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ABSTRACT  
 

 
The study is an investigation into the impact of monetary policy measures on 

bank credit, covering the period, 1980 – 2003. Specifically, we examined the 

influence of each of the following instruments namely, liquidity ratio, interest 

rate, cash reserve requirement, minimum rediscount rate and treasury bill on 

bank credit.  
 

Two major statistical tools were adopted, while a time-series analysis was 

conducted to observe the movement of these named variables as against the 

movement in bank loans and advances, a multiple regression test was however 

conducted to determine their effects on total loans and advances of banks. Some 

of the major findings of these tests confirm the existence of a high correlation 

between all the explanatory variables taken together and total bank loans and 

advances. This was further corroborated by the existence of a significant 

relationship between the monetary policy instruments and total bank loans and 

advances. However, in terms of the contribution of each of the explanatory 

variables to bank credit, only treasury bills rate and the liquidity ratio proved to 

be significant contributors to bank credit at 2% and 5% respectively.  

However, beside these two explanatory variables that bear an inverse 

relationship (negative), also the sign of the cash reserve ratio equally meets the 

a priori expectation while both the minimum rediscount rate and interest rate 

failed to meet the a priori test in this regard. Based on these results, some of the 

major recommendations are that monetary authorities should rely more on the 

use of treasury bills, liquidity ratio and cash reserve ratio as measures to 

influence the level and direction of bank credits, having all passed the a priori 

test. Moreso, both the minimum rediscount rate and interest rate need further 

re-examination with the aim of making them more responsive to the needs of the 

economy. 
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CHAPTER ONE 
 
1.0 INTRODUCTION 

1.1 BACKGROUND OF THE STUDY 

The establishment of the Central Bank of Nigeria in 1959 brought about with it 

the use of various tools of monetary policy to accomplish the regulatory roles of 

the bank. The objectives of monetary policies had hardly changed perceptibly 

since the past century although emphasis did shift from time to time. Monetary 

policy objectives as stated in the fourth plan include the maintenance of stability 

in wages and prices, support for increasing levels of agricultural and industrial 

output and provision and organization of development finance. 

 

During the oil boom era, the thrust of policy instruments was to drain the 

liquidity in the economy. After that period, and in fact to some extent during the 

same period too, monetary policies were used to divert funds to the productive 

sectors of the economy. However, because of the relatively under-developed 

state of the financial system, most of the traditional techniques of monetary 

control could not be used and explanation on the extent of use of each 

instrument is provided below with reason. 

 

The issuance of treasury bills, for example, was to boost money market activities, 

borrow money for the government and provide investment avenues. The fact 

that most of the treasury bills were subscribed for by the Central Bank itself 

provides sufficient indication that the instruments were not issued to drain 

liquidity in the economy. The non-application of open market operations as a tool 

of monetary policy in Nigeria for a long time (until recently) was due mainly to 
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the then narrow and relative under-developed nature of the financial market and 

the general poor level of public awareness of financial market investments. The 

low level of interest rate and the availability of more profitable and equally safe 

avenue for investment like bank deposit, also inhibited the popularity of treasury 

bill in the open market especially among non-institutional investors. 

 

The legal reserve ratio has also been a dormant instrument for a very long time. 

The Central Bank of Nigeria Act 1958 introduced mandatory liquidity ratio in the 

banking industry but the liquidity ratio fixed at 25 percent in 1962 remained so 

unit 1987 when it was increased to 30%. The face that the ratio was kept 

constant for over 25 years clearly indicates the absence of emphasis on it. 

However, cash reserve requirement were used during the excess liquidity period 

of 1972-76. This excess liquidity arose from the oil boom of that period and the 

implementation of the Udoji wages award. Commercial banks were directed at 

various times during that period to maintain with the Central Bank, a minimum 

cash deposit ranging from 5 to 12 percent of their total demand deposit liabilities. 

Variable liquid assets ratio were used between 1959 and 1964 and between 1972 

and 1976. The Variable Liquid Assets Ratio is a design under which commercial 

banks are directed to diversity their portfolio of liquid assets. In other words, the 

Central Bank will redefine the set of assets acceptable for computation of the 

required liquidity reserve. Although this instrument has been used over two 

periods, the purposes for which they were applied at different times different. 

The use between 1959 and 1964 was to re-define liquid assets in favour of 

domestic financial instruments so as to indigenize the credit base whereas the 
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application of the instrument between 1972 and 1976 was a complementary way 

of salvaging the economy from the inherent problems of the cheap money and 

excess liquidity of that period. To encourage increase in long term lending and tie 

down the excess liquidity, government debt instruments of about three-years 

maturity were included in the list of assets acceptable for the purpose of 

calculating liquidity reserve. 

 

In the same manner, the aggregative instrument of special deposit has not been 

a popular instrument in Nigeria. The Central Bank called for special deposit only 

once and that was in 1971. Also, although the Central Bank is empowered to 

issue stabilization security to mop-up liquidity in the banking system at the rate 

of interest and maturity period set by it, with power to penalize banks that fail to 

take up the issue, the instrument was not used in Nigeria for a long time. The 

first time it was issued was in 1976 when stabilization securities were issued to 

banks at 4 per cent interest. It was however re-introduced in 1990 and used 

intensively during the banking upsurge of the early 1990's.The reasons for the 

fairly abandoned state of these two instruments are not far-fetched. They are not 

supposed to be used during a period of smooth monetary operation but as 

aggregative and in fact aggressive, measures. They are used only in period of 

exigencies like the excess liquidity which featured during the oil boom of the 

1974-76 period. 

 

Selective controls have been the dominant instrument in use by the Central Bank 

since 1969. Selective controls are guidelines but they are also directives in the 

sense that they have penalties attached to them. The first application was in 
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1964 and the aim then was to direct commercial banks credit to general 

commerce and the identified productive sectors of the economy like agriculture 

and manufacturing. Prior to that period, banks had focused more on the 

financing of import, most of which are less essential for the economy. Sincel969, 

the Central Bank has resumed the use of directives and this has continued up till 

now. 

 

Though not a tangible instrument, moral suasion as a policy instrument has been 

in use in Nigeria ever since. As discussed above, moral suasion means 

exhortation in which banks are expected to think along with the government. 

However, when banks did not show adequate sensitivity, directives have to set in 

but despite the directives, and in an attempt to ensure friendly atmosphere 

between the Central Bank and other financial institutions, forums have been 

created by the Central Bank for friendly persuasions, statements appealing to 

sentiments, public pronouncements, appeals, etc. and in most cases, using the 

opportunity to explain the implications of certain actions of the banks on the 

economy. There exists as at now a Bankers Committee which provides a forum 

for the Chief Executives of financial institutions to meet with the executives of 

the Central Bank to discuss issues relating to the economic and monetary 

policies, and in this way seek to enlist their support for government monetary 

policies in the interest of all. The Chartered Institute of Bankers of Nigeria's 

meetings and seminars, the Bank Directors' Annual Seminar of the Financial 

Institutions Training Centre and Workshops of the Money Market Association of 

Nigeria also provide opportunities for financial market operators to deliberate 
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with the Central Bank and other governmental organs, issues of national interest, 

especially the economy and as affecting banking and finance. 

