp, N)where

Thus, the demand for money function in Friedman’s theory is given as Md/P = f
(Y. W, Ry, Ry, R g;, N) where

M = total stock of money;

Y = is the real income;

P = price level;

W = fractions of wealth in non — human form;
Rm = Expected nominal rate of return on bond;

Rb = Expected nominal rate of return on bond;

Re = Expected nominal rate of return on equalities including expected changes in the prices;

Ip . . _— .
g = /I/}; ,i is the expected rate of changes of price of goods and hence the
/ rr

expected nominal rate of refurn on physical assets.
N = Variables other than income that may affectutigy of service.

It is important to note that the relationship bedgwalemand for money
and wealth is positive. This is to say that wheralteincreases, the
demand for money also increases because peoplenhald wealth.
Thus, the empirical evidence is greater than umitych means that
income demand for money function is stable and wél relatively
interest inelastic.

3.3.4 Criticisms of the Friedman Milton Theory of Demand for
Money

I. Frised Milton theory does not tell about timirmgnd speed of
adjustment or the length of time to which his tlyempplies

. The theory ignores the effect of prices, owtpuinterest rates on
the money supply, but there is considerable engigwidence
that the money supply can be expressed as funaifothe
variables earlier given.

ii Friedman's demand for money function, wealtariables are
preferable to income and the operation of wealtd atome
variable simultaneously does not seem to be jasiifi
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v Friedman takes the supply of money to be unstaitus, the
supply of money is varied by the monetary authesitin an
exogenous manner.

SELF ASSESSMENT EXERCISE

I. Briefly explain the superior of Baunfisl theory of demand for
money over Keynes.

ii.  Explain the three categories of investoimmbins Risk Aversion
of liquidity preference.

4.0 CONCLUSION

The unit extensively explains the various approacte demand for

money, ranging from the classical approach to dehi@anmoney down

to the Post- Keynesian demand for money. Alsogsetriticisms were

made. Although the classical approach to demandhforey focuses on
the transaction and precautionary demand for mobey they tend to

neglect or consider interest rate as a factor. Ksylaborated on what
the classical approach did and more so incorporgtrest rate by

introducing speculative motive or Keynes liquidipyeference which

considered interest rate. Although Keynes theorg wariticized by the

Post-Keynesian monetary theorist because the themgome faults.

5.0 SUMMARY

In this unit, we have succeeded in explaining tteoties of demand for
money, starting from the classical approach to agehfar money, the
Keynesian demand for money and the Post-Keynesemadd for

money. Also, the unit immensively discussed theouer criticisms and
fault each of the approaches has apart from th#teoPost-Keynesian
approach to demand for money.

6.0 TUTOR-MARKED ASSIGNMENT

I. Distinguish between the Fishers equationexéhange and the
Cambridge approach to demand for money.

il. Explain James Tobins Risk Aversion theoof liquidity
preference.

iii. When should a wealth holder make capgih.

V. Explain the three criticisms in the Keyrasidemand for money
theory.

V. Describe the five different forms of wealth Friedman Milton
theory of demand for money.
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vi.  Explain the Fish&s equation of exchange as regards the demand
for money.
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1.0 INTRODUCTION

In this unit, you will learn more about money, dteghd interest rate.
Also, the unit will expose us more to 6°€Cin borrowing and also
explain the term structure of interest rate.

2.0 OBJECTIVES

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

o Define money, credit and interest.
. Explain the six (6) Cs bank considers before borrowing.
. Explain the inverse relationship between interatt,rdemand for

money and investment.
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3.0 MAIN CONTENT
3.1 Money and how it is created by Banks

Money since the inception has contributed so muxta anedium of
exchange and settle of debt in the economy. Before, that is during
the barter system, exchange has been so diffimude one has to look
for some one that will exchange what he has bdierean get what he
need. But today, the introduction of money has emblthe problem of
double coincidence of wants. Having said that, cae say that money
Is a solution to a problem. Money is define astamj income, wealth,
credit, provision, sort of financial resources #afasle as purchasing
power in the society i.e. it serves as the guageyrbeter to determine
or measure the wealth of an individual organizatod or government.
Onyia and Egungun (2004) defined money as anythirigch is
generally acceptable in a given society or locably a means of
exchange and for settlement of debts. Chandle Aalettanye both legal
personnel have said from the legal view that maseyhat the law says
it is.

3.1.1 How Banks create Money

The creation of money by banks is more of movenwdérturrency in
circulation to demand deposit. In actual sensenew money is created
by the banks in the process of money creation. Mio@ey creation
process is a record of chain of events that refualis the initial deposit
of money into a current account in a bank by aarast dependent. The
process of money creation is premised on the ppl@cof fractional
reserve system which posits that a bank need reqt &# the deposit in
the vault as idle cash, the bank is expected tp keet as reserve and
invest the balance in business including lendinbisTis because a
depositor will rarely demand his money all at adirtt is based on this
principle that banks keep part of the deposit stamer as legal reserve
requirement stipulated by monetary authorities kemdl out the excess
of the deposits. The process of money creatiomsedt on the following
assumptions.

I There is a subsisting current account belonginth¢odepositor.
There is a stipulated legal cash reserve requiremen

il. There is no cash drain or leakage in the systemat T
withdrawals made by depositors are re-deposited nieyv
depositors less the legal cash reserve.

ii. There is an efficient clearing system.

24



ECO 444 MODULE 1

V. The commercial banks maintain the stipulatedemas in
monetary
Vi. The borrowing and lending processes are cantis, banks are

willing to lend and borrowers are willing to takens.

The process of money creation by banks may be egulahrough the
use of formula. The formula approach is given as:

Total deposit =

1 ID

1

Where | = Constant

C = Excess Reserve (RE) ID = Initial Deposit TD etdl Deposit
Example:

Let us assume that Mr. Sunday made an initial depb&30, 000 into
bank ABC, at a time the ratio was 20%. The excessrie will be lent
to another individual who is expected to deposmaonto bank ABC 2 .
The bank BCA will reserve 20% and lend the resetive,process goes
like that. Solution:

TD =

1 ID

1

1

111 (10001 20 )%

X

30000
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1070.8
N
30000
1

1

0.2

1 30000 = 150,000

3.1.2

Limitation to Ability of Bank to cremMoney The limitations

to the ability of banks to create money include:

Vi.

26

Incidence of Cash Drain or Leakagédf there is cash drain in the
system, the barik ability to create money is constrained. Cash
drain or leakage occurs when the borrower decideitbdraw
money from the banking system for whatever purpose.

Legal Cash Ratiol The level of the legal cash reserve affects the
ability of banks to create money. A higher legadlcaeserve will
definitely result in the creation of less volumerobney in the
system.

Savings ability of the peoplel The more people deposit money
into the banks, the more banks are disposed tdecradit. If
less deposits are made into banks, less money mé&nbby the
banks hence less credit is created.

Interest Rate Structure The dynamics of interest rate affects the
money creation ability of the banks. If the intéreate is
excessively higher, less people will be willingbrrow from the
banks. The incidence of fewer borrowers limits tim®ney
creation ability of banks.

Effective and Efficient Cheque Clearing ®yst | An effective
and efficient cheque clearing system is a preré&euigr banks to
create money. This is because such a system geasasinooth
clearing of cheques and settlement of claims thabearages the
use of cheques.

Condition attached to the loansThe stiffer the conditionality
attached to loans, the lesser the borrowers willwiiéng to
borrow. This will reduce the money creation abibfythe banks.
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SELF ASSESSMENT EXERCISE

I Explain the economist definition of money.
il. Explain the limitation to ability of bank to creatgoney.

3.2 Credit and Importance of Bank Credit to theEconomy

Credit can be defined as the value of goods andcssr enjoyed or
made use of by a business firm and on which payn®enmade
sometimes thereafter. It also means transfer oflg@md services from
a seller to a buyer without any value being giveamediately in return.

There are however two types of credit available thede are:

3.21 Trade Credit

This is a system whereby manufacturers collect mdmen wholesalers
in advance in order to enable them raise moneyradyze goods and
pay the wholesalers with goods produced with thenewocollected.
Also, the wholesalers allow retailers to collecbds without making
immediate payment but pay the old debt when treslees come to buy
new goods on credit. No interest is involved ird&&redit. This source
of finance is available to all business firms ipestive of size. It
involves no cost if there is no cash discount othd amount is paid
within the discount period. The following sourcelsimformation are
essential for granting trade credit by supplienfir

I. The supplier past trading records of thstomer.

ii.  The customés application request.

iii. The customéis bank(s) i.e. by making status enquiry.

iv.  The industry to which customer belong.

v.  The customé&s business associates.

3.2.2 Bank Credit

No company operates as an island nor is there asindss firm that is
self- sufficient financially, there arises the nedor businesses
interacting with one another for different purposespecially for

financial assistance for smooth operation of suainesses. The basis
of credit financing in any economy is to ensureiilify and solvency.
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Thus, bank credit is loans and overdraft granteddyks to deserving
customers on request.

A bank credit is usually a short-term loan, whidguires adequate
security, and it is one of the important sourcesobme to banks. Thus,
Bank Credit is controlled by Central Bank throughedit Sectoral

allocation and credit ceiling and depending on measonably liquid the
bank is. Note it is a known fact that bank crediilities are granted or
extended only to deserving bank customer.

3.2.3 The Six C’s in Credit

Before credit can be given, certain things neebleaconsidered. These
things are the six ‘G that is involve d in credit. They are:

I. Character’] This is a situation where the character of is the
customer is questioned. That is, the charactehefcustomer is
examined in detail by considering the followinge timtegrity of
the customer, his social standing and the expegieoic the
customer in the line of business he engages ins,Tihiassessing
character, managés personal experience based on past dealings
with the customer is very important. If the custorhas been in
the branch for sometimes, his account should betie@ed to
ascertain the nature of his business. The purpos®gking these
enquiries is to assess the customer and reduagskhm lending
to unknown person.

ii.  Capitall] This refers to capital contributed by the owndrthe
business, its adequacy or not and the form or tgpeapital they
are, since amount and size of company capital feggniegree of
commitment of the owner of such business, theioasness and
one of the premises on which lending banker counts
determining the amount to be extended. The assessheapital
in the case of individual will include his salamydaother sources
of income and in the case of business firm throagdlysis of its
financial statement.

lii.  Capability[] This means that the lending banker must take into
consideration the type of customer requesting fedit whether
individual or business firm uses the credit for wisameant for.
Also, it is the duty of the bank or the banker $sess the ability
of the borrower to repay both principal and interegthin a
satisfactory future period.
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V. Collaterall] This is important because banks can easily recover
that money back when they have an asset that leategrvalue
than the amount they gave out. The purpose of gakollateral
or security is to ensure that borrower does naauefn the long
run when the loan has been given out. Examplesecidirgies
requested are Real Estate, Documentary Credits, Gunoted
Shares, Government Securities such as Treasury 8il and
plants and equipment.

V. Condition] This may include the cost of fund, that is at what
interest rate and the term of repayment. Other iiondcould be
submission of half-yearly management account tobibreowers
company, statement of sources and application oflfu cash
flow analysis statement i.e. cash budget and yeatgited
accounts of the company etc.

vi.  Connection] Connection may be direct or indirect. In a direct
connection, the customer is personally involved gicample

M.D of the company, which maintains valuable crdshitance with a
bank, if such a Director should request for a reabte amount and his
request is declined, the bank will run the riskasing the account of his
company. In the case of indirect connection, th&amer is not directly
involved but his relation.

3.2.4  Credit Facilities Available In NigerianBanks

There are many avenues for raising credit fromlaek as there are
various types of banking services and banking tutsins in the

economy. The following are some of the credit fae8 or instruments
available in Nigerian Banks.

i Bank Overdraft! This is a short-term source of finance on which

interest is charged on outstanding balance by éimk land such interest
charged are allowable for tax deduction. Bank onadtsl are largely

repayable on demand; therefore, they should beegpph assets, which
are readily realizable or disposable. It is gemgraisecured but in some
cases, banks coupled with provision of collateral.

il. Bank Term Loan! These are usually issued for a definite period
of time unlike overdraft. They normally carry heghinterest
charges because of the period covered and thetHattbank
might want to avoid problem of fluctuations inangst charged
on loans.
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Vi.

Vil.

viii.

3.2.5

Inventory Financing ! Under this financing system only finished
goods and raw material quality as a form of celal as there is
no market for work-in-progress. Lender will usyalprovide
finance in the amount of one half of the collaténat qualifies.

Lines of Credit | This is not a loan but a favourable method of
securing a loan. Company can go to the bank arahge for a
line of credit or borrow when she did not need.ihe of credit is

an advance reservation that makes funds availatile used only
when needed.

Credit Cards] This is a convenient method of payment which
affords holder enjoyment of credit and immediate/rpent on
transaction. Thus, more and more customer orde¥sbaing
placed by phone or by computer over the interfletvang the
customer to pay with credit card. Credit card botdare allowed
credit facilities by the concerned bank for a sjest period of
time without any security from them.

Project Financing! This source though relatively new is normally
made available after consideration, analysis asdssment of the
project has been carried out by the bank.

Equipment Leasing! This is an agreement whereby a person
called the leasor conveys to another person cldkse in return
for rent the right to use an asset for an agreeibg of time.

Bill Discounting [1 This is a situation were a company in need of
fund obtains credit from a bank against its billdhe bank
purchases or discounts the borroigebills by providing an
amount less than the face value of the bill afissessment and
consideration of credit worthiness of the borrawer

Importance of Bank Credit to the Ecoomy

Credit is of vital importance for the working of asonomy. It is the oll
of the wheel of trade and industry and helps indb@nomic prosperity
of a country in the following ways:

30
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il. Availability of Bank Credit enables firms t@urchase raw
materials needed for production at the right tinght source and
right quality and at competitive prices and this msore
pronounced with business that import substantigl gfetheir raw
materials from overseas.

iii. Bank Credit enables certain productiveiaties, which would
have been impossible to be available locally, tinysroving the
economy.

V. Bank Credit has made it possible for highly lsstcated
equipment such as farm tractor, harvester etc dordadily
available to the developing economy.

V. Bank Credit has not enable many firms tm g&cess into capital
market, it has enable such firms to develop thesearch and
development department which invariably lead tgrowement
in the quantity, quality and variety of goods asetvices made
available by such companies.

SELF ASSESSMENT EXERCISE
I. Briefly explain the importance of bank credit t@ thconomy.
3.3 The Term Structure of Interest Rate

The term structure of interest rate refers to thlationship between
market rates of interest on the short-term and-tengn securities. It is
the interest rate difference on fixed income séiasridue to difference
in time of maturity. It is also known as time stiwe or maturity
structure of interest rates which exchanges thatioslship between
yields and maturities of the same type of security.

3.3.1 Factors that determines the term structure fointerest
rate The factors that determine the term structure of
interest rates are:

i Risk Preference

This means that long-term security prices are seasio changes in
interest rate because the chances to default gieethion long-term
securities as compared to short-term securitiesréefre, lenders prefer
to lend for short-term, if short-term and long-tersecurities have
identical yields. On the other hand, borrowers gréd borrow for long
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period because they will not have to worry abosihg interest rate or to
renew their loans frequently.

ii.  Supply Demand Conditions

When the supply of short-term securities falls dhdt of long-term
securities rise, the short-term interest comes dawa the long-term
interest rate is pushed up. Also, if the demands&wurities is more in
the short run market and the supply is more inleéhg-run market, this
will lead to high short-term and low long term irgst rates.

lii. Expectations and Uncertainty

The expectation of the rise in the longs-term egérate explains that
the short-term interest rate remains much belowldhg-term interest
rate for any length of time. This produces an upwsloping yield

curve. Further, certain risk and uncertainties niegad to the same
results. For instance, if people expect war, satistirbances, political
upheavals etc, they will not purchase long-termustes except at a
low price or low current yield.

iv.  Cost of funds

The alternative to which the fund could be used affect interest rate.
It may also be possible that the lender obtaindithd at a cost like the
commercial banks using interest bearing deposiefading.

V. Inflation rate

Where inflation rate is very high, the nominal rafeinterest has to be
high for real rate of interest to be maintainedetest rate will therefore
be high during inflation

vi.  Financial Standing of Borrower

Where the borrower is of good financial and motahding, lending
rate will be low and interest rate will similarlyelow. Thus, lending to
government attracts low rate of interest becausbheofisk in default.

SELF ASSESSMENT EXERCISE

1. Briefly explain in detail the factors that deténe the term
structure of interest rate.
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4.0 CONCLUSION

The unit explained the various factors that deteenthe term structure
of interest rate and also when further in discupgime C's in credit
which is seen as an important factor to reckon witen banks is
considering given out loans to their customers. Elmv, we also
explain money and credit can be created by banks.

5.0 SUMMARY

In this unit, we have succeeded in explaining esitesly money, credit
and term structure of interest rate. The unit atiecussed the
importance of credit in the economy and the six@ &redit in bank.

