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Unit 5 The Supply of Money

UNIT 1 MEANING AND EVOLUTION OF MONEY
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 The Meaning of Money
3.2 Evolution of Money
3.3 Types of Money
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Readings

1.0 INTRODUCTION

There has been no precise definition of money, whas conveniently

covered its functions. In this unit we $habliscuss the meaning and
evolution of money. In addition various types ajmay in use would

also be explained.

2.0 OBJECTIVES

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

 Explain the meaning of money.

* Trace the evolution of money
* Discuss the various types of money in use.

3.0 MAIN CONTENT

3.1 The Meaning of Money

What is money? There hasbeenno prec@efinition of money
which  has conveniently covered its functions.
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It appears that there are many definitions of eyaas there are writers
of economists. A number of definitions shall beamined here. One of
such definitions is that of Paul Samuelson, whaneef money "as the
modern medium of exchange and the standard uwihich prices and
debts are expressed".

Money has also been defined as an asset whicledsassa medium of
exchange, a store of value and a standard forrédfpayment or value.

Money is looked at as any thing legally acceptalotethe discharge of
obligations within a political boundary, expresssda multiple of some

unit which is regarded as a measure or standdtdofalue of things in

general. Money can also be defined as amythwhich passes freely
from hand to hand and is generally acceptalni the settlement ofa
debt. Lewis E. Davids in his ‘'Dictionary of Banking ¢
gafurase"money as any form of denomination of amipaper currency

of legal tender which passes freely a medium of exchan
banking operations, money refers to casimd this includes bo
currency notes (paper money) and coin (metalliceghn

The word 'MONEY' according to Messrs. Piercand Shaw, haf twa
definitions The first is an abstract meaning wiriefers to money as a

unit of account or the measure of exchangdue. By this definition
money is a common denominator in terms of whichettehange value

of all goods and services can be expressedaltrst of measurement,

just as  kilometres measure distance.  Thigives = money
BiEsArany.

The second meaning of money refers to its conéoete. Money in this

form indicates possibility of ownership whicls capable of changing
hands and the supply of it is capable of measurerBgrthis definition

money becomes a medium of exchange. It is tHisiden of money

that is relevant to monetary theory and gyli Money could also be
defined as a commodity chosen by common consdrd somedium of

exchange, a store of value, a unit of account astdradard for deferred

payments among all other commaodities.

There has been lot of controversy and confusiorer the meaning and

nature of money. As pointed out by Scitovskoney is a difficult
concept to define, partly because it fulfils noeo but three functions,

each of them providing a criterion of monewg®t he gives a wide
definition of money. Professor Coulborn defines myonas "the means

of valuation and of payment; as  Dbotlthe wunit of accol
gaderatheacceptable medium of exchange." Coulbak&finition is very

wide He includes in it the ‘concrete’ money suchad, cheques, coins,

currency notes, bank draft, etc. and also abstmaoey which "is the
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vehicle of our thoughts of value, price and wortwith wide definitions

have led Sir John Hicks to say that "Money is dafiby its functions:

anything is money which is used as money: 'monghet money does.'

These are the functional definitions ahoney because they define
money in terms of the functions it performs.

Some economists define money in legal m$ersaying that "anything
which the state declares as moneyis mon&uth money possesses
general acceptability and hasthe legal power discharge debts. But

people may not accept legal money bgfusing to sell goods and

services against the payment of legal tender yn@methe other hand,
they may accept some other things as esnowhich are not legally
defined as money in discharge of debts which maylzte freely. Such
things are cheques and notes issued by commeariksbThus besides

legality, there are other determinants which gmé#ie a thing to serve
as money.

3.2 The Evolution of Money

The word "money' is derived from the Latin word ihta" which was

the surname of the Roman Goddess of Juno in wikogde at Rome,

money was coined. The origin of money is lostamtiquity. Even the

primitive man had some sort of money. The type ohay in every age

depended on the nature of its livelihood. In a imgnsociety, the skins

of wild animals were wused as moneyheT pastoral society used
livestock, whereas the agricultural society useang and foodstuffs as

money. The Greeks used coins as money.

Stages in the Evolution of Money

The evolution of money has passed through theviatig five stages
depending upon the progress of human civilisattatiféerent times and
places.

1. Commodity Money: Various types of commoditiebave been
used as money from the beginning of human civibsatStones,
spears, skins, bows and arrows, and axes wereagsaedney in
the hunting society. The pastoral society sdtle as money.
The agricultural society used grains as money.Rtman used
cattle and salt as money at different times. Thadgtdans used
squirrel skins as money. Precious stonespacdco, tea, shells,
fishhooks, and many other commodities vestr as money
depending upon time, place and econonstandard of the
society.
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The use of commodities as money had the followiefgcts. (1)

All commodities were not uniform in  dig such ¢
gediles etc. Thus lack of standardisation mademgidifficult. (2)

Difficult to store and prevent loss ofvalue in the ce
périshable commodities. (3) Supplies of such coities were

uncertain. (4) They lacked in portability and henaze difficult

to transfer from one place to another. (5) Theas the problem

of indivisibility in the case of such commodities Gattle.

2. Metallic Money: With the spread of dilisation and trade

3

relations by land and sea, metallic @eyn took the pla
obmmodity money. Many nations started nagsi silver, gold,
copper, tin, etc. as money.

Metal was an inconvenient thing to acceptghei divide and
assess in quality. Accordingly, metal wasade into coins
predetermined weight. This is attributed to Kinglisl of Lydia
in the eight century B C. It is worthy of note tlgaild coins were
in use in India many centuries earlier than iniaydhus coins
came to be accepted as convenient method of exehang

But some ingenious persons started defpasihe coins by
clipping a thin slice off the edge otoins. This Iled
timarding of full-bodied coins with the resulatidebased coins

were found in circulation. This led to the mimgftinof coins with

rough edge.

As the price of gold began to rise, gotdins were melted |
order to earn more by seling them asmetal. This led
governments to mix copper or silver in gold soso that their

intrinsic  value might be nmor than their face value.

pelthme dearer and scarce, silver coins wed, fisst in their

pure form and later on mixed with alloy or someentimetal.

But metallic money had the following defect§l) It was not
possible to change its supply according to theirements of the

nation both for internal and external use. (2) Bdiravy, it was

not possible to carry large sums of money irfdine of coins

from one place to another by merchants. (3\is unsafe and
inconvenient to carry precious metals fdrade purposes ove
long distances. (4) Metallic money was very egpen because

the use ofcoinsled to their debasement ameir tminting and
exchange at the mint cost a lot to the government.

Paper Money: The development of papermoney starte

With goldsmiths who kept strong safes to restotheir gold. As
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Goldsmiths were thought to be honest merchantglpetarted
keeping their gold with them for the safe custddyeturn, the
goldsmiths gave the depositora receipt promisio return the
gold on demand. These receipts of the goldsmithe wiven to

the sellers of commodities by the buyers. Thegeipts of the
goldsmiths were a substitute for money. Such pajries were
backed by gold and were convertible on demandgatd. This
ultimately led to the development of bank notes.

The bank notes are issued by the central bankeafahntry. We

shall discuss the central bank in a latter urstitfe demand for

gold and silver increased with the risem their prices, the
convertibility of bank notesinto gold and sitv was gradually

given up during the beginning and after the Fik&torld War in

all the countries of the world. Since thene thbank money has
ceased to be representative money amsd simply fiat money
which is inconvertible and is accepted e®ney because it is
backed by law

4. Credit Money: Another stage in the evolion of money in the
modern world is the use of the cheque as monay.cheque is
like a bank note in that it performstheame function. It isa
means of transferring money or obligations frora operson to
another. But a cheque is different from a bank.ndteheque is
made for a specific sum, and it expires with alsitigansaction.
But a cheque is not money. It is simply a writteden to transfer
money. However, large transactions are mad®ugh cheques
these days and bank notes are used only for sraadlactions.

5. Near Money: The final stage in the evolution afhoney has been
the use of bills of exchange, treasury billdbonds, debentures,
savings certificates, etc. They are known as "nearey". They
are close substitutes for money and arnquid assets. Thus in
the final stage of its evolution money has becom&ngible. Its
ownership is now transferable simply by book entry.

Thus the origin of money has been through varitages: from
commodity money to metallic money, and to papeney, and
from credit money to near money.

3.3 Types of Money

Historically, such diverse items as brass rodpeowire, cowries and
manilas, etc, have functioned as money.Inehig as in many other
countries, the money supply is composed of onkydlitems:
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I. Coins
ii. Paper money, and
lii. Demand deposits

I. Coins

Coins are essentially 'convenience money' in tiet permit us to rru'.e

all kinds of very small purchases. The CBN hasntgéntroduced new

coins to the nation which comprise 50k, NId &R that is in 2007.It
should be noted that all coins in caation are token mon
Jinigly means that the intrinsic value, thathg, tvalue of the bullion
contained in the coin itself, is less than the fealee of the coin. This is
purposely done so as to avoid the melting of takeney for profitable

sale as bullion.

ii. Paper Money

These are notes issued by the Central Bank suitie 85, N10, N20,
N50, N100, N200, N500 and N1000 notes in circutatmday in
Nigeria. The coin and paper money components ofribieey supply are
frequently lumped together and simply labelled ency.

lii. Demand deposits

As banking habit in an economy, the safety amd/enience of using

cheques, or bank money (demand deposits) becoher tab obvious.

For instance, as the writingof cheque requires endorsement
tlrawer, the theft or loss of one's eqiie book is not ne:
devastating as would be the losing of an idenacabunt of currency. It

is, furthermore, more convenient to write a cheiguaany cases than it

is to transport and count out a large sum of aggreFor all these and

many other reasons, cheque book money basoming dominant as
form of money in Nigeria.

SELF ASSESSMENT EXERCIS

I. What do you understand by the concept of money?
ii. Trace the Evolution of money.

4.0 CONCLUSION

It can be concluded that there are various defimitiof money and that
today money has passed through various stagesls#/eanclude that
there are three types of money in modern econooigscpaper money
and demand deposits.
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5.0 SUMMARY

In this unit; we have treated the meaning and Eigriof money. We
have also discussed the various types of monegdnruNigeria today.

6.0 TUTOR MARKED ASSIGNMENT
1. What are the various types of money in use geNa today?
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1.0 INTRODUCTION

In this unit, we shall explain the meaning of bastgstem. The various
difficulties associated with the barter system wilo be discussed. In
addition we shall discuss the static and dynani&srof money.

2.0 OBJECTIVES

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

* Concept and nature of barter system and thiedlifies
associated with the system.
 Explain the concept of barter
* Explain the various difficulties associated wtitle barter system.
* Discuss both the static and the dynamic rolenaiey.

3.0 MAIN CONTENT
3.1 Barter System

Before the evolution of money, exchange was donth@masis of direct
exchange of goods and services. This is known srbBarter involves

the direct exchange of one good for some quamtianother good.

For example, a horse may be exchanged for a co8vsbeep or 4 goats.
For a transaction to take place there must lbapable coincidence of
wants. For instance, if the horse-owner wants a cqwe has to find out a
person who not only possesses the cow but waetscttange it with the
horse. In other cases, goods are exchanged facsg® doctor may be
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paid in kind as payment for his services. For eXanipe may be paid a

cock, or some wheat or rice or fruitThus a barter economy
moneyless economy. It is also a simple economy wlgreople produce

goods either for self-consumption or forcleange with other goods
which they want. Bartering was found in primitsecieties. But it is

the practiced at places where the use of monepdtagpread much.

Such non-monetised areas are to Heund in many rural
areas of underdeveloped countries.

The development of a system of exchange one of the earliest
contrivances of organised community. It tisrough the exchange of
goods that communities can move awayomfr primitive subsistence
agriculture toward an economy where the memblershe community

can enjoy the advantages of division of laboand specialization in
production.

The present system whereby we use notes and msmey has been

arrived at in three different stages. Onef the earliest stages or the
beginning stages involved the direct poin of goods for self
consumption. This was the primitive age wheopte lived in Africa

right up to the end of the Old Stone Age aroun@dd®, B.C. and a little

beyond. Under this system each man ahg nuclear family were
completely independent of others. Everything nedxjethe family had

to be produced by them or forgotten about.

The second stage which is indirect production ahlly referred to as

barter involves the production of goods for peréoeads as well as for

others. This develops when a man has more thargbrgnods for his

own family and decides to barter or exchange higlgs with someone

who has other goods. A typical example of tiésswhere a man who
produces yams exchanges them for maize famother person who
produces maize. This arrangement known lbarter economy was
prevalent in Britain from the beginning of the N&tone Age (about 3,

000 B. C.) until the arrival of the Romans in A.43. This system was

later found to be inadequate, problematic and grpssive.

3.2 Difficulties of the Barter System

But the barter system is the most inconveniergthod of exchange. It

involves loss of much time and effort on the papeople in trying to

exchange goods and services. As a methafd exchange, the barter
system has the following difficulties and disaday®s:

1. Lack of Double Coincidence of Wants: The functioing of the
barter system requires a double coincidence ofsn@amthe part
of those who want to exchange goods or servicésnkcessary
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for a person who wishes to trade his good or sengidind some

other person who is not only willing to buy his goar service,

but also possesses that good which tleemer wants. Fc
example suppose a person possessa horse and wants
exchange it for a cow. In the barter system hes thdind out a

person who not only possesses a cow but also wdrdsse. The

existence of such a double coincidence wants is a rem
probability. For, it is a very laboriousand time-consuming
process to find out person who want each otheddgdften the
horse-owner would have to carry through number of
intermediary transactions He might have taddr his horse for
some sheep, sheep for some goats and goats foowhiee wants.

To be successful, the barter system olwes multilateral
transactions which are not matched exactly; nadetiis possible

under barter. This is the problem of finding someewho wants

what you have to offer and who also has what yootwihe yam

farmer looking fora change of diet mighty tto find someone
with plantains to offer, but having found such aspea he might

be disappointed to learnthat he isnot amxido exchange his
plantains for yam but instead wants some potatoes.

Thus a barter system is time-consuming and is @ ¢iedrance
to the development and expansion of trade.

2. Lack of a Common Measure of Value: Another diffculty under
the barter system relates to the lack of a comnuont in which
the value of goods and services should be meadtved. if the
two persons who want each other's goods meet ctpcidence,
the problem arises as to the proportion in withehtwo goods
should be exchanged. There being no common meastixalue,
the rate of exchange will be arbitsaril fixed according
theensity of demand for each other's goo@onsequently, one
party is at a disadvantage inthe terms of ttateeen the two
goods. The problem here is in fixing the relatiadues of the two
commodities being bartered. For example, how ymanbers of
yams are equivalent to a bunch of plantains?

Moreover, under a barer system the ealf each go
required to be stated in as many quantities ae there types and
guantities of other goods and services. The exaheatg formula

given by Prof. Culberston is n(n-1)/2. Foxample, if there are
100 different types of good in a barter economgntthere would

be 4950 exchange rates for it to fionc smoothly, i.e.
100(100-1)72 = 100x99/2 or 9900/2 = @95This makes
accounting an impossibility because a ahe¢ sheet would
consist of a long physical inventory ofthe various typ
and
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qualities of goods owned and owed. Similatly,i$ difficult to
draw and interpret the profit and loss accewfieven a small
shop. That is why the existence of the barter systeassociated

with a small primitive society confined to a locahrket.

3. Indivisibility of Certain Goods: The barter system is based on
the exchange of goods with other goods. is difficult to fix
exchange rates for certain goods whigre indivisible. Such
indivisible goods pose a real problem under baigrerson may
desire a horse and the other a sheep and both Ineayilling to
trade The former may demand more than four sharep fiorse
but the other is not prepared to give five sheapthus there is
no exchange. If a sheep had been divisible, a patyai¢our and
a half sheep for ahorse might have been mytsatisfactory.
Similarly, if the man with the horse wants onkotsheep, then
how will he exchange his horse for otwsheep. As it i
possible to divide his horse, no trade will be gmedetween the
two persons. This is another problem dfie barter system
economy. There is no bias on which tequate one person's
product for another person's product. For instamcean wanting
to exchange histable for only one bunch péntains will not
obtain any change as it is apparent that bunch of plantains
cannotbe of the same value with a tablée barter economy
apart from the above-mentioned draw-backs, thesyst a slow
and an inefficient way of trading espg in a progressive
economy.

The third stage is the indirect production syst&mg money as

a medium of exchange between all otheommodities. This
system overcomes the inherent problems in barterazay. The

indirect production of goods and services heenb carried to a
higher degree which enables people to speeialiin those jobs
they are best suited for. As a reward thHer job performed by
each person, money is paid at the eonfl month. Thus
indivisibility of certain goods makes théarter system
inoperative.

4. Difficulty in  Storing Value. Under the barter system it s
difficult to store value. Anyone wanting to saveal capital over
along period would be faced with the diffiguhat during the
intervening period the stored commodity may beeo obsolete
or deteriorate in value. As people trade in cafftains, and other
such perishable commodities, it is vergxpensive and often
difficult to store and to prevent their detericmat and loss over
the long period.

5. Difficulty in Making Deferred Payments: h a barter economy,
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it is difficult to make payments in the futur As payments are
made in goods and services, debt contracts angosstble due to
disagreements o  the part of the two parties on
felomirg) It would often invite controversy ash® quality of the

goods or services to be repaid. 2. The two panasdd often be

unable to agree on the specific comigodito be us
fepayment. 3. Both parties would run the risk that commodity

to be repaid would increase or decease seriousiglire over the

duration of the contract. For example, wheat migdgt markedly

in value in terms of other commodities, to thebtdes regret, or
decrease markedly in value, to the H creditegsat.” Thus it is

not possible to make just payments invavi future contracts
under the barter system.

6. Lack of Specialisation: Another difficultyof the barter system is
that it is associated with a production system wheyach person

Is a jack-ofall trade. In other words, a high degre
specialization is  difficultto achieve undeeth barter system.
Specialization and interdependence in productiamig possible

in an expanded market system based on theney economy.
Thus no economic progress is possible in a bactaramy due

to lack of specialization.

3.3 The Role of Money

Money is of vital importance to the pepation of the natiol
sridrnational economy Money plays an important noldhe daily life of

a person whether he is a consumer, peoducer, a businessn
anademician, a politician or an administrator "Adividual need not be

an economist to be actually aware that money @ayishportant role in

modern life: he needs to think only of his ownexgnce " We study

below the importance of money in a modern economy.

Money is of vital importance to an oeomy due to its ste
dydamic  roles. Its static role emergedrom its  static
fraditional In its dynamic role, money plays an im@ot part of the life

of every citizen and in the economic system as alavh

3.3.1 Static Role of Money

In its static role, the importance of money liesemoving the
difficulties of barter in the following ways:

I. By serving as a medium of exchange, money r&ndire need
for double coincidence of wants and theconveniences a
difficulties associated with barter. The introdoatiof money as
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a medium of exchange breaks up the single trawosesctif barter

into separate transactions of sales apdrchases, thereby
eliminating the double coincidence of +gan Instead of
exchanging commodities directly with commiedit i.e. C4

>C, commodities are exchanged for money and monamp turn,

buys other commodities as C M C; wheC refers to
commodities and M to money.

i.By acting as a unit of account, omey becomes a common

measure of value. The wuse of money as standard of value

eliminates the necessity of quoting the price @llepin terms of

oranges, the price of oranges in terms of nut$ saron. Money

is the standard of measuring value and value eg@des money

is price. The price of different commodities is eegsed in terms

of so many units of dollars, Naira, pounds, etpeteling on the

nature of monetary unit in a country. The amement of the
values of goods and services in the monetaryfaciitates the

problem of measuring the exchange value§ goods in the
market.

lii. Money acts as a standard of deferred payméifrider barter, it
was easy to take loansin goats or grains thfficult to make
repayments in such perishable articles in theuréut Money has
simplified both taking and repayment of loans beeathe unit of

account is durable. It also overcomeke t difficulty of
indivisibility of commodities.

iv. By acting asa store of value, monegmovesthe problem of
storing of commodities under barter. Mpnebeing the most
liquid asset can be kept for long periods withaetedoration or
wastage.

v.Under Dbarter, it was difficult to traesf value in the form of
animals, grains, etc. from one place to anothendyaemoves
this difficulty of barter by facilitating the trafes of value from
one place to another. A person can transgemioiney through
draft, bill of exchange, etc. and his asseis selling them for
cash at one place and buying them at another gfaceaxample,
a person can sell his assets in Lagos and in tyrother assets
in Abuja.

3.3.2 Dynamic Role of Money
In its dynamic role, money plays an important jrathe daily life of a

person whether he is a consumer, peguca businessman, an
academician, a politician or an administrator. Besj it influences the
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economy in a number of ways.

i. To the Consumer: Money possesses much signiffcze for the

consumer. The consumer receives his inconme the form o
money rather than in goods and services. With mambégnds,

and at any commodity and service hikes] in whatever
guantities he needs, and atany time he rexjuN@t only this,

money acts as an equalizer of marginal utilitieglie consumer.

The main aim of a consumer is to maximize hisfattion by

spending his limited income on different goodschiie wants

to purchase. Since prices of goods indicate thangmal utilities

and are expressed in money, money helps equalizin
tharginal utilities of goods This is done byubstituting goods
with higher utilities for others having lower utiis Thus money

enables a consumer to make a rational distributidns income

on various commodities of his choice.

ii. To the Producer: Money is of equal importance @ the producer.

iii. In

He keeps his account of the values afputs and outpl
money. The raw materials purchased, the wagespadrkers,

the capital borrowed, the rent paid, e thexpenses on
advertisements, etc. are all expenses mbduction which are
entered in his account books. The salef products
taomeyare his sale proceeds. The difference bettheswo gives

him profit. Thus a producer easily calculates miy dis costs of

production and receipts but also profit with tieelp of money.
Furthermore, money helps in the generdlow of gooc
aawvices from agricultural, industrial and tnyi sectors of the
economy because all these activities are pedd interms of
money.

Specialization and Division of Lalour: Money plays an
important role in large scale specialization andsibn of labour

in modern production. Money helps the capitaligyay wages to

a large number of workers engaged in spee@l jobs on the
basis of division of labour. Each worker is paidmap wages in
accordance with the nature of work done Hliyn. This money
facilitates specialization and division ofabour in modern
production. These, in turn, help in the growthrafustries. It is,

in  fact, through money that productioon a large sc
possible. All  inputs like raw materials, lalbponachinery, etc.
are purchased with money and all output is sokkchange for

money. As rightly pointed out by Prof. Pigotinthe modern
world industry is closely enfolded in a garmenhudney."
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iv. As the Basis of Credit: The entire modern busiess is based on

V. As

credit and credit isbased on money. All mane transactions
consist of cheques, drafts, bills of exchange®tese are credit

instruments which are not money. It is the bankodep that are

money. Bank issue such credit instrumendasid create credit
Credit creation, in turn, plays a major role ramsferring funds

from depositors to investors. Thus credit expandestment on

the basis of public saving lying in bankpdsits and helps in
maintaining a circular flow of income within thecromy.

a Means to Capital Formation: By tnsforming savings

into investment, money acts as a meamms dapital formation.
Money is a liquid asset which can be stored anghsi@f money

implies savings, and savings are kept in bafdposits to earn
interest on them. Banks, in turn, lenthese savings to
businessmen for investment in capital equipmentiniguof raw

materials, labour, etc. form different usses and place. This
makes capital mobile and leads to ahpitformation and
economic growth.

vi. As an Index of Economic Growth: Money is also an index of

economic growth. The various indicators of growth anational

income, per capita income, and economielfare. These are
calculated and measured in money terms Changhe watue of

money (or rise in prices) means th#te economy is not
progressing in real terms On the other hand, araomis rise in

the value of money (or fall in prices) refleatsardation of the

economy. Somewhat stable prices imply aowgrg economy.
Thus money is an index of economic growth.

vii. In the Distribution and Circulation of Income: The rewards to

the various factors of production in a modern ecoy are paid

in money. A worker get his wages, idigst his interest,
landlord his rent, and an entrepreneur his prBfit. all are paid

their rewards in money. An organiser isleallo calculate the
marginal productivity of each factor in terms ofmag and pay it

accordingly. For this, he equalisesthe malgipeoductivity of

each factor with its price. Its priceis, in fact, its
prachintiVity expressed in terms of money. As paytsiane made

to various factors of production in moneythe calculation of
national income becomes easy.

viii. In  National and International Trade: Money facilitates both

nation? ' and international trade. The use of m@sea medium
of exchange, as a store of value and as transfexlo¢ has made
it possible to sell commodities not only within@uatry but also

D

a
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internationally. To facilitate trade, moneyas helped

in

establishing money and capital marketsher& are banks,
financial institutions, stock exchanges, oquce exchanges,

international financial institutions, etc which oge on the basis
of the money economy and they help iboth
anidrnational trade.

Further, trade relations among differemountries have

nation

led

international cooperation. As a result, thdeveloped countries

have been helping the growth of undestiped
piving loans and technical assistance. is Thhas been

possible because the value of foreigmd aeceived and

repayment by the developing countries is measureaney.

iX. In solving the Central Problem of an Economy: Money helps
in solving the central problems of an economy: whairoduce,

countri

madse
it

for whomto produce, how to produce and what quantities.

This is because on the basis of its functions mdaeiitates the
flow of goods and services among consumers, praguaed the
government.

ix. To the Government:. Money is of immense mportance to the
government. Money facilitates the buying and cadidecof taxes,
fines, fees, and prices of services rendered bgdliernment to
the people. It simplifies the floating and managetof public-
debt and government expenditure on dewveémt and

non-

developmental activities. It will be ingsible for modern

government to carry on their functions without tise of money.
Not only this, modern government are welfare estathich aim

at improving the standard of living of theeople by removing

poverty, inequalities and unemployment, and ieatding growth
with stability. Money helps in achieving these goafl economic
policy through its various instruments.

xi To the society: Money confers many social dsantages It is on
the basis of money that the superstructure of tigbuilt in the
society which simplifies consumption, productiorcleange and
distribution. It promotes national unity when peopke the same

currency in every nook and corner of theuntry. It acts as

lubricant for the social life of the people, anlts the wheels of

material progress. Money is at the bacK social prestige an

political power.