 

The use of re-discount rate and interest rate structure has been a regular 

instrument in the Nigerian financial market ever since. Looked at from the 

operation of price mechanism, the interest is an income to savers and a price to 

the user of fund. It can therefore be used as an instrument of monetary policy to 

facilitate the channelization of savings and efficient application of such savings to 

facilitate growth and development within the economy. By affecting such 

parameters like consumption, savings, investment and capital formation; by help-

ing to gauge conditions in the financial market and by the important indications 

that changes in its magnitude and direction give to economic agents and decision 

makers, interest rate is widely accepted the world over, not just in Nigeria as one 

of the most important tools in the regulation of the economy. Prior to the 

economic liberalization brought about by the Structural Adjustment Programme in 

1986, the level and structure of interest rates were determined by the Central 

Bank of Nigeria and communicated to operators as directives. Hence, savings, 

deposit and lending rates were usually prescribed by Monetary Circulars but they 

often depict the realities of administratively determined, as opposed to market 

determined, rates. The rates usually did not take adequate care of inflation hence 

real rates of interest were not protected. Some prescribed rates were somehow 

unrealistic like the directive of Central Bank of rate of 7 per cent for Agriculture in 

1984 when interest on savings deposit was 9.5 per cent. The result was 
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excessive demand for agricultural credit which were often diverted despite 

rigorous supervision. 

 

In line with the spirit of the Structural Adjustment Programme, the Central Bank 

of Nigeria introduced a market-based interest rate policy in August 1987 under 

which banks would determine their deposits and lending rates according to their 

judgment of market conditions. The Central Bank continues to determine the 

Minimum Rediscount Rate but this rate did not have effect on the other rates 

within the economy. The result of the deregulation of interest rate was 

devastating. Interest on deposit triggered up to around 75 per cent in the newly 

licensed banks while the old banks somehow remained relatively conservative. In 

the finance houses and primary mortgage institutions, interest rate of three digits 

were not uncommon. Worried by this development, the Central Bank of Nigeria 

was compelled in 1991 to re-introduce controls and banks were directed to 

observe maximum lending rate of 21 per cent and a maximum of 4 per cent be-

tween cost of fund and maximum lending rate. Although the figures reported by 

banks showed compliance, evidences abound that actual figures were quite 

higher. Sterilization of high volumes of funds in the Central Bank, first to bid for 

foreign exchange and then on stabilization securities had led to shortage of funds 

and cash flow problems in weak banks had led to distress borrowings. 

The ceilings were removed in January 1992, re-introduced again in 1993 and full 

deregulation commenced again in 1996. Interest rate was first used as an 

instrument of monetary policy in Nigeria in 1962 following the introduction of 

money market instruments. The interest rate then had to be competitive to 
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ensure repatriation of funds kept abroad. At various periods also, interest rate 

has been controlled to achieve specific objectives at different periods. During the 

period of high government borrowing, for example, interest rate was reduced to 

minimize cost of serving public debt as was the case in the 1960's. 

 

There is no doubt that despite the non-availability of data and problems earlier 

identified on the evaluation of efficiency of monetary instruments, the Central 

Bank has lived up to expectation by-containing at different times, the various 

problems that eruptions in the monetary system could have caused in the 

economy. This achievement however has not been without costs or minor 

frictions between the Central Bank and other financial institutions, The 

achievement of any objective will depend on the instrument or combinations of 

instrument used and this trend is complicated by the high level of sensitivity of 

these instruments to basic parameters in the economy. An instrument that 

performed excellently well in country A may fail to perform well in country B 

because of the differences in the socio-cultural setting, the level of literacy and 

the extent of development in the financial system. As weak and intangible as 

moral suasion is, it will work well in countries where there is a high sense of 

national consciousness. One could therefore not blame the Central Bank of 

Nigeria for using non-traditional instruments at a time when the financial market 

was less developed and therefore less sensitive. It is however important that 

efforts be made to further develop the financial system to create favourable 

atmosphere for the use of market sensitive instruments. 
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Prior to the evolution of organized financial market in Nigeria, the different tribes 

in the country had ways of pooling resources together through traditional thrift 

and credit societies. In some communities for example, under the Esusu system, 

monthly contributions from the various participants are collected in turns, thus 

providing avenue for savings in respect of those collecting later and credit for 

those collecting earlier. 

 

As crude as the system was, because in most cases there were no written 

agreements, the system succeeded in encouraging thrift and capital formation. 

Such lump collections are in most cases used for worthy projects like house 

building, buying of farmland although some were used for socially desirable but 

economically irrelevant activities like burial ceremony, chieftaincy, etc. The 

system also provides credit on very soft condition for members. There is a 

schedule for collection and in most cases the trust was not abused. Apart from 

these thrift and credit societies, there are the traditional money lenders even 

though their interest rates are usually prohibitive and lending condition stem and 

cruel, they played an important role in making credit available. 

 

As in 1993, monetary policy formulation and implementation were largely based 

on the use of market – based instruments, comprising, open market operations 

(Omo) conducted by the bank, the prescription of reserve requirements and 

operations of the discount window. In line with this approach of monetary 

management, the selective lifting of credit ceilings for banks which met the 

performance criteria stipulated by the bank was continued. The high lights of the 

monetary and credit policy measures were as follows: 
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(a) Monetary and credit target the monetary and credit targets stipulated for 

1994 compared with the targets for 1993 and 1992 were as follows 

       1992  1993  1994 

(i) Growth in narrow money supply (M1)  24.3  20.0  21.4 

(ii) Growth in broad money supply (M2)  26.8  18.0  14.8 

(iii) Growth in aggregate bank credit   13.2  17.5  9.4 

(iv) Growth in credit (net) to government 7.7  14.5  0.0 

(v) Growth in credit to private sector  17.7  20.0  32.6 

 

(b) Monetary policy instruments: The main instruments for achieving the 

targets were the conduct of open market operation supported by cash reserve 

requirement and liquidity ratio, as well as the discretionary issue of stabilization 

securities. 

 

In order to reduce the rate of increase in money supply and price inflation to the 

target set for 1985, the permissible rate of increase in commercial banks loans 

and advances was reduced from 12.5 percent in 1984 to 7.0 percent. However, 

banks with loans and advances not exceeding N100 million as at the and of 

December 1984 were allowed to expand credit by up to 10 percent above the 

level of credit as at the and of December, 1984 or 15 percent of floor total 

deposit liabilities, whichever was higher. 