6.0 TUTOR-MARKED ASSIGNMENT

I. Briefly list six assumptions involved in the prosesf money
creation.

. Explain some of the credit facilities availableNigerian banks.

iii. Explain the following; (a) cost of funds and (b)pextations and
uncertainty. iv State five importance of credithe economy.
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MODULE 2 FINANCIAL INSTITUTIONAND ITS
RELEVANCE TO THE ECONOMY

Unit 1 Meaning of financial institution and itsaskification.
Unit 2 Nigerian Money Deposit Bank (Commercial Ban
Unit 3 Other financial institution and its relewz

UNIT 1 MEANING OF FINANCIAL INSTITUTION AND
ITSCLASSIFICATION

CONTENTS

1.0 Introduction

2.0 Objectives

3.0 Main Content
3.1 Evolution and definition financial institution Nigeria
3.2  Classification of financial institution
3.3 Relevance of financial institution

4.0 Conclusion

5.0 Summary

6.0 Tutor-Marked Assignment

7.0 References/Further Reading

1.0 INTRODUCTION
In this unit, you will understand why financial titgtion is established
as an intermediary between individuals with surpiusds and those

with deficit funds. You will also understand theoauion of financial
institution, its relevance and classification.

20 OBJECTIVES

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

. Understand the definition and evolution of banksystem in
Nigeria.

o Distinguish between banking financial institutiomda non
banking financial

. institution.

o To state the relevance of financial institution.

34



ECO 444 MODULE 2

3.0 Main Content

3.1 Evolution and Definition of Financial Institution In
Nigeria

Banking which is also referred to as a financiatitation had its origin
with the goldsmith in London in the 17 th centuffre goldsmiths had
facilities for storing valuables; therefore, theycapt money and other
valuables from merchants for safekeeping. The fstking function
was accepting deposits of cash from merchants wldanb safe place to
keep their money. The second stage came when tefmipthese
deposits began to be used as means of paymentrshams. This made
the early bankers to issue bank notes of fixed oemations, which
were more generally acceptable.

The next stage in the development of the bankinsiesy was the
development of money lending to customers withregecharged on it.
This provided a profitable business, hence bankegan to offer the
inducement of interest to encourage merchants démer0to increase
their deposit. The ideology of goldsmith on bankhms spread abroad
and today practice banking in continent of the danicluding Nigeria.
Nigeria banking system commenced in 1892, and tbeyied the
London banking system since Goldsmith is a Brittstizen. Having
said brief on the evolution of banking, one can ndefine financial
institution.

Financial Institution refers to all business orgations which hold
money for individuals and institutions and may bearrfrom them in
order to give loans or make other investments. riéi@h institutions are
very important for economic development of a natidhey represent
the main channel or medium by which funds can ffoomn lenders to
borrowers.

SELF ASSESSMENT EXERCISE

In detail explain the various stages in the evolubf Banking
3.2 Classfication Of Financial Institution

Financial Institutions may be divided into two nragmoups i.e. banking
and non- banking financial institutions. The maghiference between
the banking and the non-banking financial institns is that the
liabilities of the banking institutions are counted part of the total
supply of money while those of the non-banking iin8bns are
excluded from the money supply.
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Financial Institution

h 4

¥

Non-Banking Financial
Institution

S 5 5 s |5

Central Bank Commercial Bank Merchant Bank Hire Purchase Insurance
Company Company

Building Societies

Banking Financial Institution

Savings Bank Development Bank ‘

o Central Bank is the apex financial institution In@ teconomy, that
is empowered by the law to supervise and regulaefihancial
system. It also includes the formulation of polcithat will
influence the management of money and credits henbance
the achievement of set government economic obgctiv

o Commercial Banks are financial institutions whiclccept
deposits and other valuable from the public foe dafeping with
the sole aim of making profit. In other words, tha financial
institutions that perform the services of holdirgpplé’s money
and accounts and using such money to make loansots
financial services available to customers.

o Merchant Banks are financial institutions which fpen
specialized
o functions, such as acceptance of bills of exchamgiance of

loans for foreign trade transactions, issuancees shares and
provision of medium and long-term loans. They asenatimes
referred to as Acceptance houses .

o Development Banks are specialized financial instiis which
provide long-term credit or loan to other entempsidor capital
projects. They provide loans for projects in theeaarof
agriculture, commerce and industry. Examples ofetigpment
banks are Nigeria Industrial Development Bank @OIB),
Nigerian Bank for Commerce and Industry (N.B.C.t)ce

Insurance Companies are financial institutions #rat concerned with
insurance. It can also be defined as a contraetdsst an insurer and an
insured, under which an insurer promises to indgroompensate) the
insured against loss, which he may suffer in futupon the payment of
a premium.

SELF ASSESSMENT EXERCISE
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1. Distinguish between Banking and Non-Banking Raial
Institutions

3.3 Redevance Of Financial I nstitution

Financial Institutions provide consumer and commnaérclients with a
wide range of services and different types of baglgroducts, like sale
of treasury bills, treasury certificates e.t.c.

The importance of financial institutions to the wideconomy is
apparent during market booms and recession. D@gogomic upturns,
financial institutions provide the financing thatveés economic growth
and during recessions, banks curtail lending. Aeotthing is that,
financial institutions are encouraged or even cdlegeo lend money
loans small businesses, that is, the readily madelable loans to
prospective investors which will help in enhanciggowth in the
economy.

Thus, outside giving loans to small businessesy #iso provide the
liquidity needed for the economy to function ansbabffering important
risk management services.

SELF ASSESSMENT EXERCISE

1. Briefly explain three relevance of Financial tingions in
Nigeria.

4.0 CONCLUSION

Financial institution is an institution established an intermediary
between individuals with surplus funds and thostn wieficit of funds.
Consequently, financial institution which is cldsi as banks and non-
bank financial institution play significant roles @conomic growth and
development, by giving loans and overdraft to imdinals who are
willing to invest in the economy. This unit has seeded in explaining
the relevance of financial institution in developireconomy like
Nigeria.

50 SUMMARY

Here you have learnt more about the evolution médrfcial institution,
having explained in detail the stages of develogmémanking system
in Nigeria. Also, you should have understood tHéedent classification
of financial institutions in Nigeria. The Centrark is seen as the apex
bank that is empowered by law to regulate and sigeethe financial
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activities of the commercial banks and other finananstitution.
However, the commercial banks, merchant banks dhdr dank are
seen as bank for receiving and giving out loangraspective business
individuals.

6.0 TUTOR-MARKED ASSIGNMENT

I Distinguish between central bank and commerdahk in
Nigeria

ii. State five instruments which the central bak use to control
the activities of the commercial banks.

ii. List some banking products that is providgdtbe banking sector
in Nigeria.

7.0 REFERENCESFURTHER READING
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UNIT 2 NIGERIAN COMMERCIAL BANK
CONTENTS

1.0 Introduction
2.0  Objectives
3.0 Main Content
3.1 Evolution of Commercial Bank in Nigeria
3.2  Definition, Functions and the OrganizationuSture of
the Commercial Bank
3.2.1 Functions of Commercial Bank
3.2.2 The balance sheet of a Commercial Bank
3.3 Roles of Commercial in Nigeria
3.3.1 Problem of Commercial Bank in Nigeria
3.4 Merchant Bank and its functions
3.4.1 Functions of Merchant Banks
3.4.2 Sources of fund to Merchant Bank
4.0 Conclusion
5.0 Summary
6.0 Tutor Marked Assignment
7.0 References/ Further Reading

1.0 INTRODUCTION
This unit will focus on Nigerian Money Deposit Bamkhich is also
known as the commercial banks. Also, the unit wiflo focus on the

History or origin of commercial bank in Nigeria,eth roles in the
economy and the challenges and prospect in theoeoon

20 OBJECTIVES

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

o Identify the activities of the commercial bank framt of the
merchant banks.
o Identify the organization structure of the commair@dank from

that of the merchant banks.
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3.0 MAINCONTENT

3.1 Evolution of Commercial Banksin Nigeria
(i)  African Banking Corporation (Now First Blanf Nigeria PIc).

In 1892, the African Banking Corporation openedanbh office in the
Lagos area of Nigeria. The British Bank for Westiédn took over the
operations of this bank in 1894 and changed itsentrBank of West
Africa in 1957. The name was again changed to Stah@ank of
Nigeria Limited in 1965. In 1977, the name was agdianged to First
Bank of Nigeria Limited following the governmengsquisition of 60%
of the equity as the marth of the indigenizationiqyo The bank has
since become a publicly quoted company.

(i)  Barclays Bank of Nigeria Limited now Union Blarof Nigeria
Plc.

The Barclays Bank of Nigeria Limited opened for kiag business in
Nigeria in 1917. In 1979, its name was changed took) Bank of

Nigeria Limited. The company is quoted on the Nigeistock exchange
as Union Bank of Nigeria Plc.

(i)  British and French Bank now United BankAiirica Plc.

The British and French Bank opened for bankingress in Nigeria in
1949. Its name was changed to United Bank for Aftionited in 1961.

The bank has since been publicly quoted on theriigestock exchange
as United Bank of Africa Plc.

The three banks discussed above owe their origicotonial interest
hence;

Nigerian indigenous banks were conspicuous by thbgence till the
early 1930s.

The high level of discrimination over employmendasredit practiced
by the then foreign banks was one of the reasoas firelled the
agitation for self rule by Nigerians. As a result this unpleasant
development, Nigerians were compelled to enter baoking business
between 1933 and 1952.

The National Bank of Nigeria Limited was establdhia 1933 as the
first indigenous commercial bank in Nigeria. Thenki& inability to
satisfy the stringent requirement of the 1952 baglordinance almost
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forced it to extinct but for the life line receivébm the then Western
Regional Government. The regional government wae &b raise
money for that purpose from the cocoa sales. Th& lzder transformed
into a universal bank in 2000 and merged with W&aak in 2005.

Another indigenous bank is Agbhomagbe Bank Limited WWema Bank
of Nigeria Plc. the bank started as a private @nisz in 1945. With the
effluxion of time, the then Western Nigerian Regib@overnment took
over the bank and changes its name to Wema BaNigefia Limited.

The last before the current establishing ones i@ Continental Bank
Limited then called Spring Bank Plc and now calteaterprise Bank
Limited. The African Continental Bank Limited was aff shoot of the
Tinubu Bank then part of Lagos 53 Properties Lidhitk was acquired
by the then Eastern Nigerian Regional Governmentl945 and
subsequently had its name changed to African Centat Bank
Limited. The name was later changed to ACB Inteomat Limited and
merged with few other banks to form the Spring B&hk in 2005. In
2010, the name was changed from Spring Bank PEnterprise Bank
Limited, which is owned by Government.

SELF ASSESSMENT EXERCISE

I. Distinguish between the 1892 banking syst:nd 1933 banking
system.
. Briefly explain evolution of UBA

3.2  Definition, Functionsand its Organizational Structure of the
Commercial Bank

The Nigerian money deposit bank also known as cawiaiebank can
be defined as a financial institution which carriest retail bank
services, set up for keeping and lending moneyedopfe, owned by
individuals ,organizations or governments, for thepose of making
profits.

Ozoani, G.C defines it as an institution that atsefeposits of money
from the public withdrawal by cheque and used émding. Also, John
Paget defines commercial bank on the basis of iumefperform by the
bank.
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321

Functions of Commercial Banks

Commercial banks perform a variety of functions etthcan be divided
as follows:

42

Accepting Deposit: Commercial banks acsefsposits from the
public for safe-custody through three methods, sa&vings,

current and fixed deposit account. The depositoesaliowed to

draw their money by cheques for a current accoumtithdrawal

slip or ATM for savings account and fixed accoufbr current

account, banks do not pay any interest to it bl Ipercentage of
interest is paid into savings and fixed depositoaot. Note

importantly that current account is known as demdegosit

while fixed deposit account is known as time defsosi

Advancing Loan: One of the primary funct®of a commercial

bank is to advance loans to its customers. A banld a certain
percentage of the cash lying in deposits on a higiterest rate
than it pay on such deposit. The bank advancessloarthe

following ways:

a. Through Cash Credit: This means that bank ambsloan
to businessman against certain specified securilies
amount of the loan is credited to the current antoiithe
borrow, then the borrowers can withdraw money tghou
cheques according to his requirement by payingesteon
the full amount.

b. Through Call Loan: These are very short-terranfo
advanced to the bill brokers for not more thareéft days.
They are advanced against first class bill or sgesrsuch
loans can be recalled at a very short notice.

C. Through Overdraft: This means that banks gitermits a
businessman who has been their old customer witld go
credit record to draw cheques for a sum greater tha
balance lying in his current account. This is ddne
providing the overdraft facility up to a specifimaunt to
the businessman.

d. Through Discounting Bills of Exchange: This medhat
if a creditor holding a bill of exchange wants mgne
immediately, the bank provides him the money by
discounting the bill of exchange.

Credit Creation: This another function @dmmercial banks like

other financial institutions, they aim at earningffis. For this

purpose, they accept deposits and advance loarkedying a

small cash in reserve for day-to-day transactions.



ECO 444 MODULE 2

V. Financing Foreign Trade: Commercial bamkamhces foreign
trade of its customer by accepting foreign bifiexchange and
collecting them from foreign banks. It also tragtsaother foreign
exchange business and buy and sells foreign ayren

V. Agency Services: This means that banks astan agent of its
customers in collecting and paying cheques, bifl&xxhange,
draft, and dividend, e.t.c. it also buys and seliares, securities,
debentures etc. for its customers. Further, it maysscriptions,
insurance premium, rent, electric and water bitid ather similar
charges on behalf of its clients. Moreso, the bants as an
income tax consultant to its clients.

3.2.2 The Balance Sheet of a Commercial Bank

The Balance Sheet of a Commercial Bank providescturp of its
functioning. It is a statement which shows its tss@d liabilities on a
particular date at the end of one year. The assetshown on the right
hand side and the liability is shown on the lefhdhaide of the balance
sheet.

The assets of a bank are those items from whicdcdives income and
profit, while the liabilities of commercial bankseaclaims on it. These
are the items which form the sources of its fund.

The assets and liabilities side of the commeraalkis shown below:

Commercial Banks Balance Sheet
__ Commercial Banks Balance Sheet

Liabilities Assets
Share Capital XX Cash XX
Reserve Funds XX Balances with the central bank and others xx
Deposit XX Money at Call and Short Notice XX
Borrowing from other banks XX Bills Discount and Purchased Investment Xx
Bill is payable XX Liabilities of Customers for Acceptance,
Acceptance, Endorsement and  xx Endorsement and other obligation XX
other obligations Property,furniture fixtures less depreciation X
Contingent Liabilities XX Profit & Loss XX

| Profit and Loss XX

Note, money at call means short term loans to butlkers, discount
houses and acceptance houses. Contingent liabiligiates to those
claims on the bank which are unforeseen such astamaling forward
exchange contract, claims on acknowledge debt etc.

Acceptance, Endorsement and other obligations &pémk on behalf of
its customers are the claims on the bank whictast to meet when the
bills mature. Bills payable refer to the bills whithe bank pays out of
its resources. Bill for collection are the billsefchange which the bank
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collects on behalf of its customers and credits dneount to their
accounts.

SELF ASSESSMENT EXERCISE

1. State five functions of Commercial Banks
2. Explain four ways in which Commercial Banlks)@dvance loans

3.3 Rolesof Commercial Banksin Nigeria

Besides performing the usual commercial bankingtions, banks in
developing countries play an effective role to exuit development.
These roles are:

I Commercial Banks helps in mobilizing says through network
of branch banking. People in developing countriesehlow
incomes but the banks induce them to save by intiod variety
of deposit schemes to suit the needs of individealbsitors.

il. The Commercial Banks finance the industsector in a number
of ways. They provide short term, medium term amglterm
loans to industry. They also underwrite the sharesdebentures
of large scale industries, and also help in devetpphe capital
market which is undeveloped in such country.

ii. They help in financing both internal angternal trade i.e. they
provide loans to retailers and wholesalers to stmxds in which
they deal on. They also keep in the movement otlgdilom one
place to another by providing all types of faddgi such as
discounting and accepting bills of exchange.

\2 They help the large agricultural sectodegveloping countries in
number of ways. They provide loans to traders incatjural
commodities and also open a network of branchesral areas
to provide agricultural credit.

V. The Commercial Banks finance employmentegaiing activities
in developing countries. They provide loans fag #ducation of
young persofs studying in engineering, medical, and other
vocational institutes of higher learning.

Vi. The Commercial Banks help in economic develept of a
country by faithfully following the monetary poliayf the central
bank. More so, the central bank depends on comaidranks for
the success of its policy of monetary managemenke@ping
with requirements of a developing economy.
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331 Problems of Commercial Banksin Nigeria

Commercial banks in most developing countries, @sflg Nigeria are
faced with problems. These are as follows:

I Urban Concentration: Majority of the commercibhnks are
located in urban centers thereby denying the ramas banking
services.

il. Corruption and Low Saving: There is higlvél of corruption in
the banking industry as some bank managers andiaddfi
embezzle money and grant unauthorized loans tedsieand
relative because of their selfish interest. Thisl adtitude has
discouraged so much from saving, since they belies® monies
can be taken without been returned.

iii. Government’'s Frequent Interventions: Goveemfis frequent
intervention in the operation of banks sometimesamtnings
difficult for commercial banks to operate smoothind
efficiently.