Thus money is the pivot round whichhet whole
etonomics clusters.
SELF ASSESSMENT EXERCISE

scien



MBF833 MONEY AND
BANKING

"Money is of vital importance to an economy duégcstatic and
dynamic roles". Elucidate

4.0 CONCLUSION
We conclude that there are various diffies associated with barter

system. In addition we see that money plays vanioles in our society.
These roles are made up of both static and dynanias.

5.0 SUMMARY
In this unit we have discussed the meaning andtdifies associated

with the barter system. We have also discussedthethtatic and the
dynamic roles of money.

6.0 TUTOR -MARKED ASSIGNMENT

Outline and discuss the difficulties associatedh\the barter system

7.0 REFERENCES/FURTHER READINGS

Jhingan, M.L. (2004): Money, Banking, Imational Trade and
Public Finance. Vrinda Publications (P) Ltd. Newlbe

Umole, J A. (1985). Monetary and Banking t8gs in Nigeria. Adi
Publishers Ltd Benin City.
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1.0 INTRODUCTION
In unit one, we discussed the concept of molmethis unit, we shall

discuss the characteristics of money. In aduitiee shall discuss the
various functions of money

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

* Discuss the characteristics of money
 Explain the various functions of money

3.0 MAIN CONTENT

3.1 Characteristics of Money

The money in current use world wide has to ehaartain qualities or

properties to be able to perform thieinctions mentioned belo

Economists have pointed towards the ¥ahg characteristics
gualities for a thing to be money.

i. General Acceptability: Everybody must be prearedto accept

the money inuse. Thisisthe mostimportantiguaof money.
People accept a thing as money which is used hylevey as a

medium of exchange. Gold and silver amdnsidered gooc

money materials because they have atteenauses and

generally accepted. Paper notes are accepted aymbien they

are issued by the central bank and/be tgovernment
lgal tender. Cheques and bils of exge are

geoepadlgt Hence they are not money.

a

a
r
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ii. Durability: Money in circulation must be durable, that is, it
should last for a reasonable time without detation. Animals
and perishable commodities are not gowmdoney materials
because they do not possess durability. In thisesegold, silver,
alloy, brass etc. are the best materials whiclused as money.
Paper notes are less durable than thesetals. But they are
money because they are legal tender.

lii. Portability: Money should be easy to cawy in both large and
small amounts and should be easily carried am3fieared from
one place to another. It should contain large vadusnall bulk.
Gold and silver possess this quality. Hence they good money
materials. But they involve risk in carrying cartsferring then,
from one place to another therefore, paper considered as a
better material and is used in the form of notes.

iv. Cognizability: Everybody must easily recogize it by sight or
touch as it the money in wuse. Coinand currency note
different denominations in different designs astzes meet this
quality of good money.

v. Divisibility. Money should be easily divible into a range of
denominations in order to ensure that goodbffdrent prices
can be purchased with the exact money or that eheag easily
be given where money of a higher denominationferedl.

vi. Scarcity: Money must be relatively saae if it is to be
acceptable

vii. Homogeneity: This means that every money noter coin has the
same buying power and is identical in all respextsvery other
notes or coin of the same denomination. Similggper notes of
one denomination must have the same qualipapér, design
and size.

viii. Stability: Money should be stable in value because it has to
serve as a measure of value. Gold and silver ppdisissuality
because they are not available in abundaddeey are neither
very scarce because being durable, they caedmsly stocked.
Their supplies can thus be increased or decrealsed wequired.
So they act as a store of value because theie valkstable. But
governments prefer paper money to gold and sileeabse it is
cheap and easily available. Its value iptkastable by keeping
control over its issue. It is another thing that tentral bank of a
country is seldom able to exercise complete coolel its issue
which makes paper money unstable in value.
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3.2 Functions of Money

Money performs a number of primary, secondary,ingentt and other
functions which not only remove the difficultieSlmarter but also oils
the wheels of trade and industry in the presday world. We discuss
these functions below.

a) Primary Functions

The two primary functions of money are to act asealium of exchange
and as a unit of value.

i. Money as a Medium of Exchange: This is the primg function
of money because it is out of this function thaiither functions
developed. By serving as a medium of exchange, yna@moves
the need for double coincidence of wants and theonveniences
and difficulties associated with barter The introiion of money
asa medium of exchange decomposes the sitrglesaction of
barter into separate transactions of sa@d purchase there
eliminating the double coincidence of wantsThis function of
money also separates the transactions in tim@lacd because
the sellers and buyers of a commodity are not reduo perform
the transactions at the same time and placs.i§hiecause the
seller of a commodity buys some money amdney, in turn,
buys the commodity over time and place.

When money acts a medium of exchange, rteans that
generally acceptable. It, therefore, affords tieediom of choice.

With money, we can buy an assorted ndlmi of goo
asawvices. At the same time, wean purchase the best and
bargain in the market. Thus money givass a good d
etonomic independence and also perfects the maatanism

by increasing competition and widening the market.

As a medium of exchange, money acts a® intermedia
facilitates exchange. It helps productiomdirectly through
specialization and division of labour wali in turn, increa
efficiency and output. According to ProfWalters, money,
therefore, serves asa ‘'factor of produgticgnabling output to
increase and diversify.

In the last analysis money facilitates trade. Whacting as the
intermediary, it helps one good or service to waded indirectly
for others
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ii. Money as Unit of Value: The second primary funtion of money
is to act as a unit of value. Under barter one @alve to resort
to some standard of measurement, such as a lehsfiting or a
piece of wood. Since one would haveo tuse a standar
toeasure the length or height of any object, iniy sensible that
one particular standard should be accepted asahdad Money
Is the standard for measuring value just as thé gametre is the
standard for measuring length. The monetary uniasures and
expresses the value of all goods asdrvices. In fact the
monetary unit expresses the value of eagbod or service In
terms of price. Money is the commonenaminator which
determines the rate of exchange betwegoods and services
which are priced in terms of the monetary unitefEh can be no
pricing process without a measure of value.

The use of money as a standard of value elimiriatesecessity

of quoting the price of apples interms of ges) the price of
oranges in terms of nuts, and so on. Unlike battier, prices of

such commodities are expressed in terms s many units of
dollars, Naira, francs, pounds, etc., dependinthemature of the

monetary unit in a country. As a matter fafct, measuring the
values of goods and servicesinthe monetamt dacilities the
problem of measuring the exchange value§ goods in the
market. When values are expressed immste of money, the
number of prices are reduced from n(n-l) iartér economy to

(n-1) in monetary economy.

Money as a unit of value also facilitates accauntiAssets of

all kinds, liabilites of all kinds, @me of all kinds, and
expenses of all kinds can be stated in terms oho@mmonetary

units to be added or subtracted."

Further, money as a unit of accounelp® Iin calculations of
economic importance such as the estimatioh the costs, and
revenues of business firms, the relative costgpaofitability of

various public enterprises and projects under angd economy,

and the gross national product. As pointed ewyt Coulbertson,

"Prices quoted in terms of money become the fotpeaple's

behaviour. Their calculations, plans, expectatiansl contracts

focus on money prices."

b) Secondary Functions
Money performs three secondary functions:qiga standard of

deferred payments,(ii) as a store of value, (8ipdransfer of value.
They are discussed below.
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i. Money as a Standard of Deferred Payents: The third
function of money is that it acts as standard of deferi
postponed payments. All debts are taken in momhesg, Was easy
under barter to take loans in goats or grains Wit to make
repayments in such perishable articles in tlituré. Money has
simplified both the taking and repayment lolans because the
unit of account is durable. Money links the presalues with
those of the future. It simplifies creditransactions. It mal
possible contracts for the supply of goodstie future for an
agreed payment of money. It simplifies borrowingcloypsumers
on hire-purchase and from house-buildingnd cooperative
societies. Money facilitates borrowing by firms dnginessmen
from banks and other non-bank financial institusiofihe buying
and selling of shares, debentures and securitead® possible
by money. By acting as a standard of deferred paysn money
helps in capital formation both by the governtneand business
enterprises. In fact this function of money devslbpancial and
capital markets and helps in the growth of the eoon

But there is the danger of changesin theuevabf money over
time which harms or benefits the creditorsd adebtors. If the
value of money increases over time, theeditors gain a
debtors lose. On the other hand, a fall in theevalumoney over

time brings losses to creEms and windfalls to  debt
devercome this difficulty, some ofthe courdrleve fixed debt
contracts in terms of a price index which measahasges in the

value of money. Such a contract over time guaemthe future

payment of debt by compensating the loser by thenes amount

of purchasing power when the contract was enterted |

ii. Money as a Store of Value: Another important function of

money is that it actsasa store of valliee" good chosen as
money is always something which can be kept kong periods

without deterioration or wastage. It is a form ihigh wealth can

be kept intact from one year to the next. Money Isidge from

the present to the future. It is therefore essieihat the money
commodity should always be one which can be easitiysafely

stored." Money as a store of value is meant to t meeforeseen
emergencies and to pay debts. Newlynlls cahis the ass
function money. "Money is not, of coers the only stc
wvalue. This function can be served by anyjualdle asset. One
can store value for future by holdinghortterm promissor
notes, bonds, mortgages, preferred stocks, eholss furniture,
houses, land, or any other kind of valuable go®ts. principal

advantages of these other assets as a storeuefa@ that they,

unlike money, ordinarily yield an income in therfoof interest,



MBF833 MONEY AND
BANKING

profits, rent or usefulness..., and they sometinsesin value in

terms of money. On the other hand,eythhave certain
disadvantages as a store of value, gmowhich are the
following: (1) They sometimes involve storagmsts; (2) They
may depreciate in terms of money; and (3) They atiquid” in

varying degrees, for they are not generally actdptas money

and it may be possible to convert them into managkly only

by suffering a loss of value."

Keynes placed much emphasis on this ctiobm of money.
According to him, to hold money isto keep asa reserve of
liqguid assets which can be convertedto inreal goods. It is a
matter of comparative indifference whether wealthin money,

money claims, or goods. In fact, money and monaynd have

certain advantages of security, convenience angtaloifity over

real goods. But the store of value function of myoakso suffers

from changes in the wvalue of money.hisT introduces
considerable hazard in using money or assetstaseads value.

iii. Money as a Transfer of Value. Since money is a generally
acceptable means of payment and acts as a stoaduef it keeps
on transferring values from person to person aadeplo place.
A person who holds money in cash or assets casfénatiat to
any other person. Moreover, he can sell histeséd.agos and
purchase fresh assets at Abuja. Thus money fesititansfer of
value between persons and places.

(c) Contingence Functions

Money also performs certain contingent or incidefutiactions,
according to Prof. David Kilney. They are:

i. Money as the Most Liquid of all Liquid Assets. Money is the
most liquid of all assets in which wealth is héidlividuals and
firms may hold wealth in infinitely varied formsTHey may, for
example, choose between holding wealth urrency, demand
deposits, time deposits, savings, bondsgasury Bills, short-
term government securities, long-term goment securities,
debentures, preference shares, ordinary resha stocks of
consumer goods, and productive equipment." Allehesre liquid
forms of wealth which can be converted into mgrand vice-
versa.

il. Basis of the Credit System: Money is thebasis of the credit
system. Business transactions are either cash or on credit.
Credit enhances the use of money. But moneytiwatback of
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all credit. A commercial bank cannot eate credit withou
having sufficient money in reserve. The creditrmstents drawn

by businessmen have always cash guarantee segyrt their
bankers.

li. Equaliser of Marginal Utilities and Productivities: Money
acts as an equaliser of marginal utilities ftre consumer. The
main aim of a consumer is to magini his satisfacti
bpending a given sum of money on wmiogoods whi
iants to purchase. Since prices of goods indib&ie marginal
utilities and are expressed in  money, money halpsgjualising
the marginal utilities of various goods. Thippans when the
ratios of the marginal utilities and prices of ttaious goods are
equal. Similarly, money helps in equalsi the marginal
productivities of the various factorsThe main aim of
producer is to maximise his profits. For sthihe equalises the
marginal productivity of each factor with its @i The price of
each factor is nothing but the money he receivehifowork.

iv. Measurement of National Income: It was not possible to
measure the national income. Rewards of factopsazfuction in
the form of wages, rent, interest and profit afetermined and
paid in terms of money.

d) Other Functions

Money also performs such functions whiclaffect the decisic
obnsumers and governments. These functions are:

I. Helpful in making decisions: Money is ameans of store of
value and the consumer meets his daily requirententise basis
of money held by him. If the consumer has a scaotd in the
near future he needs a car, he can buy a car loygdails scooter
and money accumulated by him in this wayponey helps ir
taking decisions.

ii. Money as a Basis of Adjustment: To carry on trale ina proper
manner, the adjustment between money ebharkand capital
market is done through money. Similarly, adjustra@mtforeign
exchange are also made through moneythér international
payments of various types are also adjusted made through
money.

It ison the basis of these functionsthabnay guarantees the
solvency of the payer and provides @@ to the holc
ofoney to use it any way, he likes.
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SELF- ASSESSMENT EXERCISE
Explain the various functions of money known to you

4.0 CONCLUSION
For any thing to serve as money,, it must possasaic features such
as general acceptability, portability, durabilggarcity etc. Money also

performs various functions in an economy such adiume of exchange,
store of value, unit of account etc.

5.0 SUMMARY

In this unit, we have discussed the characterisficsoney. We have
also explained the various functions of money.

6.0 TUTOR-MARKED ASSIGNMENT

What are the characteristics of money?
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1.0 INTRODUCTION

Money is an asset to be held by the public. As sticlnas its demand

and supply and also a market. The demand for yncomes from the

public (excluding the producers of mon&ge supply of mon
fmade by its producers, i.e., the government antddn&ing system. The

money market comprise of those who demand anpplsu money. The

study of the nature and determinants of demandapply functions is

necessary because of the fact that changetemand and supply o
money tend to influence greatly the price leved, ititerest rate and the

real income. The present unit makes a g@énsurvey of the vario
developments in theories of demand for money.

2.0 OBJECTIVES

At the end of the unit you are expected to:

 Explain the demand for money;

» Discuss classical theory of demand for moneythaKeynes theory
of demand for money.

3.0 MAIN CONTENT

3.1 The Classical Theory of Demand for Money

The classical theory of demand for money is preseimt the classical
guantity theory of money and has twapproaches: the Fisher
approach and the Cambridge approach.

a) Fisherian Approach: To the classical eoomists, the demand
for money is transactions demand for neyo Money is
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demanded by the people not for its own sake, batrasdium of

exchange. Thus, the demand for money is essentadigend or

for carrying on transactions and thus is deteechioy the total

quantity of goods and servicesto be traeshcturing a given
period. Further, the demand for moneysoa depends upon
velocity of circulation of money. In Fisher's eqoat PT = MV,

the demand for money (Md) is the prodwft the volume of
transactions over a period of time (T) atite price level (P).

Thus,
Md=PT

In Fisherian approach, the demand for money isiddfonly in a
mechanical sense and no attention is paid to v@naatives for
which money is demanded.

(b) Cambridge Approach: While Fisher's trarsactions approach
emphasized the medium of exchange fumctiof money, the
Cambridge cash-balance approach is based on tieecftealue
function of money. According to the Cambridge remmists, the
demand for money comes from those who wsanthold it for
various motives and not from those who want tdharge it for
goods and services. This amounts to the same disilsgying that
the real demand for houses comes from those whotwdime in
them, and not from those who simply want to cacstand sell
them. Thus, in the Cambridge approach, the derffmarmdoney
implies demand for cash balances. The Calgéri economists
considered a number of factors whichndte to influence the
demand for holding money. They are as follows:

I. People tend to hold money for transaxsti motive. Money is
generally acceptable in exchange for goods andcesrand thus
holding of money avoids the inconvenienceof barter
transactions.

ii. Money is also demanded for precautionary netigince money
holding provides a degree of security against &uturcertainties.

iii. Given the transactions and precautignamotives for holding
money, the amount of money which an individual whlibose to
hold depends upon income and wealth mifoy the budget
constraints for the individual.

iv. Within the absolute constraints set by the wWeahd income, the
actual proportion held in money form pededs, among other
things, the opportunity cost of holding money apaged to other
assets. For Cambridge School, the oppoytumibst of holding
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money consists of rate of interest, the yield @l capital and the
expected rate of inflation

v. Other factors influencing money demandccording to the
Cambridge Schools are habits of the indiMiduhe system of
payments in the community, the availabili of money
substitutes, the density of populationhe t system of
communication, the general level of confidence, etc

After recognizing the importance of the above fegtthe
Cambridge economists, however, simplified the dehfan
money function by assuming, that the demand foraypon
holdings (Md) is a constraint proportion (K) of neynincome

(PY) alone. Thus,
Md = KPY

The value of K has been assumed to beblestain the sense t
tlederminants of K do not change significantlin the long run.The
purpose of this simplification of the demand fasmay function by the
Cambridge economic was to show that K ire thCambridge equation
was just the reciprocal of V in Fisner's equation (K = 1/V).

3.2 Keynes' Theory of Demand for Money

Keynes formulated his theory of demand for mandyis well-known

book, The General Theory of Employmeninterest and Money
(1936) According to Keynes demand for monagises because of it
liquidity. Liquidity means the convertibility ofneasset into cash. The

asset with more liquidity is desired more as coragao that with less

liquidity. Money being most liquid asset is dedimost. Thus, in the
Keynesian sense, the demand for money is the desin®lding money

balances or the desire for liquidity oas described by Keyr
tigwidity preference

Keynes identified three motives for thelemand for money o
tiquidity preference: (a) the transactions wmti (b) the precautionary
motive, and (c) the speculative motive. For Keyties total demand for

money implies total cash balances andtalt cash balance
blassified into two categories: (a) activeash balances consisting
transactions demand for money and precautiondgynand for money,

and (b) idle cash balances-consisting of specelal@mand for money.

Active Cash Balances

Transactions demand for money and precautionanadd for money
together constitute active cash balances.
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Transaction Motive

Money beinga medium of exchange, the primagmand for money

arises for making day-to-day transactions. In di##y the individual or

business income and expenditures are marfectly synchronised.
People receive income in periodsthat do wotrespond to the times
they want to spend it. Generally, income is readizediscrete intervals

(for example, once in a week or in a month), byeexlitures are made

more or less continuously. Thus certain amountahey is needed by

the people in order to carry out their frequeangactions smoothly. In

this way, transactions motives refer tthe demand for money for
bridging the gap between periodic receipts and gy

While discussing the transactions demafor money, Keynes
recognized both the income and the business motive:

1. Income Motive: The income motive relate® the transactions
motive of the households. The households needltbrhoney to
bridge the time gap between the receipt of inemme and its
spending in daily transactions.

2. Business Motive: The business motive refet® the transactions
motive of the business community. The businessmeuire cash
balances to meet their business expenses, sash payment of
wages, salaries, payment for raw materials, etc.

Given society's basic institutional andechnical customs and
practices which govern the receipt ofcome and the flow of
expenditures, the transactions demand for gndapends upon

(@ the personal income and (b) the business turnover. The
demand for money for transactions motive, thusegan direct

proportion to change in money income. The tramsactemand

for money is not influenced by the rate of ingy it is interest-

inelastic.

Symbolically, the transaction demand for the moiuetion can
be stated as:
Lt = Kt (Y)

Where Lt :represents the transactions demand dorey) Kt represents
the fraction of money income society desires ta lasl money because
its income and expenditure are not Byomused, and Y represents
money income. The transactions demand for monagssmed to be a
constant and stable function of income becausprthgortion of income
to be kept for transactions purpose is influencethb institutional and
technological arrangements influencing thegayment and receipt of

money and these arrangements do not change ihaneperiod. Hence,
the value of Kt is assumed to be constant in tloet gferiod.
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Precautionary Motive

Apart from transactions motive, people hold sonditamhal amount of

cash in order to meet emergencies and unexpeatdmgencies, such

as, sickness, accidents, unemployment, efor the households,
unexpected economic circumstances affect theisaecto keep money

for precautionary motive. For businessmen, the eetgtions regarding

the future and prosperity and depressiofluence the precautionar
demand for money. The precautionary demand for gndepends upon

the uncertainty of the future.

According to Keynes, the precautionary demand fonay (Lp), like the
transactions demand, is also a constant (p)ction of the level of
money income (Y), and is insensitive tdhe change in

natteresof
LP = KP(Y)

Keynes Ilumps the transactions and theecautionary demands f
money together on the ground that both arelyfastable and constant
functions of income and both are interest inata3the combined sum

of money balances held wunder the t@ias and precautionar
motives is referred to as 'active balances' by ksyiihus, the demand

for active balances (Lt = Lt + Lp) is a constantKt + Kp) function of

income (Y) and can be symbolically written as:

Li =Lt + Lp = K, (Y) + KP(Y) = K (Y)

The amount of money required to be kept as actl@nges varies with
individuals and business firms dependingpon the frequency of
income, credit arrangements, ease with iclhwh other assets
benverted into money, the individuals' degree neécurity, and so on.

However an over all stable K has been assumethiéocdmmunity as a

whole. Or, in other words, the determinants of&K ehot change in the

short period.

Idle Cash Balances or Speculative Demand for Money

The demand for idle cash balances relates to timaude of money for

speculative motive. The speculative demaridr holding money

balances is the wunique Keynesian corttabu According to the
classical economists, people hold monewly o for transactions ar
precautionary motives In other words, people ti@tienterest earnings

for the convenience of transactions anthe security agail
futaestainties that holding money gives. They dohwdd money above

the active balances (Li). Thus, hoardifge. to hold mon
abtive balances) is considered irrational by tlassital economists.
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Speculative demand for money refers to the demamnldiding certain

amount of cash in reserve to make speculative gaihef the purchase

and sale of bonds and securities through futahanges in the rate of
interest. Demand for speculative motives is essgntelated with the

rate of interest and bond prices. There is an seveglationship between

the rate of interestand the bond prices. Esample, a bond with the

price. of 100 Naira yields a fixed amounof 3 Naira at 3% rat
ofterest. If the rate of interest rises to 4%, ghee of the bond must fall

to 75 Naira to yield the same fixed income of 3riai

People desire to have money in order to take adgastfrom knowing
better than others about the future changethie rate of interest (or

bond prices). In deciding whether to hold wealth money or a bond
form, an individual compares the current rate ¢ériest (ic) with the rate

of interest expected to prevail in future (ie). Tater is called Keynes

as the normal interest rate. If people feel thatdinrent rate of interest

is low (or bond prices are high) and it is expédterise in future (or
bond prices will fall in future), then they antieijg capital losses, and in
order to avoid expected losses on bonds, they tdrrow money at a
lower rate of interest (or sell their already pased bonds), and keep
cash in hand with a view to lend it in future at higher rate of interest

(or to purchase the bonds ata cheaper ratéureju Thus, when the
expected rate of interest is higher than the oamage of interest (ie >

ic), the demand for money for speculative motivé mge. Similarly, if

people feel the rate of interest is going to fatlljond prices going to
rise), they will reduce the demand fomoney meant for speculative
purpose.

For example, if the current rate of interest (5c)02 and the expected
rate of interest (ic) is .04 (that is, ie > ic)etimarket value of one Naira

invested today in a bond vyielding .02 peearywould be expected to
decline to .5 Naira and the bond holder would sudfpotential capital

loss equal toone-half the value of the imgld of bond The expected
capital gain or loss (g) can be comgutey subtracting the current

investment of one rupee from the ratio of currate of interest to the
expected rate of interest, or g = ic/ ie-| = .02/10= 0.5 Naira - 1 Naira =

-5 Naira.

While deciding whether to hold a bond or moneyinaividual requires

the net yield from a bond. The net yield consi$the interest earning

from the bond plus or minus the capital gain oslfis + g). So long as

the net yield frombond is greater then zetbe individual will hold

only bonds. If the net vyield is e¥act zero, the individual will
wlifferent between bonds and money. The critredlie of the current

interest rate, at which the net vyielts zero, can be solvedn
thdowing way:
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lc+g=0
butg =iclie—1
Therefore iclie-1+ic=0
Or =iclie+ic=1
Or ic(l/ie+l)=l
Oric (1 +ielie)=1
Or ic=l/l+ielie
Oric= e

1+ie

For example, if ie is .04, the critical value oétburrent rate, ic, will be

0.04/1+.04 = .0385. Thus, whenever the currenketaate of interest
Is above the critical rate, .0385, the speculdtanpse i is .04) will hold

bonds and if the current rate is below .0385yiiehold only money.
Suppose ie = .04 and ic =.039. Then g = ic /lie=--.025 Naira, and, by

holding bonds, the wealth owner will earnaet vyield, ic + g = .039

Naira + (-.025) = .014 per Naira invested. Henet yireld from bond is
greater than zero (ic + g > 0) and thealthe owner will hold bonds

rather than cash to realise a positive net cagéil.