Banks are the engine room of the financial system in any world economy. This is 

why over the years there have been changes in the banking regulations and 

monetary policies to make banking system very stable and avoid distress and 
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eventual collapse. According to Ayodeji (1999), the broad objectives of monetary 

policies are the achievement of price stability, high level of employment, 

sustainable economic growth and balance of payment equilibrium. The regulatory 

policies of CBN on banks in Nigeria have significant impact on their operations 

and capital base formations. The various policies from 1990 to 2000 were not 

able to bring sanity in the banking system, hence the new policy on N25 billion 

capital base and mergers and acquisitions in 2004. By mid –1992, the continued 

imposition of credit ceiling on the banks has become a major hurdle the 

introduction of the Open Market Operations (OMO). Therefore, from September 

1st 1992, the CBN lifted credit ceiling on individual banks that met CBN specified 

criteria on selective basis in respect of statutory minimum paid up capital, capital 

adequacy ratio and cash reserve requirements, sound management prudential 

guidelines and sector credit allocation, as in the case of 10% profit before tax for 

small and medium scale enterprises. Meanwhile, the use of stabilization securities 

of mopping excess reserves in banks was intensified and three discount houses 

opened their doors for business from March 1993. In 1995, the fourth discount 

house commenced operation, while the fifth one started operation in 1996. On 

the 30th June 1993, the CBN commenced OMO in treasury securities with banks 

through discount houses on a weekly basis. Nigeria has continued to use OMO as 

a major tool of monetary policy since June 1993. The instrument has been 

effectively used in moderating liquidity in the financial system. 

The capital base of the banks has come under the strong hammer by bank 

regulators and analysis. Williams (2003), noted that the government regulation 

on the capital base is very necessary to make sure that the banks carry on 
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effective local and international banking operation in the globalised environment.  

The current #25 billion capital base is aimed at making the financial system more 

stable and improves the performance of the banks in Nigeria. Tomori (2004) 

noted that bank profitability is a function of monetary policy. The banks 

regulation (monetary policy) affects the loan portfolios on the small and medium 

scale industries in Nigeria. Banks stimulate economic development of Nigeria by 

lending to the small and medium scale enterprises. Therefore, banks invest funds 

in the promotion of industries, investment being a function of capital availability, 

which in turn depends on national savings. 

Investment in capital goods is carried out by entrepreneurs who may not 

necessarily be savers. Capital formation though of necessity, is tied to economic 

growth, it could also be derived from borrowing whether from internal or external 

(foreign) sources. Banks therefore, play a vital role in capital formation, by 

pooling funds from those who have the propensity to save and loaning same to 

entrepreneurs for business purposes. This is done at a rate that is profitable to 

the Banks who must also ensure the safety of their depositors’ funds. Thus, while 

Banks are available agents of development by way of their services, especially in 

capital formation having greater production of goods and services, cautious 

procedures are followed before this vital resource is extended to the borrower. 

According to P. Asido (2000), there is no doubt that the banks’ Loans sand 

Advances are found in sectors other than the small and medium scale Enterprises 

(SMEs) considering the high level of risk associated with small and medium scale 

enterprises. Consequently, this study seeks to evaluate the impact of monetary 
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policy measures on bank credit bearing in mind the crucial role that banks play to 

propel economic development. 

 

1.1.1 MONETARY POLICY AND IMPACTS ON BANK CREDIT 

It is apparent that some of the policy instruments introduced by the apex banks 

within the pre-SAP period and after the SAP-era have a great impact on bank 

credit. As it was statically shown in CBN Annual report and statement of account 

1994, from 1980 to 1993, 99 percent of variation in interest rates and Loans and 

Advances rose from #6.3 million in 1980 to #15.701 million in 1986 Ojo, (1993).  

Other policy instruments introduced by then have great impact on credit 

allocation to the various sectors. For example in 1986-2987, the CBN was 

empowered by the Federal Government to introduced stabilization securities 

policy as a way of mopping any excess liquidity from the economy and to 

influence money supply and demand. 

Bankers rather regard it as penalty paid for exceeding the required minimum 

Liquidity Ratio. With this policy measures the bank were seriously affected and 

this reduced their credit allocation to the economy. Oresotu, (1991) said that, 

during post SAP period the Federal Government deregulated interest rates and 

other measures such as cash reserve requirements, liquidity ratio, prudential 

guild lines and Open Market Operations were introduced, this accounted for an 

increase in Loans and Advances from 3.88 percent in1987 to 48.14 percent in 

1993 respectively. The “Low” and “Peak” recorded under the period review was 

as a result of the advantage of deregulation of interest rate and other policies 

been introduced. 
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Prior to the introduction of OMO as the main instrument of monetary control, the 

growth in aggregate bank credit was subjected to a ceiling of 17.5 percent 

compares with 13.2 percent in 1992. On a sect oral basis, credit to government 

by then was 14.5 percent as against 7.7 percent in 1992, while that of the 

private sector rose to 20 percent compared with 17.7 percent in 1992. 

On June 30, 1993, the CBN introduced the use of Open Market Operation (OMO), 

the objectives is the attainment of the stipulated monetary and credit targets, as 

well the reduction of short term fluctuations in bank balances with the 

introduction of this policy instrument in 1993, the treasury bills traded at OMO 

gave a deposit rates at commercial banks ranged between 23.37 and 28.33 

percent. With increase in deposit rate, the bank lending therefore rose sharply in 

1993 to #62.13 million. Olisadebe, (1993). 

As earlier noted, credit ceilings are good instruments for restraining monetary 

growth. Nonetheless, strict adherence to targets and the relative efficiency of the 

control system constituted areas to watch for policy effectiveness. It is in this 

regard that the deregulation of interest rates and banking activities call to 

question the efficiency of interest rate and credit ceiling targeting as policy 

objectives and measures. Now that banks pay interest on more monetary assets 

than before, it should be expected that they would seek to recoup such interest 

payment elsewhere. The perhaps explains why banks actual lending rates often 

exceed established targets. 

From 1996 – 2000, the total loans and advance rose abruptly from N171,433.1 to 

N508,302.2. The increase was accounted for the allocation of credit to the 

relevant sector of Economy. 
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The aggregate bank credit to the domestic economy had in year 2000 recorded a 

fall of 23.1% as against a target increase of 27.8% but in year 2001 it grew by 

77.8% as against a target use of 15.8%. 

  

Bank credit to the private sector had recorded less volatile savings with an 

increase of 30.9% as against a target rise of 21.9% in year 2000 and an increase 

of 37.3% in year 2001 as against a target rise of 22.8%. 

 

On the other hand, bank credit to the Federal Government fell by 162.3% in year 

2000 as against a planned rise of 37.8% due to favourable receipts from crude 

oil but in year 2001 when the oil market became unfavourable, credit to the 

government rose astronomically to 132.8% as against a planned rise of only 

2.6%. Corresponding to the experience with the federal government, the banking 

system’s claims on state and the local government rose from a 123.3% 

investment in 1999 to a rise of 259.9% in year 2000. 