V. Lack of Innovative Banking Practices: Masimmercial banks
are not innovative in their banking practices ast@mers are not
given the prompt attention they desire.

V. Capital shortage and high interest ratsst of the commercial
banks have low capital base and this makes it isiplesto grant
loans to prospective customers. Inspite of low tehphey have,
they tend to charge high interest when loan isrgmet.

Vi. Non-Repayment of Loans Some customers that took loans
sometimes fail to repay the loans as a result gif Imterest rate
charged and these has led to the collapse or daifirsome
commercial banks.

Importantly, some of the aforementioned challengfethe commercial
has been solved through improve technology. Tod®yst of the rural
areas has commercial banks in them and also wiiladrand depositing
of cash has been made easier through ATM cards.

SELF ASSESSMENT EXERCISE

1. State the problems or challenges faced by comatéanks in
Nigeria and identify one solution to it.

3.4 Merchant Bank and Its Functions

Merchant bank can be defined as a financial ingituthat provides
medium and long-term loans, accepts large depdsits,and deal in
stocks. The under- developed nature of the bankysgem, money and
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capital markets in West Africa brought about thelagein the
establishment of merchant banks in this part ofatbdd.

Philip Hill became the first merchant bank in Nigeand has given rise
to other similar banks like then NAL Merchant Bankgdo-Nigerian

Merchant bank etc. Merchant banks deal with congsanr

organizations, government and other financial tastins. They also
carryout wholesale banking services with the primaim of making

profit.

34.1 Functions of M erchant Banks
The functions of merchant banks may be groupedfiméoas follows:

1. Portfolio Management Function: Merchant sad& undertake to
manage the portfolio investments of some invesabra fee for
such services.

2. Banking Function: The banking function iragu
I. Mobilization of deposits from both the prigaand public

sectors of the economy.

. Granting of loans/advances to individualsprporate
bodies and the government.

iii. Equipment leasing which involves the purangsand
leasing of equipment for rental fees to the banks.

V. Loan syndication (consortium lending) whiclvolves the
coming together of banks or group of banks twioi®
credit to a customers.

3. Corporate Finance Services: The corporatgcgeinclude acting
as issuing house to issuers, assisting in priviteement, stock
brokerage services, investment and advisory sesvice

4. Treasury Services: The merchant banks desinvn money
market instruments such as treasury bills, treasartificate etc.
They also issue short-term instruments such asficatés of
deposits, commercial papers etc.

5. Operational Services This includes the remittance and receipt
of funds for their customers at both local andrimé¢ional levels.
Merchant banks also open letters of credit and @schill on
behalf of their customers in favour of foreign dtes and issued
by the creditors respectively.
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3.4.2 Sour ces of fund to M erchant Banks
The main sources of funds to merchant banks include

I. Statutory Reserves: The funds statutorily required be
transferred from profit to reserve account is aldé for use by
the bank.

. Share Capital: Funds are raised throughifisuance of shares
subscribed to, by the individuals, corporate bsdiand
government.

Interest arising from credit facilities dother charges: The cost
of funds provided to borrowers as well as varioharges for
services rendered from part of merchant Barflunds.

V. Retained Profit: This is the percentagenet profit retained for
future expansion. Retained profit remains partsbéreholder
equity.

V. Debentures: Merchant banks raise moneytirdhe issuance of
debentures.

Vi. Mobilized Deposits: The huge deposits mokitizfrom the
economy forms part of merchant banks funds.

vii.  Borrowing: Merchants banks may borrow morfeym lending
institutions including the central bank of Nigeria

SELF ASSESSMENT EXERCISE

I. State five ways in which merchant banks @se money.
40 CONCLUSION

Commercial banks as a financial institution playyvenportant role in
the development of any country, be it developingdeveloped. Their
roles as a matter of fact cannot be neglectechensense that they are
seen as the major back bone of the country. Defipidunctions and
roles they play, they still face series of challemgvhich was discussed
in the unit.

50 SUMMARY

In this unit, we have succeeded in explaining thgim of commercial
banks in Nigeria and also the different functiomsl aoles it plays
growth and development of the country. Also, somebjgms of
commercial banks in Nigeria was also entrenchedhm unit, not
neglecting the ways in which they can source fodgu
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6.0

7.0

TUTOR-MARKED ASSIGNMENT

Write short note on the following African Bankingo@oration
and Barclay Bank of Nigeria.

Distinguish between Bill payable and Bill for calt®n. iii.
Explain five roles of commercial banks in Nigeria.

State four ways in which commercial banks can adedoans to
customers.

Discuss any three functions of a merchant bank.

Explain the challenges faced by commercial banldeireloping
countries.
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1.0 INTRODUCTION

This unit focuses on non-bank financial institutiorNigeria. Non-Bank
Financial Institutions are institutions createdestablished to provide
long-term loans to individuals, government and peasive business
individuals. Subsequently, the unit will explain ethvarious
classifications non-bank financial institutions kBu@s insurance
companies, pension scheme, traditional financiatitutions, finance
companies and discount houses etc.

20 OBJECTIVES

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

o Understand the various non-bank financial insttogiin Nigeria.
Identify their functions.

o Distinguish between each of them.

o Distinguish between non-bank financial instituteomd banks.
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3.0 MAINCONTENT

3.1 Classfication of Non-Bank Financial I nstitution

Non-Bank Financial Institutions are institutionsathprovide medium
and long- term loans to prospective business firgavernment. These
institutions pool funds from net savers and lendnthto finance

expenditure of business firms and local bodies. fitve-bank financial

institution outside the commercial banks has cbaotad immensely in
enhancing growth and development in the nation.s€quently, they
are classified as insurance, pension scheme (ftrad)itional financial

institution, finance companies etc. Subsequentig, aforementioned
institutions will be explained in detalil.

311 I nsurance Companies

An insurance company may be defined as a finaniiatitution

involved in the protection of person and objectsiast risk. These
companies as financial institution collect largensuof money called
premium from individual and organization in orderihsure lives and
properties. Thus, people save money with the imagaompanies in
form of life assurance which is paid to them aéereriod of time if they
do not die before then under endowment assuraregy pOn the other
hand, under the whole life assurance, bulk of moisepaid to the
beneficiaries of the assured after his death.

Insurance in Nigeria is both owned by Nigerians dodeigners.

However, ownership had significantly remained mooenpanies being
controlled by indigenous interest while few havexeai ownership. In
any case, a consolidator exercise could introduagew ownership
character as all the insurance companies may desbe quoted on the
Nigerian stock exchange.

Apparently, insurance companies in Nigeria tendsptovide some
functions in economy, such functions are as:

I Protection of persons and objects under differgmes of
insurance like motor vehicle, fire, burglary, maitife insurance
etc.

il. They serve as pool of risks; that is they are amreita under
which all forms of risks are covered.

lii. They offer both short and long-term loans to indals,
organization
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V. etc, from the money they collected from other dkeras
premiums.

V. Through the money and capital market, they makeddun
available to industry and commerce thereby continiguto the
development of nations where they exist.

Vi. They offer advice to individuals, organizationsygmment etc,
on the best way to secure lives and properties.

3.1.2 Pension Scheme

Pension Scheme is an arrangement designed by Weengoent through
the constitution or other statue which guaranteesemployee some
financial benefits on leaving employment.

In Nigeria, the first pension Act was promulgatadlB51 and was later
replaced by the 1979 Pension Act. The public sdwdrits own pension
arrangement different from that of private sector.

The public sector pension scheme is a non-contiiguscheme while
the private sector pension scheme is contributorgature. Employees
are expected to contribute a certain percentadkenf total emolument
to pension scheme. The 2004 pension perform Acthnasght in it
numerous changes ranging from the introductionesfspn regulators,
administrators and managers in Nigeria.

3.1.3 Traditional Financial Institutions

These are non-bank financial institutions whosetexice predates both
the invasion of Africa by the colonialists and tlenergence of
conventional financial institutions. The traditibnastitutions have

continued to thrive in most African countries espiy Nigeria due to

some Unique characteristics surrounding their @m®s: Their

operations are in the secretive, require little amoof money and
mutual trust exist between and among members. Sdbrtiee traditional

financial institutions are Esusu, Local Money LersgdeCommunity

Development Associations, Co-operative, Thrift a@dedit Union,

Social Club, and Town Union Monthly Associations.

The Modus Oprandii in the traditional financial tingtions is that

members are encouraged to save their money togetheh all or part
of it may be lent to any member that is in need.
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Basically, the major advantage of traditional fici@hinstitution is that;

I They encourage their members to form the habit afing
money.

. They encourage their members to invest the big simoney
they have saved.

ii. They lend money they have saved.

iv.  They save their members the pains of going to bamksorrow

money

V. with their embarrassing collateral securities.

Vi. They inculcate the principles of democracy in tme@mbers.

vii.  They discourage their members from being extravagatheir

spending so that they can save money.

In spite all the enticing advantages, the tradéldimancial institution
still face enormous problems which ranges from:

I. High embezzlement of cash

il. Weak management i.e. they are managed by those ladko
administrative and managerial acumen.

iii. The institution also lack effective means of reacowg loan
granted to their members, if they default in repagtn

iv.  They have low financial resources at their disp@saa result of
some of their members to make their contributions.

V. They use arbitrary means in fixing interest on kan

3.1.4 Finance Companies

Finance Companies are non-bank financial instihstioegulated and
supervised by the Central Bank of Nigeria under ghevision of the

BOFIA 1991 (as amended). These institutions provst®rt-term

financial services such as the local purchase ofideancing, project
financing, leasing of equipment and debt factorifige main sources of
funds to finance companies include public offer bminds, Issuance
Commercial Paper, Issuance of equity shares, cooimahdyank credit

facilities, insurance companies etc.

Finance Companies in the course of providing fim@nservices, use to
charge higher interest on their financial accomnioda discounts,
loans fees and other services to average for lpghating cost.

The greatest challenge to finance companies inridideas remained the
crisis of confidence question between the operatord the public.
Fortunately, this appears to have been taken ddre ithe emergence of
a vibrant post consolidation financial system iigé&tia.
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3.15 Discount Houses

The discount house sub-sector is a very important @f the Nigeria
financial system. The idea of discount houses watediand nurtured
by the Central Bank of Nigeria in the 19800 strengthen and sustain
the ailing banking system.

Sections 28 of the Central Bank of Nigeria Act 1281 section 59 of
BOFIA 1991 charged the bank with the responsib8gitof licensing,

regulating and supervising of discount house bgsime Nigeria.

A discount house is a non-bank financial instilmtengaged in discount
house business. The business of discount housadexlthe trading in
and holding of money market instruments such astng bills, treasury
certificates, commercial bills etc.

Discount Houses serve as conduit through which amére able to
channel excess liquidity to the Central Bank ofé\ig.

Discount houses also serve as secondary markethéorrading of
treasury bills and other commercial bills.

Currently, many of the discount houses have ideutifvith corporate
finance hence establish advisory services unitoriger to provide
additional services to their clients.

Discount houses that are owned by group of findnostitution can

source for fund to finance the business in theotwihg ways. They can
source for funds through:

I. Paid up capitall this is part of the called up capital which the

il. shareholders have actually paid.

iii. . Income from advisory services. iii. $eeves in their
vault. iv.  Call money

V. Short-term borrowing
V. Selling of short-term bills to the CBN

Vi. Outright borrowing from the CBN through night adees.

53



ECO 444 MONEY AND BANKING

SELF ASSESSMENT EXERCISE

3.2

Distinguish between finance houses and discoundd®u

I mportance of the Institution by Funds Mobilization and
Contribution to the Economy

Although the non-bank financial institutions aret regally
mandated to act as the conventional banking instits, they do
mobilize funds from the private and public sectaf the
economy. For instance, the insurance companies dbilize
funds arising from the payment of premium part dfich they
may lend to people and organizations on speciangement.
Similarly, the Traditional financial institutionsodmobilize fund
from members and in most case lend to them fromptw for
overall economic growth and development of the tgun

The non-bank financial institutions offer greatecessibility in
the borrowing of funds at the micro level to thembers of the
society. The provision of micro credit guaranteethlygrass root
and even economic growth and stability necessarynganingful
economic development.

The non-bank financial institutions offer speciaBsrvice in the
economy. These services enhance the efficiencheobperation
of both the banking and other sectors of the ecgnoRor
instance, the insurance companies reduce the askeciated
with various businesses through underwriting, wkfile pension
funds, scheme provide reassurance to the workeggrdayising
them wonderful post-active days etc.

The non-bank financial institutions have continuedprovide
employment for over twenty-one percent of the entitigeria
workforce.

SELF ASSESSMENT EXERCISE

3.3
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Explain the importance of Non-Bank Financial Ingtidns to the
economy

Similarities between Banks and NBFIS
Commercial banks create demand deposit when thesowo

from the central bank, and NBFIs create variousm®of indirect
debt when they borrow from commercial banks.
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ii. Both commercial banks and NBFIs acts as intermedian
bringing

iii. ultimate borrowers and ultimate lenders togetherfanilitate the
transfer of currency balance from non-financialders to non-
financial borrowers for the purpose of earning psof

V. Both commercial banks and NBFIs provide liquid fsndhe
bank deposits and other assets of commercial bankis the
assets provided by NBFls are liquid assets.

V. Both banks and NBFIs are important creator of lbéadunds.
The commercial banks by net creation of money &edNBFIs
by mobilizing existing money balance to exchangetl@ir own
newly issued.

Vi. Like NBFlIs, commercial banks acquire the primargusgies of
borrowers, loans and deposits and in turn, theyigeotheir own
indirect securities and demand deposits to theglend

SELF ASSESSMENT EXERCISE

1. State the similarities between banks and NBHs fiaancial
institutions.

3.4 Rolesof Non-Financial I nstitutions
The roles of non-bank financial institutions arda®ws:

I. Reduce Hoarding! This is done by bringing the ultimate lenders
and ultimate borrowers together. Outside that taksp reduce
hoarding of cash by ensuring that they make fundslable to
people.

il. They help both the Household sector and the busisestor(]
The household sector relies on NBFIs for makindfifaiole use
of its surplus funds and also to provide consunredit loans,
mortgage loans etc. On the other hand, they hedpbtisiness
sector by financing them so as to facilitate theuwestment in
plant, equipment and inventories.

iii. Help the state and local governmentThis means that NBFI

help the state and local bodies financially by pasing their
bonds.
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\2 NBFIs provide liquidity and safety to financial assand help in
transferring funds from ultimate lenders to ultimabrrowers for
productive purposes.

V. NBFIs help in the growth process of the economyt ik, they
intermediate between lenders and borrowers. Byoparhg this
function, they discourage hoarding by the peoplebiiize their
savings and lend them to investors.

Vi. NBFIs are of immense help in the working of finalanarkets,
in executing monetary and credit policies of theted bank and
hence in promoting the growth of an economy, bydfarring
funds from surplus unit to deficit unit.

SELF ASSESSMENT EXERCISE

I.  Briefly explain the major roles NBFIs playsthe economy

4.0 CONCLUSION

In this unit, we extensively discussed the meaming relevance of non-
banking financial institutions in the economy. Alslee major similarity

between Banks and non-bank financial institutiorsenalso explained
in detail in the unit.

50 SUMMARY

This unit treats the fundamentals of non-bank fam@ninstitutions by
looking into the different non-bank financial irtigtion as well as
explaining them in details. Also, the significantes NBFIs plays in the
country were also integrated into the unit inclgdithe roles NBFIs
plays in the economy.

6.0 TUTOR-MARKED ASSIGNMENT

I State five functions of insurance company in Nigeri

il. Briefly explain the major advantages of traditiorfalancial
institution

ii. Discuss the major problems in traditional finananstitution
\2 List five ways on which discount houses can raisal§.

V. Write short note on pension scheme
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MODULE 3 THE NIGERIAN FINANCIAL SYSTEM

Unit 1 Nigerian financial system and its significa to economic
development

Unit 2 The financial market and its role in ecoryoacceleration

Unit 3 The capital market, structure and its agment

UNIT 1 NIGERIAN FINANCIAL SYSTEM AND ITS
SIGNIFICANCE TO ECONOMIC
DEVELOPMENT

CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Meaning of Financial System
3.2 Significance of the Financial System
3.3 Elements of Financial Reform
3.4 Objectives of Financial Reform
3.5 Achievements of the Financial sector reform
4.0 Conclusion
5.0 Summary
6.0 Tutor Marked Assignment
7.0 References/ Further Reading

1.0 INTRODUCTION

In recent past, the financial sector all over therlv has witnessed
remarkable changes, given the increasing depth lobagization,

structural and technological changes, and integratof financial

market. These have also been driven by the quesimpement

strategies that engender sustainable economic aeveint. These unit
focus on the financial system and it crucial impoge to economic
development in Nigerian context.