Thus, to conclude, given the level of income, thecsilative demand for

money and the current rate of interegre inversely related.
therent rate of interest falls,the numbeir individuals whose critical
current rate lies above the fallen rate decreasgshais the speculative

demand money increases. Conversely, as tleurrent rate
hgesgstthe  speculative demand for money Is.falhus, the demand fi
money for speculative motive (L2) is glily sensitive to a
izegadive function of the rate of interest

3.3 Demand for Money in Underdeveloped Countries

In the underdeveloped countries, there exist sqraeial characteristics

which render the nature and determinam$ demand for mone
different from that in the developed ucties. These special
characteristics are given below:

i. Dualistic  Economy: The economies in the underdeveloped

countries are fundamentally dualistic in natule. other words,
the organised (or the monetised) and the unorgafisehe non-
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monetised) markets exist side by sida these economies.
Whereas the organised market is competiti modern and
sophisticated, the unorganised market is markedoayter trade

With economic growth, however, the prdppor of non-
monetised transactions will decline. Thus, oweuld expect a

rise in the transaction demand for money as atreseconomic

growth and a rise in the monetisatiom the underdeveloped
countries

ii. Financial Dualism. The underdeveloped amtries are also
marked by financial dualism, which implies the -ecastence of
heterogeneous interest rates in the organisedymoaket and
the un-organised money market In the organiseaemomarket,
the speculative demand for money is respensis the interest

rate, whereas in the un-organised money markeintaeest rates
change with risk and returns on thealr assets. Under these

conditions, the supply of money may not affbet tinterest rate
significantly. Hence, the Keynesian theory maylmetpplicable
in the underdeveloped countries.

iii. Influence on Non-Economic Forces. It is arguedhat in most of
the underdeveloped countries, the interasite is administered
rather than determined by the marketrcéd® of demand and
supply of money in the organised sectdn the un-organised
sector, the interest rate is determindty both economic and
institutional factors. In the rural sagtothe determination of
interest rate is generally viewed from the supplg sAnd on the
supply side, the rural interest rate is normaifijuenced by risk
premium, administrative costs, opportunity cost the degree
of monopoly power of the money lenders.

iv. Unstable Income Velocity. Some researchers olrsed short-run
fluctuations in their estimates of income vdipcof money for
underdeveloped countries. In view of thenstable income
velocity, the use of the quantity theory afoney explains the
demand for money will not be suitable. This isa&son that in
majority of cases, the expected rate oflatiwin (indicating the
opportunity cost of money holdings) is observedmsmportant
variable influencing the demand for money in thesgnomies.

v. Interest-Inelastic  Demand. In the underdeeloped countries,
rate of interest, in particular, is not regatdas an appropriate
variable in the determination of demanfbr money due to a
number of reasons: (a) limited size ohe t organised financial
market; (b) the institutional pegging of interestiess; (c) limited
array of financial assets; and (d) limitetkgree of substitution
between money and financial assets.
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SELF-ASSESSMENT EXERCISE

The nature and determinants of demand for mondgweloped
countries are different from those of underdevedopeuntries. Do you
agree?

40  CONCLUSION

There are various reasons for the demafmt money which incluc
precautionary, transactions and speculativeasons. There are als
special characteristics which render theature and determinant
demand for money in underdeveloped countries @iffefrom those of

developed countries.

5.0 SUMMARY

In this unit, we have discussed the classical thebdemand for money

made up ofthe fisherian approach and themifidge approach; The
Keynes theory of demand for money madgp of the acti
bakinces and the idle cash balance. We alsosdisdihe demand for
money in underdeveloped countries. Theecigp characteristics th:
made the demand for money in underdeveloped cesrdiiferent from

those of developed countries are: Dualistic econdmgncial dualism,

Influence on non-economic forces, unstable incoalecity and Interest

inelastic demand.

6.0 TUTOR MARKED ASSIGNMENT
Discuss the Keynes theory of demand for money.
7.0 REFERENCES/FURTHER READINGS

Jhingan, ML (2004): Principles of Economics. Viandublications (P)
Ltd New Delhi.
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1.0 INTRODUCTION

In this unit, we shall discuss the supply of mandyder the supply of
money we shall look at the constituents of mongpby approaches to
the definition of money supply, the velocity of neyrand the theory of
money supply.

2.0 OBJECTIVES

At the end of the unit, you are expected to:

* Discuss the meaning of money supply. In addition,
* Discuss the constituents of money supplye approaches to the

definition of money supply, the velocity of monaydathe theory of
money supply.

3.0 MAIN CONTENT

3.1  Supply of Money

Money may be regarded as something which generally used as
means of payment and accepted for the settieofelebts. The term

'supply of money' means the total stock of mondg bg the public in

expenditure form. The term ‘'public’ refers tthe individuals and the
business firms in the economy, excluding thent@l government, the

central bank and the commercial banks. Thus, thle balances held by
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the central government, the central bank aad tommercial bank do
not form money supply because they are not in hcitclation.

Money supply is a stock as well as a flow concéfiten money supply

is viewed at a point of time, it is a stock, andewlviewed over a period

of time, it is a flow Money supply at a particutaoment of time is the

stock of money held by the public at a momentroét It refers to the

total currency notes, coins and demand depositstha banks held by

the public. Over a period of time, may supply becomes
flomcept. It may be pent several times during a period of e
aerage number of times a wunit of monggsses from one h
tnother during a given period is called thelocity of circulation of
money. Thus, the flow of money supply over thegekof time can be

known by multiplying a given stock of money heldthg public by the

velocity of circulation of money. In Fisher'squation, PT = MV, MV
refersto the flow of money supplover a period of time, where |
stands for the stock of money held by the pubiit ¥ for the velocity

of circulation of money.

3.2 Constituents of Money Supply

Monetary economists hold different views regardimg constituents of
money supply. Broadly, there are two views: thditi@anal view and the
modern view.

I Traditional View. According to the taditional view, money
supply is composed of (a) currency money and legpaler, i.e.
coins and currency notes, and (b) banknoney, I
deerarabdeposits with the commercial banks.

. Modern View. According to the modem viewthe phenomenon
of money supply refers to the whole spectrum afilidy in the
asset portfolio of the individual. Thus, in thmodem approach,
money supply isa wider concept which inclu@s coins, (b)
currency notes, (c) demand deposits witthe banks, (
tiereosits with the banks, (e) financial assets, ssdlfeposits with
the non-banking financial intermediariesjkel the post-office

saving banks, building societies, etc., (f) trepsund exchange
bills, (g) bonds and equities.

The basic difference between the traditional andenoviews is due to

their emphasis on the medium of exchange functfanoney and the

store of value function of money respectively. Whithe acceptance of
medium of exchange function of money supply giveaow view of

money supply, the recognition of the store of galfunction of money

provides a broader concept of money plsup and allows f
the
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substitutability between money (which i¢raditionally defined as a
medium of exchange) and the whole spectrum of Gizhassets.

3.2.1 Currency Money

Currency money is legal tender money and thuslliscchigh-powered

money. It includes the currency notes and <@sued by the central
bank of a country. Generally the central ban&ssgsses the monopoly

of note issue. But, in certain countries, tleasury or the ministry of

finance also issues notes or coins along with éméral bank. In India,

one rupee note andthe coins are issued andged by the Finance
Ministry of the Government of India. All ah notes are issued and
managed by the Reserve Bank of India. In N&geadll currency notes

and coins are issued by the Central Bank.

The supply of notes and coins in a country areledgd by the system

of note issue adopted in the country. Accordintho Reserve Bank of

India Act, 1934, note less than 40 per cent otale assets of the issue
department should consist of gold coins, bulliod foreign securities

with the provision that gold coins and bullion wead at any time to be

less than Rs. 40 crores. This requirement wasgethby the Reserve

Bank of India Act, 1956, which providesr fahe substitution of the
proportional reserve system by minimum reserveesysthe minimum

reserve system, fixes a minimum for the essentederves in absolute

amounts, namely, Rs. 400 crores in foreigecurities, and Rs. 115

crores in gold coins and bullion However, in thes®l amendment to

the Reserve Bank of India Act, in 1957, the pransivas made that the

total value of gold coins, gold bullion and foreggcurities, held in the

issue department at any time should not be lessRIse200 crores and

the gold value should not be less than Rs. 15 rditeus, in Indip, the
minimum reserve method isthe governing prilecipf note issue. In
Nigeria the supply of notes and coins are regulbyethe Central Bank.

Factors Influencing Currency Money

The monetary authority while determining the @ympf currency and

coins must be guided by the general requiremdriteececonomy. The

currency component of the money supplyge., coins and notes,
influenced by a number of factors as discussedibelo

i. Volume of Transactions. The supply of currencymust vary in
accordance with the changes in the physical volohtede and
transactions of the economy. If the issue of threeticy is more
than what is required, it creates inflatignapressures. On the
other hand, if the money supply is less than doglirements, it
leads to deflationary trends.

IS
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ii. Nature of Trade. The nature of trade, whether wholesale or

retail, determines the proportion of ewmay of different
denominations. For the wholesale tradéie tnotes of highe
denominations are required, while the retail trapiires larger

proportion of note and coins of lower denominations

iii. Method of Payment. The method of payment beingised in the
economy also determines the currency componehtahoney
supply. If most of the payments are aden in  cas
gfepegiion of currency to money supplys needed Tf the
payments are generally made through cheques, tipeion of
currency to money supply will be lowered.

iv. The Price level. Price level also fatts the requirements of
currency considerably. The higher the price letiwd, larger the
amount of currency required, andthe lower thece level, the
smaller the amount of currency required to caut the given
volume of transactions.

v. Banking Habits. If the public has confidence irthe bank money
and has banking habits, the currency requiresneititbe less.
But, if the people have less banking habitstridwesactions will
be conducted with currency and more currency igired.

vi. Distribution of Income. Distribution of income also influences
the currency requirements. If the distribntioof income is in
favour of the rich, qgreater proportionof currency ¢
Heyeminations are required, on the other harteitlistribution
is in favour of the poor, a larger proportion ofremncy should be
of low denominations.

vii. Other  Factors. Other factors, like te volume of demand
deposits with the banks, the taxation policy thef government,
the extent of public loans, the volume of définancing, etc.,

also influence the amount of currency requineithe economy
significantly

3.2.2 Bank Money

The demand depits held by the public in commerciabank
atswstitute the total money supply of the econonie @emand deposits

are transferable by cheque for the settlemiettlots. The creation of

bank money depends upon the credit creatativities of the banks.
Credit creation is based on the volume of cash,the high-powered

money, held by the banks. The money created blgahks is known as
secondary money. Thus, eth total money supply in an econ
is
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composed of (a) the primary or high-pogd money. And (b) the
secondary or bank money

The relative proportions of the two constituesftsnoney supply, i.e.,

currency money and bank money, dependonu the degree of
monetisation of the economy, the development®f tbanking system

and the banking habits of the people. the economically advanced
countries, like the U.S.A., the U.K., etchequable demand deposits
constitute the major proportion of théotal money supply In such
countries, over 90 per cent, of the payments aerttaough cheques.

In less-developed countries, like India and Nigesiathe contrary, the

proportion of currency money to the total moneypywvith the public

is much higher Itis because in these countrieanking habits of the
people have not yet fully developed and majorityhef transactions are

conducted through cash payments. In Indéd Nigeria, currency
constitutes about 2/3rd of the total monesupply, while the demand

deposits are only 1/3rd.

3.3  Definitions of Money Supply

Economists are not in agreement on the questidefafition of money
supply. There are four broad approaches of monaglguThey are as
follows:

I. Traditional Approach. The traditional approach emphasises the
medium of exchange function of money.ccéding to this
approach, money supply is defined as currency puthlic and
demand deposits with commercial banks. Demalegosits are
the current accounts of depositors in @mmercial bank. The
traditional approach is analytically superibbecause it provides
the most liquid and exact measure of money sufjg central
bank can have better control over the money supfhncludes
currency and demand deposits of banks alone. [@atapproach
limits money supply to a very narrow area.

ii. Monetarist Approach. The Chicago School led by Milton
Friedman includes in money supply curyen@lus demand
deposits plus time deposits. Time deposits asedfdeposits of
the banks which earn a fixed rate of interest depgnupon the
period for which the amount is deposited. Accordm§riedman
money is defined as “"anything that eservthe function of
providing atemporary abode of purchasing powéshey can
act as a temporary abode of purchasing powersifkieépt in the
form of cash, demand deposits or any other assehvigclose
to currency, i.e., time deposits. This approaeys kemphasis on



MBF833 MONEY AND
BANKING

the store of value function of money dan provides
breaglere of money.

iii. Gurley and Shaw Approach. Gurley and Shaw furter widened
the scope of money supply by includingp its constituer
currency plus demand and time deposi$ banks plus
liabilities of non-banking intermediaries Thdiabilities of non-
banking intermediaries cover saving bank depasiiates, bonds,
etc. and are close substitutes to money.

iv. Redcliffe Committee Approach. Redcliffe Commitee approach
or liquidity approach provides much wider view bé&tconcept of
money supply. In this approach, the concept ofeg@upply is
viewed in terms of general liquidity ofthe econon
Mmpmpdy covers "the whole liquidity positi that is relevant
spending decisions”. The spending is not limitethbamount of
money in existence It isrelated to the amod@imaney people
think they can get hold of whether byeceaipts of incom
bisposal of assets or by borrowing. sfhu according
gpproach, money supply includes cash, all kindsaok deposits,
deposits with  other institutions, near-mpneassets and the
borrowing facilities available to the pém The practical
difficulty with this liquidity approach is that thmoney supply in
this wider sense cannot be successfullyeasured because il
degree of liquidity of different consteiuts of money sup
varies considerably. Moreover, most of the constits remains
outside the control of central bank and thus iestthe effective
implementation of monetary policy.

3.4 Velocity of Money

In order to estimate total supply of money oveeaqu of time, say. a
year or so, the concept of velocity of money isassary. Total supply
of money over a period of time is equal to theltataount of money in
circulation multiplied by its velocity of circulamn during that period. If
M stands for total amount of money in a given pgobtime, then the
total supply of money during period of time is icatied by MY. While
M gives the money supply at a particular momeriinog, MV gives a
measure of money supply over a period of time.

Velocity of money refers to the averagember of times a u
ofoney changes hands or is transferredomf one person
dootigea  given period of time. Total moneyppgly is affected by the
velocity of money, an increase inthe velocibf money increases the
money supply and a decrease in velocity of moneyedses the money

supply, other things remaining the same. Velocdgiymoney is related
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not only to metallic or paper money. Credit monksp das its velocity

of circulation. The quantity theory of money maingathat the velocity

of money might change significantly in the shontipe. It is relatively

stable in the long period because ine #long run it is related to the
institutional structure or the economy's paymestey.

Transactions and Income Velocity

Two kinds of velocity of money may baistinguished, transactions
velocity and income velocity:

I. Transactions Velocity: Income velocity of raney refers to the
average number of times a unit of eypnis wused in making
income transactions (i.e. in making payments foalfgoods and
services). With the development of social cacting and with
the growing importance of national incomea tendency has
developed to express Fisher's equation of egehain terms of
real income (Y) rather than in terms whnsactions (T). The
difference between the transactions versionV @MPT) and the
income version (MV - Py =Y) of Fisher's equatisrthat while
the formerincludes T, thatis, all goods, intediate and final,
the latter excludes the intermediate good;, anldides only final
goods to avoid double counting. V ithe income version of
Fisher's equation is income velocity of money.
Income velocity is estimated as the ratio of maviedtie of the
final goods and services i.e. Py (= national incpime, Y) and
the supply of money, i.e.,

V = Py/M = YM.

Income velocity of money is smaller nhathe transactions
velocity of money because the former relates éarthnsactions

of only final goods, the latter relatestbet transactions of all
goods, intermediate and final.

3.5 Theory of Money Supply

Historically, the analysis of supply of money loasupied a relatively

less important place than the analysi§ demand for money in the
literature of monetary theory. Because dhe prevalence of gold
standard with full-bodied money as a monetary systeoughout the

history of the developed countries, the need tHer development of a

theory of supply of money explaining the behaviomoney supply

over time was not felt, money supply dependornupthe discoveries of

gold mines and the activities of the mineBut, with the growth of
demand deposit exchange, fractional reserganking and the
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development of central banks with the powér regulate
suppy which the béimg system can create, efforts began
theection of developing the theory of money supply

Money Supply Model

Money supply is generally considered as policy-determined
phenomenon. But this view isnot true. The annd theory of money
supply maintains that the money supply jantly determined by th
central bank, the commercial banks and the puldlaney supply (M)
is the product of monetary base (B) and the monaliptier (m). Thus,

M =mB

3.6 Determinants of Money Supply

Main determinants of the supply of money are (ahetary base and (b)

the money multiplier. These two broad determisaf money supply

are, in turn, influenced by a number of othactors. Various factors
influencing the money supply are discussed below:

1. Monetary Base. Magnitude of the monetagr base (B) is the
significant determinant of the size ofmoney supply. Mone
supply varies directly in relation to the changethe monetary
base. Monetary base referstothe supply aiddavailable for
use either as cash or reserves of the central Mmketary base
changes due to the policy of the govent and is al
influenced by the value of money.

2. Money Multiplier. Money multiplier (m) has positive influence

upon the money supply An increase in the size wofiliincrease
the money supply and vice versa

3. Reserve Ratio. Reserve ratio (r) is also an impant determinant
of money supply. The smaller cash-reserve ratabkes greater
expansion in the credit by the banks and thus asa®the money
supply and vice versa. Reserve ratio is often bral@vn into its

two component parts; (a) excess reserve ratio whitte ratio of
excess reserves to the total deposits of the ank ER/D); (b)

required reserve ratio which is the ratio of reedireserves to the
total deposits of the bank (rr = RR/'D). Thus c=trrr. The rr ratio

is legally fixed by the central bank and the réordepends on the
market rate of interest

4. Currency Ratio. Currency ratio (c¢) is a behavioural ratio

representing the ratio of currency demarid the demand
deposits. The effect of the currency ratio on tlemey multiplier
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(m) cannot be clearly recognised because enters both as
numerator and a denominator in the money multigigression

(I+c/r(I+t) + c). But, as long as the r ratio is$ethan unity, a rise

in the c ratio must reduce the multiplier:

5. Confidence in Bank Money. General economic coritbns affect
the confidence of the public in bankioney and, thereby,
influence the currency ratio (c) and the reseaw® (r). During
recession, confidence in bank money is low and, r@sult, c and
r ratios rise. Conversely, during prosperity, ¢ anatios tend to
be low when confidence in banks is high.

6. Time-Deposit Ratio. Time-deposit ratio (t), whib represents the
ratio of time deposits to the demand ddposs a behavioural
parameter having negative effect on the eyomultiplier (m)
and thus on the money supply. A rise in t reducesiththereby
the supply of money decreases

7. Value of Money. The value of money (1/P)n terms of other

goods and services has positive influence onthenetary base
(B) and hence on the money stock.

8. Real Income. Real income (Y) has a posiiv influence on the
money multiplier and hence on the money supplyiséin real
income will tend to increase the money mulépliand thus the
money supply and vice versa.

9. Interest Rate. Interest rate has a positer effect on the money
multiplier and hence on the money supply. A ristha interest
rate  will reduce the reserve ratio (rwhich raises the money
multiplier (m) and hence increases the morspply and vice
versa.

10. 10. Monetary Policy. Monetary policy has patsve or negative
influence on the money multiplier andenbe on the money
supply, depending upon whether reservequirements are
lowered or raised. If reserve requirements aredaithe value of
reserve ratio (r) will rise reducing the money npligr and thus
the money supply and vice versa.

11. Seasonal Factors. Seasonal factors have negateffect on the
money multiplier, and hence on the money stockirigunoliday
periods, the currency ratio (c) will tend to rigys, reducing the
money multiplier and, thereby, the money supply.

a
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SELF-ASSESSMENT EXERCISE
Discuss the factors influencing currency money.

4.0 CONCLUSION

In conclusion, money supply is a stock as wel aflow concept. The
term money supply means the total stock of moné&y linethe public in

a expenditure form. There are also various fadatdtuencing currency
money and there are also various determinants agynsupply.

5.0 SUMMARY

In this unit, we ha discussed the meaning of supply
nwvsyients of money supply, currency money dadtors influencing
currency money. We have also discussed bank mapeyoaches to the
definition of money supply, the velocity of monéye theory of money

supply and determinants of money supply

6.0 TUTOR MARKED ASSIGNMENT

There are various determents of money supply. \Aifeathese
determinants?
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1.0 INTRODUCTION

For a layman, inflation meansa substantad rapid increase in the
general price level which causes a decline en tburchasing power of
money. Inflation is statistically measured in termhpercentage increase

in the price index per unit of time (usually ayeaa month). In this

unit, we shall discuss the meaning of inflatithe, features of inflation

and types of inflation.

2.0 OBJECTIVES

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

» Define inflation/discuss the features of inflatio
* Discuss the types of inflation
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3.0 MAIN CONTENT

3.1 Inflation - Meaning

There is no generally accepted definition of indlatand different
Economists define it differently. Broadly, the pbarenon of inflation
has been understood in three ways: (a) in the pogehse, (b) in the
Keynesian sense, (c) in the modern sense

Common View

Generally, inflation has been defined either (aga agenomenon of
rising prices, or (b) as a monetary phenomenon:

1.As a phenomenon of rising Prices: Defions given by the
economists like Crowther, Gardner Ackley, H. G.nkin regard
inflation as a phenomenon of rising ces. According to
Crowther, inflation is a "state in which thevalue of money is
falling, i.e. the prices are rising." In the wofsGardner Ackley,
"Inflation is a persistent and appreciable risthmmgeneral level
or average of prices." Harry G. Johnson statedeflhe inflation
as substantial rise in prices."

2. As a Monetary Phenomenon: Economistslike Friedman
Coulborn, Hawtrey, Kemmerer, define inflatioms a monetary
phenomenon According to Friedman, ‘inflatioms always and
everywhere a monetary phenomenon." Coulbrdefines
inflation a "too much money chasing too few gabtHawtrey
defines inflation as the "issue of too much curyehAccording
to Kemmerer, inflation is too much money and depasgirency,
that is, too much currency in relation to the gbal volume of
business being done."

Keynesian View

Keynes defined inflaton as a phenomenai full employment.
According to him, inflation is the result of the  excess
dggragetever the available aggregate supply andriflagion starts only

after full employment. So long there is unemploymemployment will

change in the same proportion as the quantity afay@nd when there

is full employment then price will change in theanse proportion as the

quantity of money. Keynes does not denyhat prices may ri
betore full employment, mainly due tohet existence of certail
bottlenecks in the expansion of output. Bug kermed such a rise in
prices as semi-inflation. It is the true inflati@after full employment),

which poses a real threat to the economy andbs t@orried about.
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Modern View

Modern economist analyses inflation in a poghensive and unified
manner. The modern view of Inflation ncabe summarized in the
following way:

I. Generally two types of inflation are distinghed: demand pull
inflation and cost push inflation. n | the demand pull
inflation, inflation and falling unemploymeate supposed to
go together, while in cost push infiati inflaton and rising
unemployment are supposed to occur simultaneously,

ii. During late 1950's A. W. Phillips empiricalbupported the idea
that there existed a permanent Ilong-rirade off between
inflation and unemployment which  implied thatess inflation
meant more unemployment and less unemployweuld
coexist with a higher rate of inflation.

iii.  Inthe late 1960's the monetarists held thiew that the trade off
between inflation and unemployment existedyom the short-
run and not in the long-run In theond-run when anticipated
inflation is equal to actual inflation, inflatiomd unemployment
will simultaneously increase.

vi. The monetarists, like Friedman, Phelps, Leijonhufvud, also
combined demand-pull and cost-push inflation rasiategrated
whole. According to them, inflation is a unifiedhgnomenon in
which demand and cost elements appear a part of one
integrated cycle and in which expectations ofreituprice level
movements play a prominent role.

3.2 Features of Inflation
The main features of inflation are as follows:

I. Inflation is always accompanied by a rise in phiee level. It is a
process of uninterrupted increase in prices,

ii. Inflation is a monetary phenomenon and it isgrally caused by
excessive money supply,

iii. Inflation is essentially an economic phename as it originates
in the economic system and is the result of acimhinteraction
of economic forces,

iv. Inflation is a dynamic process as observed tverperiod.

v. A cyclical movement of prices is not inflation,

vi. Pure inflation starts after full employment.

vii. Inflation may be demand-pull or cost-push.

viii. Excess demand in relation to theupgly of everything is the
essence of inflation.
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3.3 Types of Inflation
There are different types of inflation which candtessified as under:

A. On the Basis of Speed

On the basis of speed, inflation came classified as
urBeipimg(b) walking inflation, (c) running inflaan and (d) galloping or
hyperinflation.

1. Creeping Inflation: 1t is the mildest form of inflation. I
is generally regarded as conducive to ecanondevelopment
because it keeps the economy away from stagnd&ignsome
economists consider creeping inflation as paiyt dangerous
They are of the view that, if not peoly controlled
timeping inflation may assume alarming opprtions Under
creeping inflation, price;, rise about 2 percemiuaily.

2. Walking Inflation: ~ When the price rise beomes more marked
as compared to creeping inflation. Undevalking inflation,
prices rise approximately by 5 percent annually.

3. Running Inflation: Under running inflation, t he prices increase
at a still faster rate. The price rise maybe about
perceily.

4. Galloping or Hyper-Inflation: This is the last stage of inflation
which starts after the level of full employmentesched. Keynes
considers this type of inflation as the true inflation un
trdloping inflation, the prices rise every momeand there is no
upper limit to the price rise. The claskiaaxamples of hyper-
inflation are (a) the Great Inflation of @wny after the First
World War and (b) the Great |Inflation ofChina  aft
BawtohtlVar.

B. On the Basis of Inducement

Inflation may be classified on the basis ofdagtnducing or causing

rise in prices, such as, (a) wage-induced, (b)itarafuced, (c) scarcity-
induced, (d) deficit-induced, (e) currenogiced, (f) credit-induced,
and (g) foreign trade-induced inflation.

1. Wage-Induced Inflation. When inflation rsesdue toa rise In
wages, it is called wage-induced inflation. In modémes, trade
unions are able to secure higher wagks workers
unaccompanied by a simultaneous increase labour
productivity. This increases the cost of produgtiand in turn,
the price level.
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2.

C.

Profit-Induced Inflation. If the producers, due to their
monopoly position, tend to mark-up their profihargin, it will
lead to profit-induced inflation and higher profiggse the cost of
production which, in turn, pushes up the prices.