  

The improved receipt in year 2000 from oil proceeds, which was monetised, 

increased Central Banks component of base money from a rise of 22.2% in 1999 

to a rise of 36.6% in year 2000. 

  

The Central Bank in year 2000 too some actions which were favourable to the 

banks; for example it reduced minimum rediscount rate from 18% in 1999 to 

14%, reduced cash reserve requirement from 12% to 10% and reduced liquidity 

ration from 4% to 35%. 

Consequently, this research is end to examining the impact of monetary policy on 

bank credit.  
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1.2 THE STATEMENT OF PROBLEM 

The Nigerian business environment is witnessing most trying period. Many banks 

are finding it very difficult to meet the minimum capital base as set by the 

Central Bank of Nigeria and pursue good monetary policies due to unstable 

foreign exchange rate and high rate of inflation. In most cases the operating 

reports by the banks are “window dressed”, especially as there is poor 

supervision of the banks. This period of low activities in banking and business 

activities is characterized by low capacity utilization, reduced effective demand 

for goods and services resulting in large volume of unsold stock, influx of finished 

goods and services from developed countries, as well as lack of protective 

legislation for the local industries, etc. Generally, there is a lull in business 

activities, which has resulted in low credit facilities in the financial sector of the 

economy. The factors responsible for the distressed situation are both intrinsic 

and extrinsic. It includes inadequate credit facilities by the banks, insider abuses 

and poor management, state politics, unskilled personnel, board-room politics, 

unsecured and unproductive loans granted by the banks. All these therefore, 

continue to fuel the problems as bad and unsecured credits continue to soar 

higher in banks, more improper appraisal of the credit, total disregard to laid 

down rules as bank officials colluded with the bank’s customers to procure loans 

from the banks which turn out to be bad and unproductive etc. It is against this 

background therefore that factors responsible for weak monetary policies are 

examined in this study. However, of particular interest is the need to investigate 

whether available monetary policy measures have adequately directed and 

controlled the flow and direction of credit in the economy. 
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The study therefore, critically examines the implication of the CBN introduced 

monetary policies measures as regulatory frameworks on the operating results of 

the Nigerian banking sector, with special focus on bank credit administration. 

Hence, it seeks to test the efficiency of the monetary policies as action principle 

on the performance of Nigeria banks. 

 

1.3 OBJECTIVES OF THE STUDY 

The general objective of the study is to investigate the impact of monetary policy 

measures on Bank credit. But specifically, we intend to achieve the following: 

i. To investigate the influence of liquidity ratio on bank credit. 

ii. Determine if interest rate affects bank credit. 

iii. To find out if reserve requirement affects the amount of credit granted by 

banks. 

iv. To the determine the extent the minimum rediscount rate has affected bank 

credit. 

v. To ascertain the influence of treasury bill rate on bank credit 

vi. Finally, to identify problems associated with this policy and make possible 

suggestions and recommendations. 

 

1.4 RESEARCH QUESTIONS 

With the above state objectives, we therefore raise the following research 

questions are raised:- 
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i. What is the influence of liquidity ratio on bank credit? 

ii. To what extent has interest rate affected the volume of bank credit? 

iii. Has reserve requirement played any significant role in the Bank credit 

administration? 

iv. How has the minimum rediscount rate affected the volume of bank credit? 

v. To what extent has bank credit been affected by the treasury bill rate? 

 

1.5 RESEARCH HYPOTHESES 

The following hypotheses are considered relevant for the study; 

Ho1: There is no significant relationship between Liquidity ratio and bank 

loans 

Ho2: Interest rate has no significant impact on bank credit. 

Ho3: Cash reserve requirement does not significantly affect bank credit. 

Ho4: The minimum rediscount rate does not significantly affect the level of 

bank credit 

Ho5: The level of treasury bill rate has no significant effect on bank credit. 

Ho6: There is no significant relationship between the explanatory variable 

namely; liquidity ratio, interest rate, reserve requirement, minimum 

rediscount rate, treasury bill rate and bank credit – the dependent 

variable. 

 

1.6 SIGNIFICANCE OF THE STUDY 

Sound monetary policies have formed the economic bedrock for good banking 

culture in Nigeria, hence this work significant in a number of ways. First, the 
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study will be a guide to bank regulatory agencies and monetary policy makers on 

the impact of good monetary policies on the performance of banks in a globalize 

economy. Also the government of Nigeria will be guided on the very important 

and role good monetary policies in the control and economic development of 

Nigeria. In addition the study will be a reference material for further study by the 

academics and practitioners on the Nigerian monetary policies and banks 

performance. To the banking industry, the executives of banks will be guided on 

the impact of monetary policies on the performance of the organization in terms 

of operating profits, total and quality of assets, liquidity ratio, net assets and 

capital base. Lastly, the study will be a reading companion to prospective 

investors in the banking industry in Nigeria. 

 

1.7 THE SCOPE OF STUDY 

The study is intended to cover a period of twenty-four years (1980-2003) a 

period so chosen for some basic reasons. This appears apparent giving the 

availability of relevant data coupled with the fact that the period covers three 

different economic scenario of the Nigeria economic, namely; a period of oil 

boom (1980-1985) and the subsequent monetization of the oil revenues, a period 

of austerity (1982-1985) and a period of Structural Adjustment Programme (SAP) 

and reforms beginning from 1986 and deregulation of economy 1987, 1992, 

2004 respectively. The effects of these periods on bank earnings, loans and 

advances (credit) and economy in general are important. 
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Also, the use of both direct and indirect monetary instruments for credit 

expansion and contraction by banks and their effectiveness, as well as 

implications on commercial bank and the economic in general are considered 

within the study period. 

 

1.8 THE LIMITATIONS OF STUDY 

The limitation of this study include such factors as: 

1. Time: The research was faced with the problem of apportioning his 

limited time between writing this project and personal but vital 

responsibilities. 

2.       Data: The problem of data collection on a developing economy as ours is 

well known. The absence of a data bank and the secrecy associated with 

the release of official documents are impediments to research efforts. This 

study had its own feel of these obstacles. 

 
Thus, it was difficult for me to gather all the required official publications, 

reports and financial statements of CBN for the fourteen years period of 

this study at Owerri Branch Office, for this, I had to undertake numerous 

trips to the CBN Head Office, Lagos before the data were collected, 

although not without the required bureaucratic red-tapism associated with 

obtaining information from public establishments 

3.    Funding: The funding of this research was not an easy one as the 

researcher is constrained by the various travels associated with such a 

work were enormous. 
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CHAPTER TWO 

LITERATURE REVIEW 

2.0 INTRODUCTION 

2.1 THEORETICAL FRAME WORK 

2.1.1 INTEREST RATE, BANKING DECISIONS AND THE 

MACROECONOMY  

Interest rate by definition is the price of borrowed money. It therefore 

constitutes a cost of business entities that borrow money to implement their 

investment plan. To be sure, economists widely agree that interest rates are 

crucial to the savings/investment process. Agreed that investment is a major 

factor that determines the tempo of economic activities, interest rate has become 

an important target of government policy. 