20 OBJECTIVES

o Define the term financial system
. Explain it significance to economic development
o Examines the financial reforms and it achievements
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3.0 MAIN CONTENTS

3.1 Meaning of Financial System

The financial system comprises the structure, tutsbns, markets,
infrastructure, and mechanisms through which firelnassets (loans,
bond, stocks, and other securities) are sourcecchadneled or traded,
interest rates determined and financial deliveretthé economy.

Typically, the financial system consists of the lkiag sector and non
financial institutions. The financial sector plagnportance roles in
economic development as economic activities canmake efficiently
without proper functioning of the financial system.

SELF ASSESSMENT EXERCISE
o Define the term financial system
3.2 Significance of The Financial System

The significance of capital market to a coufigrgconomy can be briefly
discussed under the following broad outlines:

provision of market facilities and encouragemenngéstment
capital formation

capital mobilization

capital allocation

creation of employment opportunities

a measure of economy's performance

a safe depository for investors.

NookrwhE

3.3 Provison of Market Facilities and Encouragement of
| nvestment

Simple economics states that income, in whateven,feither spent,
saved or both. The same simple economics statésniestment is a
function of savings i.e. an individual (a personaor institution) can
invest only to the extent of the surplus incomesavings that is
available, all other things remaining equal.

The capital market offers veritable for a and fde# for people and
institutions in the surplus sector of an econongy savers who are
suppliers of fund to pass their savings to oth@ppeand institutions in
the deficit sector of the economy i.e. borrowersovane consumers of
fund.
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o Capital Formation

Once the capital market had been formalised, oarosgd, enterprises
tend to take advantage of the opportunities ther&ompanies
occasionally do require, capital or funds to

1. augment working capital

2. finance expansion programmes In respect of prodange,
branch network etc

3. refurbish existing machineries or acquire new ones

4 construct head office blocks, factory buildingsafSresidential
buildings etc.

The company could create securities to be offeedhe investing
community for subscription. While the company-igsigeable to source
funds to meet its operational requirements, theadifre of the capital
market gets bigger in the sense that the numbéradhble securities
increases. The increase in the number of secuatiesmatically brings
an increase in the market capitalisation.

If the capital market had not been so organiseel,ctbmpany issuer's
ability to create securities or capital would h&veen greatly restricted.

o Capital Mobilisation

A public company, as opposed to a private limitedbility company,
has the opportunity to raise funds from its locarket and also from the
international market. The market "has a- lot oflfies and a number of
functionaries that make security issuance feasilfige facilitating the
success of such public offers. This is the reas@possible to make a
public offer, in a country like Nigeria, within 3@ays. A rights offer i.e.
a security that is issued to only existing sharééid or members of a
particular company is concluded within 40 days.

In effect, the capital market makes it possible aasly for a company, a
fund or a government to invite the public to sulismoney and for the
money or capital to be successfully collected witai reasonable time
frame.

The capital market is also a veritable tool for remg funds from
foreign countries.

Foreign companies and individuals can invest dyettrough the
establishment of companies in the country. Foremgcan also engage
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in portfolio investment by buying securities of qoamies listed on the
stock exchange or those not listed on the exchange

o Capital Allocation

This is the incidence of providing different sestof the economy with
part of or the entire funds they need for effecoperations.

Both governments and companies have priority nedush they source
funds to meet. For instance, a government may hasds to provide
utilities or infrastructure for people i.e. watefectricity, roads etc. At
the same time, companies may need funds for rdseagriculture,
manufacturing etc. there is no single institutioniradividual that can
stay at a location, determine the capital needslldhose in the deficit
sector of the economy, the total savings of alséhim the surplus sector
of the economy and allocate the savings to those&d of funds.

o Benefit To Government
The government benefits from two-tier taxation:

a. the companies in the capital market pay a certancgmtage of
their net profits as corporate tax

b. the investors in the companies also pay tax [om theidends; in
fact, the tax on dividend is deducted at source.

o Creation Of Employment Opportunities

First, the uniqueness of the capital market gives o unique services
to be rendered by only trained and qualified pemstnThe need for
these services created employment opportunities geople-and
institutions. Second, when the companies and govents utilise the
funds they source from the market, they also pmvidings (e.g.
infrastructure) that facilitate the establishmerit some handicrafts,
businesses etc which, in turn, provide employmenta number of
people in the community. Some successful expangrogrammes, of
companies, had created employment opportunitiespémple in the
environment.

o A measure of Economy's Performance
The capital market is a popular barometer for meaguhe pulse of a

country's economy. The operations in the marketchrgely monitored
by the regulators, operators and informed investorghis regard, the
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trend in the all-share index and market capitalmatare significant
indices.

The macro or over-all performance of the capitarkegcould signal
improvement, stagnation or retrogression in thenenty. Any of these
signals poses some challenges not to only a cdimtfjnancial
authorities but also the executive arm of goverrmen

o Safe Depository For investors

The capital market acts as a safe-depository festors whose money,
if left at home, could have been under probableatfrom robbers. As a
corollary to a safe-depository above, the capitatkat is also a forum
for hiding wealth from public glare. Unlike the mosns with
investments in transport, real estate and othextgsmvestment in the
capital market is, to a large extent, invisible do hidden from the
public.

It is, therefore, not an overstatement to say ttaformal existence of a
functioning capital market is a catalyst to a coyiateconomic growth
and development. In effect, an active capital miacke be regarded as a
prerequisite for a country's economic survival.

o Rationale For Investment In the Capital Market

Different people and institutions invest in the itapmarket for different
reasons. The following factors, among others, canidentified as
motivating factors for investment in the capitalrike:

SELF ASSESSMENT EXERCISE

1. Examine the significance of financial system in étign
economy

3.3 Elements Of Financial Reforms

Following the prolonged use of direct controls, thpervasive
government intervention in the financial system Hraresultant stifling
of competition and resource misallocation, a com@nsive economic
restructuring programme was embarked upon in 1986 wcrease
reliance on market force.

In line with this orientation, financial sector oefn was initiated to
enhance competition, reduce distortion in investmeecisions and
evolve a sound and more efficient financial system.
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The reforms which focuses on structural changesnetaoy policy,
interest rate administration and foreign exchang@anagement,
encompass both financial market liberalization sxstitutional building
in the financial sector.

3.4 Objectiveof Financial Reforms

The broad objectives of financial reforms include:

a. Removal of controls on interest rate to increase l#vel of
savings and improve allocation efficiency.

b. Elimination of non-price rationing of credit to raze misdirected
credit and increase competition.

C. Adoption of indirect monetary management in plade tlee
imposition of credit ceiling on individual banks.

d. Enhancing of institutional structure and supervisio

e. Strengthen the money and capital market througitypochanges
and distress resolution measures.

f. Improving the linkages between formal and inforriabncial
sectors.

3.5 Achievements of the Financial Sector Reforms

A critical outlook of the financial reforms showkat the following
achievement have been made

Increase in the Number of Operating Institutionsene of objectives of
the liberalization policy was to encourage the Esghment of new
financial institutions through relaxed entry reguients.

Also, innovative institutions were encouraged tketadvantage of the
opportunities created through deregulation. Theuctaral reform

increase competition, strengthen supervisory. Rifldhe regulatory
authorities and streamline public sector relatigmshith the financial

sectors.

1. Improved Service Delivery and Product Development
Another positive effect of the reform efforts irethinancial sector is the

continuous drive by the institutions to improvevsee delivery through
innovations and product development
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2. Innovation and Competition

The need to excel in service delivery has resultedincreased
competition. In the financial sector. Bank now opa&nlonger hours and
on Saturday in order to make their service avalabltheir customer.

3. Improvement in the Speed and Quality of Information

The use of information technology in all aspectdanhking operations
has become popular among the bank in response ngpetdion
generated by financial reforms and globalization.

4. Improve Regulatory Surveillance

The regulatory environment for the institution withthe sector has also
improved with the reforms. Apart from the restrugctg of the

surveillance section of CBN into Banking Supervisiand Bank

examination Departments and the establishment gfefd Deposit

insurance corporation as the insurer of deposithenbanks in event of
failures.

5. Improve Approach to Monetary Management

It would be recalled that the direct approach tnetary management
constituted the main technique before the intradnodf SAP. A major
action taken as part of monetary reform was thealniationalization
and eventual elimination of credit ceilings for sdibanks.

6. Enhanced Interest Rate Management

The reform has been able to remove all controlnberest rate and has
adopted the policy of fixating only it minimum redount rate to
indicate the desire direction.

SELF ASSESSMENT EXERCISE

1. What are the achievements of this financial reform?

40 CONCLUSION

In this unit, we have been able to examine the reatstructure and

background of Nigerian financial market and we hale® check out the
recent reform and its achievement.
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50 SUMMARY

We hope you have clearly understood the conteMigerian financial
market and the recent reform coupled with the aemeent. We hope
you are enlightened about it.

6.0 TUTOR MARKED ASSIGNMENT

I. State the difference between capital formation aapital
mobilization.

il. What do you understand by understand by safe deppdior
investor.

iii. List and explain the objectives of financial refommiNigeria.

Iv. What are the achievements of this financial reform?

V. Briefly explain the enhanced interest management.

7.0 REFERENCESFURTHER READINGS

Freidman, M. (1959). The Role of Monetary PolicyewN York
University Press, 1969.

Friedman, M. and Heller,W. (1956) Monetary vs Fidealicy , New
York University Press, 1969.

I.0.Dada (2003). The Nigeria Capital Market; Deyaient, Issues and
Policies, Spectrum Books publishers Ltd, Ibadarst@d)

Shaporo, E.(2006). Macroeconomic Analysis; 5 th Balgotia
Publications, New Delhi.

65



ECO 444 MONEY AND BANKING
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1.0 INTRODUCTION

The financial markets comprises the money and alapftarkets. The
foundation for modern financial market in Nigeriasviaid in the early
1960s. In the capital market, infrastructure anstitutions to facilities

the money, mobilization of long terms capital wena in place. The
money market which was meant to support in termsshadrt term

financing was also established to enhance econacaieleration as well
as allow liquidity flow from surplus to deficit. Thunit focuses on the
money market and it Institutions as well as itsdigance to economy
development.

20 OBJECTIVES

o Explain the meaning of money markets
o Identify the objectives of money market
o Describes it economy importance
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3.0 MAIN CONTENT

Money market is a market for short term finds, gesd to channel
resources from surplus sector to the deficits sexftthe economy. Prior
to the establishment of CBN, then was no a maikétat existed then
was a market for short terms borrowing based onneeroial paper,

which was an integral part of the London money raatk Nigeria for

the purpose of financing export produce. Following establishment of
CBN, there was a need to establish a local monekehahat would

provide opportunities for investment in liquid dostie assets. This
Head to the formation of money Market. After thaabshment of

money market in Nigeria certain instruments areduteere. These
instruments are : treasury bills, treasury cedifts, C.B.N bills, C.B.N.
certificates and commercial papers e.t.c.

3.1 Objectives Of Money Market

The money market was set up to provide achieve fillewing
objectives.

1. The money market was set up to provide the chaforethe
management of bank portfolio of assets and liadlit

2. It was meant to enhance and facil itates effetdvmonetary
management in the economy.

3. It was also setup to prevent capital flight.
SELF ASSESSMENT EXERCISE

1. Define the term Money Market.
2. What are the instruments used in money market?

3.2 Regulatory FrameWork In Money Market

The following are the Regulatory Operation in theridy Market

J Central Bank Supervisory Frame Work

The apex bank maintains surveillance over the ope&rand improve

operational standard, ensure adherence to the mradesgulations as
well as compliance with legal provision to guide aperation.
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o Deposit Money Bank (DMBS)

The deposit money banks are the major player inNtgeria money
market. They accept deposit from banking public facditate raising of
short term funds for deficits sector of the econothyough surplus
sectors by trading in short terms securities.

o Discount Houses (DHS)
Discount houses were established to serves ascfalantermediaries
between CBN and the licensed bank. They mobilizedisf for

investment in securities by providing discountingd arediscounting
facilities in government short terms securities.

o Foreign Exchange Market

The foreign exchange market as a segment of tlaadial market play
an importance roles in the money market transaatiohe

Market are generally short term nature as it sreé&dly a spot market.
SELF ASSESSMENT EXERCISE

. Differentiate between foreign exchange market amstadint
houses.

3.3 Graphically and Algebraic Analysis of Money and
Product Market

3.3.1 Money Market

Money market is a market for short-term securigegunds. It consists
of financial institutions having surplus funds &ndl on short term basis
and those wishing to borrow at short term purpd$e money market
in a developing economy has several functions itfopms. The
functions are:

I). It allocates savings into investment and tenids obtain
equilibrium between the demand for and supply ainkble
funds, thereby promoting rational allocation ofo@ses

i) It promotes liquidity and safety of financialssets and thereby
encourages savings and investment.

68



ECO 444 MODULE 3

ii).  Also, it promotes financial mobility by enhhg the transfer of
funds from one sector to the other. Such flow ofdfsiis regarded
as essential for the growth of the economy and ceroen

iv). A well developed money market is essential e successful
implementation of the monetary policy of the centbank.
Consequently, the money market institutions in Nae
comprises of the central bank of Nigeria, Commérbtiank,
Merchant bank and discount houses etc. the magiruiments
used in money are treasury bills, Call money, traasertificates
of deposit, commercial papers etc.

3.3.2 Money Market Equilibrium

Money market is in equilibrium when the demand &md supply of
money are equal. This means that equilibrium isiréd in a money
when L=M i.e L= LT + Ls and M= LT(Y) + Ls(r)

The LM schedule or function in the money can bepgi@ally and

algebraically derived. Before deriving we need #fite LM schedule.
LM schedule or curve shows the combinations ofregerate and levels
of income where the demand for money (L) and thgplsuof money

(M) are equal such that the money market is inldxjiwim.

The LM curve is derived from the Keynesian formigatof liquidity
preference schedule and the schedule of supplyooiesn Assuming a
fixed level of money supply, a change in incomeslavould need to be
accompanied by increase in transaction demand. i§hiet possible
except interest rate is raised, to reduce spevalde@mand. On the other
hand, when speculative demand falls, money is fteadeet increasing
transaction demand. The relationship between isterate (r) and
national income (y) is given by the LM curve which an upward
sloping curve. Graphically the LM curve is shown as

Interest rate LM

R

Yo Y1l 1income

The graph above shows that an increase in intesgsts accompanied
by increase in national income.
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Shifts in the LM curve

The LM function shifts to the right with the incemain the money
supply, given the demand for money or due to theredese in the
demand for money, given the supply of money. Fataince, if the
central bank decides to follow an expansionary rtangepolicy, by
buying securities in the open market then the maupply with public
will increase for both transaction and speculagiugooses.

Consequently, a decrease in the demand for monapsreereduction in
the quantity demanded at each level of income atetast rate. Such a
decrease in the demand for money balances createxaess of the
money supplied over the money demanded, which eaillse the LM
curve to shift to the right. This can be analyzeapdically.

Interest rate LM,

R, / LM,

e

Y, Y, mcoms

The above graph shows that with an increase imtbeey supply, the
LM o curve shifts to the as LM1 which moves the remoy to a new
equilibrium point E1. The increase in the moneymyprings down the
interest rate from R 1 to R 2 in the money markéts in turn increases
investment thereby raising the level of income t®Y Conversely, a
decrease in the money supply or an increase imé¢ngand for money
will shift the LM function to the left such that mew equilibrium is
established at a higher interest rate and lowemgclevel.

3.3.3 Derivation Of Lm Function: Algebraic Method

The LM function can be derived by using algebraietmd. The
equilibrium condition in a money market is given as
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Md = Ms

Where Md = demand for money

Ms = money supply which is constant
Md = Mt + Msp

Mt = Transaction demand for money
Msp = Speculative demand for money.
Mt = ky

Msp = I-L(r)

Ms = KV + (L- I(r)

KY

Ms-1-1(m

¥ l;fk-_u-d':-' 1= I{(r)] thiz iz the algebraic derivation of LM function in a
money market

Example

Grven that monev market model 15

Ms = 150million

Mr = 0.3y

Msp = 150- 1500r

r = 8%

Calculate the natienal income level in the money market.
Solution

Md = Ms

Mt + Msp = Ms

KY + L-Ir = Ms

KY = Ms-L + Ir

0.5y = 150 - 150 + 1500(8%)

0.5y = k30 - }EG + 1500(0.08)

05y = 120

¥ = 1/05 = 120

Y = 2(120)

Y = 240Million.

3.34 Product Market

Product market is a market place where final gawdi service is bought
and sold. A product market does not include tradmgaw or other
intermediate materials rather focuses on finisheddg purchased by
consumers, businesses, the public sector and fobeigers.
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3.3.5TheProduct Market Equilibrium

The product market is in equilibrium when desireavisg and

investment are equal. Saving is a direct functibthe level of income
I.e S=f(y) and investment is a decreasing functibthe interest rate i.e
[=f(r).

The product market equilibrium is known as the ssaitor equilibrium.

The IS curve can be derived graphically, using regsji income,
investment and interest rate. S

interest rate.