Scarcity-Induced Inflation. When the supply 6goods does not
increase on account of natural calamities, theepriend to rise.
This may be called scarcity-induced inflation.

Deficit-Induced Inflation.

When a government covers theleficit in its budget, through
creating new money (a method known as deffaitancing) the
purchasing power of the community incesas without a
simultaneous increase in production. This leads tase in the
price level which is referred to asefidt-induced inflation.
Deficit-induced inflation is more commonn less developed
countries, where, due to lack of adésuaresources, the
government resorts to deficit financingo tfinance its
development plans.

Currency-Induced Inflation. When the wapply of money
exceeds the available output of goods and senitdeads to an
inflationary increase in prices. This is a casewfency-induced
inflation.

Credit-Induced Inflation. When prices increase on account of
an expansion of credit without increasing the gityaof money
it is known as credit-induced inflation

Foreign Trade-Induced Inflation, (a) Wen a country
experiences a sudden rise in the demalod its exportables
against the inelastic supply of exposesabl in the domestic
market, this increases the demand and pricesl v home, (b)

Trade gains and sudden inflow of exchange rentiisimcrease

the demand and prices in the domestic market. Bete factors

lead to foreign trade-induced inflation.

On the Basis of Time

On the basis of time, inflation may be classifietbi(a) peacetime
inflation, (b) war-time inflation and (c) post-wiaflation

1.

Peace-Time Inflation. By peace-time inflationve mean the rise
in prices during normal period of peace. sltgpe of inflation
occurs when, in a less-developed econontle government
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increases expenditure on development projeckschw normally
have longer gestation periods. It means a gapsarssveen the
generation of money income and the final abdity of goods.
This leads to a rise in prices.

2.  War-Time Inflation. War-time inflation occurs during a period
of war. During war time, unproductive governmeaxpenditure
increases and the prices rise because the indreagut does
not keep pace with the expansion of expenditure.

3. Post-War Inflation. Post-war inflation ocurs afterthe end of
the war when the pent-up demand finds open expredseavy
taxes, which were imposed on the people dwag time, are
withdrawn during post-war period. As aesult the disposable
income of the people abruptly increases withantrease in the
output. Hence the prices shoot up.

D. On the Basis of Scope
On the basis of scope, inflation can be comprekermi sporadic.

1. Comprehensive  Inflation. When the pries of all goo
and services increase throughout the economy, is the case
comprehensive inflation. This leads to a rise engkeneral price
level.

2. Sporadic Inflation. Sporadic inflation is setoral inflation, since,
instead of affecting whole economy, it affectdf@w sectors. In
this case, the prices of some goodsicrease due
pbptsical  bottlenecks  which  adversely affethe production o
these goods Sporadic or sectoral inflatioman be  check
sorting to direct price control on the sale &f #tffected goods.

E. On the Basis of Government Reaction
On the basis of Government reaction, inflation lsaropen or
suppressed.

1. Open Inflation. Ifthe government takes no steps to check the
price and the market mechanism is allowed totfanavithout
any interference, it is called open inflation. Undpen inflation,
market mechanism performs the function @fllocating scarce
resources among competing industries. If therbastage of any
particular resource, the market mechanism waiker its price
and allocate it to those industries which can dftorpay a higher
price for it. The hyper-inflation in Germany aftee First World
War is an example of open inflation.
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2. Suppressed Inflation. If the government aoctely makes efforts
to check the price rise through price contra eationing, it is
called suppressed inflation. These measures daeck inflation
as long as their effect continues. Ondbese measures are
withdrawn, the demand for goods increases dmel $uppressed
inflation becomes open inflation. Thus,upgressed inflation
means to defer current demand or toverd demand from
controlled goods to uncontrolled goods.up@essed inflation
results in many evils, such as profiteg black marketing,
hoarding, corruption, etc. It also Ilead® the diversion of
economic resources from more essential goodsless essential
goods.

F. On the Basis of Employment Level

On the basis of employment level, inflation carPlagtial or full
inflation.

1. Partial Inflation. The price rise isas result of expansion of
money supply in the pre-full employment stageaked partial
inflation. The increase in the money pgy before full
employment tends to mobilise the idle resourcab@Economy
and thus leads to the expansion of output and gmyaot. There
is only a slight rise in price level under partidlation.

2. Full Inflation. The increase in the moneysupply after the full
employment level leads to full inflation. In tldase, output and
employment will not increase and there will beuamterrupted
rise in prices.

G. Other types

1. Ratchet Inflation. Under ratchet inflation,the pricesin certain
sectors are not allowed to fall even though thésevery reason
for the price to fall. Sometimes, itso happen that
seatars the aggregate demand is excessimel @ others, it is
quite low In the excess-demand sectors, the pwdedse, while
in the deficient-demand sectors, the prices shdedline. But the
prices are not allowed to fall in the deficient-dard sectors, due
to the resistance from industrialists and tradens) Thus while
the prices rise in excess-demand sectors, theymateallowed to
fallin the deficient-demand sectors. The rmesult is a general
rise in prices. This is known as ratchet inflation.

2. Stagflation. The simultaneous existence of hightes of inflation
and of high unemployment is called stagflation.eAfVorld War
I, in those countries which pursued stabilisapaticies with an
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objective to achieve full employment, unemptent remained
relatively high while inflation rate ireased. This new
phenomenon of stagflation which startesh ithe developed

countries towards the close of 1960's, has resoime a world
wide problem. This has also caused serious
eynesian and the Phillips curve theories of irdlat

SELF-ASSESSMENT EXERCISE

Discuss the different types of inflation you know.

4.0 CONCLUSION

In conclusion, the phenomenon of inflation has bhasterstood in three
ways:

I. In the popular sense
ii. In the Keynesian sense and
iii. In the modern sense

There are also various types of inflatiowhich can be
apder: on the basis of speed, on the basis of exdant, on the basis of
time, on the basis of scope, on the basis of govenh reaction, on the
basis of employment level and other types.

5.0 SUMMARY
In this unit, we have discussed the meaningftdtion made up of the

common view, the Keynesian view and the modern vievaddition we
have discussed the features and types of inflation.

6.0 TUTOR MARKED ASSIGNMENT
Outline and discuss the main features of inflation.
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1.0 INTRODUCTION
To layman inflation is the continuous and persisteise in the general
level of prices without a correspondingicrease in  the supply of

commodities. In this unit we shall discuss the eaus inflation, effects
of inflation and control of inflation.

2.0 OBJECTIVES

At the end of the unit it should be able to:

* Discuss the causes of inflation/Identify the eff$eof inflation.
* Discuss the control of inflations.

3.0 MAIN CONTENT

3.1 Causes of Inflation

Inflation is the result of disequilibriunbetween demand and supply
forces and is attributed to (a) an increase irdémaand for goods and

services in the country, and (b) a decrease isupply of goods in the

economy.

Factors Causing Increase in Demand

Various factors responsible for increase in agageedemand for goods
and services are as follows.
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1. Increase in Money Supply. An increase inthe money supply
leads to an increase in money income. Therease in money
income raises the monetary demand for goods amttesr The
supply of money increases when (a) the gowent resorts to
deficit financing i.e. printing of more currency db) the banks
expand credit.

2.Increase in Government Expenditure. An increase in the
government expenditure as a result ohe t outbreak
dewvelopment and welfare activities causes increase in
aggregate demand for goods and services in the@egon

3. Increase in Private Expenditure. An >@ansion of private
expenditure (both consumption and investinenncreases the
aggregate demand in the economy. During tperiod of good
business expectations, the businessmen startimyesbre and
more fundsin new enterprises, thus increasthg demand for
factors of production. This results in an increiaskctor prices.

The increased factor incomes raise tlegpenditure on
consumption goods.

4. Reduction in Taxation. Reduction in taxtion can also be a
important cause for the generation of excess denmaacbnomy.
When the government reduces taxes, it increasesdisposable
income of the people, which, in turn, raises thaaled for goods
and services.

5. Increase in Exports. When the foreign demandf domestically
produced goods increases, it raises tharnings of exportin
industries. This, in turn, will increasedemand for goods ¢
services within the economy.

6. Increase in  Population. A rapid rgwth of populatior
raiseslevel of aggregate demand in the ecgnorbecause of i
increase in consumption, investment, gawvemt expenditure
and net foreign expenditure. This leads to antiofary rise in

prices due to excessive demand.

7. Paying off Debts. When the government pays aff old debts to
the public it results in an increase of purchagiager with the
public. Thiswill be used to buy more gesodand services for
consumption purposes, thus increasing the aggregataand in
the economy.

8. Black Money. Black money meansthe monegarned through
illegal transactions and tax evasion. Suclney is generally
spent on conspicuous consumption,  while raidwegaggregate
demand and hence the price level.
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Factors Causing Decrease in Supply

Various factors responsible for reducinthe supply of goods and
services
in the economy are given below:

1. Scarcity of Factors of Production. On the supplgide, inflation
may occur due to the scarcity of factors of padidun, such as,
labour capital equipment, raw materials, etc thesf®wrtages are
bound to reduce the production of goodsd services for
consumption purposes and thereby the price level.

2. Hoarding. At a time ofshortages and risip prices, there isa

tendency on the part of the traders dngsinessmen to hoard
essential goods for earning profits in future. Tdasses scarcity
and rise in prices of these goods in the market

3. Trade Union Activities. Trade union activities are responsible

for inflationary pressures in two ways (a) Trad@ion activities

(i.,e. strikes) often lead to stoppagef @vork, decline in
production, and rise in prices (b) Ifrade unions succeed in
raising wages of the workers more than theiodpctivity, this

will push up the cost of production, and leditde producers to

raise the prices of their products.

4. Natural Calamities. Natural calamities also aeate inflationary
conditions by reducing the production in teEonomy. Floods
and draughts adversely affect the supply rofpcts and raise
their prices.

5. Increase in Exports. An increase in exports redies the stock of
goods available for domestic consumptiofthis creates a
situation of shortages in the economy giving res@flationary
pressures.

6. Law of Diminishing Returns. The law of dninishing returns
operates when production is increased by enrmgoymore and
more variable factors with fixed factors amiven technology.
As a result of this law, the cost per unit of proon increases,
thus leading to a rise in the prices of production.

7. War. During the war period, economic resourcesra diverted to
the production of war materials. This reducesibenal supply
of goods and services for civilian consumption tmsl leads to
the rise in price level.
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8. International Causes. In  modern times, a major cause of
inflationary rise in prices in most ofthe countries is t
international rise in the prices of basic materjalg. petrol) used
in almost all the industrial materials.

3.2 Effects of Inflation

Inflation is good so long as it is well under cahtind increases output

and employment. It becomes harmful oncé goes out
bentose then it robs Peter to pay Paul and takesoount of the basic

principle of social equality. According to C.N. MBKInflation may be

compared to robber. Both deprive the victim ofmeo possession with

the difference that robber is visible, inflatioin invisible; the robber's
victim may be one or few at a time, the victim mflation is the whole

nation, the robber may be dragged to a court of ilaflation is legal".

Inflation has wide-ranging influence on meomic, social, moral an
political life of the country. Its various effe@se discussed below.

A) Effects on Product

According to Keynes, moderate or creepingflation has favourable
effect on production particularly when there anemployed resources

in the country Rising prices increasehe t profit expectations
thdrepreneurs because the prices increase maplly than the cost of
production. They are induced to step up stwent, and, asa result,
output and employment increase. Hyper or gallopindlation, on the

other hand, creates the uncertainty which is inimical
pradyctibile mild inflation is favourable to prodiget and employment
particularly before full employment, hyper inflatics generally harmful

for the economy. The adverse effects iaoflation or productic
atated below:

1. Disrupt Price System. Inflation disrupts the smoth working of

the price mechanism, creates rigiditiesnd aresults in  wron
allocation of resources

2. Reduces Saving. Inflation adversely affectsmving and capital
accumulation. When prices increase, therchasing power of
money fall which means more money is required tpthe same
guantity of goods. This reduces saving.

3. Discourages Foreign Capital. Inflation nib only reduces
domestic saving, it also discourages the infloioogign capital
into the country. If the value of money falls calesiably, it may
even drive out the foreign capital invested ind¢bantry
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4. Encourages Hoarding. When prices increase, hoarty of larger
stocks of goods become profitable. As @nsequence of
hoarding, available supply of goods irelation to increasing
monetary demand decreases. This results in blagketireg and
causes further price-spiral.

5. Encourages Speculation Activities. Inflatio promotes
speculative activities on account of utaiety created by a
continually rising prices. Instead of reag profits though
genuine productive activity, the businessmdmd it easier to
make quick profits through speculative activities.

6. Reduces Volume of production. Inflation reducgthe volume of
production because (a) capital accumulatidvas slowed down
and (b) business uncertainty discouragentrepreneurs from
taking business risks in production.

7. Affects Pattern of Production. Inflation adversely affects the
pattern of production by diverting theesources from the
production of essential goods to that ofn-eesential goods or
luxuries because the rich, whose incomes inereasre rapidly
demand luxury goods.

8. Quality Fall. Inflation creates a sellersnarket in which sellers
have command on prices because of excessive deiasuth a
market, any thing can be sold. Since theodycer's interest is
only higher profits, they will not care for the ditya

B) Effects on Distribution

Inflation results in redistribution of dome and wealth because the
prices of all the factors of productiondo not increase in th
paopertion. Generally, the flexible income grougisch as businessmen,

traders, merchants, speculators gain dunmigation due to wind-fall
profits that arise because prices rise faster ttheicost of production.

On the other hand, the fixed income groups, ssclvorkers, salaried

persons, teachers, pensioners, interest andeaemtrs, are always the

losers during inflation because their incomes alimcrease as fast as

the prices. Inflation is unjust because it putsneenic burden on those

sections of the society who are least ate bear it. The effects of
inflation on different groups of society are addois.

1. Debtors and Creditors. During inflation, the debtors are the
gainers and the creditors are the losers. The destand to gain
because they had borrowed when the purchasing pmvweoney
was high and now return the loans when the purebaswer of
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money is low due to inflation. The creditors, oa thother hand,
stand to lose because they get back less tmstef goods and
services than what they had lent.

2. Wage and Salary Earners. Wage and agy earner:
usuallguffer during inflation because (a) wages and Eslato not rise

in the same proportion in which the prices @r tlgost of living

rises and (b) there is a lag between a rise iptice level and a

rise in wage and salary. Among workers, those wawe Hormed

trade unions, stand to lose less than those whoramganized

3. Fixed Income Groups. The fixed-income gups are the worst
sufferers during inflation. Persons whavel on past savinc
pensioners, interest and rent earnersersufluring periods ¢
rising prices because their incomes remain fixed.

4. Business Community. The business commtni i.e., the
producers, traders, entrepreneurs, speculatorssttod to gain
during inflation, (a) They earn windfall pitsf because prices
rise at a faster rate than the cost mbduction (b) The
batause the prices of their inventorie® g@ip, thus increasin
their profits, (c) They also gain besau they are norme
borrowers of money for business purposes.

5. Investors. The effect of inflation on investors depends ¢
in  which asset the money is invested. If thevestors invest their
money in equities, they are gainers because oirrigsofit. If the
investors invest their money in deberdurend fixed incom
bearing securities bonds, etc, they are the losesuse income
remains fixed.

6. Farmers. Farmers generally gain during inflation because th
prices of the farm products increasesteia than the ¢
pfoduction, thus, leading to higher profits durinfiation.

Thus inflation redistributes income and wealthuolsa way as to harm

the interests of the consumergreditors, small investors, laboul
middle class and fixed income groups and toodavthe businessmen,
traders, debtors, farmer etc. Inflation, is societjust because it makes

the rich richer and the poor poorer; it trarsfgealth from those who

have less of it to those who have already too nadich

C) Non-Economic Consequences

Inflation has far reaching social, moral and pcditiconsequences:
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1. Social Effects. Inflation is socially unjust and unequitable
because it leads to redistribution of income apdlth in favour
of the rich. This widens the gap between haveshand-nots and
creates conflict and tension in the society.

2. Moral Effects. Inflation adversely affectdusiness morality and
ethics. It encourages black marketing arghables the
businessmen to reap wind-fall gains byndasirable means In
order to increase the profit margin thproducers reduce the
quality by introduction of adulteration in theirgalucts.

w

a country. It corrupts the politicians andveakens the political
discipline. Again, social inequality andmoral degradation
resulting from inflationary pressures leatb general
discontentment in the public which may result ia kbss of faith
in the government. General dissatisfactiomomy masses may
sometimes result in political revolutioror toppling of the
government. It was the hyperinflation in Germanyirng 1920s
that made Hitler a dictator. It is correctly remeatk"Hitler is the
foster-child of inflation".

In short, inflation is undesirable because oéitsound harmful
consequences. It is "economically unsound, polijiciangerous
and morally indefensible" It should be avoidableossible, and
if it occurs, should be checked before it is tde.la

3.3 Control of Inflation

The cumulative nature of the inflationarprocess and its socio-
economic effects clearly indicate that appreri measures should be
taken to control inflation in its early stagkitlis not checked in the
beginning, it may develop into hyper-inflation with dangerous effects

on the economy. Since inflation is nrmaincaused by an excess
effective demand for goods and services at thesfafployment level as

compared to the available supply of goaalsd services, measures to
control inflation involve reduction in the totagéwhand on the one hand

and increasing output on the other hand. Brodldé/measures against

inflation can be divide into: (a) Monetary pgligb) Fiscal policy, (c)

Direct controls, and (d) Other measures.

A) Monetary Policy

Monetary policy is adopted, by the monetamythority or the central

Political  Effect. Inflation also disupts the political life of

of

bank of a country to influence the pply of money and cred

bjanging interest rate structure and labdity of credit. Various
monetary measures to control inflation are expthinelow:
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1. Increasing Bank Rate. Bank rate is the rate at which central
bank lends money to the commercial banks. Anreese in the
bank rate leads to an increase in thérast rate charg
bgmmercial banks which, in turn, discges borrowing by
businessmen and consumers. This will reduce mangylyswith
public and thus control the inflationary pressure.

2.Sale of Government Securities. By selj government
securities in  the open market, the central kbatrectly reduces
the cash reserves of the commercial banksause the central
bank must be paid from these cash reserves.allha the cash
reserves compels the banks to reduce their leraditigities. This
will  reduce the money supply and hendbe inflationary
pressures in the economy

3. Higher Reserve Ratio. Another monetary measure to check
inflation is to increase the minimum reserve rafin.increase in
the minimum reserve ratio means that thmeember banks &
required to keep larger reserves with the centraklihis reduces
the deposits of the banks and thus limitgirthpower to create
credit Restrictions on credit expansion will cohtridlation.

4. Selective Credit Control. The purpose of selee credit control
measures is to influence  specific typef oredit  whil
gheing types of credit unaffected. Sucbelective measures ¢
particularly important for developing economiesvhich, on the
one hand, there is an increasing need dmrdit expansion fo
growth purposes, and, on the other hand, thisralso need for
checking inflationary tendencies. In such situation, selective
credit control measures art direct the flow of credit fro
unproductive and inflation-prone sectors towdh#sproductive
and growth oriented sectors. The main $ekccredit control
measures to control inflation are:

i. Consumer Credit Control. This method is adopted during
inflation to curb excessive spending by consemar advanced
countries, most of the durable consumer goosls;h as, radio,
Television, refrigerator, etc.; are purchasedhgconsumers on
instalment credit. During inflation, loan faa#is for instalment
buying are reduced to minimum to check consummending.

This is done by (a) raising the initial paymeh),covering the
large  number of goods, and (c) reducinthe length
treyment period.

ii. Higher Margin Requirements. Margin requirement is the
different between the market value ohet security and i
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maximum loan value. A bank does not advance loaaldq the

market value of the security, but less. Fongxa, it may lend

600 Naira against the security worth 1000 Nairastthe margin
requirement in this case is 40%. Duringflation, the margin
requirement can be raisedto reduce the loae can get on a
security.

Limitations of Monetary Policy: During inflation, a dear money
policy is recommended which aims at reBStrgc the credit creation
activities of the commercial banks. But such amiafiationary policy

suffers from many limitations:

I. Prof. Galbraith mentions three reasons for tiegfectiveness of
the dear money policy during inflation(a) In times of high
earning, i.e., when the marginal efficiency of ¢algs high, both
long as well as short period investmenbecome relatively
incentive to changes in interest rates, (b) Theeguwent fails to
come to grips with real investment, (c), Very oftdre monetary
policy applied is so soft that it has little impact inflation.
ii. Excess reserves possessed by the commerciled lsan make the
monetary measures of the central bank ¢ontrol inflation
ineffective. Excess reserves enable the banktbrgore credit
even when the credit control measures have beanetlby the
central bank.
iii. Monetary measures alone will not be guéntwhen there are
cost-push inflationary pressures. Along with monegmlicy, the
fiscal policy and income policy are also needed.
iv. If the inflationary price rise is due to scigy®f output, then the
monetary policy will not be of much seu In this case
appropriate output policy is required.
v. Monetary policy will also not help in contrallj inflation if the
inflation is due to deficit financing
vi. In the modern economies, large amounts of memeys (in the
form of securities, bonds, etc) are in existend@ckvare highly
liquid in nature. In such circumstances, it is smeasy to control
the rate of spending merely by contngll the money supply.
There is no direct relationship between morgipply and the
price level.

In short, however, judicious use of mamet policy as a secondary
measure has an important role in checking ity pressures. The

greatest merit of monetary policy is its flexiyilitvionetary restrictions,

along with other measures, are necessamy quickly and efficiently
control inflation.



MBF833 MONEY AND
BANKING

B) Fiscal Policy

Fiscal policy is the budgetary policy of the govasant relating to taxes,

public expenditure, public borrowing and deffeiancing. The major
antHnflationary  fiscal measures include (a)ncrease in  taxatic
(p¥luction in public expenditure, (c) increase public borrowing, and

(d) control of deficit financing

1. Increase in Taxation. Anti-inflationary tx policy should be
directed towards restricing demand withougstricting
production. Excise duties and sales tax amarious goods, for
example, take away the buying power from the coresiwgoods
market without discouraging the expanding proslac capacity
of the economy. Some economists, therefore, ppefgressive

direct taxes because such taxes on thee hand, redt
theposable income of the people and, dhe other har

pustified on the basis of social equity.

2. Reduction in Public Expenditure. During mflation, effective
demand is very high due to expansionf @ublic an
ppeattng. In  order to check unregulagdvate spending, th
government should first of all reducets i unproductive
expenditure." In fact, during inflation, atthe full employment
level, the effective demand in relation to the klde supply of
goods and services is reduced o t the extent th
gepenthitere is curtailed. Public expenditurbeing autonomous,
an initial reduction in it will lead to a multiplereduction in the
total expenditure of the economy. But for certdimitations of
this measure: (a) It is not possible to reduddipu expenditure
related to defence needs particularly during waes, (b) Heavy
reduction in government expenditure may come dtdash with
the planned long-run investment programm@s a developing
economy.

3. Public Borrowing. Public borrowing is a@other method of
controlling inflation. Through public borrowing,glgovernment
takes away from public excess purchasippwer. This will
reduce aggregate demand and hence the penel. Ordinarily
public borrowing is voluntary, left to the freelkaf individuals.
Voluntary public borrowing may not bringto the governmel
sufficient funds to effectively control the iaflonary pressures.
In such conditions, compulsory public bormagv is necessary.
Through compulsory public borrowing a aert percentage of
wages or salaries is compulsorily dedlicten exchange fc
saving bonds which become redeemable after a feavsyhn this
way, purchasing power can be curtailed for aindefperiod to
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curb inflation. Compulsory public borrowinghas certain
limitations, (a) It involves the elemenbf compulsion on the
public, (b) It results in frustration ifthe government borrows
from the poorer sections of the public who canraantribute to

this scheme, (b) The government should avoid pglyatk the

past loans during inflationary period, otheemvist will generate

further inflation.

4. Control of Deficit Financing. Deficit financing means financing

the deficit budget (i.e. excess of government edjpere over its
revenue) through printing

Limitation of Fiscal Policy: Fiscal policy as an anti-inflationary
policy, also has certain limitations: (a) Througdtél measures, various

welfare schemes are curtailed to control inflatdnch adversely affect

the poor people, (b) For the proper implementatiotie fiscal policy,

efficient administration is needed which is norm&tiund lacking, (c)

For fiscal measures to become effective, stablditiqad set up, political

will of the government and public cooperation aguired, (d) Even if

these limitations are removed, fiscal policy algeot sufficient. What

is, in fact, needed s the proper cootitima of fiscal and monetary
measures for controlling inflation.

C) Direct Controls

Direct controls refer to the regulatory measuregeutaken with an
objective of converting an open inflation into gpressed one. Direct
control on prices and

rationing of scarce goods are the two such regylat@asures.

1. Direct Controls on Prices. The purpose of priceontrol is to fix
an upper limit beyond which the price of particidammodity is
not allowed and to that extent inflation is suppegk

2. Rationing. When the government fixes & quota of certain
goods so that each person gets only imitel quantity of the
goods, it is called rationing. Rationing becomesassary when
the essential consumer goods are relatively scahmepurpose
of rationing isto divert consumption fromofie goods whose
supply needs to be restricted for sonspecial reason, e.g. to
make such commodities available toa large mmbf people.
According to Kurihara, ‘"rationing shouldaim at diverting
consumption from particular articles whossupply is below
normal rather than at controlling aggregate congiomp Thus,
rationing aims at achieving the twin objectivepo€e stability
and distributive justice.
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Limitations of Direct Controls: Various limitations of direct controls
are mentioned below:

I. Direct controls suppress individual initiativechenterprise:

ii. They discourage innovations, i.e., new techagjand new
products.

lii. They encourage speculative tendenciesmid create artificial
scarcity through large-scale hoardings. tf is expected that a
particular commodity is going to be ragdn due to scarcity
people tend to hoard large stocks of it, thus ngakiscarce.

iv. The implementation of direct controrequires efficient and
honest administrative machinery. Generally, dir@ontrols lead
to evils like black marketing, corruption, etc

v. As soon as direct controls are removed, greai@uic
disturbance appears.

vi. Direct controls have limited applicabilityThey are considered
useful when applied to specific scarcitareas and in
extraordinary emergency situations. Serious olgastare raised
against direct controls during peace time.

vii. According to Keynes, '"rationing involvegreat deal of waste,
both of resources and of employment.”