 

In a market economy, the availability of funds facilitates the investment process. 

It, therefore, induces governments to evolve monetary policy as a tool for 

economic management, Sanusi (2002). It was thought that making money cheap 

especially in a developing economy was a sure way to accelerate the investment 

process. This informed the tendency of governments to regulate interest rates at 

various times, Sanusi (2002). However, the regulation of interest rate became 

the subject for academic debate as Mckinnon (1973) and Shaw (1973) in their 

separate, seminal works, argued that financial repression can be counter 

productive, since the administrative control of interest rates keeps them below 

the equilibrium or market determined rates, invariably, savings are discouraged 
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leading to excess demand for funds. A reduction in the quantum of funds for 

investment encourages credit rationing, eventually resulting in low quantity 

investment due to its inefficiency. In addition, Mckinnon (1973) reasons that if 

interest rates were liberalized, they will gravitate towards higher level that will 

induce savings and ultimately increase the quantity of investment. Accordingly, it 

will be accompanied by a corresponding improvement in the quality of 

investment. Shaw (1973), sees administrative control of interest rates and credit 

laden with suspicion, being prone to: corruption and conspiracy in dividing 

between borrower and officers of the intermediary the monopoly rent that arises 

from the difference between low, regulated loan rate and the market – clearing 

rates… hence, Mckinnon – Shaw submitted that the liberalization of interest rates 

coupled with the ease of entry into he banking and financial industry will increase 

competition, provoke greater efficiency of intermediation, and the rational use of 

resources. 

It should be clear that Mckinnon – Shaw premised their financial repression 

hypothesis on the classical economic theory of investment, which assumes 

investment is dependent on prior savings. In this context, interest rate is seen as 

the compensation for postponing consumption or waiting and determines the 

choice between consumption and savings, Stein (2002). This stance seems to be 

at variance with the Keynesian proposition in the General Theory, which views 

the classical assumptions inconsistent with the actual role of interest rates in 

relation to savings. 
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Consequently, Keynes argues that instead of a return to savings, interest rates 

determine the form of savings, and not necessarily the quantity of savings. 

Furthermore, Keynes maintains that not only does savings depend on income, a 

fact that is widely accepted, but that the relationship between income and 

investment is such that a given change in investment must be accompanied by 

the same change in income such that the change in saving is made equal to the 

change in investment Keynes (1936 in Stein, 2002). In effect, Keynes has shade 

more light on the savings/investment process by linking it to income, implying 

that interest rate per se does not influence the level of savings by the earning 

power of investment, which determines the level of national income. 

Accordingly, the Post – Keynesian and Institutionalists school of thought assert 

that contrary to the views of the traditional or classical school, the level of 

investment is not necessarily influenced by prior savings but the availability of 

credit and the prospects to earn a positive return (after adjusting for loan 

expenses). Thus, the intermediation role of banks derives from the willingness of 

business entities and entrepreneurs to assume debt, which activates banks in 

accepting their IOU by issuing corresponding liabilities to purchase it, Stein 

(2002). What can be implied is that the business climate determines the tempo 

of economic activity; if firms perceived the impending business environment as 

favourable their inclination to invest (borrow) is triggered thereby generating 

demand for investment funds. Financial intermediaries will in response intensity 

their role of intermediation by increasing the supply of money through the 

purchase of liabilities in order to finance available investment opportunities. 

Conversely, business pessimism about future prospects works in the opposite 
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direction; it constrains the velocity of business spending, and hence curtail 

demand for investment funds, this will reflect on financial intermediaries showing 

less willingness to increase money supply and the corresponding purchase of 

liabilities. 

Given this scenario, the structuralists argue that the creation of financial 

institutions and instruments can accelerate financial savings and drive economic 

growth, Gupta (1984). For this to happen, government should evolve banking 

and financial policies that will encourage expansion in the number of banks and 

other financial institutions, a development, which they believe can stimulate the 

desired enhancement of banking/saving habit, arouse competition and rev up 

funds availability for investment. As a corollary to the policy of ease of entry to 

the banking/financial industry, there should also be a deliberate policy of 

aligning, the monetary and credit policies in a way that will lead to the 

achievement of macroeconomic objectives which usually involve price stability, 

sustainable output and employment growth, and external viability, Sanusi (2002). 

On this wise, it has been advocated that monetary and credit instruments should 

be fashioned to make them market oriented and responsive to the dynamics of 

changes in the market place. 

2.1.1.1 BANKING ENVIRONMENT FOR BUSINESS 

DECISIONS 

From the foregoing, it should be appropriate, despite the perceived strengths and 

weaknesses of the repressionists and structuralists propositions, to assert that a 

liberal banking environment is more likely to challenge the skills and ability of 
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bank management by making them more responsive to the needs of business. In 

demonstration of this reality, the Central Bank of Nigeria (CBN) by its 

amendment circular No. 21 of July 1987, commenced the effective deregulation 

of the banking industry, banks were henceforth granted the authority to fix 

market – determined interest rates while entry into the banking industry was 

substantially liberalized. This in principle ended the regime of administratively 

determined interest rates and the concomitant allocation of credit, Alhaji (1991). 

Ebodaghe (1991) writes: deregulation of the banking industry synchronized with 

certain institutional and operational changes designed as reinforcement, these 

include the establishment of NDIC in 1988 by Decree No. 22 of 15th June, the 

shift to a market based systems of Treasury Bill auction, in 1989, and the 

adoption of tools of indirect control of credit in 1991 which replaced the hitherto 

direct control with the more active use of reserve requirements, liquidity ratios 

and open market operations. 

It is also instructive to note that public sector funds were withdrawn from 

commercial banks in 1989 just as the prudential guidelines and new accounting 

standards were announced in 1990 and took effect in 1991. the import of these 

changes is the empowerment of bank management to manage their banks 

innovatively and prudently in order to satisfy the expectations of their owners 

while ensuring the behave in a way that supports the macroeconomic objectives 

of government. 
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2.2 MONETARY POLICY GUIDELINES 

According to Ojo, (2002) “Monetary Policy refers to the combination of measures 

designed to regulate the value, supply and cost of money in an economy, in 

consonance with the level of economic activity” Akatu, (2003), in his own opinion 

that Monetary Policy in the current Nigeria context, encompasses actions of the 

Central Bank that affect the availability and cost of commercial and Merchant 

Banks reserve balances and thereby the overall monetary and credit conditions in 

the economy. 