S=I

}"ll Y2 Y3 income

K
; 4
- \

Y, Y, Y3 income

|
|
Interest rate 4%—A | |
|
|

The graph above shows that saving increases dewileof income and
investment increases as interest rate falls.

Given a level of interest rate, the level of invesht rises with the level
of income. At 3% rate of interest, the investmamive is 12. If the rate
of interest is reduced to 2%, the investment cuwikshift upward to
I3. The rate of investment will have to be raiseddduce the marginal
efficiency of capital (MEC) to be equal with themMer rate of interest.

SHIFT IN THE IS CURVE

The IS function shifts to the right with a reductim saving. Also, the
IS function shifts to the right by an autonomousr@ase in investment.
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The increase in investment may result from expextadf higher profits
in the future, or from innovation or from expeabati concerning
increase in the future demand for the product.

With the increase in the autonomous investment, I§ve&urve shifts

from 1S1 to 1S2 and the new equilibrium is estdi¥id at point E2

which indicate a higher level of income Y2 at ah@ginterest rate R2.
In the opposite case, when investment falls orrgpuncreases, the IS
function will shift to the left and the equilibriumill be established at a
lower level of income and interest rate.

Interest rate

R2

R1

I1S2

Is1

o] Y1 Y2 income

3.3.6 Derivation Of 1S Function: Algebraic Method
The IS function can be derived by using both theildagium condition

of the product market. The equilibrium conditiongisen as AD=AS.
To derive the IS function algebraically, we startdaying that:
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AD =Y = C(y) + L(i)

Where C(yv) = a + bY
L(i) =1-hr

¥ a+ by + [-hr

Y=1/1=b»(a+ 1-hr)

Let 1/1-b m

Y = m(a+1=hr)

Example

Given C(y) = 10 + 0.3y and L{r) = 200 — 2000r, calculate the income level in the

product market, given that rate of interest iz 7%
Solution

y = Cy) + L)

y=a+ by +1-hr
y=by=a+l-hr
y=1/1-bsa+!—-hr

y = 1/1-0.5[(10 + (200 — 2000(0.07)]
y = 2[(10 + 60)]

y = 2(70)

¥ = 140million.

3.3.7 General Equilibrium of Product and Money Mar ket

General equilibrium of product and money markea isolution where
we have an intersection in the real sector of tememy (IS) and in the
money sector of the economy (LM), at a sing interate and income.
The money market equilibrium and the product madggtilibrium are
better explained using graph.

LM
R . ] /
R
Ry A g
/ \\ .
Y1 T Y2 income

From the above graph at point A, there is excesswdstment over
saving since point A lies to the left of the IS\eirThe excess of | over
S indicates excess demand for goods which raisetettel of income.
As the level of income rises, the need for traneagqiurposes increases.
In order to have more money for transaction purpogeople sell bonds.
This tends to raise the interest rate. This mokwed.M curve from point
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A upward to point E where a combination of high#erest rate R and
higher income level Y exist. On the other handingsinterest rate
reduces investment and increase income and saitngpint C, where

the product market is at equilibrium at R 1 intérase and Y 2 income
level, the reduction in interest rate shows thatdamand for money (L)
is greater than the supply of money (M), becauset [0 reflects lower
rate of interest R 1 than is required for the eipalf L and M. The

excess demand for money as a result of reductionténest rate, leads
people to sell bonds but there is less demand dad$® which tends to
raise the interest rate. When the rate of intebegjins to rise, the
product market is thrown into disequilibrium becausvestment falls.
Falling investment leads to falling income whichtumn reduce saving.

3.3.8 Simultaneous Shift in The Real Sector And M oney Sector

The simultaneous shift in IS and LM function canpoeperly analyzed
graphically. Suppose both the IS and LM curve shoftthe right
simultaneously as a result of the increase in imvest and money
supply respectively, how will these expansionascdl and monetary
policies affect the level of income and the ratendérest?. This can be
explain using a graph.

Interest rate LA
R, ““'W
Ry

Y T Y7 income
From the graph above, an increase in investmefis she IS curve from
IS 0 to IS 1 and an increase in the money suppiytssthe LM curve
from LM 0 to LM 1 . Thus, the simultaneous shifttime IS and LM
curve, will move the equilibrium point E O to a neguilibrium point E
1 where IS 1 intersect LM 1 at R 1 interest ratbe Tate of interest
remains at the old level R 1, but the income iases fromY Oto Y 2.
Thus, given the money supply with no change in It curve, an
increase in investment would raise both income thedrate of interest.
A shift in IS curve from IS 0 to IS 1, holding th&1 curve constant,
will cause the interest to move R 1 to R 2 thusluce the level of
income to Y 1 and new equilibrium level will be foed i.e E 2 .
Conversely, if the money supply increases by sohnascto prevent the
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rise in the interest rate, the increase in inconiebe equal to the full
expansionary effect of the rise in investment, tmoving LM curve to
shift to the right, to intersect with IS, at an #itpuium E 1 which will
have a positive effect on income by increasingl¢kel of income.

3.3.9 Derivation of IS-LM Function: Algebraic Method

Having derived the IS and LM function, we may nosmbine the two
functions and find the

From already derived IS function and LM functioroab, we have that
IS=LM, is generally given as:

1/1-b (atl+hr) = 1/k(M s — L +Ir)
Where 1/1-b = m

1/k=m

Therefore:

m(atl+hr)=m(Ms—-L +1r)
Example

From the derived functions, IS function = 420-4Q00M function =
300r, calculate the interest rate; use the re$uheinterest to determine
income level.

Solution

is the equilibrium rate of interest

We can get equilibrium income by using either 1&iclion or LM
function

Y= 420 —-4000r IS function Y = 420 — 4000(0.06)
Y =420 — 240

Y = 180 million

4.0 CONCLUSION

In this unit, we have examined the money market #sdrole in
supporting businesses by raising fund on a sharm-teasis and we have
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also shed light on the regulatory framework behimel money market.
Also, we have analyzed the product market and tbeey market. We
hope you understand the analysis behind the demsat

50 SUMMARY

We have cross the road on the first level of tharicial market which is
the money market and we have explained the regyldtamework

coupled with the market operators. We do hope siisddind it

interesting as well as enlighten enough.

6.0 TUTOR-MARKED ASSIGNMENT

1. What are the objectives of establishing a moneykatain
Nigeria.

Explain four regulatory operations in the money keé&r

State four functions in the money market.

Distinguish between the product market and monerketa

C(y) = 9 + 0.35y and L(r) = 300 — 2500r, calcul#te income
level in the product market, given that the ratentdrest is 6%.
6. Derive the LM function from the following money secmodel

a0

Mt=0.5y Msp = 100 -1500r M s = 150 7.0
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1.0 INTRODUCTION

The primary aim of the Nigerian Capital Marketasmobilize long term
funds. The Nigerian stock Exchange (NSE) is thetregmoint of the
market. It evolved from the Lagos Stock Exchangéciwvltommenced
business 1961. Following government adoption ofrdfemmendation
of financial system review committee of 1976; thegdédia stock
exchange was set up in 1977; to provide a mechafesmobilizing
private and public savings and making such fundilabi@ for
productive purpose. The exchange also providesansor trading in
existing securities and encourages small as wdklirge scale business
gain access to the public investors.

This unit thrown light on the nature, structuresl aslevance regulatory
framework of the market, its prospect and challsnge

20 OBJECTIVES

o Examine nature and structure of the market.
o Explain relevance institutions in the market.
. Examine its prospects and challenges.
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3.0 MAIN CONTENTS

3.1 Background Of Nigeria Capital Market

The capital market is the long-terms end of tharfzial market. It is
made up of institution, which facilitate the issoanand secondary
trading of long terms financial instrument. Unlikee Money Market,
which functions basically to provide short term dsn the Capital
Market provides funds to industries and governnenneet their long
term requirements, such as financial of fixed inwvest-building, plants
bridge etc. in Nigeria, the capital market firstm&into existence with
establishment of the Lagos stock exchange in 196ecember 1977 it
becomes known as the Nigerian stock exchange, witdnches
established in some of the major commercial ciifethe country. There
are now eight branches of the Nigerian stock exgbagach branches
have a trade floor, some of the electronic. Thedh&féice is in Lagos
was opened 1961 Kaduna in 1978, port court, 198MoKL989, Onitsha
1990, Ibadan 1990, Abuja area office 1999, YolaQ2Z20and Benin
,2005. The exchange started operations in Lago$ W& 19 securities
listed for trade, currently, there are288 secwgita the exchange made
up of 33 government stocks, 47industrial loan (olres/preference)
stocks and 204 equity/ordinary share of companigb total market
capitalization of N3.7trillion.many of the liste@mpanies have foreign/
malfunctioned afflictions and represent a crossiee®f the economy,
ranging from agriculture through manufacturing efvsces.

SELF ASSESSMENT EXERCISE
1. Trace the origin of the Nigerian Capital Market its objective
3.2 Structure Of The Nigerian Capital Market

The Nigerian capital market consists of the follogviinstitutions:
Securities and Exchange Commission (SEC)-the apeulator: the
Nigerian stock exchange (LSSE): the Abuja secwsriitad commodity
exchange (ASCE) and the facilitating institution§he facilities
institution include; the stock broking firms, thessuing houses
investment advisers, portfolio funds managers tdraslicitors, auditors
reporting accountant ; receiving agency or redisina

There are two men segment of the market; thesepaneary and
secondary markets. The major instruments usedde fand at Nigerian
capital market include: reunites (ordinary and @refice share);
government bonds (federal, states and social gowemts) and
industrial loans, stock and bonds.
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SELF ASSESSMENT EXERCISE

1. Briefly explain the two major structures of tNegerian capital
market

3.3 IngtitutionsIn Nigerian Capital Market
a.  Securities and Exchange Commission

The man function and exchange commission are tadaggand develop
the Nigerian capital market in order to achievewider objectives of
investors protection and capital market developnmeritide regulation,
registration, enforcement, mergers and acquisitamal development
functions.

b.  The Nigerian Stock Exchange (NSE)

The NSE evolved from Lagos stock exchange as eamention. The
functions the exchange includes: providing fa@stito the public for
purchase and sales of stock and share of any kimdl;controlling the
granting of quotation on the any exchange in respieshares and stock.
In the bid to reach out to the grassroots and btinegservices of the
stock exchange nearer to investing public a lobr@inches have been
created by the Institution. Also in recognitiontleé crucial role of small
and medium scale enterprises in the overall incdligmployment of the
country, the NSE introduce second-tier securityk@afSSM) for listing
small and medium scale enterprises that were unableneet the
stringent requirements of the main market.

3.3.1 Segments of the Nigerian Stock Exchange
The NSE can be classified into two broad categarasely;
1. The Primary Market

This is the market for new issues of securitiese Thode for the
securities traded in the market include offer falbscription, right issue,
offer for sales and private placements. It is ingoatr to note that the
fund raised through the primary segment of thetahpnarket goes to
the companies as equity capitals.

2. The Secondary Market

This is the market for trading in existing secesti It consists of the
stock exchange and over-the-counter markets. Maaisgd through the
segment of the market goes to the investors. Ads/in the secondary
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market have increased substantially over the yed@lnss has been
facilitated by the opening of trading floor in somparts of the country
by the NSE.

SELF ASSESSMENT EXERCISE

Differentiate between the primary market and thewadary market
3.4 Factors Militating against the Success efiNfarkets

1. Pull-out of various Foreign Investors

To start with, many foreign investors that alre&dye troubles in their
home economics have pulled out of the Nigeriantahparket leading
to dumping of shares beyond the abilities of domestvestors to
contain

1. Lack of Infrastructure and High Costs of Prodarct

The cost of doing business is high in Nigeria. Basfrastructures like
good roads, power supply are lacking, lead to lfjlkoing business.
Many quoted and unquoted companies like Dunlop hagelc and
Michelin Nigeria have close shops.

2. Impacts of Commercial Banks

Following the forced capitalization and reform hetNigerian financial
system, almost all banks utilized and access tpé@atanarket to raise
funds. Within two years plus, many of the bank éged the capital
market more than once. These banks finally comp®tsuck every
liquidity in the market leading to overheating. biay of the Federal
Government to Plot a Bailout Option. More so, gowveent lacked
wisdom to examine the socio-economic implicationg ehain effects of
a failed capital market. It therefore, became impobtof hatching a
bailout plan.

3. Structural Deficiencies
There appears to be some inadequacies of the Bingeapital market,
especially the absence of market makers. Thuse taer no functional

market makers that can provide exit windows forester who wish to
check out.
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4. Regulating Inconsistencies

The apex regulator of the Nigerian capital markie¢ Securities and
Exchange Commission, prior to the crash of the etasikeged publicity
that stock market prices were being manipulateditawnounced that it
was probing some quoted companies, such as DunigpBternal Oil

Plc, Capital Oil Plc and so on. Following the pahtion, investors
became afraid that there evidence that investmamibgng exist in the
market.

5. Opportunities of Meltdown and Fall in Oil Price

The recent meltdown and fall in oil price has pdmd excellent
opportunities both local and foreign investors talgthe shares at rock-
bottom prices with greed of a hungry lion.

SELF ASSESSMENT EXERCISE

State five factors militating against the succetscapital market in
Nigeria

35 Consequences of the Factor on  Nigerian Capital
Markets

I Loss of confidence in the Nigeria economyg, man investois
proffer to convert their naira to foreign currersiavorth the
country exchange rate. . Trillion of naira-athremains of
capitalization ate tied down in ensile-able stocks.

lii. Over exposure of investors and stock bngkfirms to banks. iv.
Credit crunch in the economy as back do not hawaugnm to
lend.

v. Loss of depositts fund.

vi. Loss of confidence on bank.

vii.  Loss of value of pension assets.

viii.  Inability of stock broking firms to se#ltheir client for securities
sold.

SELF ASSESSMENT EXERCISE 4

Explain the consequences capital market
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40 CONCLUSION
In this unit, we examined the Nigerian Capital Markvith special
emphasis to Nigerian Stock Exchange Market. Weh&urtheck out the

factors militating the market and the consequericéhese factors on
Nigerian economy.

50 SUMMARY

Following our analysis, you must have understood thallenges
militating against the Nigerian capital market ants reverse
consequence on Nigeria economy

6.0 TUTOR MARKED
Describes the meaning of capital market inNfggerian context

1.
2. Write short note on the followings; Securitiasd Exchange
Commission and the Nigerian Stock Exchange.
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MODULE 4 MONETARY POLICY FRAMEWORK
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Unit 1 Concepts of Monetary Policy, Instrumentd &s
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Unit 2 Central Bank in action and its Economicriffigance

Unit 3 International Monetary System.

UNIT 1 CONCEPTS OF MONETARY  POLICY,
INSTRUMENTS AND ITS OPERATIONAL
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1.0 INTRODUCTION

One of the principal functions of the Central BaofliNigeria (CBN) is

to formulate and execute monetary policy to promotenetary.

Stability and sound financial system in Nigeria.e$&é functions are
carried out in line with CBN Decree of 1991 and Bank and Financial
Institutions Decree of 1991. Usually, the monetaojicy to be pursued
is detail out in the form of guidelines to all banknd financial
institutions.
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This chapter spell-out and enlighten readers amdraork, concepts and
operational focus of monetary policy in Nigeria.

20 OBJECTIVES

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

o Explain the term monetary policy
o Identify monetary policy instrument
. Analyze framework of high powered money iv. Exp and

discusses roles of monetary policy
3.0 MAIN CONTENT
3.1 Déefinition Of Monetary Policy
Monetary policy refers to the combinations of measudesigned to
regulate the value, supply and cost of money ir@nomy, with regard
to the current level of economic activity.
Objectives of monetary policy
1. Full employment
Full employment has been ranked among the  forenobgectives of
monetary policy. Its an important goal not only because
unemployment lead to wastage of output, but |lés®oial standing.

2. Price stability

One of the policy objectives of monetary policyasenhance stability in
price level in other control inflationary and dditeary pressure.

3.  Economic growth

This is an increase in real output per capita incoofi a country
overtime and its can only be achieve through appatgp monetary
appropriate monetary policy strategy.

4. Balance of Payment

Monetary balance of payments in an economy is moteasy task,
considering the level of economic activities andirgle in economic
phenomenon. However, the framework of monetarycpolielps to
formulate policy that will bring equilibrium in thiregard.
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SELF ASSESSMENT EXERCISE
Define and explain the objectives of monetary poircNigeria
3.2 Instrumentsof Monetary Policy

The instruments of monetary policy used by the Ci#bend on the
level of development of the economy, especiallyiiitancial sectors the
commonly used instruments are discussed below:

1 Reserve Requirements

The central bank may require deposit money banksli a fraction (or
a combination of their deposit abilities (resenas vault cash or
deposits with it. Fraction reserve limit the amowftloan banks can
make to the domestic economy and this limit theopupf money. The
assumption is that deposit money banks generallintaia a stable
relationship between their reserves holdings amdathount of credit of
credit extends to extend to public.

1 Open Market Operation

The Central Bank buys and sells (on behalf of tkeaf authority (the
treasury) securities to the banking and non bankindlic. Those
activities increases and reduces supply of mondlyarcirculation.