Despite these shortcomings, direct controls aomsidered superior to
monetary and fiscal measures. They seem inevitalie®dern times to

contain inflationary pressures in the economy bseaf the following

reasons: (a) They can be applied easignd quickly and her
theguce rapid effects, (b) They are more s$ekecand discriminatory
than monetary and fiscal controls, (c)erth can be variations
theensity of operations of direct congrol from time to tin
diftbreim sectors.

D) Other Measures

Besides monetary, fiscal and direct measures, Hrersome other
measures which can be taken to control inflation:

1. Expansion of Output. Inflation arises partly dwe to inadequacy
of output. But, it is difficult to increase outpaiiring inflationary
period because the productive resources haveadsglrebeen fully
utilised. Under such condition when output as alelecannot be
increased, steps should be taken to increase aftputse goods
which are sensitive to inflationary praes. This requires
reallocation of resources from the productioh less inflation-
sensitive goods (i.e., luxury goods) to tpeoduction of more
inflation-sensitive goods (i.e. food, clothingnd other essential
consumer goods) Such reallocation of ressurwill keep the
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prices of essential consumer goods under chec&idyng their
output.

2. Proper pWage Policy. In order to check inflationit is necessary
to control wages and profits and to adopt approprizvage and
income policy. Wage increase should be alloweati¢ovorkers
only if their productivity increases; inhig way, higher wages
will not lead to higher costs and hence highergsic

3. Encouragement to Saving. Increase in private sangs has dis-
inflationary impact on the economy. Privateviisglead to the
reduction of expenditure income of the pepplehich in turn,
curtail inflationary pressures. The governmestiould therefore
take steps to encourage private savings.

4. Overvaluation. Overvaluation of domestic curremy in terms of
foreign currencies also serves to control inflailothree ways:
(a) 1t will discourage exports and thus increasea¥milability of
goods and services in the domestic market (willlencourage
imports from abroad and thus add to the domesiaksif goods
and services, (b) by reducing the priceof foreign materials
which are needed in domestic productioit, will control the
upward cost-price spiral.

5. Population Control. In an overpopulated country,like India, the
measures to check the growth of populatioso aproduce anit-
inflationary  effects. Effective family plamg programmes
ultimately reduce the increasing pressures on gédemand for
goods and services, thus helping to keep the grimiites under
control.

6. Indexing. Economists also suggest indegin as an anti-
inflationary measure. Indexing refers to monetanyeaxctions by
periodic adjustments in money incomes of the peaptkin the
value of financial assets, saving deposits, b&dd by the public
in accordance with changes in the pricBser example, if the
annual price rise is 10% the money incoames the value of
financial assets should be increased by 10% uhéesytstem of
indexing.

SELF-ASSESSMENT EXERCISE

What are the various measures that can be adaptemtrol inflation?

4.0 CONCLUSION

The above discussion leads to the osmmh that a proper anti-
inflationary policy should be comprehensive It ddaavolve all types

of measures and should not exclusively depend apemeasure or the

other. The problem of inflation must betaeked fromall sides with
determined efforts.
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You have identified the various causes and effefciisflation. You have

also seen that there are various strategies towdrd$ inflation can be
controlled.

5.0 SUMMARY

In this unit, we have discussed the causes andtefd¢ inflation, and
the various measures of controlling inflation.

6.0 TUTOR — MARKED ASSIGNMENT

Discuss the various causes of inflation you know.
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1.0 INTRODUCTION

In this unit we shall discuss the meaning aobjectives of monetary
policy. We shall also discuss the role of moneplcy in developing
countries.

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

» Define monetary policy
* Identify the objectives of monetary policy.
* Discuss the role of monetary policy in developoogintries.

3.0 MAIN CONTENT

3.1 Monetary Policy

Monetary policy is concerned with the changes @& thupply of money

and credit it refers to the policy measures un#tertdy the government

or the central bank to influence the availabildgst and use of money

and credit with the help of monetary chieiques to achieve specific
objectives. Monetary policy aims at influencing genomic activity in

the economy mainly through two major vaeab ie., (a) money or
credit supply, and (b) the rate of interest.

The techniques of monetary policy are themes as the techniques of
credit control at the disposal of the central bardrious techniques of
monetary policy, thus, include bank rat@mpen market operations,
variable cash reserve requirements, selectivetaredirols. R. P. Kent
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defines monetary policy as "the managemenf the expansi
aodtraction of the volume of money in circulation for 1
pyphoge of attaining a specific objective such as fi
Acgogimgnt.to  A. J Shapiro, "Monetary gl is the exercise
tlamtral bank's control over the moneyupply as an instrum
tmhieving the objectives of economic licin the words of
Bowan, "The monetary policy is defineds discretionary action
undertaken by the authorities designed tfluence (a) the supply
money, (b) cost of money or rate ofteiast and (c) availabi
ofoney."

Monetary policy is not an end in itself, but a meéman end It involves

the management of money and credit for the furtier@f the general

economic policy of the government to hiage the predetermine
objectives. There have been varying objectigds monetary policy in
different countries in different times danin different economic
conditions. Different objectives clash witrach other and there is
problem of selecting a right objectivdor the monetary policy
aountry. The proper objective of the monetaryqpois to be selected

by the monetary authority keeping in view the specionditions and
requirements of the economy.

3.2 OBJECTIVES OF MONETARY POLICY
Various objectives or goals of monetary policy are:

I. Neutrality of Money

ii. Exchange Stability
Price Stability

jii. Full Employment
Economic growth

These objectives are discussed in detail as follows
Neutrality of Money

Economists like Wicksteed, Hayek, Robertson, adwotcthat the main

objective of the monetary policy is to maintacomplete neutrality of

money. The policy of neutrality of money seeko do away with the
distributing effect of changes in the quintof money on importar
economic variables, like income, outpuemployment and prices.
According to this policy, money supply should doatrolled in such a

way that money should be neutral in #dfects. In other wort
ti@nges in money supply should not change thal wolume of output

and total transactions of goods and services ietbaomy.
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The policy of neutrality of money isbased on the assumption that
money is purely a passive factor Itndiions only as a medium of
exchange In the absence of money, barter (i.e¢tixchange of goods

for goods) determines the relative valugls goods. The function of
money is only to reflect these relative values aoidto distort them. On

the basis of the assumption of the passive dradeaole of money, the

advocates of the neutrality of money hold the vieat money should

not be allowed to interfere in the neutral dioning of the economic

forces both on the supply and demarsitles, such as productive
efficiency, cost of production, consumer preferance

The exponents of the neutral money cpoli believe that monetary
changes are the root cause of all economic iligyTcause disturbances

in the smooth working of the economic system. Taeyresponsible for

the occurrence of trade cycles. They bring chaingéhe real variables

like income, output, employment and et prices. They cause
imbalance between demand and supply, consompénd production.
Thus, economic fluctuations (inflation and flakon) are the result of
non-neutral money (involving changes in money syipghd stability in

the economic system with no inflationnda deflation requires the
adoption of neutral money policy (involving condtaroney supply).

Thus, according to the policy of neutral moneyhd money is made

neutral and the money supply is kepbnstant, there will be no
disturbances in the economic system. In such atgty relative prices

will  change according to the changes the demand and supply of
goods and services, economic resources will Hecaiéd according to

the wants of the society, and there will be naaitndh and deflation.

However, this does not mean that the ewonsupply should be kept
constant under all circumstances:

I. The supply of money will have to be changedrfittme to time
to provide for the changes in the velocity of maneythe periods
of a fall in the velocity of money, the supply obney has to be
increased and in periods ofa rise in thearglef money, the
supply of money has to be reduced. It is, in fd&t, volume of
effective money supply (including both the wwok of standard
and bank money as well as the velocitf circulation of the
money) which should be kept constant.

ii. The money supply will also be changed neutralise the basic
changes in the economic structure of theinty. Such basic
changes are changes in population, changes indicaniques of
production, innovations, etc.
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Exchange Stability

Exchange rate stability has been the traditioobjective of monetary
policy under gold standard. It was coessd the primary objecti
while stability of prices was considered seconddrgcause of the great
importance  of international trade among théading countries
therld. Main arguments made in favouof exchang stabilit
agdinst exchange instability are given below:

I. Stable exchange rates are essential for themgtion of smooth
international trade,

ii. Fluctuation in the exchange rates lead to lafckonfidence in a
particular currency and might result in the fligitcapital from
the country whose currency is unstable in value,

iii. Frequent changes in the exchange rates engelg@eculation in
the exchange markets.

Iv. Fluctuations in exchange rates alseadl to fluctuations in the
internal price level,

v. Fluctuations in the exchange rates adversegcathe economic
and political relationship among the countries.

vi. International lending and investment idaasly affected as a
result of fluctuating exchange rates.

The objective of exchange stability is hiaeed through establishir
equilibrium in the balance of paymentsMonetary policy pla
pnportant  role in  bringing balance of ayments equilibrium
thghout disturbing the stable exchange rate. Antiguwith a deficit in

balance of payments, for example, adopts a rag&ictnonetary policy.
Contraction of currency and credit as a resulhefrestrictive monetary

policy brings down the price level wiith the country. Tt
wilcourage exports and discourage imporiscrease in  exports &
decrease in imports wil, in turn, @utr the disequilibrium
tredance of payments position

Exchange rate stabilty as an objectivef monetary policy h
beteised on two grounds: (@) Exchangerate stability
gehienadig at the expense of internal price stal#lity, fluctuations in the

internal  price level cause serious dinces in the  econc
addersely affect its smooth  working andorogess, (b) Wi
statblange rates, the inflationary and afiethary conditions of so
countries are passed on to other countridsis guts the country with
stable exchange rates at the mercy «ofie other countri
gerrebsly affecting the economy of that country.

In  the modern times, when InternationaMonetary Fund h
bewblished to deal with theproblem of maintaining excha
rate
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stability among the member countries and mostt@tountries of the

world are members of this institution,het exchange stability as an
objective of monetary policy of a countryash lost much rather than
maintaining exchange stability.

Price Stability

With the abandonment of gold standardtera the World War I,
exchange stability was replaced by pricabiity as an objective of
monetary policy Greater attention was paid to ttodlem of removing

violent fluctuations in the domestic fluctuasin the prices through
various monetary controls and regulations. Priabikity refers to the

absence of any market trend or shasport-run movements in the
general price level. Price stability does noeam that each and every
price should be kept fixed;it meansthat theerage of prices or the
general price level, as measured by the whaegaice index, should

not be allowed to fluctuate beyond certain mimmumit. Stable price

level does not mean fixed or frozen price lev&lconomists generally

regard 2 to 4% annual rise in prices as the sfaite level.

Arguments in favour of Price Stability: The price stabilization is
advocated on the basis of the following arguments:

I. Price Stability leadsto great disturbances the economy and
price stability ensures smooth functioning heft economy and
creates conditions for stable economic growth.

ii. Inflation and deflation representing cumide rise and fall in
prices respectively are both economically distugtand socially
undesirable. They create problems of productiondastdibution,

iii. Inflation is socially unjust becauset redistributes income and
wealth in favour of the rich.

iv. Deflation leads to the reduction of income @autput and cause
widespread unemployment.

v. Periods of price and business fluctuatiossich as the hyper-
inflation of 1923-24 and the Great Depression1%#9-33 have
been the periods of great internationapheavals, leading to
World War II.

vi. Price  stability eliminates cyclical flugtions and helps to
promote business activity It results iactive and stable
prosperity,

vii. Periods of price stability enable money tofpen its functions of
(a) store of value and (b) standard deferred payments
smoothly.

viii. Price  stability leads to equitabledistribution of income and
wealth among various sections of the society.

ix. Stability of price level promotes @omnic progress and
economic welfare in the country



MBF833 MONEY AND
BANKING

Full Employment

With the publication of Keynes' Generahebry of Employment,
Interest and Money (1936), full employment becaméhe ideal goal of

monetary policy. Keynes emphasised the rotd monetary policy i
promoting full employment of human andatural resources
tleaintry. He advocated cheap money policy, ekpansion of currency

and creditand reduction in rate of interesgchieve the goal of full
employment Full employment of Ilabour andll f utilization of othel
productive resources are important fronme t point of view of
maximising economic welfare in the country.

Meaning of Full Employment. The concept fo full employmen
iague and ambiguous It has been differentiterpreted by differen
economists. However, one thing is clear that daiployment does not

mean complete absence of unemployment. dther words, full
employment does not mean that each and evespmein the country
who is fit and free is employed productively. letfeull employment is
compatible with some amount (i.e. 3 to 4 %) okseal and frictional
unemployment. According to Beveridge, fulnm@oyment means that
"unemployment is reduced ot short intervals of stand by,
trextainty that very soon one will be wanted in smmdd job again or will

be wanted in a new job within one's power."

Full Employment in Developed and Underdeloped Countries:
The problem of full employment is di#at for developed an
underdeveloped countries. The developed castriike England and
America, may already have achieved the level Ibf fmployment and

the problem in these countries is to maintain leéael by avoiding all

kinds of fluctuations. On the other hand, the uddeeloped countries,

like India and Nigeria, are characterised by wigdeead unemployment

and underemployment. So the problem in these desns to remove
unemployment by providing job to all those whe waiilling to work.

Thus, the problem in an underdevelopetbuntry is to achie
@uiployment, whereas that, in a developed counsryto maintain full
employment:

Achievement and Maintenance of Full Empionent Level:
Monetary policy can help the economy toachieve f
Acgogimgnto Kcynes, unemployment is mainflue to deficiency of
investment and the level of full emplwnt can be achie
Imcreasing investment and making it equdab the saving at
fuhployment level. The main task of mane policy is |
axpadsupply and reduce rate of interest to thtwmm level which

raises the investment and ultimately ewahg full employment i
commonly called cheap money p'olicy. Cheap mondigypstimulates

investment by expanding money supply and redudiagriterest rate.
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Economic Growth

Traditionally, monetary policy has been regarded akort-run policy

primarily aiming at achieving the objectives oicprstability and full

employment. But quite recently, the emphasis has kaifted from full

employment or price stability to economic growthtas main objective

of monetary policy. The monetary policy is now nader considered

as a short-run policy of securing ®ihployment level free from
cyclical fluctuations.

On the other hand the main objective mbnetary policy now is to
achieve the long-run goal of ever-increasing rdeconomic growth.

The USA Employment Act of 1946 made it obligatorythe federal
government to take all possible measures not anpydmote maximum
employment, but also maximum productiom ithe country. The
objective of economic growth is also important frtma point of view

of the underdeveloped countries. The real proltetnese countries is

not the short-run cyclical fluctuationsin @uootion and employment,
but is one of long run structural changes aimingr@ating conditions

necessary for economic development. Thube main objective of
monetary policy in an underdeveloped countshould be to play an
active part in the process of economic development.

In fact, economic growth has been aptly made thegmy objective of
monetary policy. The following arguments can bezambed in favour of
economic growth:

I. The objective of full employment cannot spibly be achieved
without raising the rate of economic growth,

ii. Increasing the rate of economic growth is neaegif the people
are to be provided with ever-rising living standard

li. Rapid economic growth is essentialor f the survival of the
developing countries in the present competitivelavor

Iv. The objective of economic growth take®intonsideration the
broader long-term perspective. It is coned with economic
and technological progress of the country.

v. According to Woodworth, the objectiveof economic growth
deserves priority because of two reasor®) Despite the
enormous improvement in the living staddarin the western
world, poverty still remains the world'dourning economic
problem (b) Economic growth is an essentingredient of the
economic and political institutions.

Some economists have opposed the grovabjective of monetary
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policy in underdeveloped countries. Accogdinto Howard Ei§, for
example, any monetary policy promoting oremnic growth in an
underdeveloped country is doomed to frustratiorabse such countries

are highly susceptible to inflationary p@®s. But, the most
twonomist are in favour of the monetary policy hgveconomic growth

and are of the view that monetary igyol should explicit
adopomic growth as its primary objectives.

Economic growth has been defined as thm@acess whereby
redlonal income of a country increases over a fmergpd of time. In this

process, money can play an important role as a ilisin agent. Most

of the countries, particularly the less developedintries, possess the
physical and human resources necessary for ecorggowth, but their

resources remain un-utilized largely due to laickecessary finances.

Under such conditions, an expansionary monetangyydly providing

necessary monetary resources, will be able miobilise the unutilized
resources and thus will activate and acceleratpribeess of economic

growth.

The monetary policy aiming at promotingconomic growth mus
satisfy two conditions:

I. The monetary policy must be flexible. In othesrds, it must be
able to establish equilibrium between raggte demand for
money and aggregate supply of goods aseérvices. When
aggregate demand for money exceeds the gaggre supply of
goods a restrictive monetary policy shorJd &dopted. On the
contrary, when aggregate supply of goods and es\@xceeds
aggregate monetary demands, an expansionary tampneolicy

should be adopted. Thus, a flexib moneta
pokoyes price stabilization which igcessary for econon
growth.

ii. The monetary policy should be abléo promote capital
formation. In other words, it should create favduleaatmosphere
for promoting saving and investment in the courfiyr. this, the
aim of the monetary policy should b& remove price
fluctuations and establish reasonable price stabili

3.3 Role of Monetary Policy in Developing Catries

The monetary policy in a developing ecoponwill have to L
diffsent from that of a  developed ecogom mainly due
diffeventic conditions and requirements of the twegyqf economies. A
developed country may adopt full employment orestabilisation or

exchange stability as a goal of the monetary poBeyt in a developing

or underdeveloped country, economic growth is fxémary and basic
necessity. Thus, in a developing economy, the taoyeolicy should
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aim

at promoting economic growth. The onetary authority of a

developing economy can play a vital role by adwpsuch a monetary

policy which creates conditions necessary foidragonomic growth.
Monetary policy can serve the following developna¢neéquirements of

developing economies.

1.

3.

Developmental Role. In a developing @wmy, the monetary
policy can play a significant role inaccelerating economic
development by influencing the supply andses of credit,
controlling inflation, and maintaining balance @fyjpnent. Once
development gains momentum, effective namyet policy can
help in meeting the requirements of axpng trade and
population by providing elastic supply of credit.

Creation and Expansion of Financial Institutions. The
primary aim of the monetary policy in a d®eping economy
must be to improve its currency and credit systéore banks
and financial institutions should be set uptipalarly in those
areas which lack these facilities. The extansof commercial
banks and setting up of other financial iinsbns like saving
banks, cooperative saving societies-, mutuatiesies, etc. will
help in increasing credit facilities, mobilisimgluntary savings

of the people, and channelising them into pradactuses. It is
also the responsibility of the monetary autiiorto ensure that
the funds ofthe institutions are diverted iptmrity sectors or
industries as per requirements of the de@wetnt plan of the
country.

Effective Central Banking. To meet the delopmental needs,

the central bank of an underdevelopeduntty must function
effectively to control and regulate the volunw# credit through
various monetary instruments, like banlkatey open market
operations, cash-reserve ratio etc. Greatmnd more effective
credit controls will influence the alldmnm of resources by
diverting savings from speculative and unprodéctietivities to

productive uses.

Integration of Organised and Unorgased Money Market.
Most underdeveloped countries are chaigettr by dual
monetary system in which a small but highly amiged money
market on the one hand and large".t Bunorganised money
market operates simultaneously. The un-organisateynmarket
remains outside the control of the @ntbank. By adopting
effective measures, the monetary authority
sliegtate  the un-organised and organised secfdhe money
market.

Developing Banking Habit. The monetary w@whority of a less
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developed country should take appropriate meadarieicrease

the proportion of bank money in the total moeagply of the
country. This requires increase in thieank deposits by
developing the banking habits of the people andifaoising the

use of credit instruments (e.g. cheques, draft}, et

6. Monetisation of Economy. An underdeveloped catry is
also marked by the existence oflarge nonetised sector. In
this sector, all transactions are made througirtebsystem and
changes in money supply and the rate of interesodanfluence
the economic activity at all. The monetary auttysshould take
measures to monetise this mooretised sector and bring
under its control.

7. Integrated Interest Rate Structure.In an underdeveloped
economy, there is absence of an integrated inteatesstructure.

There is wide disparity of interest rates prevgilim the different

sectors of the economy and these ratesndb respond to th
changes in the bank rate, thusmaking the  monet:
padfégctive. The monetary authority should takeefifve steps to

integrate the interest rate structure of the-eoon Moreover, a

suitable interest rate structure should Heveloped which no
only encourages savings and investment in tbatop but also
discourages speculative and unproductive loans.

8. Debt Management. Debt management is anotharrfction
of monetary policy in a developing countripebt management
aims at (a) deciding proper timing anduisg of government
bonds, (b) stabilising their prices and (c) minimgsthe cost of
servicing public debt. The monetary authority sdaxdnduct the
debt management insuch a manner that conditire created
"in which public borrowing can increase from y&ar year and
on a bigscale without givingany jolt toethsystem. And this
must be on cheap rates to keep the&den of the de
ldawever, the success of debt management requeesxistence
of a welldeveloped money and capital market alongitt
wariety of short-term and long-term securities.

9. Maintaining Equilibrium in Balance of Paymerts: The
monetary policy in a developing economghould also soh
balance of payments problems. Such a problem ginearises
in the initial stages of economic development wienimport of
machinery, raw material, etc., increasensderably, but the
export may not increase to the samgtené The monete
authority should adopt direct foreign exchange misiand other
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measures to correct the adverse balance of payments

10. Controlling Inflationary Pressures. Developingeconomies are
highly sensitive to inflationary pressures. Larggpenditures on
developmental schemes increase aggregate deBundoutput
of consumers does not increase in thames proportion. This
leads to inflationary rise in prices. Thus, the etany policy in a
developing economy should serve to contrmflationary
tendencies by increasing savings by tipeople, checking
expansion of credit by the banking eyst and discouraging
deficit financing by the government.

11. Long-Term Loans for Industrial Deelopment. Monetary
policy can promote industrial development in thdendeveloped
countries by promoting facilities of medium-ternddong-term
loans to the manufacturing units. The monetarfgaity should
induce these banks to grant long-term loans tanthestrial units
by providing rediscounting facilities. Other devaheent financial
institutions also provide long-term productive Iean

12. Reforming Rural Credit System. Rural credit system is
defective and rural credit facilities areleficient in the
underdeveloped countries. Small cultivatae poor, have no
finance oftheir own, and are largely depemden loans from
vilage money lenders and traders wheanegally exploit the
helplessness, ignorance and necessity o$ethegoor borrowers.
The monetary authority can play an importaote r in providing
both short-term and long term credit to the $malrangements,
such as the establishment of cooperaticeedit societies,
agricultural banks etc.

SELF ASSESSMENT EXERCISE

Outline and discuss the role of monetary policgeneloping countries.

4.0 CONCLUSION

It is true that monetary policy in a vdbping economy can play a
positive role in facilitating the procesd economic development by
influencing the supply and use of credit thiowgll-developed credit
institutions, checking inflation, maintainingbalance of payments
equilibrium, providing loan facilities toindustrial and agricultural
sectors, and so on. But it must be clearly bormaiid that the role of

monetary policy in economic development decondary and indirect,

and not primary and direct. The fundatake problem of
underdeveloped countries is that of inadequatengawvhich cannot be
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solved merely by creating financial institutiofifie growth of saving
basically depends upon the increase in productapacity and income
of the country. Financial institutions only provitieilities to encourage
savings to enhance the process of economic dewvelap They are not
the primary movers of economic development. ASeMand Baldwin
put it, "The currency and credit system must bparsive to the stimuli

of development, but monetary and financial iia8bns in themselves
cannot be expected to be the primary and activeersayf development

in a direct sense."

5.0 SUMMARY

In this unit, we have learnt the meagnimand objectives of monetary

policy. We have also learnt the role of monetaglicy in developing
countries.

6.0 TUTOR-MARKED ASSIGNMENT
Define the term monetary policy.
7.0 REFERENCES/FURTHER READINGS
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1.0 INTRODUCTION

Various attempts have been made to define theliarnk or banker.
In this unit, we shall define the term bank or kemkVe shall also trace
the origin of banking.

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

 Explain the meaning of a Bank, Banking or Banker
* Trace the evolution of Banking in Nigeria.

3.0 MAIN CONTENT

3.1 Meaning of Bank

As a result of different kinds of banks in existenmowadays, it would

be difficult, or at least cumbersome, to formulatefinition of banking

which connotes the diverse activities of &ihds of banks. We shall
therefore consider the definition under three viommnts:

a) Definitions of bank or banker by Text-Book Wr#e

b) Definitions of bank or banker by Status

c) Definitions of bank or banker as expressed byGQburts

a) Definitions of bank or banker by Text-Book Writers: A bank
has been defined by Dr. Hart as " a person or cagnparrying
on the business of receiving moneys, andeadnlg drafts, for
customers subject to the obligation of honouringeques drawn
upon them from time to time by the customers Lodkient of the

amounts available on the current accounts".
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In his 8th edition, published in 1972 Paga¢fined "a bank or

banker as a corporation or person (poup of persor
ataept moneys on current accounts, pagquds drawn upo
such account on demand and collect cheques farroess, that

if such minimum services are afforded to al anatdsy without

restricion of any kind, the business ia banking busine
whether or not other business is undertaken aahe time; that

providing the banking business as so understoodtia mere for

other business, the person or corporation is akdvasr bank for

the purposes of statutes relating to Imapk other than thc
where the sole criterion isthe satisfactiohsome government
department”.