Monetary policies refer to those measures that the government and the Central 

Bank of Nigeria employ to control monetary aggregates. It functions in tandem 

with fiscal policy. Monetary policy is very crucial because it goes further than 

some of the macroeconomic tools in helping to attain the overall policy goals set 

out. The macroeconomic goals, which a well-articulated monetary policy tries to 

accomplish, revolve around the attainment of price stability, low inflation, stable 

and competitive exchange rate, favourable balance of payments, growth in 

domestic output and a satisfactory level of employment. This is usually achieved 

through the manipulation of key instructions that transmit the policy to the real 

sector. Tule M.K and Essen E.A (2004) 

According to Oyejide, (2003). Fiscal policy on the other hand, refers to the whole 

range of government’s revenue (taxes) sustainable fiscal posture promotes non- 

Inflationary economic growth. In the long run, in particular, low and stable levels 

of fiscal deficits and government debt (which are indications of prudent fiscal 

policy) are typically associated with higher rates of economic growth. Hence, 
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reducing budget in balances in countries with high fiscal deficit and public debt 

tends to keep inflation rates low and boost growth. In ideal situations, monetary 

and fiscal policies would be normally coordinated and synchronized and they 

would impact on the economy in a complementary and mutually reinforcing way  

Okonjo Iwuala (2003) noted that monetary and fiscal policies are inextricably 

connected in macro-economic management because developments in one 

invariably affect the other. Fiscal policy is fundamental to the health of any 

economy since government’s power to tax and spend had a bearing on the 

disposable income of citizens and corporate bodies. An expansionary fiscal policy 

that results in unsustainable deficit will lead to excessive liquidity in the financial 

sector thereby hindering the implementation of monetary policy. If the deficit is 

financed by the creation of new money, uncontrollable inflation results. Financing 

the deficit through the banking sector leads to the crowding out of private sector 

demands for investment funds. On the other hand, an inappropriate monetary 

policy that leads to high real interest and uncompetitive exchange rate, 

negatively affects the real sector and easily result in lower outputs, tax revenues 

and employment. This creates budgetary deficits. The key to all this, therefore, 

lies in striking a healthy balance between fiscal and monetary management. 

Beginning from 2002/2003, the CBN decided to start issuing its Monetary Policy 

to cover a two-year period. This is because most often, monetary guidelines 

ultimately affect the objectives of any enunciated policy with a substantial lag. 

The two-year span will liberate monetary policy implementation from the 

cankerworm of time inconsistency and water down the consequences of over- 

reaction that arise from temporary shocks. 
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In setting out is preamble for the 2004/2005 Monetary Policy, the CBN observed 

that,” the primary objective of monetary policy in 2004/2005 is the maintenance 

of price and exchange rate stability. Specifically, monetary policy shall seek to 

maintain single digit inflation rate during the period, through effective control of 

the growth of monetary aggregated. To this end, sustained efforts will be made 

to address the persistent problem of excess liquidity in the banking system and 

its adverse effects on inflation and exchange rate. In addition, the CBN will 

continue to ensure banking soundness and financial sector stability in order to 

enhance the efficiency of payment system and effective transmission of monetary 

policy to the real sector” (CBN, 2004). This sets out the fundamental focus of this 

year’s monetary policy. In his budget address to National Assembly, President 

Obasanjo underlined the synergy between the Government’s Fiscal Policy and the 

monetary policy of the Central Bank. The 2004 budget, according to the 

president, “imposes fiscal disciplined through a real narrowing of the fiscal deficit 

to no more than 2% of GDP” The deficit is projected to be financed mainly 

“through borrowings from the domestic bond market, savings from curtailing 

government expenditure and inflow from looted funds.” Furthermore, the budget 

implementation “will be undertaken within the context of a stable macro-

economic framework that looks to low levels of inflation of no more than 9% and 

with interest on bank lending based on an average of 12% discount rate on CBN 

treasuries, and stable market determined exchange rates”. 

The genesis of banking in Nigeria is traceable to the establishment of the first 

commercial bank (The African Banking Corporation) in Lagos, in 1892. A total of 

ten banks were established in Nigeria including the three most popular 
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indigenous banks namely – National Bank of Nigeria (1933), African Continental 

Bank (1947) and Agbonmagbe Bank now Wema Bank Plc (1945), Adekanye 

(1984) affirmed that out of these ten (10) banks, four (4) failed completely while 

some sold out another. The period 1947 to 19 5 witnessed an era of free for all 

banking as a total of twenty-two (22) banks were registered in Nigeria. 

 
Nwakwo (1991) however contends that a figure as high as one hundred and 

eighty five (185) was from the government record representing the actual 

number of companies registered as bankers between 1947 and 1952. Most of 

these banks merely registered without actually commencing operation. 

 
The increase in the number of banks and their rate of failure brought about the 

need for regulation of operations in order to protect the interest of the 

depositors. On the recommendation of patron Commission, according to Nwakwo 

(1991), the first banking legislation called the ‘Banking Ordinance’ pegged the 

minimum capital requirements for establishment of a bank in Nigeria at Two 

Hundred Thousand Naira. 

 
Over the years, various control measures such as ceiling on credit expansion, 

ceiling on interest rate, and subsidized credit to priority sectors of the economy 

were instituted. Some of these measures have negative impacts on the banking 

industry and resulted in large number of weak banks. To rectify the imbalances 

noticed in these inhibitive policies the government embarked on the deregulation 

of the financial system, - Isu Hamilton (1991). 
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Deregulation brought in its wake unprecedented competitions in the banking 

sector, which led many Nigerian banks to adopt various unconventional banking 

practices in order to stay a float. The need to sanitize the operations of banks in 

a deregulated financial environment, and save the financial industry from 

imminent collapse, prompted the introduction of the (SAS). 

 
Modern banking developed as a result of people’s desire for a place to keep their 

money and other valuables. No rational human being will keep his money and 

valuable with persons he cannot trust. Bank must therefore strive to attract such 

confidence and trust be meeting its obligations to its numerous, shareholders, 

employees and members of the public if only to elicit their patronage. 

 

2.2.1  PHASES OF MONETARY POLICY IN NIGERIA 

The major objectives of monetary policy in Nigeria since the inception of the 

Central Bank of Nigeria include: 

i) The maintenance of relative stability in domestic prices 

ii) The maintenance of a healthy balance of payments. 

iii) The acceleration of the pace of economic development 

 

Different phases of monetary policies have evolved since 1959, namely: 

i) Formative years and passive monetary policy (July 1959 – March 1962): 

ii) Cheap money policy (April 1962 – September 1964). 

iii) Credit restraint policy (October 1964 – October 1966). 

iv) Monetary ease policy (November 1966 June 1972). 

v) Moderate monetary restraint policy (July 1969 – March 1972). 
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vi) Monetary ease policy (April 1972 – March 1976). 

vii) Monetary restraint policy (April 1976 – December 1981). 

viii) Stringent monetary restraint policy (January 1982 to 1986). 

ix) Monetary deregulation policy: (July 1986 – September 1992). 

x) Monetary Administration and Deregulation Policy: (1993 – 2003) 

 
Each of the phases carried with it a particular set of instruments deemed fit by 

the Central Bank of Nigeria order to attain the desired objectives of the monetary 

authorities. The various instruments used include: 

a) Variable discount rates and interest rate structure; 

b) Variable liquid asset ratio; 

c) Moral suasion; 

d) Selective credit control; 

e) Special deposits; and, 

f) Exchange rate control. 