1 Interest Rate

The Central Bank Nigeria lends to financially soutkeposits money
banks at a most favourable rate of interest, cdledetary Policy Rate
(MPR). The MPR sets the floor for interest rateimegyin the money
market, thereby affecting supply of credit.

"1 Direct Credit Control

The Central Bank Nigeria can direct deposit moneynkbon the
measurement percentage or amount of loans to eliffeeconomic
sectors or activities, interest rate caps, liquegea ratio and issue credit
guarantee to preferred loan.

1 Moral Suasion

The Central Bank Nigeria issue licenses or opagapi@rmit to deposit
money banks and also regulates the operation dfahking system.
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1 Exchange Rate

The balance of payments can be in deficit or sgrplind each of these
affect monetary base, and hence, the money suppbyne direction or

other. By selling and buying of foreign exchangental Bank Nigeria

ensure equilibrium or equal balance of domesticeruay in terms of

value with foreign currencies.

[1  Prudential Guidelines

The Central Bank Nigeria may in writing require dspp money banks
to exercise particular care in their operationsorder that specified
outcomes are realized.

SELF ASSESSMENT EXERCISE

Generally discuss the monetary policy instrumergeduby CBN to
checkmate the excess money in circulation.

3.3 Theory of Money Supply and Multipliers Analysis.

Money supply simply means the available stock & ¢étonomy. It is
important to note that the total money that serass medium of
exchange and store of value is supplied mainly oy sources; the
central bank and the commercial banks. Banks &sdalled does not
create their own money rather they add to the maupply through
their system of borrowing and lending. Thus, theneyosupply from
both sources is interlinked. The analysis of hownayosupplied by the
central bank multiplies itself in the process of matary transactions
results into the theory of money supply.

The theory of money supply makes a distinction leetw the two
concepts of money supply i.e the ordinary monetherstock of money
(M) and high-power

money (H) which is also called “base money” . Thdimary money
includes the currency held by the public and thealed deposits, both
used as medium of exchange and store of value.

The ordinary money (M) is given as M = C +DD, whée= Currency
with the public and DD = Demand deposit with banks.

High-Power money is define as the net liabilitiéshe central bank that
is jointly held by the public as currency and ageserve by the
commercial banks. The high— power money multipties process of
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monetary transactions between the people and thlesb# is however
given as H = C + R, where C = Currency with theligudnd R = cash
reserve with the central bank and with other banks.

3.3.1 Factorsthat determines Money Supply in an Economy .
I.  Public desire to hold currency and deposit:

This determines the money supply. For instancegetple are in the
habit of keeping less in cash and more in deposgit the commercial
banks, the money supply will be large. This is lnseabanks can create
more money with larger deposit.

ii. High power money

This is the net monetary liabilities of the centrahk that is held jointly
by the commercial bank in the form of reserve apdhle public in form

of currency. Also, it is the base for the expansbdrbank deposit and
creation of money supply.

iii.  The level of bank reserves:

This determines the money supply. Commercial basksrves consist
of reserve on deposits with the central bank amdeogy in their vault.
The central bank is the only authorized entity tbabh influence the
reserves of other banks so as to determine theysoppnoney. Note,
the central bank requires all commercial bank tol heserves equal to a
fixed percentage of both time and demand deposit.

3.3.2 TheMoney Multipliers
Money multiplier is the rate at which high power mag or reserve

money gets multiplied to make the supply of totedimary or broad
money.
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3.33 Factorsthat Determines Money Multiplier

The determinants of money multiplier (M) can beugped under two
categories:

A) THE PROXIMATE OR IMMEDIATE FACTORS

The proximate determinants of the money multipbee merely the
numerical ratios that appear in the multiplier fatan i.e it shows the
factors that are included in money multiplier. Tééactors are:

I. Currency — deposit ratio (c) and moneytipliér:

The higher the currency — deposit ratio (c), thealten the money
multiplier (m). This means that if public preferes hold a high
proportion of (H) in the form of cash (c) and a Hergproportion of it as
deposit (D),then the ability of the bank to cresgeondary deposits and
credit will be reduced to the extent that it redutiee value of M.

ii. Reserve — deposit ratio (r) and money mlr:

The role of reserve-deposit ratio (r) is more ohsgia.e the higher the
reserve — deposit ratio (r), the lower the valuenohey multiplier. For
instance, if banks reserve requirement (RR) inegatheir ability to
create deposit and credit decreases and theretoeeyvalue of (m)
decreases.

iii. Time — deposit ratio (t) and money muligst

The ratio of time deposit to demand deposit, indatermination of
money multiplier is like that of the reserve — dgipaoatio (r), i.e the
higher value of t, the smaller the value of (m).fTisa if public decides
to increase the ratio of time deposit (TD) to dechdaposit (DD), then
the value of (m) decreases.

B) THE ULTIMATE FACTORS:

The factors that determine the value of c, r, aaektthe ultimate factors.
They are ultimate in the sense that they ariseobtite working of the

economic system and the decision taken by the @lddank, the public

and the commercial banks.
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3.34  Derivation of Money Multiplier with Demand Deposit (DD)

The derivation of this will require two determinamf money multiplier
which are currency — deposit ratio (cr) and reseeygosit ratio (rr).

Given the ordinary money (M) ie M = C + DD and theese money (H)
.e H=C + R, following the mankiig approach, we can d erive the

money multiplier as follows.
M=C+DD -
H=C+R- -

Divide equation 1 and 2

M C+DD

H C+R
Divide equitation 3 by Demand deposit (DD)

M _ ¢/DD+DD/DD
H C/DD+R/DD

(4)

M C/DD+1

H  C/DD+R/DD
Where C/DD =Cr

R/DD=rr

o Cr+l

H  Crerr
Cross multiply

M(Cr+rr)=(Cr+ 1)H.

M=()H

Cr+rr

Cr+l

Where =m i.e multiplier.

Cr+rr
M=mH

M

~ making small m the subject of the formula. Then m = a

Example
If in a country, cr = 0.4 and 1r = 0.05 then what 1s m

Solution
_ Crsl
Crerr

_ 04+l _ 14
04+0.05 045

m=3.11

(3)

-(5)

3.3.5Money Multiplier with Demand Deposit and Time Deposit.

In solving for money multiplier, it
time deposit (t) into it. Thus given
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C+DD = (C+R)m

Where R =r (DD +TD)

T=tDD

C=CDD

+~ C+DD=[(C+1(DD+t.DD)]m
C.DD +DD = [(C.DD + r (DD +t. DD)]m

Divide both sides by DD

c Mf;)ﬁ+mf;;ﬁ:([3 M/M 1 r(w/w t [DD7D‘5.-))II1

ct+l= ((c+r(1+1)

mc+r(l+t)=c+1

o C+l
T CHr (140)

money multiplier.

~ Having derived this, it 1s important we incorporate money supply and high —
power money so that money supply is equal to multiplier times high power money

M= (C-v::ﬂ‘.) -

Substitute the values of money supply and high-pon@ney

C +DD = (C +R)m

Where R =r (DD +TD)

T=tDD

C=C.DD

C+DD=[(C+r (DD +t.DD)lm
C.DD +DD = [(C.DD + r (DD +t. DD)Jm
Divide both sides by DD

o+ /=(C/ / /)m

ct+1l=( )
m =c+1
m= money multiplier.

Having derived this, it is important we incorporat®ney supply and
high — power money so that money supply is equahdtiplier times
high power money
M= ( ) H.
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The above equation shows that the total money gupel ordinary
money (M) is the function of the high — power morgely. Thus c, r and
t are assumed to be constant, which shows thattlieikey factor in the
determination of ordinary money supply.

Example:

Given the immediate factors c, r, and t, wherec3=r = 0.1 and t = 0.2,
(i) calculate the money multiplier (ii) Determinéhat happens to money
multiplier if the public decide hold large partidfas cash i.e if C = 0.5.

Solution

C+1
(a) m=————
C+r (1+1)

03+1
m=———
-3+0.1(1+0.2)

1.3
0.340.1+0,02
1.3
m = =—

0.43

m=31

m =

(if)  If the public decides to increase the currency deposit — ratio (c) say to 0.5

then.

0.5+1
m=——
0.54+0,1 (14+0.2)

1.5
1] = =—
0.540.1+0.02

m=—"=242

0.62

This means that as the public holds more curresaaah, the multiplier
(m) will decrease as against holding small pai @s cash.

3.4 ConflictsOr Trade Off In Monetary Policy Objectives

The objectives discussed above are not complenyetdaeach other.
Rather they conflict with one another. Below is flioh between
different monetary policy objectives.

1.  Full Employment and Economic Growth

The relationship between full employment and ecaonognowth boll
down to trade off as both cannot be achieved sanahusly.

2. Economic Growth and Price Stability
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There is conflict between goals of growth and patability. The rise in
prices is inherent in the growth process. The deim@n goods and
services arises as a result of stepping up invegsma a large scale and
consequent increase in income. This often leadladion.

3.  Full Employment and Price Stability

They have been extensive study is in the regard. work of Philips,
Samuelson, Solow and others in 1960s establishegh#lict between
the two objectives as they cannot be achieved samebusly. This
finding explained in forms of Philips curve, suggeshat full
employment can be attained with high inflationarggsure.

3.5 TheEconomics of Financial Intermediation

The efficiency of an economy is tied to the effeetiess of its financial
intermediation.

A financial intermediately is a form whose assetsl dabilities are
mainly financial instruments. The goal of finandialermediation is to
pool resources from savers and lend to people ardsfwho need to
borrow. The institutions also gather and relay rnnfation about the
financial conditions of firms and individual.

Role of financial intermediaries

Financial intermediation is a huge part of the ,magconomy. In terms
of size other activity associated with indirect aice through
intermediation can and does not exceed the GDP.fdll@eving are

their roles:

1. Pooling of resources from small savers

2. Providing safekeeping and services and actteshke payment
system

3. Supplying liquidity

4. Providing method of diversification

5. Collecting and processing of informationtsos

1 Pooling of Savings

The most obvious function of financial intermedi#yto pool resources
of a large number of small savers. By pooling #sources the bank can
then make large loan to firms.
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1 Safekeeping and Effective Access to Paymente8ys

Financial intermediaries provide security. For amstes, banks used to
construct large, heavy safe locked imposing. Théeksaping of
valuable assets is an essential function of firenstermediaries.

1 Providing Liquidity

Financial intermediaries provide liquidity to the@ustomers. Liquidity
is simply the ease at which assets can turnednmans of payments
and thus consumption. Bank allows their depostaayuickly and easily
turn benefit from easier liquidity.

1 Banks mitigate several types of risk.

First, they take depositors from many people anderthousands of
loans with these deposits. Thus each depositor ¢edye small risk
associated with loan. That will go default. Banksogrovide a low cost
of diversification of investment.

1 Collecting and processing information

One of the biggest problems that savers face is twhend their assets
to. The fact is that the borrower. Could he abbeirttrue state and the
lender have little ability to verify the truth? [dimg out the truth can be
a costly venture. By collecting and processing rimiation financial
intermediaries reduce problems associated withramtion asymmetric.

40 CONCLUSION

It is crystal clear at this junction that we haveeb able to explain
relevant framework of monetary policy in Nigeriantext. We do hope
that you understand that some monetary goals hentiats with one
another. This implies that objectives of monetaoliqy cannot be
achieved simultaneously.

50 SUMMARY

In this unit we have learnt that for a sound masronomic stability
monetary policy serve as a valid tool for achiewing
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6.0 TUTOR MARKED ASSIGNMENT

1. Explain the objectives of monetary policy.

2. State the monetary instruments the monetary agg®iEan use
in controlling money supply in the economy.

3. State the factors that determine money supplyeretonomy.

4. State five roles of financial intermediaries in Biig.

5. Given the immediate factors c, r, and t where c5 0= 0.2 and

t = 0.3, calculate the money multiplier.
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1.0 INTRODUCTION

In Nigeria central bank was set up by the governnerperform the
traditional function of promoting economic develagmhand enhancing
sound and strong financial system in the countiyweber, for a central
bank to succeed in its desire there are need toowepits sources of
information and use effectively monetary instrumdnt facilitate

economy activities. This unit explains the conceptcentral bank,
operational strategies and its significance ingbenomy coupled with
the prospects and challenges.

20 OBJECTIVE(S)

o Meaning and Objectives of Central Bank
. Describes Evolution of the Central Bank
. Identify and explain the operational strategies iafighctions.

3.0 MAINCONTENT
3.1 Meaning Of Central Bank

Central bank is the open, national financial ingin that posses the
monopoly of the issuance of a legal tender monelyesmrusted with the
custody of cash reserve and out as lender oféastt.
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3.2 Objectives Of Central Bank Of Nigeria

According to the CBN ordinance of 1958 which seit the objectives
of CBN as:

1. To issues legal tender currency in Nigeria.

2. To maintain external reserve in order toegaérd the
international value of the currency.

3. To promote monetary stability and stron@ficial structure.

4. To out as banker and financial adviser &féderal government.

3.3 Operational Strategies Of Central Bank

The central bank is charge with the responsibittypromoting a sound
financial system in Nigeria: to this end, them® some of its
operational strategies.

1. Bank Clearance

The bank act as a banker to all commercial merchdenelopment
banks and other financial institutions for openadibregulatory purpose
the C.B.N under the frame work of laws act as Hitdr between inter-
bank to day operation s of the clearing houses.

2. Bank Examination

The CBN exercise surveillance over the operatidnhe banks with a
view to ensuring sound banking practices. The CBiNlément periodic
examination of financial statement to ensure theyfmancial prudent
enough to operate in the economy.

3. Monetary of Foreign

The Central Bank of Nigeria conduct routine exarmores into the
foreign exchange operations of the authorized dedlg investigating
and certainly. The activities of Bureau De chanfas routine allows
Central Bank of Nigeria to monitor the exchange iatd its activities.
4, Act as lender of the last resort

By granting accommodation in form of re-discountsd acollateral

advance to commercial banks and other financiatini®ns the Central
Bank of Nigeria act as a lender of last resort.
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3.4 Evolution Of Central Bank Of Nigeria

The Central Bank of Nigeria is the apex regularlytharity of the

Nigeria banking act of 1958- the act conferred loe hank a number of
functions and power to control the operations ofiksa The act has
undergone amendments at different times to refleahges in economic
circumstances and to reposition the bank to faeectiallenges of the
changing economy. For instance, amendments inteodud962, 1967,
1997, 1999 and 2002 were made to restructure arsterfothe

development of modern financial structure.

34.1 Challenges Faced by Central Bank of Nigeria
1. Globalization

The current picture of the Nigeria financial systelearly showed that it
lacks improvement in sophistication of financial rket and risk
management.

2. Governance Structure

Experiences in different economics of the world vghihat efficient
operation of the financial sector requires goodegnance. In its current
form, the present structure need to provide ingentor portfolio risk
management and avoid political interference in rgangent decision of
the institutions.

3. Financial Reform
The Nigerian financial sector reforms are not exo@g; they have their
short coming which needs to be addressed as aenballto the

economy. For instance, capacity constraints, kndgdegap and lack of
manpower.

3.4.2 Solution to the Above Challenges

1. A well improved economy structure should h& m place to
enhance strong financial system
2. Real commitment with international monetamnpup who are

ready to contribute to the financial reform sholddencouraged.
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3.4.3 Functionsof Central Bank
1. Currency Regulator:

The Central Bank Acts as monopoly of currency iesealt has its issue
department which issues note and coins to the @ubli

2. Bankers, Fiscal Agent and Adviser

Central Bank act as banker to the government, kiegosit of federal
and state governments and makes payment on bdhgdvernment. 3.
Custodian of Cash Reserves of Commercial Banks Gamat banks
are required by law to keep reserves equal toiogprcentage of both
time and demand deposit liabilities with centrahkdts on basis of this
reserves that C.B.N transfer funds from one bardknather to facilitate
change clearing.

4. Custody and Management of Foreign Reserve

The Central Bank keeps and manages foreign exchasgeve of the
country. It is an official reservoir of naira anaréign currencies. It sell
dollar at fixed prices to the monetary authoritté®ther countries.

5. Controller of Credit

The most important function of central bank is mnttol the credit

creation power of commercial bank in other to colninflationary and
deflationary pressures within the economy.

3.5 Objectives Of Credit Control By Cbn

Credit control is the mean to control lending pplad commercial bank
by the central bank. The following are objectivésredit control.

1. Stabilization of Internal Price Pressure

One of the objectives of credit is to stabilitide tprice level in the
economy. Since economist policy agreed that fragrakange in price
might lead to inflationary or deflationary pressutéoecome mandatory
for CBN to control lending policy.

2. Stabilization of Exchange Rate

A change in internal price affects the import axgaet of a country.
Consequently, the demand for domestic currencyeas®s foreign
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market lead an increase in foreign exchange. Taerethe CBN most
ensure that the lending policy is favourable tocerievel in the
economy.

3. To control Business Cycles

Business fluctuation is “Common phenomena in tl@emic activities
that can lead to unfavourable swing in price leadinflationary or
deflationary pressure. To control this, lending@ols essential.