Chamber's Twentieth Century Dictionary defin@a bank as an
“institution for the Kkeeping, lending andexchanging, etc «C
money. Economists have also defined aankb highighting
tarious functions. According to Crowther, "The bar& business

is to take the debts of other people to offer e @ exchange,

and thereby create money." A similar definiti@s been given

by Kent who defines a bank as "an organisation wipomcipal

operations are concerned with the accanom of the
temporarily idle money of the general public fdine purpose of
advancing to others for expenditure." Sayets, e other hand,

gives a still more detailed definition of bank thus: "Ordinary
banking business consists of changing cash for bapksits and

band deposits for cash; transferring bameposits from on
person or corporation (one 'depositor) tanother; giving bank
deposit in exchange for bills of exchange, govemirbends, the

secured or unsecured promises of businessmenay, rejg. Thus

a bank is an institution, which accepts depdsits the public

and in turn advances loans by creating credi. diifferent from

other financial institutions in that they cannaate credit though

they may be accepting deposits and making advances.

b) Definitions by Statutes:  There are no definitbns by statute that
are of more value. All we can see from the statate that both
the Bills of Exchange Act 1882 and eth Stamp  Ac
agempted to define a banker as any person yigr o
thesiness of banking.  In fact, section 2 of thdls®f Exchange
Act, 1882 provides that "in this Act, unless thatext otherwise
requires ......... a 'banker' includes adyboof persons, whether
incorporated or not, who carry on the businessaoking".

A Bank is "a company which carries on as its ppatbusiness
the accepting of deposits of money aurrent account ¢
otherwise, subject to withdrawal by cheque, drafirder".
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The 1958 Banking Ordinance defined banking asbtreness

of receiving money on current account, of payind eollecting

cheques drawn by or pad in by cusian and of making
advances to customer".

Section 2 of the bills of exchange Act 1958 defiadmnker as follows:

Banker includes a body of persons whethecorporated or not who
carry on the business of banking. But section thef Coins Act 1958

state that bankers means any corporation ingrnon the business of
banker or financial agents. Again section 2.1 efltligerian Evidence

Act 1958 provides that a bank and kban means any persons,
partnership or company carrying on the bwsmd bankers and also
include any savings established under the sawagk ordinance and

also any banking company incorporated under anypande hereto or

hereinafter passed relating to such incorporatdso under section 4.1

of the banking Act 1969 the term bank defined as follows: Bank
means any person who carries on bankibgsiness and include a
commercial bank, an acceptance house, a discousehand financial

institution

c) Definitions as expressed by the Courts: There a number of
decided cases where the definition ofa bankas been made.
For example, there was a traditionally expressed ¥hat no one
may be considered a banker unless he pmdeues drawn on
self. This was re-affirmed by Justice J. Mocat@66) and was
supported by the Court of Appeal in the celebratee of United
Dominions Trust Ltd. Versus Kirwood (1966).

3.2 Evolution of Banking

Banking is generally known to have started the Italian goldsmiths

who settled down into business in London about the seventeenth
century. They began by accepting deposi$ gold coins and other
valuables from their customers for safekeepingh®s volume of this

business grew they had to build larggrong rooms where these
customers' valuable items were kept until demavete made on them

by the depositors. But from empirical observatjdhey found out that

not all that were deposited were needed at aayticplar time. And so

they began giving out part of the ewn deposited to interested
borrowers by way of loans. They charged some anmiunterest. The

acceptance of deposits and granting of loans stk some of the basic

banking functions all over the world today.

It must be borne in mind that the farmer of the modern banking
started and performed virtually all theresent functions of modern
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banking. The acceptance of their custsmerletter of instructi
teansfer funds from his or her holding to anottegresents the present

day cheque system. After all a cheque merely an instruction
kgalised paper fromone customer to thekéanrequesting him (the
banker) to pay money written on the cheque to asddmeneficiary.

The Goldsmiths' receipts to their clients becanaditist known issue of
notes, though they were not legal tender.@hesceipts later became
transferable instruments.

As the individual goldsmith's business expanitedhecame necessary

for them to organise themselves into groups torm  Merchal
pridate  banks. As a result of the tfa®xpanding activities
trddemiths and the huge financial involvement mnimual citizens, it

became necessary to protect both the depositorthargbldsmiths. In
consequence, therefore, the British Governmen6@# Established the

Bank of England to regulate the controlesdn merchant and prive
banks amongst other functions.

In Nigeria, banking came with the advendf colonial masters:
Bratish colonists. The introduction of theirst modern banking dated
back to 1892, when the African Banking Corporati@as established in

Lagos at the invitation of Elder Dempster and Comp
Bfriddng Corporation was based in South Africa buerely opened a
branch  office in Lagos to finance theshipping business
Belapster and Company who was operating steamshiges between

Liverpool and the West Coast of Africa. Probablhaassult of the good
performances of the African banking Corporatiorgthar bank opened

its branch office in Lagos in 1894. The bank Wihs Bank of British

West Africa (now known as First Bankof Nig. Pic), whic
veggstered in London in 1892 with an authorisedtehpf £100,000 (or
N200,000). This bank enjoyed the monopoly ovekb® business in

Nigeria until 1916. Until this date, however, thenk (B.B.W.A.) was

the sole agent for the custody and distributioBratish silver currency

in West Africa asissued by the West Afric&urrency Board, which

was established in 1912.

The Bank of British West Africa remained domihaim the field until

1916 when the Colonial Bank, which was establisAeada result of its
dynamism, the bank opened fifteen branches mvitfour years it was
established in West Africa. In 1925, theassets and liabilities
traeak were taken over by a consortium of baoksprising Barclays
Bank, Anglo-Egyptian Bank and the National BanliSotith Africa to

forma new bank named Barclays Banks, D.C.O. n{ibmn, Colonial

and Overseas). This new bank had to change ite t@aBarclays Bank

of Nigeria Ltd., and later to Union Bankof Nigeria Limite
Other
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expatriate banks such as United Bankr féfrica, Arab Bank,
International Bank for West Africa, Bank dhdia, Bank of America
later Savannah Bank and Chase Manhattan Bank Wagex introduced

into Nigeria.

These banks were established by theon@l government and
businessmen and as such they were mainly catefimghe interest of
expatriates. The indigenous men and women andeh&rprises were

severally discriminated against. This disanatory attitude of these
foreign banks led to the first known protelsy the Nigerian business
community in 1892. This was followed by anpeal fromthe native
traders of Lagos to the Financiers from Great Briteghen they visited

Lagosin 1912. The heightof these protests whaes establishment in
Lagos of the first indigenous financiainstitution known as the
Industrial and Commercial bank in 1929. This protemtivated” bank

which  was established primarily to moderathe effects of the
discriminatory credit and investment policies the expatriate banks
against the indigenous enterprises went into lafioc 1930.

In 1931 another indigenous banking institution; khgerian Mercantile

Bank was formed with an initial paid-upapital of N3,400. Its total
deposits did not exceed N5,000 before it voluntdiguidated in 1936.

This bank had the same Managing Director witt findigenous bank

(the Industrial and Commercial bank) thdiguidated in 1930. The
failures of these banks were largely e duo inadequate capital,
inexperience management and inefficient and cradeumting method,

as well as the prevailing depressed economic donditt the time.

In spite of these woeful failures the determinatid Nigerians to own,

control and manage their own banks contdnuelowever, successful
indigenous banking efforts in Nigeria thus begathuhe establishment

of the National Bank of Nigeria Ltd., in 1933. Thank started with a

nominal capital of N20,000 and the paid-up amitew from N2,046

in 1936 to N29,108 in 1946. The deposits lial@atgrew from N7,830

in 1936 to N345,930 in 1946 and Loans/Advances drem N9,486 to
N220,000 during the same period.

The favourable outcome of the effort e ththen Western Region of
Nigeria Governmentin establishing the Natiddahk of Nigeria;the
continuing need to provide banking credits to titigenous enterprises

and the buoyancy of the economic conditions duttvegpost-world war

years encouraged others to establish indige banks. In any case,
between 1945 and 1960 a total of twenty thremerbus banks were

established and twenty ofthem had eithededaior surrendered their
licences and three survived. The historical dgualent of commercial

banking in Nigeria is well documented. Detailedlgsis can be found

in various books.
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Nigeria appearsto be unique among the Africaloi@al territories in

having an early experience of active indigencommercial banking,
although  this  sector had constantly  beemwarfed by
egpttriatén terms of percentage and absol shares of assets
liabilities. Indeed, the development of the coencial banking system

in Nigeria has been along oligopolistic lines inieh a few expatriate

banks control the market. This isto be eig#d given the fact that
banking services were established to servihe needs of |
nasbemt sectors (that is, the government, foretgade, commerce and
industries), which were entirely dominated by tlegpatriates. For the
experiences of other developing economies, seetEnN

Between 1951 and 1954 many indigenouank$® tottered, faltere
limped and died. In fact these failures were ofigreagnitude. Various
governments in Nigeria have come up with differaetisures in order

to tackle the problem of bank failure. Somef these measures h:
contributed to strengthening the banking @eodf the economy. We
shall discuss someof these measures in a latter unit e
begimigpn. Nigeria as at today (2007) has tweg-fommercial banks

as a result of the recapitalization policy introelddy the Central Bank

of Nigeria.

SELF-ASSESSMENT EXERCISE

Trace the evolution of banking in Nigeria.

4.0 CONCLUSION

In conclusion, there are various definitions b&anker or banking. You
have seen that both banker and, bank mearess and the same thing
We know that banking has undergone some evolution.

5.0 SUMMARY

In this unit, we have discussed the meaningBd@k or Banker where

in we explained that they all mean one and the gange We have also

traced the evolution of Banking in Nigeriahere we mention that i
started with the British colonialists befothe indigenous banks were
later established.

6.0 TUTOR-MARKED QUESTION

Banking has been defined in various ways. Give sointieese
definitions.
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1.0 INTRODUCTION

In this unit, we shall explain the meaning of atcarbank and trace its
origin in Nigeria. We shall in additiondiscuss the functions
tremtral bank.

2.0 OBJECTIVES

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

* Explain what is meant by the central bank,
* Trace its origin in Nigeria.
* Discuss the functions of the Central Bank.

3.0 MAIN CONTENT

3.1 The Central Bank

The central bank is the apex bank in a countrig.dalled by different

names in different countries. It is the ReservekBarindia in India, the

Bank of England in England, the Federal ReseBastem in USA, the

Bank of France in France in Nigeria it m=alled the Central Be
bdligeria.

DIFFERENCES BETWEEN CENTRAL BANK AND
COMMERCIAL BANKS

1. The «central bank is the apex institu of the monetary ar
banking structure of the country. The commercialkia one of
the organs of the money market.

2. The central bank is a no-profit institutionhigh implements the

economic policies of the government. But the conomaébank is
a profit-making institution.
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3. The central bank is owned by theovegnment, whereas the
commercial bank is owned by shareholders.

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

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

6. The central bank is the banker's kbanAs such, it grants
accommodations to other banks in thermfo of rediscount
facilities, keeps their cash reserves, and cléais balances. On
the other hand, the commercial bank amdgs loans to and
accepts deposits from the public.

7. The central bank controls credit in accordanite the needs of

business and economy. The commercial baolkeates credit to
meet the requirements of business.

8. The central bank helps in establishing finanaisiitutions so as
to strengthen money and capital markets aincountry. On the
other hand, the commercial bank helps industryrmeuowriting
shares and debentures, and agriculture btimge its financial
requirements through cooperatives or individually.

9. Every country has only one centralanb with its offices at
important centres of the country. On the eothhand, there are
many commercial banks with hundreds of branch#smand
outside the country.

10. The central bank is the custodian of the foreigrrency reserves
of the country. While the commercial nka is the dealer of
foreign currencies.

11. The chief executive of the centrddlank is designated as
"Governor", whereas the chief executive of the camuial bank
is called ‘Chairman’.

A central bank has been defined in terms of itgtions. According to
Vera Smith, "The primary definition of central baiska banking system

in which a single bank has either plate control or a residuary

monopoly of note issue." W. A. Shaw defines a railank as a bank

which controls credit. To Hawtrey, a central b@nthe lender of the

last resort. According to A. C. L. Day, a centrahk is "to help control

and stabilise the monetary and bankingtesysaccording to Sayers.
The central bank "is the organ of government thaeutakes the major

financial operations of the government danby its conduct of these
operations and by other means, influencesiebaviour of financial
institutions so as to support the economic paicthe Government."
Sayers refers only to the nature of the centrak laarthe government's

bank. All these definitions are narrow becaubey refer only to one
particular function of a central bank.
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On the other hand, Samuelson's definition is wAdreording to him, a

central bank "is a bank of bankers. Its duty isdotrol the monetary

base and through control of this 'high-powermoney' to control the
community's supply of money". But the broadetefinition has been
given by De Kock. In his word, a ntal bank is "a be
uonishitutes the apex of the monetary and banknogtsire of its country

and which performs as best as it can in the nalteconomic interest,

the following functions: (i) The regulation o€urrency in accordance
with  the requirements of business ande thgeneral public |
plviphse it is granted eithethe sole right of note issue or
[gial a monopoly thereof, (i) The performea of general banking
agency for the state. (Hi) The custodgf the cash reserves
tteemmercial banks, (iv) The custody and mensnt of the nation's
reserves of the international currency) (Vhe granting of
accommodation in the form of re-discounts andlatayal advances to
commercial banks, bill brokers and desleror other financial
institutions and the general acceptance of theoresbility of lender >f

the last resort.(vi) The settlement of cleas balances between the
banks. (vi) The control of credit isin cacdance with the needs of
business and with a view to carrying otlhle broad monet:
pdtipged by the state.”

3.2 Functions of the Central Bank

A central bank performs the following functions,gagen by De Kock
and accepted by the majority of economists.

1. Regulator of Currency

The central bank is the bank of issue. It has theapoly of note issue.

Notes issued by it circulate as legdender money. It has
dgp@rtment  which issues notes and coins to neial banks. Coins

are manufactured in the government mibut they are put ir
circulation through the central bank.

Central banks have been following different thods of note issue in
different countries. The central bank is requirgdaw to keep a certain
amount of gold and foreign securities against $sae of notes. In some
countries, the amount of gold and fgmei securities bears
fixgplortion, between 25 to 40 percent of the totéds issued. In other
countries,a minimum fixed amount of gold arodreign currencies is
required to be kept against note issue by the aldmink. This system is
operative in India whereby the Reserves Basfkndia is required to
keep Rs 115 crores in gold and Rs 85 crores ingioecurities. There

is no limit to the issue of notes after keepinigis minimum amount of

Rs 200 crores in gold and foreign securities.
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The monopoly of issuing notes vested ime central bank ensure
uniformity in the notes issued which helps in fa&iing exchange and

trade within the country. It brings stabilitytime monetary system and

creates confidence among the public. Thatral bank can resist or
expand the supply of cash according the requirements of the
economy. Thus it provides elasticity to the monesystem. By having

a monopoly of note issue, the central baako controls the banking
system by being the ultimate source of cash. haist not the least, by

entrusting the monopoly of note issu® tthe central bank, the
government is able to earn profits from printingesowhose cost is very

low as compared with their face value.

2. Banker, Fiscal Agent and Adviser to the Government

Central banks everywhere act as bankers, fisealtagand advisers to

their respective governments. As banker to theguowent, the central

bank keeps the deposits of the central and statergments and makes

payments on behalf of governments. But dloes not pay interest on
government deposits. It buys and sells foreignretcies on behalf of

the government. It keeps the stock of gold of treegnment. Thus it is

the custodian of government money and wealth.a\Bscal agent, the

central bank makes short-term loans to the govemfior a period not

exceeding 90 days. It floats loans, paysa@ste on them, and finally
repays them on behalf of the government. Thiusmanages the entire
public debt. The central bank also aslvisthe government on such
economic and money matters as controllingflation or deflation,
devaluation or revaluation of the currency, deficiancing, balance of

payments, etc. As pointed out by De Kock, "Ceniealks everywhere

operates as bankers to the state nobly because it may b
nwreenient and economical to the state, but alsaus® of the intimate

connection between public finance an monetaryraffai

3. Custodian of Cash Reserves of Commercial Ben

Commercial banks are required by law teep reserves equal to a
certain percentage of both time and demand degiditbties with the

central banks It is onthe basis of these resatvat the central bank

transfers funds from one bank to another fagilitate the clearing of
cheques. Thus the central bank acts as the custofiihe cash reserves

of commercial banks and helps in facilitatingeit transactions. There

are many advantages of keeping the cashrvesseof the commercial
banks with the central bank, according to De Kaickhe first place the

centralization of cash reservesin the centrahk is a source of great

strength to the banking system of a country. Sdlgonentralised cash

reserves can serve as the basis of lage and more elast
staditure than if the same amount were scattareahg the individual
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banks. Thirdly, centralised cash reserves cautiliged fully and most
effectively during periods of seasonal strains ianfthancial crises or
emergencies. Fourthly, by varying these cash resdéhe central bank

can provide additional fundson a temporagyd short term basis to
commercial banks to overcome their financial diffies.

4, Custodian and Management of Foreign Exchge Reserves

The central bank keeps and manages the foreidraege reserves of
the country. It is an official reservoir of goland foreign currencies It
sells gold at fixed prices to the monetary authewiof other countries.

It also buys and sells foreign currencies at irggomal prices. Further,

it fixes the exchange rates of the domestic cugréamterms of foreign
currencies. It holds these rates within narrowtknm keeping with its

obligations as a member of the International Maydgtaind and tries to
bring stability in foreign exchange rates. Furtlitemanages exchange

control operations by supplying foreign rreacies to importers a
persons visiting foreign countries on businegliss, etc. in  keeping
with the rules laid down by the government.

5. Lender of the Last Resort

De Kock regards this function as a sine qua nareonfral banking. By

granting accommodation in the form ofediscounts and collatel
advances to commercial banks, bill brekeand dealers, or ot
financial institutions, the commercial bank actsteslender of the last

resort. The central bank lends to such instittionorder to help them

in times of stress so as to save the financiattra of the country from

collapse. It acts as lender of the last resoruidinadiscount house on the

basis of treasury bills, government seasiind bonds at "the fron
door" The other method is to give temppraraccommodation
tteemmercial banks or discount houses directly thinabheg "back door".

The difference between the two methods is thatihgnalt the front door

is at the bank rate and inthe second casethatmarket rate. Thus the
central bank as lender of the last resort is abigce of cash and also

influences prices and market rates.

6. Clearing House for Transfer and Settlement

As banker's bank, the central bank acts as atehguse for transfer

and settlement of mutual claims of commercial baBksce the central

bank holds reserves of commercial banks, it femgss funds from one
bank to other banks to facilitate clearing ofieques. This is done by
making transfer entries intheir accounts on the principle
keeping. To transfer and settle claims ofie bank upon othe
temtral bank operates a separate deparrtmén big cities al
trade
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centres. This department is known as the "cledrmgse" and it renders
the service free to commercial banks.

When the central bank acts as a clearing agencig iime-saving and

convenient for the commercial banks to settlerttiaims at one place.

It also economizes the wuse of moneYit is not only a mean
efonomizing cash and capital but is also a meatesbtihg at any time

the degree of liquidity which the community is maining."

7. Controller of Credit

The most important function of the central bantoisontrol the credit

creation power of commercial bank in order to cointinflationary and

deflationary pressures within this economy. ks purpose, it adopts

guantitative methods and qualitative methods. Qiaine methods aim

at controlling the cost and quantity ofredit by adopting bank rate
policy, open market operations, and by vametioin reserve ratios of
commercial banks. Qualitative methods control the and direction of

credit. These involve selective credit nteols and direct action. By
adopting such methods the central bank tmiesnfluence and control
credit creation by commercial banks iorder to stabilize economic
activity in the country.

Besides the above noted functions, the rakenbanksin a number of
developing countries have been entrustadth the responsibility of
developing a strong banking system to meet thergkpg requirements

of agriculture, industry, trade and commercecakdingly, the central
banks possess some additional powers of supervisiod control over

the commercial banks. They are the issuing of tesnthe regulation of

branch expansion; to see that every bank masth@minimum paid

up capital and reserves as provided by law; ingpecor auditing the

accounts of banks; to approve the appointmentaificien and directors

of such banks in accordance with the rules andfeadions; to control

and recommend merger of weak banks in ordeva@adheir failures

and to protect the interest of depositors; to recemd nationalisation of

certain banks to the government in public intertespublish periodical

reports relating to different aspects of monetany @economic policies

for the benefit of banks and the public; and eagage in research and

train banking personnel etc.

SELF-ASSESSMENT EXERCISE

Discuss the functions of a central bank.
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4.0 CONCLUSION

We can conclude that the Central Bank performs afltunctions
which helps in the monetary system of the economy.

5.0 SUMMARY

We have explained the meaning of the aéntbank and that thi
@nly one Central, bank with different names iffiedent countries for-

example In Nigeria it is called the n@al Bank of Niger

England it is the Bank of England. The various fiores of the central
bank have also been discussed.

6.0 TUTOR-MARKED ASSIGNMENT

Explain what you understand by the term centrakban

7.0 REFERENCES/FURTHER READINGS

Jhingan, M. L. (2004): Money, Banking, Internatibmeade and Public
Finar-e. Vrinda publication (p) Ltd New Delhi India
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1.0 INTRODUCTION

In this unit we shall discuss the role of tli&entral Bank towards the
development of an economy. The central bank invaldping economy

performs both traditional and non-traditionflnctions. The principal
traditional function performed by it arghe monopoly of note issue,
banker to the government, bankers' barknder of the last resort
controller of credit and maintaining stable exa@mnate. But all these

functions are related to the foremost functione&ping in the economic
development of the country. The credit contmleasure ofthe central

bank is also vital towards the development of anemy.

2.0 OBJECTIVES
At the end of the Unit, you should be able to:
* Discuss the role which a central bandan play towards the

development of an economy.
 Discuss the credit control measure of the cebtiak.
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3.0 MAIN CONTENT

3.1 Role of Central Bank (In a Developing Econon)y

The central bank in a developing" country aamhthe promotion and
maintenance of a rising level of prdadut employment a
heedme in the country. The central kmnkin the majority of
underdeveloped countries have bee given wide poiwgromote the

growth of such economies. They, therefore, perform thelloing
functions towards this end.

Creation and Expansion of Financial Institutions: One of the aims of

a central bank in an underdeveloped country imfrave its currency

and credit system. More banks and financial insbiis are required to

be set up to provide larger credit cililes and to dive
salungsrynto productive channels. Financial ingahs are localized in

big cities in underdeveloped countries and vide credit facilities to
estates, plantations, big industrial and commerdialuses. In order to

remedy this, the central bank should extdménch banking to rure
areas to make credit available to passa small  businessn
ttaders. In underdeveloped countries, tlwemmercial banks provide
only short-term loans. Credit facilities in aur areas are mostly non-
existent. The only source is the vilage moneglem wh
elargiant interest rates. The hold of thelagié moneylender in rural
areas can be slackened if new institutionalargements are made by
the central bank in providing short-term, mediterm and long-term
credit at lower interest rates to theultivators. A network
operative credit societies with apex banks fieailoc the central bank

can help solve the problem. Similarly, it canphtble establishment of

lead banks and through them regional rural baoikprbviding credit

facilities to marginal farmers, landless agtimal workers and other
weaker sections. With the vast resourcesitatommand, the central
bank can also help in establishing #&bdal banks and financi
corporations in order to finance large and smalustries.

Proper Adjustment between Demands for and upply of Money:
The central bank plays an important rolen bringing about
pehpsiment  between demand for and supply nafney. An imbalance
between the two isreflected in the pricesele A shortage of money
supply will inhibit growth while an excess of ithead to inflation. As

the economy develops, the demand for money iylikego up due to

gradual monetization of the non-monetizecctwe and the increase i
agricultural and industrial production and pricEise demand for money

for transactions and speculative motives will alse. So the increase in

money supply will have to be more than proportiertatthe increase in
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the demand for money in order to avoid inflatiohefe is, however, the

likelihood of increased money supply Ieinused for speculative
purpose, thereby inhibiting growth and cagsi inflation. The central
bank controls the uses of money and credit by anogpiate monetary

policy. Thus in an underdeveloped economy, tleentral bank should
control the supply of money in such way that the price leve
prevented from rising without affectingnvestment and production
adversely.

A Suitable Interest Rate Policy: In an nderdeveloped country the
interest rate structure stands at a vemgh hlevel. There are also vast
disparities between long-term and short-term istar@es and between

interest rates in different sectors of the econofime existence of high

interest rates acts as an obstacle to the growibtbfprivate and public

investment, in an underdeveloped econonm#. low interest rate is,
therefore, essential for encouraging private imaesit in agriculture and

industry. Since in an underdeveloped countysiressmen have little
savings cut of undistributed profiles, they haveaorow from the banks

or from the capital market for purposes of investim and they would

borrow only if the interest rate is low A low inést rate policy is also

essential for encouraging public investment. A interest rate policy a

cheap money policy. It make public borrowing chdaggps the cost of

serving public debt Ilow, and thus helpm financing economic
development.

In order to discourage the flow of resources imecsilative borrowing

and investment, the central bank shouldllow a policy of
discriminatory interest rates, charging high esdbr non-essential and
unproductive loans and low rates for productiveodut this does not

imply that savings are interest-elastic in anderdeveloped economy.

Since the level of income is low in ckBu economies, a high rate of
interest is not likely to raise the propensity save. Inthe context of
economic growth, as the economy develops, agressive rise in the

price level is inevitable. The value of moneydand the propensity to

save declines further. Money conditions peeotight and there is a
tendency for the rate of interest to rise automadlyicThis would result

in inflation. In such a situation any effort to ¢t inflation by raising

the rate of interest would be disastrous. A stphilee level is, therefore,

essential for the success of a low rase rate policy which can be
maintained by following a judicious mongta policy by the central
bank.