 
(i) Formative Years: July 1959 – March 1962 

In this period Adekanye (1986) said that major concern of the monetary 

authorities was the need for a strong local credit base and establishment 

of the domestic financial infrastructure such as the money and capital 

markets. During this period, the Nigerian Currency was launched (prior to 

this time Nigeria was part of the West African Currency Board System), 

the first money market instrument was introduced (the Treasury Bill), the 

Lagos Stock Exchange and bank clearing facilities were both established. 
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According to Adekanye (1986), most active instruments during this period 

were interest rates and moral suasion. The rediscount rate and the 

Treasury Bill were revised 10 and 13 times respectively between April 

1960 and December 1961. The use of this instrument coupled with moral 

suasion was aimed at encouraging the commercial banks to repatriate 

short-term funds from London and hold them in Nigeria, in order to 

Nigerians the credit base; the periodic revision of the interest rates was 

designated to make the rates more favourable for banks to invest their 

short-term funds in Nigeria rather than in London Money market. The two 

instruments discussed above – variables rediscount rate and moral suasion 

– could be regarded as successful in that commercial banks’ investments 

abroad declined while their investment in Nigeria rose. 

(ii) Cheap Money Policy: April 1962 – September 1964  

During the second phase, which coincided with the launching of the 

second National Development Plan in 1962, the interest rate and variable 

liquid asset policies aimed to provide “cheap money” for development 

purposes 

 
During the same period there were institutional changes leading the 

establishment of the Call Money Fund in July 1962. This provided an outlet 

for the investment of the commercial banks’ surplus short-term funds. The 

issues of Treasury Bills became more regular on a weekly basis. The issues 

rate was reduced from 4½% and 4% respectively in 1963 and 1964. The 



 32

result was an appreciable increase in credit for the economy by the 

banking system.   

 

(iii) Credit Restraint Policy: October 1964 – October 1966 

The aim of the monetary policy in this phase was to defend the balance of 

payments, as the cheap money policy of the second phase led to a drain 

of the demand for imports. In order to achieve this objective of restoring 

the balance of payments, credits restraints was adopted. The instruments 

used were credit control, interest rate, moral suasion and variable liquid 

assets. Or example, a ceiling of a 15 percent annual growth rate was 

imposed o commercial banks leading. In addition, by moral suasion, 

commercial banks were enjoined to maintain restraint in granting loans to 

imports and consumption goods. To strengthen further the policy of credit 

restraint and to discourage circumvention of the restriction on import 

finance by the commercial banks utilizing their foreign assets, the share of 

their foreign assets that could be included in the calculation of their 

liquidity ratio was reduced by 7½% to 3%. In addition the minimum 

rediscount rate was raised from 4% to 5% in 1995, while other rates went 

up accordingly. For example the Treasury Bills lending rates moved from 

7% to 7½% and maximum deposit rates raised from 3% to 4%. 

The result of the policy adopted during this phase were a reduction in 

domestic credit a reduction of import demand and an improvement in the 

balance of payment position which moved from a deficit of N62.0 million 

to a surplus of N23.9 million 
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However, while trying to restrain import demand, the domestic price level 

began to rise. Also, as a result of the adverse balance on the services 

accounts, which more than offset the favorable balance of trade account, 

the credit restraint policy was slightly modified.  

The social and political disturbance that erupted in 1966 brought signs of 

recession as a result of lack of confidence in the economy and consequent 

flight of capital from the economy.  There was a greater need for credit by 

the government of finance the shortfall in revenue and the deepening of 

the disturbance caused considerable disruption in the patterns of domestic 

transportation and communication, while the in-flow of foreign capital fell 

drastically. 

 

(iv) Monetary Ease Policy: November 1966 – June 1969 

The social and political disturbances continued into the third quarter of 

1966 and this worsened the state of the economy. The government was 

forced to change its monetary policy, because of the continuing 

recessional trends. There was a need to stimulate economics activity. 

Thus, monetary policy during this focused on the use of interest rates and 

moral suasion. The credit ceiling was relaxed, but banks were persuaded 

to continue to maintain some restraint in financing non-essential imports, 

especially consumption goods and to extend their credit to the more 

productive sectors of the economy (mainly agriculture, manufacturing, real 

estate and construction, transportation and communication). 
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In May 1968, the rediscount rate was lowered from 5% to 41/2% and 

other rates were reduced by a half percentage point. The action was to 

facilitate the anticipated increase in government borrowing. The effect of 

the above action was an increase in bank credit mainly because of 

increased government borrowing. However, due to the substantial deficit 

in government financing and the disruption in economic activity, an 

inflationary trend set in. 

(v) Moderate Monetary Restraint Policy: July 1969 – March 1972 

The major economic problem during this period was to increase domestic 

production in order to meet the expected increase in demand for goods as 

the war was coming to an end. By increasing production it was hoped that 

inflation would come down. Thus, it was recognized that the continued 

policy credit ease would aggravate the inflationary trend. Selective credit 

control, moral suasion and a partial upward revision of interest rates were 

the instruments used to carry out the monetary policy of this period. 

 
The outcome of the selective credit control according to Adekanye (1986) 

was that the share of the less-preferred sectors (especially consumption 

and imports) fell, while the share of the preferred sectors rose. At the 

same time, government financed improved, especially as spending on war 

reconstruction had reduced. During the same period, there was a 

substantial overall budget surplus for the first time since 1960. Also, due 

to increased domestic production, the pressure on the balance of 

payments has eased and appreciable increase was made in the external 

reserves of the country. 
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(vi) Monetary Ease Policy: April 1972 – March 1976  

Expansion of domestic production was the major economic issue, while 

countering inflation was another major concern of the government. 

Sectoral credit allocation was the instrument used, although interest rates 

and exchange rates measures were introduced later during the period. 

The improved foreign reserves and government finance resulting from 

earning from oil led to rapid increases in the money supply and excess 

liquidity in the economy. This was followed by an increased demand for 

consumer goods. These developments results, therefore, in the 

introduction of changes in interest rates and the exchange rate. The 

change in exchange rates meant severing the attachment of the Nigerian 

currency to the U.S dollar and allowing it to appreciate against the dollar 

sterling according to the relative strength of the two. The wage increases 

in 1975, coupled with increases in government expenditure led to large 

increases in bank credit, money supply and the demand for consumer 

goods and consequently in the monetary policy. Stabilization Securities 

and the Bankers’ Unit Fund were introduced by the CBN to mop up excess 

liquidity in the economy. 