SELF ASSESSMENT EXERCISE
1. To what extent can business cycle be controlled?
40 CONCLUSION

We hope you understand that Central Bank is th& bpak that issued
currency to the circulation and as well as contitler banks using a
instrument known as monetary policy. We have exathimelevant
issues and its operations and we hope we havesaghino the bank
guidelines.

50 SUMMARY

In this unit, we have enlightened you on the openal background as
well as the function of the Central Bank of NigeNse hope that you
understand the guidelines and its objectives.

6.0 TUTOR MARKED ASSIGNMENT

I. Discuss the challenges faced by CBN and henzi#ep solutions
to the challenges.

. State at least four operational strategiesh&f central bank of
Nigeria.

ii List and explain the functions of CBN

v State four objectives of CBN according to thBNCordinance of
1958.

7.0 REFERENCESFURTHER READINGS

Freidman, M. (1959). The Role of Monetary PolicyewN York
University Press, 1969.

Friedman, M. and Heller,W. (1956) Monetary vs Fisealicy , New
York University Press, 19609.

100



ECO 444 MODULE 4

I.0.Dada (2003). The Nigeria Capital Market: Deyaient, Issues and
Policies, Spectrum Books publishers Ltd, Ibadarst (#d)

Shaporo, E.(2006) Macroeconomic Analysis, 5 th EdlgGtia
Publications, New Delhi

D.N.Dwivedi (2011). Macroeconomics Theory and Rgli@ rd Ed,

published by Tata McGraw Hill Education Private Lidew
Delhi

101



ECO 444 MONEY AND BANKING

UNIT 3 INTERNATIONAL MONETARY SYSTEM
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1  The Evolution of the International Monetarystam
3.1.1 The Gold Standard
3.1.2 Bretton Wood
3.1.3 Current Hybrid System
3.2 International Monetary Institution
3.2.1 The International Monetary System
3.2.2 The World Bank
3.2.3 The World Trade Organization
3.2.4 The Bank for International Settlement
3.3  Current Challenges and Future Prospects
3.3.1 The Way Forward
3.4  The Foreign Exchange Market
3.4.1 Functions of Foreign Market
3.4.2 Kinds of Foreign Exchange Market
3.5 Exchange Rate
3.5.1 The Market Theory of Exchange rate
3.5.2 Change in Equilibrium Exchange rate
3.5.3 The Purchasing Power Parity theory
3.5.4 Drawback of the PPP theory
3.5.5 The fixed exchange rate and its deternoinat
3.5.6 Flexibles rate
3.5.7 Other kinds of exchange rate system
3.5.8 Factors affecting changes in exchange rate
4.0 Conclusion
5.0 Summary
6.0  Tutor Marked Assignment
7.0 References/ Further Reading

1.0 INTRODUCTION

International monetary system refers to the systachrules that govern
the use and exchange of money around the worldetvdeen countries.
Each country has its own currency as money butnat®nal monetary
system governs the rules for valuing and exchangiege currencies
among countries. However, the international mogesystem consists
of
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0 Exchange rate arrangements
O Capital flows and

A collection of institution, rule and contentionathgovernors its
operation.

To the effective, the international monetary systeunst deliver both
sufficient nominal stability in exchange rates alwinestic process, and
timely adjustment to shocks and structural chanyethis unit, efforts
will be made to explain the brain behind the inéional monetary
systems, institutions as well as the challengespasdible way forward.

20 OBJECTIVES

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

o Examine the framework of international monetaryteys

o Trace the origin as well as the institution behiimel formation of
international monetary system.

o Identify challenges and possible solutions of imdgional

monetary system
3.0 MAIN CONTENT
3.1 TheEvolution Of Thelnternational Monetary System
3.1.1 The Gold Standard

Under the classical gold standard; from 1870 to418ie International

Monetary System was largely decentralized and maskeed. There
was minimal institutional support; apart from thengnmitment of the

major economies to maintain the gold price of tieanrencies. Although
the adjustment to external imbalances should, soryy have been
relatively smooth, in practice it was not problemef. Surplus countries
did not always abide by the convention of the gystend tried to

frustrate gold flows. Deficit countries find the jastment wage and
price stickiness. Once the shocks were large argispence enough, the
consequences of forfeiting monetary independent asgmmetric

adjustment ultimately undermined the system.

The gold standard did not survive world intact. ¥8dread of inflation
caused by money financed war expenditures and nsjdt in the
composition of global economic power undermined pine-war gold
parities.
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Crucially, the was no mechanism to coordinate aserdy return to
inflation adjusted exchange.

3.1.2 Bretton Woods

The Breton Wood system of pegged, but adjustabighange rate was
direct response to the instability of the intenpariod.

Breton wood was very difficult from gold standard: was more
administered than market based; adjustment wasdic@mded through
international monetary fund (IMF). There were rulesther than
conventions; and capital controls were widespread.

Despite these institutional changes; surplus caststill resisted
adjustment. Fore shade owing present problems, tgesnoften
sterilized the impact of surpluses on domestic m@upply and prices.

Like today, these interventions were justified bguang that imbalances
were temporary and that in any event, surplusee weidence more of
virtue than disequalitora. The Bretton wood systerally collapsed in

the early 1970 after U.S. policy became very cosipasiry its trade
deficit unstable, and the loosening of capital oanbegan to put
pressure on fixed exchange rates. Once again,oalhtges suffered
from the aftershocks.

3.1.3 Current Hybrid System

After breakdown of the Breton woods system, theerimational
monetary system reverted to a more decentralizadkehbased model.
Major countries floated their exchange rate, makleirtcurrencies
convertible, and gradually liberalized capital flEaw

In recent years, several major emerging marketptadcsimilar policies
after experiencing the difficulties of managed ratgimes with

increasing open capital accounts. The more to m@ket determined
exchange rates has increase control fo domesticetagnpolicy and

inflation, accelerated the development of financsgctors, and
ultimately boosted economic growth. Intimately thend has been far
from universal.

SELF ASSIGNMENT EXERCISE

Briefly discuss the evolution of international meargy system.
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3.2 International Monetary I nstitution

3.2.1 TheInternational Monetary Fund

The international monetary fund (IMF) based in Wagton, D.C., was
established in 1945. The IMF was established ireotd oversee the
gold exchange standard system of fixed exchangss,rand provide
advice and financing to countries experiencing ecbilance of
payments crises. When the Bretton Woods systemxetl fexchange
rates broke down in 1971-73, the IMF evolved interaler of last resort
to countries facing macroeconomic and financiasesj and has been
involved in many episodes including those of théin.&merican debt
crisis of 1980s, the Mexican Peso crisis of 1994e Bouth East Asian
and Russian crises of 1997 and1998, the Turkigisdn 2001 and the
Argentinean collapse of 2002. More recently, it hasome increasingly
involved with debt problems of developing countri€se IMF has often
come under criticism for the conditionality of issipport to member
countries. Although it has not always been prefaot its
recommendations, the problems it has been calleoh up solve
originated with unsound economic but populist é&mient policies that
governments have offered their population to bwjrtiiote. When these
policies fail, governments are powerless to go backheir word and
solve the problems they have created and they bthménternational
investment community and capitalists for their.ifghen their financial
systems collapse, then they carry out the necessémyms under the
excuse that they are imposed on them from the IM&tchange for the
badly needed financing.

3.2.2 TheWorld Bank

The world bank (WB), based in Washington, D.C, l@sthed in 1946.
The World Bank has three main branches: the Intema Bank for
Reconstruction and Development (IBRD), the Intaomat

Development Agency (IDA) and the International Fioa Corporation
(IFC). It aims to promote economic developmentha world's poorer
countries through technical advice, project finagg¢ilong-term lending
at rates below market interest rates averagingnar&30 billion a year
and spread over 100 countries.

3.2.3TheWorld Trade Organization

The world trade Organization (WTO), based in Genestablished in
1995, that has succeeded the General AgreementpfisTand Trade
(GAAT), based in Geneva, established in 1995. Th&OWwas
established following the Uruguay Round of mulela trade
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negotiations that were concluded in 1993. This wizgion should have
come to life in the 1940s along with the other twoder the name
International Trade Organization (ITO). The US Casg failed to
ratify the agreement so the organization never ctomide; rather the
less formal Secretariat of the GATT was createteas The WTO is
the institution that governs international tradefting international
standards and the rules of trade. Started withrh8&bers it now has
150 following the admission of Vietnam in Janua®p@.

3.2.4 The Bank for International Settlements

Bank for international settlement was established 930, is based in
Basel, Switzerland and serves as a bank for ceriealks and
international organizations. The BIS is the oldagtrnational financial
organization established originally following thedeof the First World
War to facilitate the war reparations payments efr@any. In addition
to being a clearing house for central banks, tH& &induct research and
facilitate the coordination of central bank polgiand standards. The
BIS is the author of the 1988 Basel Capital Accardl the Basel Il
revision. These accords establish minimum risk stdph capital
adequacy requirements (Tier | and Tier Il capitaBt internationally
active banks should follow to reduce the risk ohlbdailures and
enhance the resilience of the global banking system

SELF ASSIGNMENT EXERCISE

Discuss the establishment of the bank for inteomadi settlements

3.3 Current Challenges And Future Prospects

There are numerous challenges facing the intemmatimonetary system
today. Two of the most important challenges todaytle following:

The integration in the international monetary systd# major emerging
economies such as Brazil, Russia, India, and C(BRIG). Today's

international monetary system is not that homogendihe leading
industrial countries such as the United States, Ebheopean Union,
Japan, Canada, and Australia among others haveteatddfexible

exchange rate regimes. Other countries, most not@lina, have
maintained a fixed exchange rate system whereby hlage fixed the
value of their currency against major currenciesngipally the U.S.

dollar. North African countries link their curreesi to the euro. Still
others maintain a managed float that is they altbair currencies to
fluctuate within a target range set by a basketuofencies of countries
with which they conduct most of their trade. Fomamewple, India and
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Turkey follow such an approach. For the internatlanonetary system
to function properly you need a large degree offanmity were all
countries -at least the major players- follow thene approach and play
by the same rules. A measure of how well the sydiemstions, for
example, is the avoidance of major imbalances whah create stress
that can lead to a break up of monetary crisesthkeones experienced
during the Asian crisis, the Mexican or the Argeaén crisis.

Some of the problems, therefore are that a) notailintries rely on
floating exchange rate regimes, the principal eXxarhgre being China
and the Gulf Cooperation Council; b) not all coiegr central banks
have become independent from the executive branththeir
government, the principle examples here are th&adpanks of China,
Russia, Brazil, Argentina and Turkey, among othejsthe financial
markets of different countries do not have the sadegree of
development, breadth and depth, market instrumants degree of
openness required to allow their currency marketimction properly.
For example, it is only recently that China has gpt futures and
derivatives markets and they are still inexperienead untested; d}
economic information on reserves, capita! flowsseagrices, budget
and trade balances are not always publicly avalabd when they are it
is with considerable delay and sometimes concdabea the public. To
function properly, markets need timely informatiamd data if they are
to perform their policing and adjustment role efifegly. When
governments conceal crucial bits of informatiomiramarkets, problems
are allowed to simmer until it is too late and timearkets are caught by
surprise and they over react, resulting in finanoises.

Another problem is that not all countries play bg same rules. Some
countries use the guise of fixed exchange rates ereh floating
exchange rates to pursue neo-mercantilist polidiés. chief examples
here are the Asian economies, mainly Japan andaCbapan has been
on flexible exchange rates since 1971. Howevelteats of allowing
their currency to trade freely and find its owndekya clean float) they
have been very active in manipulating the valuehedr currency (a
dirty float) in order to maintain its value at angoetitive level vis a vis
the U.S. dollar. The objective of this manipulatiof course, is to give
their exporters a trading advantage in the hugent#ket. This way
they have maintained large chronic trade surplaggsnst the United
States. As a consequence they have accumulated W&gelollar
reserves that they lend back to the USA. This ishmov the system is
supposed to work. When you experience trade swpjube value of
your currency should rise until the trade surplus®ge become reduced
and vice versa when you experience a trade defioibther example is
China. By maintaining the Chinese Yuan at an aiéfiy low fixed
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parity against the US dollar (1 USD = 8.28 Yuanhif@ makes its
exports competitive against US products and enswesrading
advantage. As long as China was small and devejomn could afford
to overlook such mercantilist practices. Now thdlina has emerged
into the world's third biggest economy, (behind ti#A and the EU and
ahead of Japan), the continuation of such curremagipulation creates
instability in the international financial systei@ince 2005 China has
been facing increasing pressure from other cowmtte adjust its
currency higher, either by outright revaluation, by floating it and
letting market forces push its price higher. Resloag to this pressure,
China has ended the fixed parity with the US daddlad has announced
that it will tie the value of the yuan to a bas&&turrencies of countries
with which it conducts most of its trade. Howevélte composition of
this basket has not been disclosed so markets tdanoas on what basis
the currency is supposed to move. Moreover, theeagmgion of the
yuan has been so minimal (around 5% so far) thahdermines the
credibility of Chinese government authorities. Wiradtters most here is
that sooner than later China allows its currencgttot floating more,
and to let its currency appreciate at least by asarable degree to
reduce the stress that is building up in the irgtBomal monetary
system. Such a move does not only benefit the cesnthat are
suffering trade deficits against China, like theAJBut it also benefits
China. A stronger yuan will act as a check agaifition in China and
reduce the risk of a housing bubble, and the neeadise interest rates,
but also expand the global buying power of Chinesasumers and
producers who will be able to buy finished goodd sesources (e.g. oil)
more cheaply from the rest of the world! Some thkly can go a long
way to the benefit of all players.

The chronic US balance of payments deficit. The USAxperiencing a
persistent and growing balance of payments (trddégit that has now
risen to nearly 6% of its GDP, a level that woull/é caused a violent
currency collapse and deflation in any other natiimere are a number
of reasons for this problem. First, the undervatumaif the Chinese
yuan is one of the factors, as we saw above, hsitnot the only factor.
Other Asian countries such as Japan, Korea, Taiwhlmg Kong,
Malaysia, Thailand and Indonesia are doing the samthe excuse that
they cannot allow their currencies to appreciate rrauch against the
Chinese yuan because it will damage their tradbe @®@hina itself. What
iIs needed here is that the entire South East Asliack of currencies
appreciate their currencies vis a vis the US daladt to a lesser extent
the euro, the pound, the Canadian and other warntckcies. To the
extent that they revalue as a block, the smallerpi#rcentage increase
that will be required from China or any individwauntry to make, and
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the less disruptive such a move ends up being enirtternational
monetary system.

3.3.1 The Way Forward

To enhance a stable exchange rate as well as aubdmbmes of the
challenges discussed earlier. There are severahspt

1. The first is to reduce overall demand for ressr Alternatively.
Include regional reserve pooling mechanisms andimhgnand
insurance facilities at the international monetairyd.

2. The common lesson of the gold standard, theoBrevoods
system and the current hydride system is thatthesadjustment
mechanism;; not the choice of reserve asset, thahately
matters.

3. The G-20 framework moves in the right directidgnstressed
countries shared responsibility to ensure thatrthmolicies
support strong, sustainable as balanced growth.

34  TheForeign Exchange M arket

The foreign exchange market refers to the orgaizakt setup under
which foreign currencies are bought and sold bylingers and sellers.
The buyers and sellers include central banks, catialdanks, foreign
exchange brokers, business firms, exporters, irmprand individuals.
Also, it is a system i.e a market system which wodnd provides
facilities to the market.

The key players in the foreign exchange markeshosvn below.

Central Banks

/ Brokers
/ !

/ Commercial banks

/ |

/ Exporters, Importers, Tourists, Investors and Immigrants \

I The central banks hold the top position in the ifpreexchange
market. They work as custodian of foreign exchaofethe
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341

country and lender of the last resort. They alseehpower to
control and regulate the domestic foreign exchamgeket to

ensure that it works in an orderly manner. Oneha&firt main

functions is to prevent by direct intervention,nécessary, the
violent fluctuations in the exchange rate. The m&mm of

intervention is by buying and selling of foreignrncy i.e

selling a foreign currency when it is overvalued terms of

domestic currency and buying it back when it tetidsbe

undervalued against domestic currency.

The foreign exchange brokers hold the second mmopbitant

place in the foreign exchange market. Brokers waska link

between the central bank and the commercial ban#datween
the banks. They are the major source of marketrnmétion.

Their main function is to liason the foreign exchanransactions
between the actual buyers and the banks and tleessel

The commercial banks make the third important orgérihe
foreign exchange market. Banks dealing in forexrhange play
the role of market makers in the sense that thegtequhe
exchange rate for buying and selling a foreign engy. Thus,
they clear the market by buying the foreign curyemcdemand
from the brokers and selling it to the buyers.

The exporters, importer, tourist, investors and igrants are the
actual users of the foreign exchange. Those whd aefreign
currency approach the commercial banks to buy hodet who
want to sell go the exchange dealers.

Functions of Foreign Exchange M ar ket

The major functions of foreign exchange market are:
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Transferring foreign currency from one country tm#her where
it is needed in the settlement of payments.