Debt Management: Debt management is on of the imp@ant functions

of the central bank in an underdevadopeountry. It should aim at
proper timing and issuing of government bonds,ilstaly their prices

and minimizing the cost of servicing public ddbt.is the central bank
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which  undertakes the seling and buyingf government bor
araking timely changes in the structure and comipasof public debt

In order to strengthen and stabilize the keftdior government bonds,
the policy of low interestratesis essentifdor,a low rate of interest
raises the price of government bondshereby making  the
aiteetive to the public and giving an impetusthe public borrowing
programmes of the government. The maintenaatestructure of low
interest rates is" also called for minimizinghe cost of servicing th
national debt. Further, it encourages fundinfy debt by private firms.
However, the success of debt managemembuld depend up
thastence of well-developed money and capitalrketa in which wide

range of securities exist both for short and loedquls. It is the central

bank which can help in the development of thes&ketsr

Credit Control: Central Bank should also aim atcontrolling credit in
order to influence the patterns oinvestment and production

developing economy. Its main objective ® control inflationary
pressures arising in the process of developmeid.réquires the use of
both quantitative and qualitative methods of credittrol

Open market operations are not successfol controlling inflation in
underdeveloped countries because the mlarket is small and
undeveloped. Commercial banks keep anstiela cash-deposit ratio
because the central bank's control over themtisoraplete. They are

also reluctant to invest in government securiies to their relatively

low interest rates. Moreover, Iinstead ofvesting in government
securities, they prefer to keep their reservegyind form such as gold,

foreign exchange and cash. Commercial banks avenatsn the habit

of rediscounting or borrowing form the central bank

The bank rate policy is also not so effective intoalling credit in Less
Developed Countries due to:

a) The lack of bills of discount;

b) The narrow size of the bill market;

c) A large non-monetised sector where barter tictise take
place.

d) The existence of a large unorganized money rarke

e) The existence of indigenous banks which do rsabdnt bills
with the central bank; and

f) The habit of commercial banks to keep large caskrves.

The use of variable reserve ratio as metlwctredit control is more
effective than open market operations andkbaate policy in LDCs.
Since the market for securities is very small, opemket operations are

not successful. But a rise or fall in the reserkatio by the central bank
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reduces or increases the cash availabléh the commercial banks
without affecting adversely the prices ofecurities. Again, the
commercial banks keep large cash reserves whialotée reduced by

a raise in the bank rate or sale of segesiby the central bank. But
raising then cash-reserve ratio reducaquidity with the banks.
However, the use of variable reserve orathas certain limitations in
LDCs. First, the non-banking financial teinmediaries do not keep
deposits with the  central bank so they armtaffected by it. Second,
banks which do not maintain excess liquidity areaifiected than those

who maintain it.

The qualitative credit control measurese, ahowever, more effective
than the quantitative measurers in influencitige allocation of credit,

and thereby the pattern of investmenth underdeveloped countries,
there is a strong tendency to invest in gold, invees, real estate, etc.,

instead of in alternative productive chdsnavailable in agriculture,
mining, plantations and industry. The selectivelitreontrols are more

appropriate  for controling and limitingcredit facilitates for such
unproductive purposes. They are beneficiml controlling speculative
activities in  food grains and raw materials. Thgyove more useful in
controlling 'sectional inflations' in theeconomy. They curtail the
demand for imports by making it obligatory on imigos to deposit in

advance an amount equal to the value of foreigrenay. This has also

the affect of reducing the reserves of the banlsoifar as their deposits

are transferred to the central banks in thecgm®. The selective credit
control measures may take the form @¢hanging the margin
requirements against certain types of latatal, the regulation of
consumer credit and the rationing of credit.

Solving the Balance of Payments Problem: The ceal bank should

also aim at preventing and solving the balanceaghgents problem in a

developing economy. Such economies face serioasibalof payments

difficulties to fulfill the targets of developmeplans. An imbalance is

created between imports and exports whiclntinue to widen with
development. The central bank manages atmhtrols the foreign
exchange of the country and also actshas ttechnical adviser to the
government on foreign exchange policy. It is thection of the central

bank to avoid fluctuations in the foreign exchargfes and to maintain

stability. It does so through exchange controls\aréhtions in the bank

rate. For instance, if the value of the nationatency continues to fall,

it may raise the bank rate and thus erage the inflow of foreign
currencies.
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3.2 Credit Control

Credit control is the regulation of dite by the central be
tarhieving some definite  objectives. Moderaconomy is a credit
economy because credit has come to play aornm setting kinds of
monetary and business transactions in thwdern economic syste
Changes in the volume of credit influence thevel of business activity

and the price level inthe economy. Unrestdickedit creation by the
commercial banks, by causing wide flutares in the purchasir
power of money, may pose a serious threatthte national economy.
Hence, it becomes necessary for the central bakdéep the creation of

credit under control in order to mainta stability in tf

eysieomic
3.3 Objectives of Credit Control

The important objectives of credit control are @tofvs.

i. Price stability. Violent price fluctuations caus disturbances and
poor adjustment in the economic system and haveusesocial
consequences. Hence, price stability is an impodijective of
credit control policy. The central bank, by regugtthe supply
of credit in accordance with the commercial neddb@ people,
can bring about price stability in the country.

ii. Economic stability. Operation of the lsiness circle brings
instability in a capitalist economy. Thebjextive of the credi
control policy of the central bank should be tongtiate cyclical
fluctuations and ensure economic stability in tben@my.

iii. Employment maximization: Unemployment is economically
wasteful and socially undesirable. Therefore neoac stability
with  full employment and high per capit income he
bensidered as an important objective of creditrmbmolicy of a
country.

V. Economic Growth: The main objective of crdit control policy in
the underdeveloped countries should bee tpromotion of
economy growths within the shortest passi time. These
countries generally suffer from the deficy of financial
resources. Hence, the  central banks  ithese  countri
shtveld the problem of financial scarcitghrough planned
expansion of bank credit.

V. Stabilisation of Money Market. Another objetive of the central
bank's  credit control policy is the bsligation of th
markst so as to i <; duce the fluctuations initherest rates to
the minimum. Credit control should be exerciseduch a way
that the equilibrium in the demand and supplyohey should
be achieved at all times.
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vi. Change rate Stability. Exchange rate ability can also be an
objective of credit control policy. Instability the exchange rates
is harmful for the foreign trade of the countrjug, the central
bank, in the countries largely dependenpon foreign trade,
should attempt to eliminate the fluctoad in the foreign
exchange rates through its credit control policy.

3.4 Methods of Credit Control

The various methods or instrument of credit conisald by the central
bank can broadly be classified into tweategories: gquantitative or
general methods, and qualitative or selective nustho

a) Quantitative or General Methods

The methods used by the central bank to influéme¢otal volume of

credit in the banking system, without any regardiie use to which it

is put, are called quantitative or gehemethods of credit control.
These methods regulate the lending ability of tharitial sector of the

whole economy and do not discriminate among thewa sectors of

the economy. The important quantitative methodsedit control are

(a) bank rates (b) open market operations andait)-ceserve ratio.

b) Qualitative or Selective Methods

The methods used by the central bank to reguthte flows of credit

into particular directions of the economwre called qualitative or
selective methods of credit control. Unlikehe quantitative methods,
which affect the volume of credit, the qiaive methods affect the
types of credit extended by the commeércbanks; they affect the
composition rather than the size of digrein the economy. The
important  qualitative or selective method$ credit control are; (a)
marginal requirements, (b) regulation of eoner credit (c) control
through directives (d) credit rationing (e) moraliasion and publicity

and (f) direct action.

SELF-ASSESSMENT EXERCISE

Outline and discuss the role of central nkba towards the economic
development of a nation.

4.0 CONCLUSION

Thus the central bank playsan important rate achieving economic
growth of a developing country through the varimesasures discussed
above. It promotes; economic growth with stahilitiielps in attaining
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full employment of resources, overcomdsalance of payments
disequilibrium and  stabilizes; exchange rates. Credit control is the
regulation of credit by the central bank fohi@ving some definite

objectives namely, price stability, economic tabdity, maximization
of employment, economic growth, stabilisatidmmney market and
exchange rate stability. The various methodsedit control used by
the central bank are the quantitative or gemasthods and qualitative
or selective methods.

5.0 SUMMARY

In thisunit we have discussed the rolescaintral bank towards the
development of an economy. We have also discukgecrédit control

policy of the central bank, the objeet of credit control &
thethods of credit control policy of the central kan

6.0 TUTOR-MARKED ASSIGNMENT

What are the objectives of credit control?
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1.0 INTRODUCTION

In this unit, we shall explain the meaning of comecrad banks and the
functions of commercial banks. We shadllso explain the roles of
commercial banks towards the development of anaugn

2.0 OBJECTIVES

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

» Explain the meaning of commercial banks.
* Discuss the various functions performed byme®rcial banks and
discuss the roles of commercial banks.

3.0 MAIN CONTENT

3.1 Commercial Banks

Commercial banks are those banks which perforiradis of banking

functions such as accepting deposits, advandoans, credit creation
and agency functions. They are also calledht jastock banks because
they are organised in the same manner as joick smmpanies. They

usually advance short-term loans to customersatef they have started

giving medium-term and long-term loans also. Niges a result of the
re-capitalisation policy of the Central Bankjere are about 20 major
commercial banks as at the end of December 0§ @eadline of the

Central Bank. Some of the commercial banks in Negare: First Bank

Nigeria Pic., UBA Pic., GTB Pic. Zenith BanRic, Unity Bank Pic.,
Intercontinental Bank Pic. etc.

3.2 Functions of Commercial Banks

Commercial banks perform a variety of functionsekhtan be divided
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as: (1) accepting deposits, (2) advancing loangr@&lit creation; (4)
financing foreign trade; (5) agency services, (Boallaneous services
to customers. These functions are discussed asvill

) Accepting Deposits

This is the oldest function of a bank. The bardt&rges commission

for money in its custody when bagki was developing
aostitution. Nowadays a bank accepts three dsof deposits form its
customers. The first is the savings deposite which the bank pays
small interest to the depositors who e arusually small save
diepositors are allowed to draw their money by ckeaip to a limited

amount during a week or year. Businessmkeep their depo
gurrent accounts. They can withdraw any amount standing to their credit

in current deposits by cheques without notidéne bank does no pay
interest on such accounts but instead chargeswaahsum for services
rendered to its  customers. Current  adsounare  known
depumis. Deposits are also accepted by a bamkeid f or time deposits.
Savers who do not need money for a stipulated ghéirion 6 months to

longer periods ranging up to 10 years or more acewaged to keep it

in fixed deposit accounts. The bank pays a highier of interest on such
deposit. But there is always the maximum limittod tnterest rate which

can be paid.

1) Advancing Loans

One of the primary functions of a commercial batoiadvance loans

to customers. A bank lends a certain peaggntof the cash lying i
deposits on a higher interest rate than it paysuch deposits. This is

how it earns profits and carries on its businebg. @ank advances loans

in the following ways:

a) Cash Credit. The bank advances loansto b&messmen against
certain specified securities. The amount of the Isaredited to
the current account of the borrower. In casermd\wa customer a
loan account for the sum is opened the borr@aer withdraw
money through cheques according to his req@nesrbut pays
interest on the full amount.

b) Call Loans. These are very shoterm loans advanced

bill brokers for not more than fifteen days. They aneaaded against
first calls bill or securities. Such loans carrbealled at a very
short notice. In normal times they can also bewedke

C) Overdraft. A bank often permits a businessmano draw cheques
fora sum greater than the balance lying in chisent account.
This is done by providing the overdraft facilityp to a specific
amount to the businessman. But he is charged sttendy on the
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amount by which his current account is actuallgrdvawn and
not by the full amount of the overdraft sanctine him by the
bank.
d) Discounting bills of Exchange. If a cretior holding a bill of
exchange wants money immediately, the bank pesvdm the
money by discounting the bill of exchan It deposits the
amount of the bill in the current account of Hiléholder after
deducting its rate of interest for the periodra t loan which is
not more than 90 days. When the bill of exchangatures, the
bank gets its payment from the banker of the dekkar accepted
the bill.

i) Credit Creation

Credit creation is one of the most important fumasi of the commercial

banks. Like other financial institutions, they atnearning profits. For

this purpose, they accept deposits and advanns Imakeeping some

cash in reserve for day-today transactiowéhen a bank advances a
loan, it opens an account in the name of the cust@md does not pay

him in cash but allows him to draw the money bggiie according to

his needs. By granting a loan, the bank createbt@aedeposit.

iv) Financing Foreign Trade

A commercial bank finances foreign trade of itstoogers by accepting

foreign bills of exchange and collecting them frimreign banks. It also
transacts other foreign exchange business lgs and sells foreign
currency.

V) Agency Services

A bank acts as an agent of its amsts in collecting anc

phgiges, bills of exchange, drafts, dividends,leadso buys and sells
shares, securities, debentures, etc. for #astomers. Further, it pays
subscriptions, insurance premia, rent; electricvaatkr bills, and other

similar charges on behalf of its clientd. also acts as a trustee and

executor of the property and will of its customéereover, the bank

acts as an income tax consultant tés iclients. For some
gegees, the bank charges a nominal fee whitnilers others free of

charge.

Vi) Miscellaneous Services
Besides the above noted services, themneercial bank performs a

number of other services. It acts as the custanhddme valuables of its
customers by providing them lockers whetthey can keep their
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jewellery and valuable documents. It &ssu various forms
oredlitments, such as cheques, drafts,veltess’ cheques, etc. wt
facilitate transactions the bank also issues ketiecredit and acts as a

referee to its clients. It underwrites sharesa@glokntures of companies

and helps in the collection of funds from the putbome commercial

banks also publish journals which provide sta@$information about

the money market and business trends of the ecanomy

3.3 Role of Commercial Banks in a Developing Qatry

Besides performing the usual commercial bankingtions, banks in
developing countries play an effective leroin their economic
development The majority of people inucls countries are poc
unemployed and engaged in traditional icajure There is acut
shortage of capital. People lack inwati and enterprise. Me
trinsport are undeveloped. Industry is depresdselcdmmercial banks

help in overcoming these obstacles amdomoting economic
development. The role of commercial bank in avettsping country is
discussed as under.

1. Mobilising Savings for Capital Formation: The commercial
banks help in mobilizing savings through atwoek of branch
banking. People in developing countries have lowomes but
the banks induce them to save by introducingetsaonf deposit
schemes to suit the needs of individudepositors. They als
mobilize idle savings of the few rich. By mobiligisavings, the
banks channelise them into productive inmests. Thus they
help in the capital formation of a developing count

2. Financing Industry: The commercial banks finance the
industrial sector in a number of ways. They pdevishort-term,
medium-term and long-term loans to industin India they
provide shorterm loans and in some of the Latinmekican
countries like Guatemala they advance medarm loans for
one to three years. But in Korea, theommercial banks a
advance long-term and medium-term loans to indubtrindia.

The commercial banks undertake short-termd amedium-term

financing of small scale industries, andlso provide hire-
purchase finance. Besides, they underwritee shares and
debentures of large scale industries. Thus they only provide

finance  for industry but also help indeveloping tt
oxpikatt which is undeveloped in such countries.

3. Financing Trade: The commercial banks help in fiancing both
internal and external trade. The banks providans to retailers
and wholesalers to stock goods in whitleyt deal. They als
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help in the movement of goods from ondace to another by
proving all types of facilities such as discountargl accepting

bills of exchange, providing overdratft facilitiessuing drafts etc.

Moreover, they finance both exports and impoftdeveloping

countries by providing foreign exchange Ifhes to importers
and exporters of goods.

4. Financing Agriculture: The commercial baks help the large
agricultural see, or in developing countries iruaber of ways.
They provide loans to traders in agricultural cordities. They
open a network of branches in rural areas to peoagticultural
credit. They provide finance directly taagriculturists for the
marketing of their produce, for the mouzation and
mechanisation of their farms, for providing, iatgpn facilities,
for developing land, etc. They also afine poultry farming,
pisci- culture and horti-culture. The small andrginal farmers
and landless agricultural workers, artisans anty gbbpkeepers
in rural areas are provided financialssistance through the
regional rural banks in India. These regional rbeaiks operate
under a commercial bank. Thus the commerciahk®aneet the
credit requirements of all types of rural people.

5. Financing Consumer Activities: People in underdeveloped
countries being poor and having low incemedo not possess
sufficient financial resources to buy dilea consumer goods.
The commercial banks advance loans tonsumers for the
purchase of such items as house, scooters, fdrigerators, etc.

In this way, they also help in raising the stands#rliving of the
people in developing countries by prowdi loans for
consumptive activities.

6. Financing Employment Generating Activities The
commercial banks finance employment gegyat person
studying in engineering, medical and other viocal institutes
of higher learning. They advance loans to yourigepreneurs,
medical and engineering graduates, and other teahntrained
persons in establishing their own business. hSlman facilities
are being provided by anumberof commerdianks in India.
Thus the banks not only help in human capital fdionebut also
in increasing entrepreneurial activities in develgountries.

7.Help in Monetary Policy: The commercia banks help the
economic development of a country by faithfulipllowing the
monetary policy of the central bank. fact, the central bank
depends upon the commercial banks for the sucédésspolicy
of monetary management Iin keeping witlequirements of a
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developing economy. Thus the commerciabnkls contribute
much to the growth of a developing economy lantgng loans

to agriculture, rade and industry, by helping in phy
hAndan capital formation and by following the momngtaolicy of

the country.

SELF-ASSESSMENT EXERCISE
I. Discuss the various functions performed by comumaébanks.

ii. Outline and discuss various roles performedhgyCommercial
Bank.

4.0 CONCLUSION

We conclude that commercial banks are those doahich perform all

kinds of banking functions such as accepting dépasiivancing loans,

credit creation and agency functions. @ummtial banks perform
varieties of function in an economy.

Commercial banks also perform various esol towards the
development of an economy.

5.0 SUMMARY
In thisunit, we have Ilearntthe meaning amttfions of commercial

banks. We have also learnt that these banks pleyasy roles towards
the development of an economy.

6.0 TUTOR-MARKED ASSIGNMENT

What is a commercial bank?

7.0 REFERENCES/FURTHER READINGS

Jhingan, M. L. (2004): Money, Banking, Internatibmeade and Public
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Paul , R. R. (2004): Money, Banking and Internatioirade. Kalyani
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1.0 INTRODUCTION

In this Unit, we shall look at how commercial baigksate money
deposits otherwise known as credit creation by ceraial banks.

2.0 OBJECTIVES

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

* Discuss credit creation otherwise known as mamegtion by
commercial banks,

3.0 MAIN CONTENT

3.1 Credit Creation by Commercial Banks

The creation of credit or deposits is one of thetmportant functions

of commercial banks. Like other corporatiortsanks aim at earning
profits. For this purpose, they accepthcas demand deposits, and
advance loans on credit to customers.' When a &dvénces a loan, it

does not pay the amount in cash. But it opensramaccount in his

name and allows him to withdraw the required sunchm®ques. In this

way, the bank creates credit or deposits.

Demand deposits arise in two ways: onahen customers deposit
currency with commercial banks, and two, when batkeances loans,

discount bills, provide overdraft facilities, anéke investment through

bonds and securities. The first typef demand deposits is called
‘primary deposits'. Banks play a passive imolepening them.  The

second type of demand deposits are called 'derevdiposits”
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Banks actively create such deposits.
Do banks really create credit or deposits?

There have been two views on this subject: one heltertain
economists like Hartley Withers, and the other lsighractical bankers
like Walter Leaf.

According to Withers, banks can create itredby  opening
deensittime they advance a loan. This is bseaevery time a loan i
sanctioned, payment is made through cheques lustemers. All

such payments are adjusted through the cleahingse. Solong asa
loan is due, a deposit of that amount remains audétg in the books of

the bank. Thus every loan creates a deposit. g is an exaggerated

and extreme view.

Dr Leaf and practical bankers do not agree with Wiew. They go to
the opposite extreme. They hold that banks cacneatte money out of
thinair.  They can lend only what they haveash. Therefore, they
cannot and do not create money.

This view is also wrong because it is based onraamis relating to a
single bank.

As appointed out by Prof. Samuelson, "The bankystesn as a whole

can do what each small bank cannot do: cdn expand its loe
snebstments many times the new reserves of casated for it, even
though each small bank is lending out only a faactf its deposits.

In fact,a bankisnota cloak room where omekssep currency notes

and claim those very notes when one desires. Barks by experience

that all depositors do not withdraw their moneymultaneously. Some
withdraw while others deposit on the same daybyskeeping a small

cash in reserve for day-to-day transactions, ttemklis able to advance

loans on the basis of excess reserves. When thedolgances a loan it

opens an account in the name of the omemt The bank kno
byperience that the customer will withdraw neyp by cheques which
will be deposited by his creditors in thisank or some ot
indoekks, they have their accounts. Settlemenitsall such cheques are
made in the clearing house. The same proeeds followed in other
banks. The banks are able to create credit aysiksby keeping small

cash in reserves and lending the remaining amount.

In granting a loan, a bank actively createslaincagainst itself and in
favour of the borrower "The Claim the banks talwfiits customers, in
exchange for the deposit entered in the booktharbank's assets. The
standard assets of a commercial bank are dmafes and loans, bill
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discounted, investments and cash".

The bank provides overdraft facility to a custormeithe basis of some

security. It enters the amount of the overdrathmexisting account of

the customer and allows him to draw cheques for tiverdraft amount

agreed upon. It thus creates a deposit. When adiso&unts a  bill of

exchange, it in fact, buys the bills from the oaser for a short period

of 90 days or less. The amount of the bills islitegl in the account of

the customer who withdraws itthrough a cheq@, it pays the sum
through a cheque on itself. In both cast® bank creates a deposit
egual to the amount of the bill of exchange lessdiscount charged.

A commercial bank also creates a deposit rhgking investments by
buying government bonds and securities. The pagk for the bonds

through a cheque on itself to the central bank.Hélys a bond from the
stock exchange, it credits the amount in the attcolithe seller, if he
happens to be its customer. Otherwise, it paysguhon itself which

is deposited in some other bank. In any case, asitdp created either

in this bank or some other bank. In all such cdsdslities and assets

in the banking system on the whole are increaBedls loans by banks
create deposits. Itisinthis sense that iciedreated by commercial
banks.

3.2 The Process of Credit Creation

Let us explain the actual process of credit crealfde have seen above
that the ability of banks to create credit depemdthe fact that banks
need only a small percentage of cash toogsiep If banks keep 100
percent cash against deposits, there would no credit creation.
Modern banks do not keep 100 percent cash resEneg.are legally
required to keep a fixed percentage of their dépasicash, say 10, 15
or 20percent.  They lend and/or invest the remgiamount which is
called excess reserves. The deposiltiplier depends upon the
required reserve ratio which is the basis of crediation. Symbolically,
the required reserve ratio:
RRr=RR
D
OrRR=RRrxD

Where RR are the required cash reserves with b&#ksis the required

reserve ratio and D isthe demand depositsbafks. To showthat D
dependson RR and RRr, divide both sidesthd above equation by
RRr:

RR =RRrxD
RRr RRr




MBF833 MONEY AND

BANKING
Or RR=D
RRr
Or 1 = D
RRr RR

OoOrD =1 X RR
RRr

Where 1/RRr, the reciprocal of the percentage vesatio, is called the
deposit (or credit) expansion multiplier. Itelenines the limits to the
deposit expansion of a bank. The maximum amoudeofand deposits

which the banking system can support with any gaiount of RR is

by applying the multiplier to RR. Talin the initial change

tridume of deposits ( D) and in  cash reserveRRY) it follows from
any given percentage of RRr that

D=RRxI
RRr

To understand it, suppose the RRr for the banfsed at 10 percent
and the initial change in cash reserves is N10§Ggplying the above
formula the maximum increase in demand deposiideil

AD =1000x__ 1 - =N 10000

0.10

This is the extent to which the banking systemaeaate credit,
eqguation can also be expressed as follows:
D= RR[1+ (1-RRr) + (1 - RRr2 +... + (1 - RR})N

The sum of the geometric progression within brackates:
1 = 1
I-(I-RRr)  RRr

D= RRx 1
RRr

The deposit expansion multiplier rests on thssumptions that
banks lend out all their excess reserves and RRalrs constant.

To explain the process of credit creation, we ntakefollowing
assumptions:

1. There are many banks, say, A, B, C, etc in #nking system.
2. Each bank has to keep 10 percent of its depagieserves.
In other words: 10 percent is the required resgatie, fixed
by Law.
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3. The first bank has N 1000 as deposits.

4. The loan amount drawn by the customef one bank is
deposited in full in the second bank, and thdthe second
bank into the third bank, and so on.

5. Each bank starts with the initial deposideposited by the
debtor of the other bank.

Given these assumptions, suppose that Banlecdives a cash
deposit of N 1000 to begin with. This is the cashand with the

bank which is its assets and this amount is alsdidbility of the

bank by way of deposits it holds. Given the nese ratio of 10
percent, the bank keeps N100 in reserve and lerii0No one

of its customers who, in turn, gives a cheque toesperson from
whom he borrows or bys something. The net changBamk A's

balance sheet are + N100 in reserve and + NOR&uTs in the
assets side and N1000 in demand deposit on thitiksside as

shown in table 1. Before these changes BankdAzkeo excess
reserves.

Table 1: Balance Sheet of Bank A

Assets Liabilities

Reserves N 1000 Deposits N 1000

net changes net changes
Reserves N 100 Deposits N 1000
Loans N900

This loan of N 900 is deposited by the customddank B whose
balance sheet is shown in Table [l. Bank B staitts a deposit
of N90O, keep 10 percent of it or N 90 as casleserve. Bank B
has N810 as excess reserves which it lends therehying new

deposits.
Table 11: Balance Sheet of Bank B
Assets Liabilities
Reserves N 900 Deposits N900
net changes net changes
Reserves N90 Deposits N900
Loans N810

This loan of N810 is deposited by the customeraflBB into Bank C.
The balance sheet of Bank C is shown in Tabldgahk C keeps N81
or 10 percent of N810 in cash reserves and lend29.
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Table Ill: Balance Sheet of Bank C

Assets Liabilities

Reserves N810 Deposits N810

net changes net changes
Reserves N81 Deposits N810
Loans N729

This process goes on to other banks. Each batleindequence

gets excess reserves, lends and createsw demand deposits
equal to 90% of the preceding banks. In this wayy deposits

are created to the tune of N10000 tie banking system, a
shown in table V.