Providing short-term credit to the importer and réfgy
facilitating smooth flow of goods and services betw the
countries.

Stabilizing the foreign exchange rate by spot ammivérd sale
and purchase of foreign currencies.
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34.2 Kindsof Foreign Exchange Market

The foreign exchange market is classified on thsisbaf whether
foreign exchange transactions are spot or forward.

Accordingly, there are two kinds of foreign exchangarkets spot
market and forward market.
Spot Market:

This refers to that segment of the foreign exchangeket in which sale
and purchase of foreign currency are settled witlvm days of the deal.
The rate at which foreign currency is bought and sothe spot market
is called spot exchange rate. The spot rate idenleas the current
exchange rate.

Forward Market:

The forward exchange market refers to the dealsdta and purchase of
a foreign currency at some future date at a prieedeéxchange rate.
When buyers and sellers enter an agreement to hdiysell a foreign

currency after 90 days of deal, it is called fordvdransaction. The

forward transactions in foreign exchange make tinevdrd market. The

exchange rate settled between the buyers andssileiorward sale and
purchase of currency is called forward exchange rat

SELF ASSESSMENT EXERCISE
1. Distinguish between spot market and forward mtark
35 EXCHANGE RATE

Exchange rate is the rate at which currency ofunty is bought and
sold against the currency of another country in fttreign exchange
market.

Most economist have attempted to explain the exgphamate

determination resulting in different kinds of thies:; i.e the market
theory, the purchasing power parity theory, the etary theory and the
portfolio balance theory. As a matter fact, thistwmll only consider

two that are used in general practice. They arekaetatheory of

exchange rate determination and the purchasing ippavéy theory.
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351 TheMarket Theory of Exchange Rate

The market theory of exchange rate determinati@isis called demand
and supply theory which applies to the conditioha tree market.

A free foreign exchange market is one in whichehisrno government
intervention and no restriction on holding and $agting foreign

currency. In a free foreign exchange market, thee raf foreign

exchange is determined like the price of a commodiy the demand
for and supply of foreign exchange. The exchangg datermination in
a free foreign exchange market is illustrated ugiraph.
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The graph above shows that the demand for foreighamge is a derive
demand for foreign goods, services and securi@esthe other hand, it
iIs a composite demand. As, a composite demandeansithat there is
an inverse relationship between the demand forignrexchange and
the exchange rate. The inverse relationship heranséhat a higher
exchange rate implies higher of foreign goods. éhbr price reduces
the demand foreign goods and reduces imports. Lawgort signifies

lower demand for foreign exchange. Conversely, whechange rate
decreases, foreign goods becomes cheaper and atteerehports

increases. Increase in imports lead to a greateradd for foreign

exchange. That is why foreign exchange demand chow an inverse
relationship between the exchange rate and the mtbrfar foreign

exchange.

On the supply side, the supply curve of foreignhexge is derived from
a composite supply of foreign exchange by the dpems, foreign
exchange dealers and the monetary authorities ginayi foreign
exchange for foreign payments or trying to getffitheir excess foreign
exchange reserves.
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Another way of looking at the supply curve of fgeiexchange, is by
looking at the supply schedule of a country's awye The supply
schedule of a country’s currency is an invertedgenaf its demand for
foreign exchange.

This means that when a country demands foreigreoay;, it offers its
own currency in payment and in the process; it beppits own
currency, which makes the supply curve to havesitige slope.

To further analyze the above graph, in the graphddB SS intersect at
point P determining the exchange rate at N50 pdlardoAt this
exchange rate, the total demand for dollar eque#d @it means that the
dollar naira exchange market is cleared. Therdftgeexchange rate ($1
= N50) is the equilibrium exchange rate in the ffeeeign exchange
market. In case demand for dollar increases foresmrasons, say due to
the increase in demand for U.S.A goods, the dencanek will shift to
DD 2 and a new equilibrium exchange rate will béedained at $1 =
N60 and market will be clear at $12.5 million.

3.5.2 Changein Equilibrium Exchange Rate

The foreign exchange market condition are howewestatic, thus they
are subject to change due to changing domesticeatetnal economic
conditions. The market determined exchange raseifigect to frequent
variations due to the following factors.

(i)  Change in domestic prices:

A change in domestic prices, foreign prices renmgrgonstant, changes
the demand and supply conditions of foreign exchaf@r example, a
rise in domestic prices, all other things remainthg same, reduces
foreign demand for goods and increase demand feigio goods.

(i)  Change in the real income:

A change in real income of a country, other factersaining the same,
increases its demand for both domestic and forgapds. Demand for
foreign goods increase because, in general, impoetsncome elastic.
Increase in imports increases demand for foreigimaxge and therefore
the exchange rate.

(i) Change in the rate of interest:

Change in the interest rate in different countatscts the capital flows
between the nations and the demand and supply tcomsli Capital
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tends to flow from low — interest rate countriesthie high interest rate
countries. The change in the pattern of capital fleads to a change in
demand and supply conditions for foreign exchangehlvchanges the
exchange rate.

(iv) Structural change:

The structural change in an economy for exchanpange in the

composition of GNP and technological and industi@hovations,

change the cost structure of a country which in thranges the relative
price structure.

(v)  The speculative demand for and supply oéifpn exchange: The
speculative demand for and supply of foreign exgeatoo,
change the position of the demand and supply cueses
therefore the exchange rate.

3.5.3 ThePurchasng Power Parity Theory

The PPP theory developed by Gustav Cassel, aghattshe relative
value of different currencies correspond to thatreh between the real
purchasing power of each currency in its own cauntr

The purchasing power parity theory can be statethénform of the
following two statements.

(i) Under inconvertible paper standard, thecdlte rate of exchange
between any two currencies is determined on trseshat their
purchasing power in their respective countries.

(i)  The relative change in exchange rate betwany two currencies
Is proportional to the change in the relative gsic

3.5.4  Drawback of the PPP Theory

The purchasing parity theory has been criticized thha following
grounds.

(@) That the whole sale price index number (WBBdiin PPP theory
does not give an accurate and relevant measurairchasing
power of a currency in the context of foreign tradeor
determining the purchasing power of a currencycgsriof only
internationally traded goods are relevant, notdbeestic price
of all goods and services. Therefore, it does meo¢ @ realistic
exchange rate.
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(b) Beside a large amount of capital transferscWwhiake place
between the nations, such transactions do affecthpsing
power of a currency, but WPI does not take thiadaation into
account.

(c) The change in the exchange rate depends, thylamge on the
elasticity of reciprocal demand for imports and @xg, but ppp
theory does not take this factor into account

(d)  The PPP theory assumes that relative pritieeisole determinant
of international transactions. This is not true d&aese changes in
the exchange rate take place also due to disequitibcaused by
capital transfers, service payment and changdwingal income.

3.5.5 TheFixed Exchange Rate and Its Deter mination

Under fixed or pegged exchange rates all excharagesdctions take
place at an exchange rate that is determined bsntdreetary authority. It
may fix the exchange rate by legislation or intati@ in currency
markets. It may buy or sell currencies accordingthte need of the
country or may take policy decision to appreciatedepreciate the
national currency. The monetary authority holdseign currency
reserves in order to intervene in the foreign ergeamarket when the
demand and supply of foreign exchange are not emjuthle fixed rate.
The main argument in support of this system is thastabilizes
international prices of goods and services and tleasourages
international trade.

Advantages of Fixed Exchange Rates

()  Based on common currency:

A fixed exchange rate encourages internationaletiag making prices
of goods involved in trade more predictable. Fastance, a country
having a common currency with a fixed value fai@fittrade increases
production and leads to faster growth of the econoS8imilarly, a
country would benefit if it has a fixed value of tturrency in relation to
other countries.

(i)  Encourages long term capital flows:

Fixed exchange rate encourages long-term capaaisflin an orderly
and smooth manner.
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(i)  No fear of currency fluctuation:

There is no fear of currency depreciation or appten under a system
of fixed exchange rates. For instance, it remoees that holding large
quantities of fo reign currency might lead to Iesséa currencys value
drops.

(iv) No Adverse effect of speculation:

There is no fear of any adverse effect of speaulatin the exchange
rate, as speculative activities are controlled gmdvented by the
monetary authorities under a regime of fixed exgearate.

(v) Less inflationary:

It leads to greater monetary discipline and so dss|inflationary
pressures.

(vi) Certainty:

Fixed exchange rates create certainty about forggyment among
exporters and importers of goods because they kmbat they have to
receive or pay in foreign exchanges.

(vii) Suitable for common currency Areas:

This system is suitable for common currency areab ss Euro, Dollar,
etc where fixed exchange rates promote growth afdicade.

Disadvantages of Fixed Exchange Rate

()  Unexpected disturbances:

Under this system, the effects of unexpected dsaires in the
domestic economy are transmuted abroad. While atgoumay be

protected by fixed exchange rates from the full semuences of
domestic disturbance and policy mistakes, it habetar a share of the
burden of the disturbances and mistakes of others.

(i) Heavy Burden:

Under this system, large reserves of foreign ceiesnare required to be

maintained. Countries with balance of payment dsfimust have large
reserves if they want to avoid devaluation.
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(i) Misallocation of Resources:

This system requires complicated exchange contealsures which lead
to misallocation of the econoriy resources.

(iv) Complex system:

This system is very complex because it requireshiyigskilled
administrator to operate it. It is also time congwynand may lead to
uncertain results.

(v) Comparative advantage unclear:

Under this system, the comparative advantage @uatcy is not clear.
For instance, the exchange may be so low that @uptanay seen very
cheap to the other country.

(vi) Balance of payment disequilibrium persist:

This system fails to solve the problem of balande payments
disequilibrium. It can be tackled only temporaiilgcause its permanent
solution lies in monetary, fiscal and other measure

3.5.6 Flexible Exchange Rates

Under this system, exchange rates are determindtebynarket forces

of demand and supply. In other words, the monedatiority does not

intervene for the purpose of influencing the exdemate. Under a

regime of freely fluctuating exchange rates, ifréhes an excess supply
of a currency, the value of that currency in foregxchange markets
will fall. 1t will lead to depreciation of the exange rate. Consequently,
equilibrium will be restored in the exchange markan the other hand,
shortage of a currency will lead to appreciatiomxthange rate thereby
leading to restoration of equilibrium in the exchammarket.
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Given that the initial exchange rate demand anglguptersect at point
P and the equilibrium exchange rate E is determirfagopose the
exchange rate rises to E 2 , the quantity of pouwgmplied OQ 3 is
more than the quantity demanded OQ 2 , meaningtlieae is excess
supply of pound, which means that the price of gisuwill fall in the
foreign exchange market and the value will alsorelegiptes. The same
will happen when there is shortage in the supplpaind, the price of
pounds will rise since there is excess demand daings in the foreign
market which will lead to appreciation of pounds

O

Advantages of Flexible Exchange Rate
() Removes problem of international liquidity

A system of flexible exchange rates removes theblpro of

international liquidity. The shortage of internaa liquidity is the

result of pegged exchange rates and interventiaomdryetary authorities
to prevent fluctuation beyond narrow limit.

(i)  Autonomy of Economic policies:

Under this system, autonomy of the domestic ecooopalicies is
preserved. Modern governments are committed to taiainfull
employment and promote stability with growth.

(i)  Disequilibrium in the balance of paymenittamatically corrected:
Since under a system of flexible exchange rateseadilibrium in the
balance of payment is automatically corrected, ehisr no need to
accommodate gold movements and capital flows incanaf counties.
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(iv) No need of foreign exchange reserve:

There is no need for foreign exchange reservesawarhange rates are
moving freely. A deficit country will simply allowits currency to
depreciate in relation to foreign currency instezfdintervening by
supplying foreign exchange reserve to the othentguo maintain a
stable exchange rate.

(v) Effective monetary policy:

The system of flexible exchange rates reinforces dffectiveness of
monetary policy. If a country wants to increasepatitit lower interest
rate under a regime of flexible exchange rates/|diering of interest
rates will result in an outflow of capital, a risethe spot rate for the
currency which will, in turn, cause exports to rasel imports to fall.

(vi) Does not require complicated trade restict

A system of flexible exchange rate does not redthesintroduction of
complicated and expansive trade restrictions actiange controls.

(vii) Economical:

This system is very economical because it doeseatptire idle holding
of foreign currencies.

(viii) This system promotes international trade:

This system promotes international trade becausendintains the
exchange rates at their natural level through oootis market
adjustments.

Disadvantages of Flexible Exchange Rate

()  Misallocation of Resources:

The equilibrium exchange rate in the foreign excfgamarket at a point
of time may not give correct signals to concernadigs in the country.
This may lead to wrong decisions and misallocabbmesources with
the country.

(i)  Official intervention:

It is not possible to have an exchange rate wheeetis absolutely no
official intervention. Government may not intervedeectly in the
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foreign exchange market, but domestic monetaryfeedl measure do
influence foreign exchange rate.

(i)  No justification:

As a corollary, there is no justification for a gomment to leave the
determination of exchange rates to internationatketaforces when
prices, rents, wages, interest rates etc are oftantrolled by the
government

(iv) Encouragement to inflation:

This system has inflationary bias. Critics arguat thnder a system of
flexible exchange rates, a depreciation of the argk rate leads to a
vicious circle of inflation.

3.5.7 Other Kinds of Exchange Rate System

Because of the problem of illiquidity associatedma completely fixed
exchange rate system, specifically the gold stahdae to scarcity of
gold, and the problems of instability and uncetiaiof completely
flexible exchange rate, most modern governmentsave opting from
other kinds of exchange rate system like.

I Managed Floating Exchange Rate System

This is an exchange rate system in which excharsgje between
currencies are usually determined by the marketefoiof demand and
supply, but in which monetary authorities intervextdimes to stabilize
the rate or to achieve other specific economicgoal

ii. Clean Float System

Under this system, the exchange rate is determiyethe free market
forces of demand and supply of foreign exchange @kchange rate
moves up and down freely without any interventigntbe monetary
authority. It is also known as free floating exchamate.

ii. Dirty Float System

Under this system, the exchange rate is basicaligrchined by the free
market forces of demand and supply of foreign emgka But the
monetary authority intervenes form time to timectntrol excessive
fluctuations in exchange rate. Thus, the monetamthaity allows an
orderly exchange rate adjustment when there arern@janges in
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demand and supply of foreign exchange. But at thestime, it
prevents violent fluctuations that may occur undiee floating of
exchange rate. The monetary authority intervenesugh the sale and
purchase of foreign exchange in the market.

iv.  Filthy Float System

Under this system, the monetary authority is cotedeto intervene
heavily under frequent and high fluctuation.

V. Joint Float System

Under the system of joint float, a group of cowsdrhave an adjustable
peg system between their own currencies but thes l@ajoint float
against other countries. This system is in use wrke European
monetary system where its exchange rate mecharasnam adjustably
pegged exchange rate band with member countriesaboint float
against other currencies of the world.

3.5.6 Factors Affecting Changesin Exchange Rate
i Inflation rate:

When domestic inflation rate is more rapid thansthof the rest of the
world, it would lead to implicit over valuation tfe Naira and Occasion
an excessive demand — supply gap which would in put exchange
rate under pressure below the equilibrium positildris is because rapid
domestic inflation rate makes domestic goods expeneelative to
imported ones so that foreign demand for exportoimes discouraged
while imports become more attractive.

i Fallin Export Earning:

If world prices of major export commodities falhet foreign exchange
earning or supply falls. This widens the gap betweéemand and supply
of foreign exchange given a constant or rising deaina

il Rising incomes in industrial sectors excludithg export sector:
When incomes rise for industrial sectors but exelagricultural and
mining sector which earn the foreign exchange, mgpwill rise while

exports remain stagnant. This is because impores @gependent
positively on rising incomes particularly industnisban incomes
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v Government Regulations and Policies:

Regulations that curb unscrupulous foreign exchalegdings will arrest
the pace of domestic currency depreciation or gisexchange rate
Expansionary fiscal policy that fails to encourageorts in the same
why will increase import demand without a corregjiog increase in
foreign exchange supply.

v Political Instability:

Political Instability encourages capital flight amliscourages capital
inflow. This depresses supply but enhances demaord fdreign
exchange, thus  precipitating changes in exahaaig.

SELF ASSESSMENT EXERCISE

1. State five advantages of fixed exchange rate.
2. What do you understand by free foreign exchangeket.

40 CONCLUSION

In the unit, we have extensively explained the nmgnnature and
component of international monetary systems and rékevance
institution. We shed light on its challenges anstdrical landmark by
looking at the fundamental of gold standard Brewayods system its
been operated. We do hope you learn their commssotes and way
forward.

50 SUMMARY

At this junction, we have succeeded in explain ralevant issue
forwarding the international monetary system andhdpe you put them
analysis in your future ready

6.0 TUTOR MARKED ASSIGNMENT

I Distinguish between clean float and dirty flextchange rate.

ii. Explain five factors affecting changes in eaolge rate.

i Explain the advantages in adopting flexibleclkange rate system.

v State the difference between world Trade Orgmtion and
International Monetary Fund.
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