Table 1V: Multiple Credit Creation

Banks Required Resefves Net Loans New [Deposits

A N 100 NS00 N1000
B N90 N810 N900
C N81 N729 N810

All other banks N729 IN6561 N7290

Total for the banking N 1000 N900O N1p000
system

The multiple credit creation shown in the last cotuof the above Table
can also be worked out algebraically as:

N 1000 [1 +(9/10) + (9/10)2+(9/10)3+ ... +(9/10)n]
= N21000 (1/1 - 9/10) = N1000 (1/1/10) = N1000 x=10
10000.

3.3 Limitations of the Power of Banks to Creat€redit

We have seen above how the banking systasn a whole c
credit But is does not mean that the barthks/e unlimited powers to
create credit. In fact, they have to functiowler certain restrictions.

The following are the limitations on the power ofitmercial banks to
create credit.

1. Amount of Cash: The credit creation poweof banks depends
upon the amount of cash they possess. Theerldrg cash, the
larger the amount of credit that can beated by banks. T
amount of cash that a bank has in its vault cabeatetermined
by it. It depends upon the primary deposits whih bank. The
bank's power of creating credit is thlimited by the ca
fossesses.
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2. Proper Securities: An important factor that limits the power of a
bank to create credit is the availability of adatg securities. A
bank advances loans to its customers on the blsisexurity, or
a bill, or a share, or a stock or a building, ansmther types of
assets. It turns ill-liquid forms of wealth iniquid wealth and
thus creates credit. If proper securities are wati@ble with the
public, a bank cannot create credit. As pointedoguE€rowther,
"Thus the bank does not create moneyt of thin air
transmutes other forms of wealth into money".

3. Banking habits of the people: The banking habitsf the people
also govern the power of credit creation on th¢ plathe banks.
If people are not in the habit of using cheques, thrant of loans
will lead to the withdrawal of cashromh the credit creation

stream of the banking system. This reduces the pofEanks to
create credit to the desired level.

4. Minimum Legal Reserve Ratio: The minimm legal reserve
ratio of cash to deposits fixed by ethCentral Bank i
anportant factor which determines the power ofdsaiio create
credit the higher this ratio (RRr) the lower tlever of banks to
create credit, and the lower the ratiog thhigher the power of
banks to create credit.

5. Excess Reserves: The process of credit creatigrbased on the
assumption that banks sticks to the requiretior fixed by the
central bank. If banks keep more cash in resetiven the legal
reserve requirements, their power to create credihited to the
extent. If Bank A of our example keeps 25 petrcafiN 1000
instead of 20 percent. It will lendN 750 instead of
Ne0sequently, the amount of credit creation wiltéguced even
if the other banks in the system stick to the llegserve ratio o
20 percent

6. Leakages: If there are leakages in the creditcreation stream of
the banking system, credit expansion will not hethe required
level, given the legal reserve ratio. It is possitlat some person
who receives cheques does not deposiemt in their bank
accounts, but withdraw the money in cash spanding or for
hoarding at home. The extent to which themount of cash is
withdrawn from the chain of credit expansion, tlavpr of the
banking system to create credit is limited.

7. Cheque Clearances: The process of credit expaasiis based on
the assumption that cheques drawn bymnoercial banks are
cleared immediately and reserves of commlerbanks expand
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and contract uniformly by cheque transast But it
possible for banks to receive and draw chequegaxdtly equal

amount. Often some banks have their erves increased
others reduced through cheque clearandéis expands and
contracts credit creation on the part of badksordingly, the

credit creation stream is disturbed.

8 Behaviour of other banks: The power of credit creation s
further limited by the behaviour of other banlks.some of the
banks do not advance loans to the extent requirtgeo banking
system, the chain of credit expansionill wbe broken.
Consequently, the banking system will not be 'lclame.

9. Economic Climate: Banks cannot continue to create credit
limitlessly. Their power to create credidepends upon the
economic climate in the country. If there are bdones there is
optimism. Investment opportunities increaseadd a businessmen
take more loans from banks. So credit expandsirBigpressed
times when the business activity is at a low lldvanks cannot
force the business community to take loans frommthEhus the
economic climate in a country determines the paféanks to
create credit.

10. Credit Control Policy of the Central Bank: The powe
of commercial banks to create credit is alsmitdd by the credit
control policy of the Central Bank The centrBank influences
the amount of cash reserve with banky open market

operations, discount rate policy and W&y margin
requirements. Accordingly, it affects theredit expansion or
contraction by commercial banks.

11. Contagion Effect. If a bank fails to remain glvent due to huge
loan losses, a credit panic is created among bankse fear of
failure of a particular bank may lead toa ‘run

inake huge withdrawals. This may spreadthier banks
and is called the "Contagion effect" whereby creditation stops
altogether.

ar

SELF-ASSESSMENT EXERCISE
Discuss how commercial banks can create credit.

4.0 CONCLUSION

We conclude that commercial banks do not possdssitad powers to
create credit.
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5.0 SUMMARY

In this unit, we have learnt how coenalmal banks create credits,
otherwise known as money creation. We have alsatléze limitations
of commercial banks to create credit.

6.0 TUTOR MARKED ASSIGNMENT
Outline the limitations of commercial banks to ¢eceredit.
7.0 REFERENCES/FURTHER READINGS
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1.0 INTRODUCTION

In this unit, we shall discuss the merchant bamkktheir functions We
shall also discuss development banks and theititurse

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

* Discuss the meaning of merchant banks and theatibns.
* Discuss the meaning of development banks in iger

3.0 MAIN CONTENT

3.1 The Merchant Bank

In contrast to a commercial bank whicloperate on ret
bigishanh Bank is a wholesale Bank, accepting osiéponly in large

blocks and providing mainly medium and long teranis, with public

and private corporations being its customers (Mdd#5).

Merchant Banks, otherwise known as acceptance KHardavestment

banks, began operation in Nigeria in 1960 wherPtméph Hill (Nig)

Ltd and the Nigerian Acceptances Limite(NAL) were registere
These two Banks merged in 1969 to form NAL. In 19i¥4t National
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Bank of Chicago (Nig) Ltd, first NationaCity Bank of New York
(Nig) Ltd, and Chase Merchant Bank Ltd. werstablished. In 1975,

ICON Ltd. Merchant Bankers began operation. TheeNamn American

Merchant Bank Ltd was established in 799and in 1982 both the
Merchant Banking

Corporation Nigeria Ltd and the Indo Nigeria MenchBank Ltd were
established. Now the number of Merchant Bank igdar

3.2 Functions of Merchant Banks

a) Corporate Finance Services: These inclad management of
public and private equity shares and btdesecurities issues,
company floatation, mergers and reconstugct financial
planning and portfolio management.

I. Issuing House Services: Merchant Banks undertads the

sales of shares to their client. They act as igsHiouses

in the capital market by, among othehings, offering
financial services to corporate entitiegsidng to raise
long-term finance for their operations, givemdvices on

type of capital structure, appropriate tinoé issues, and
advise on relevant government regulationslerchant
Banks also gives backing to an issue the form
ofiderwriting.

ii. Project Financing: This term is used to describe how
Merchant Banks in particular finance new profatthe
agreement that repayment is expected from thencees
or cash flow to be generated by the project.

iii. Advisory  Services: These include advice on project
financing and joint ownership, arrangemesft mergers
and acquisitions, advices on corporate finant¢ratture,
etc.

b) Banking Services: These services includéoans and advances,
deposits, acceptances, foreign exchangensdacsons,
international trade service and equipment leasing.

I. Loans and Advances: These are provided byMerchant

Banks mainly to industry and commerce. CBN stimdat

the percentage of Iloans and advances toése type of
Banks to be made to various sectors of the ecoratrtine

beginning of each financial year. AlthbugMerchant
Banks also do lend on short term favorking capital
requirement, plant expansion, agriculturalevelopment,
trade finance, etc., but they mainly championeccthese

of medium and long term loans disbursements.
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ii. Acceptance of Deposit: Deposits in Merchant B&s are
made in the form of fixed term, usually by corperahd
non corporate customers, in large amount,

iii. Acceptances: Acceptance business is mainlyedfor the
finance of international trade. A customeor client can
draw a bill on his merchant Bank. By accepting Hiils
his Merchant Bank becomes responsible for its payie
due date.

iv. Foreign Exchange Service: Upon authorizationyp CBN
for a Merchant Bank to provide foreign exchangeises,
the later can act as a correspondddank to ass
international trade settlement and to aes intermediary
between CBN and its clients in obtainforeign
exchange.

(©) Equipment Leasing: Most Merchant Banks a& members of
equipment leasing.

They execute leasing in return for fee. Leasirtheshiring of an
asset foe the duration of its economic life orap specific time
(Adekanye 1986).

(d) Portfolio Management: Merchant Banks managestteir clients'
portfolios through Investment Departmentfortfolio
Management includes ‘"arranging purchasesd asales of
securities and offering advice on when and whatupand sell,
as well as attending to right or b®nuissues and
registrations” (Adekanye 1986).

(e) Money Market Services: Merchant Banks mobiies deposits on
time and call from commercial banks, rgéa corporations,
institutions, etc. at very attractive interesdtes. They are also
authorised dealers and users of Negotiable Cextitfsc

3.3 Development Banks

This category of banking institutions apy up in response
th@mour for establishment of specializedaricial institutions for th
interests of investors in need for mediuamd long term finan
torcelerated development of the Nigerian econorkighd  (1981:129)

recognizes the need to create Iinstitstionhat could undertake
promote investment where the private sectospired by private gain,
might for the moment be reluctant to gde finds the answerin 1
creation of development institutions toroypde funds for direct
investment on medium and long term <dasior for assisti
privatiee or providing technical assistan@nd supporting services in
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any sector of the economy.

In Nigeria, a number of financial institutions haxeen set up based on
these principles. We shall briefly examine som#éhem, notably NIDB,
NBCI, and NACRDB

3.4 Rationale or Basis for Establishing Developmé Banks

a) To plug the gaps in the financidystem of inadequacy of
commercial banks services that rarely concewith long term
capital financing, and the determination or imeshent of CBN
to bridge this gap through establishment of Devalept banks.

b) As a recognition at the domestievel, the importance of
International Development banks, such &¥orld Bank and
International Development Association. Developme Banks at
National level are therefore, established to ingast, undertake
or finance projects which required more calo knowledge and
patronage than international finance.

C) As a catalyst to development Dbinancing small, independent
manufacturing and industrial enterprises etc. @eoto promote
speedy industrial expansion (Nwankwo 1980).

Development Banks are creature of government amtbtlemerge on

their own. They are finance by government throG8N, but also do

obtain loans from institutional lenders suchs Banks and Insurance
companies.

3.5 The Nigerian Industrial Development Bank (NIOB)

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

FUNCTIONS

a)lt provides medium and long term afine to industrial
establishments both in private and public t@sand to render
technical, financial and managerial assistancedastry.

b) ldentifies investment bottlenecks in the economwwth a view to
determine investment priorities

c) Promotes project developments.

d) Provides technical, financial and manageriai@b/to
indigenous enterprises.

e) Supervises the implementation of projects foearby it through
requesting project reports and visiting projeassit

f) Nominates technical and managerial aagis to industrial
organizations.

g) Fosters the development of capital kesar in  Nigeria by
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encouraging borrowers to list their shares in tbeksexchange
h) Serves as channel for bringing into Nigeria std@e funds from
international organizations.

3.6 The Nigerian Bank for Commerce and Indusy (NBCI)

Partly in reaction to the criticism against MBDfor favouring foreign
dominated enterprises in its loan policy and pddtycater for needs of

the newly indigenised business for mediumd dong term funds, the
NBCI came on board by the decree No 22 of 197ikel the NIDB

which started off with foreign and Nigerian equityerests, the NBCI

too off as a wholly owned Nigerian public sectaganmization to attend

chiefly to the interests of Nigerian indigenousdstors.

The principal functions and powers of the bankefsnéd by section 2
of the NIDB decree are follows:

I. To provide equity and funds by wapf loans to indigenou
persons, organizations, institutions for medi and long term
investment in industry and commerce at such ratdsipon such
terms as may be determined by the Board in accoedaith the
policy directed by the Federal Executive Council.

ii. To engage in all aspects of merthabanking, particularly
confirmation of bills and obligation to thirégies, acceptance
and discounting bills.

iil. To underwrite stocks, shares and debentuseges in furtherance
of the policy of the government.

iv. To purchase and sell stocks quotemh the
Lagos Stock Exchange.

v.To provide guarantees including lettersf
credit.

vi. To accept term deposits from the publimancial institutions,
trust funds, post office and other bodies.

vii. To provide chequing facilities for its custorae

With time, the scope of the bank's functions watened to take on in

addition to those outlined above the priowis of venture capital ar
funds for acquisition and investment in ibasdevelopment (shopping
centres, warehouses, grain silos etc)

As with NIDB, to attract NBCI financing, ther must be evidence of
viability, sound management, good prospeats profit, among other
criteria.
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3.7 The Nigerian Agricultural Coopertve and
Rural Development Bank (NACRDB) Ltd

The birth of the Nigerian Agricultural,Cooperative and Rural
Development Bank (NACRDB) Limited as theingle largest

development finance institution in Nigeridollowed the successful
merger of the former People's Bank ®igeria (PBN), the defunct
Nigerian Agricultural and Co-operative Bank (NACBY. and the risk

assets of the Family Economic Advancemeptogramme (FEAP) in
October, 2000. Thus, NACRDB is dedicated prim to agricultural
financing at both the micro and macro levels, a agemicro financing

of small and medium scale enterprises The Bankégistered limited

liability company that is wholly ownedby the Government of the
Federal Republic of Nigeria with the share @apifully subscribed by

the Federal ministry of Finance Incorporated 60%thie Central Bank

| of Nigeria 40%. The Bank's broad na@ie encompasses savings
mobilization and the timely delivery of ffadable credit to meet the
funding requirements of the teeming Nigeriapopulation in the
agricultural sectors of the national economy.

FUNCTIONS OF NACRDB

* Providing all classes of agricultural loans fanting, livestock,
poultry and fisheries etc:

* Developing the economic base of the low inconmaigs through the
provision of loansto small scale enterprisssich as bakers, hair
dressers, petty traders etc;

e Accepting savings from individuals and co-@ie societies and
make repayment of such savings together with apategnterest;

» Encourage the formation of co-operatives;

» Engendering good banking habits amongst Nigeriesysecially the
target group,

* Encouraging capacity building through the tnagnof beneficiaries
on proper loan utilization, repayment, savings #wedformulation of
strategies for the profitable marketing of products

SELF-ASSESSMENT EXERCISE

Define the term development bank and discuss thetifuns of NIDB,
NBCI and NACRDB.
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4.0 CONCLUSION

We conclude that a merchant bank is aholev sale bank
depestianly in large blocks and providingaimy medium and long
term loans with public and private cogimns  being
Bestelmensent banks are established specificalgiddhe development

of some specific sectors of the economy suchagsiculture, industry

etc.

5.0 SUMMARY

In this unit, we have learnt the meaning of mantland development
banks. We have also learnt the functions of merdbamks and also the
functions of some development banks in

6.0 TUTOR-MARKED ASSIGNMENT

Define the term merchant bank.
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UNIT 5 THE NIGERIAN DEPOSIT INSURANCE
CORPORATION

1.0 Introduction
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3.0 Main Content
3.1 The Nigerian Deposit Insurance CorporatioDI{)
3.2 The Role of NDIC in the Banking Industry
3.3  Functions of NDIC
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4.0 Conclusion

5.0 Summary

6.0 Tutor Marked Assignment

7.0 References/Further Readings

1.0 INTRODUCTION

In this unit, we shall discuss the historical depahent of the Nigerian
Deposit Insurance Corporation (NDIC) and its inaaking industry.
We shall also discuss the essentials of bankingjaggn.

2.0 OBJECTIVES

At the end of unit you should be able to:

* Trace the historical development of the NDIC
* Discuss the roles of NDIC in the banking industry
* Discuss the essentials of banking regulation,

3.0 MAIN CONTENT

3.1 The Nigerian Deposit Insurance Corporatio (NDIC)

The modalities for the establishment of aexplicit deposit insurance
scheme in Nigeria was necessitated by the CBNnadween convinced

of the need f.--r the scheme, and after goingmettessary consultations

with the federal ministry of finance. hd federal government gave
approval to a memorandum for establishing #sheme in December,
1987, following which Decree 22, estdiihg the NDIC was
promulgated in June, 1988. The NDIC Decrees sktrth the rule and
procedure guiding its operations. The Ilapecsies eligible financial
institutions, average funding, clear and unambigymocedures for risk

assessment and management containment.
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The NIDC was an  autonomous body whicltacts as .
adpéivislry authority over licensed banKshe corporation not only
provides financial guarantee to depositors bigo aensures that banks
comply with regulations and practices that fostgety and soundness

in the market place.

The corporation successfully commenced operatidviarch, 1988after

being guided and expertly advised by the UnitedeSteederal Deposit
Insurance Corporation (FDIC), immediately befoamd after take off.
The FDIC not only offered the corparati attachment training
facilitates, but also paid an assessmemtission to Nigeria
adsresthe NDIC would need technical assistanceownttbost.

Its authorized share capital was One Hundred ddilliNaira (NIOOm)

out of which fifty million naira (N50m) has alreafleen called up and

paid up by the subscribers. The CBN aRkdderal Governm
treieownership of 60% and 40% respectively.

To further boost the activiies of thecorporation as well
itWlependence, the Government in its 19®0dget announced th
independence of the NDIC from the CBN Tdhat effect, whe
tleeporation recommends to the CBN the revocatmfra license of a
bank and no response is received within thirty ) (8/s from the date

of recommendation the NDIC can liquidate the h#s&ction 23c (2)

NDIC (amendments) Decree 1997).

However the relationship between the CBN and NDilCremains that
of a principal and its agent.

3.2 The Role of NDIC in the Banking Industry

Section 5.0f the NDIC Decree No 22 of 1988 statefinctions. These
functions therefore, form the core of the rolédN&fIC and its activities
in the Nigerian Financial System.

The major concerns ofthe NDIC are protectibdepositors and the
safety of the banking system. These derive frascore function of
"insuring all deposit liabilities of licensed bardsd such other financial
institutions operating in Nigeria" The other fuoats of NDIC include
"guaranteeing  payment to depositors in case of imminent
aggp@Ension of payments by insured banés financial institutions
fl up to the maximum amount of N50, 000 as proviaethe Act" and

"assisting monetary authorities in the formulato implementation of

banking policy so as to ensure soutmhnking practice and
competition among banks in the country".
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It is important to observe that although the NDi@racts with banks in

one formor the other, it is difficult tstate in strict terms that it is
involved in the direct regulation of na. Indeed, Umoh (1996:6)
admits that "as an insurer, the admiaistr of a deposit insurance
scheme necessarily become a supervisor but nefgutator as it does

not directly stipulate rules guiding theperations of insured
institutions."

3.3 Functions of NDIC

In the exercise of its functions, the NDIC implersethe following
against banks in accordance with statutory prongio

[ Insurance of Deposit Liabilities of all Licensed Banks in
Nigeria. In return for this  insurance, all insured banks pay
mandatory  annual premium which is cal@das 15/16 of
1% of a bank's total deposit liabilities excludimgsider deposits,
counter claims from persons who maintain both diépas may
be specified from time to time by the board of Hi2IC.

. Financial and Technical Assistance to Insured Banks: The
corporation is expected to render asgistanin  the interest of
depositors of banks faced with actualnafiicial difficulties, as
liquidity deficiencies and accumulated loss, whiels nearly or
completely eroded the shareholders fundsay approach the
NDIC for assistance. So NDIC can rendeny or all of the
following as assistance to a failing bank,

a) Grant Loans

b) Give guarantee for loans taken by the bank

c) Subject to the approval of the CBN, take over th
management of a bank until its financial positigproves
or

d) Arrange merger with other banks etc.

iii. Guaranteeing Payment to Depositors. It istte job of the NDIC
to play the role of undertaker when a bank fansidental to this
job is the payment of insured amount up to a marinef N50,
000 to depositors. In any circumstance where toeporation is
liable to make payment, it will require prodf alaims from all
depositors by the courts of competent jurisdichefore making
any payment of such claims. If the corporatiomdint advisable
in the interest of the depositors or theublic, it shall appoint
another insured bank to assume the insured depdsite failed
bank not later than three months after failure.
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V.

Vi.

Assisting Monetary Authorities: This function is demonstrated

through assisting monetary authorities #formulation and
implementation of banking policies so aso ensure @ s:
aodnd banking practices and fair competitiotn this respect,
NDIC is required to ensure thatthe insured kbamomply with

the provisions of all banking laws and regulations.

Bank Supervisory Activities: Supervision of insured banks
remains an integral part of the mechanism of reingtsafe and

sound banking practice. In this regard, the corjmracarries out

off-site surveillance and on-site examinatitaoth of which are
mutually re-inforcing. The on-site supels or examination
provides opportunity for the organizationo appreciate the
financial health of, and inherent risk# has undertaken
insuring a particular bank or the entire bankisgstem. This is
ascertained through an analysis and atialu of the bank
finances under such international parameteas, the capital
adequacy, asset quality, management, gniand liquidity
(CAMEL). Indeed, it is through on site agxinations that the
NDIC  verifies the authenticity of datait received v
rengdeed by banks. The off-site supermisialso monitors the
soundness (i.e. financial condition and fgyemance of a banl
through statutory and prudential returnsdesad to the NDIC
from time to time. Using the returns, the NDICynee able to
discover areas of potential problems anbusttake immediate
steps to cause the bank to remedy the situatioth. & site and

off-site  supervision examinations are geardowards ensuring
banks' compliance with regulations and laws.

Bank Receivership  and Liquidation: In 1994  an

1995, cotperation, under the appointment of the CBiNitlated five

Vil.

(5) distress banks. The corporation also ssfady undertook
the closing of the twenty six (26) distressed bgnksuant to its
appointment as a provisional liquidator by ti@entral Bank of
Nigeria in 1998. This brings the total number afk&liquidated

to 31.

Claims Settlement and Administration: This involves the
processing, verification and settlement aflaims filed by thi
proven depositors of the failed banks. This funcadso involve
payment of liquidation dividends to uninjured dapmsas well
as the creditors of the closed banks consistehttvé provision
of the NDIC Decree 22 of 1988 (as amended), toeporation
only provides funds for the payment of insured d&pos from
the insurance fund while the liquidation idand is paid from
the sales of fixed (net proceeds) assets of thexlfaanks.
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3.4 Essentials of Banking Regulation

In virtually all countries of the world, the banlgiindustry is regulated

than any other sector. Banking is regulated froenctiadle to the grave;

indeed from pre-cradle since regulation commencih tive processing

of application precedent to licensing. Whis this so? What makes
banking different from other activities?

One explanation is the uniqueness of bankiAg bank is a financial
institution that differs from other financialinstitutions in two crucial
product areas. It offers demand or transaction slepwvith commercial

lending rates. It is central to a nation's paymegstem and savings /

investment process. This centrally in theconomic system singles
banking out for much heavier regulatiothan any other activity
(Johnson and Johnson 1987)

In performing their traditional functions, barkk® expected to ensure
prudent management of assets and guarantee sdfety of depositors'
fund. They are expected to adhere strictly dafe and sound banking
practices to prevent incidence of fraud, rgévies and other financial
malpractices to ensure stability and publiconfidence in the system.
Here lies the concern of the regulatory bodieds hence the need for
bank regulation by the regulatory and supervisoitharities.

In brief, regulation of banking evolved to servenygoals which

include the

following:

I. PROTECTION OF DEPOSITORS

The most basic reason for bank regulatis depositors' protection.
Bank depositors have difficulties in @ating their interest when
compared to bank creditors or investors. Giverirtbeeased number of

banks in the system, the shift in government baipsrt policy and the

bitter experience of prior bank failuresn ithe country, the need for
regulation to protect depositor becomes rather ratpe.

ii. MONETARY STABILITY

Bank regulation promotes financial stability bycearaging a flexible

banking system that can always meet the publerséction needs and

by discouraging banking practice that stabilitcpuld lessen or prevent

the occurrence of banking panics and thdisruptive effects on the
economy and thus be linked with goals of depogitotection.
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ii. EFFICIENT AND COMPETITIVE FINANCIAL SYSTEM

One aspect of good banking is that customers axvided with equity
services at competitive price. One of the purpasé&snking regulation
therefore isto create regulatory framework theicourages efficiency
and competition. Competition is a vehicle for auhmg efficiency since
ina competitive banking system banks are fotoemperate efficiently

if they are to keep their customers and to renralvusiness

iv. CONSUMER PROTECTION

Another goal of regulation of banking is to proteghsumer interests in

certain aspects of banking relationshi@roadly interpreted, these
objectives, could encompass most banking regulaias well as legal
protection generally given to all custosae It could thus inclu
regulations designed to protect depositors.

SELF-ASSESSMENT EXERCISE
Trace the historical development of the NDIC

4.0 CONCLUSION

We therefore conclude that the NDIC wastaldished to prevent
incidence of bank failure in Nigeria,

5.0 SUMMARY

We have learnt the historical development amdtions of the NDIC.
In addition we have also learnt the essentialsaoking regulation.

6.0 TUTOR-MARKED ASSIGNMENT
Outline the functions of the NDIC in the bankingtee.
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