(vii) Moderate Restraint Policy: April 1976 December 1981.  

The policy during this period was the reduction of the excess liquidity of 

the banks. A combination of instruments were used: direct credit ceiling, 

cash reserve requirements, stabilization securities, exclusion of deposits 

against letters of credit from eligible liquid asset and interest rate changes. 
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(viii) Stringent Monetary Restraint Policy: 1982 to 1986. 

The policy during this period was geared towards the conservation of 

foreign reserves. Measures taken to slow down the amount of foreign 

exchange disbursements included the re-introduction of pre-shipment 

inspection of raw materials and spare parts, the re-introduction of pre-

import deposits ranging from 10% to 250%, an outright ban on a variety 

of commodities and increases in import duties others and reductions of 

travel allowances etc. In addition, interest rates were raised by 1% across 

the board. Banks were required to turn over all pre-import deposits to the 

CBN. There was a noticeable recession in the economy, as banks were 

compelled to curb credit expansion due to tight liquidity. The Federal 

Military Government has continued the stringent measures to control the 

money supply. Although the system of pre-import deposits was abolished 

in May 1984 (following a period of a virtual freeze on imports), the system 

of pre-shipment inspection was extended to cover all imported goods 

where the value exceeded N1,000. Interest rates on deposits were raised 

by 11/2 – 2% but lending rates were not raised in an effort to encourage 

both savings and investment in productive resources. 

(ix) Monetary deregulation Policy: (July 1986 – September 1992) 

Otiti A. O. G (1999) reiterated that deregulation of interest rates, was 

introduced by the CBN in November 1989, an agreement between banks 

and the CBN stipulated a maximum spread of 7.5% between savings 

deposits rates and the prime lending rate and a maximum difference of 
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4% between the prime lending rate and the maximum lending rates of 

each bank, within the deregulated interest rate framework. 

In January 1989, banks were required to pay interest of up to 5% on 

demand deposits, the actual rate to be agreed between the bank and the 

customer. Payment of interest on demand deposit was made mandatory 

since January 1990. 

Also in January 1992 when interest rate deregulation was reinstated, 

banks were required to maintain a maximum spread of 5% between their 

average cost of funds and the maximum lending rates. 

Tight money policy was followed by easy money policy and so on from 

one spread period to the other. Credit control (through the credit ceiling 

and interest rates) was the most prominent instrument. The policies 

succeeded in varying degrees, depending upon the co-operation of the 

banks and government. The use of the annually determined credit 

guideline has continued to be the major instrument of monetary control. 

Finally, unlike the two extremes views of Keynes and Friedman, the 

monetary authorities relied on both control of money supply in the 

economy and the use of interest rates and at all times monetary policies 

were complemented by fiscal policies in order to stabilize the economy. 

 

(x) Monetary Administration and deregulation policy: (1993 – 2003) 

According Ojo M.O. (1999) Consequently, the provision of the Monetary, 

Credit, Foreign Trade and Exchange Policy Guidelines for 1999 Fiscal Year 

(Monetary Policy Circular No. 33) on Cash Reserve Requirement (CRR), is 

hereby amended. With effect from April 1 1999, the minimum cash ratio 
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which commercial banks are required to maintain with the CBN shall be 

adjusted upward from 8.0 to 10.0 per cent, subject to review in the light 

of developments. In view of the cost implications of the current level of 

cash ratio to banks and the need of foster orderly market behaviour, the 

CBN has decided that the incremental required reserves (i.e. required 

reserves in excess of the existing ratio of 8.0 percent) shall be 

remunerated at a nominal rate of interest to be determined by the CBN. 

For the avoidance of doubt, the CRR is defined as the minimum of each 

bank’s cash deposits with the CBN, expressed as a ratio of its total deposit 

liabilities (i.e. demand, savings and time deposits), certificates of deposit 

(CDs), promissory notes held by the non-bank public and other deposit 

items. 

While this prior notice is designed to aloe for adjustments in banks’ 

portfolio in anticipation of the enforcement of the new measure, all 

commercial banks are hereby enjoined to strictly observe the new ratio to 

facilitate the achievement of the goals of macroeconomic policy. 

Appropriate penalties for non-compliance shall be promptly enforced and 

reinforced as necessary. 

a. Liquidity Ratio. 

1. It would be recalled that the Minimum Liquidity Ratio Requirement for 

commercial and merchant banks, defined as the ratio of liquid assets to 

total deposit liabilities (demand, savings and time), certificate of deposit 
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(CDs) and promissory notes, etc. has remained unchanged at 30percent 

for many years in spite of the rapid growth in the bank liquidity. 

2. Recent monetary developments have, however, led to the exacerbation of 

excess liquidity in the banking system, necessitating the reinforcement of 

existing policy measures aimed at addressing the liquidity overhang and 

restoring macroeconomic stability consistent with the resumption of 

sustainable growth. Consequently, the Minimum Liquidity Ratio for 

commercial and merchant banks is hereby revised upward from the 

existing level of 30.0 percent to 40.0 percent, with immediate effect.   The 

new ratio is applicable to bank returns for June 1999. 

3. For the avoidance of doubt, all inter-bank placements including money at 

call as well as placements with Discount House by a bank shall, 

henceforth, be treated as loans and shall not count as part of a bank’s 

eligible assets for the purpose of meeting the statutory liquidity ratio 

requirement. 

4. All banks are enjoined to strictly observe the new ratio of 40.0 percent, as 

appropriate penalties will be promptly imposed for non-compliance. 

b. Treasury Bill Backing For Foreign Exchange Demand 

1. To facilitate liquidity management, ensure efficient use of banks funds and 

stability in the exchange rate, authorized dealers are, with effect from 

23rd June 1999 required to provide Treasury Bill cover for their foreign 

exchange demand in the Autonomous Foreign Exchange Market (AFEM). 
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2. Under this arrangement, any bank bidding for foreign exchange at AFEM 

shall provide the initial cash backing while the amount demanded shall be 

collateralized two hundred (200) per cent by Treasury Bills and held for a 

minimum of m\one month during which period the bills shall not be 

rediscountable. Should a bank desire to increase its bid over the initial 

demand during the maintenance period, the bank shall be required to 

collateralize the amount that corresponds to the new level of foreign 

exchange demand, in line with the prescribed ratio. 

3. The above measures are subject to review in the light of developments in 

banks’ liquidity and the AFEM 

According to Ojo (2000): downward review of liquidity and cash reserve ratios 

the minimum cash reserve ratio which commercial banks are required to maintain 

with the Central Bank of Nigeria (CBN) was adjusted upward from 8.0 to 10.0 per 

cent in April and further to 12.0 per cent in June 1999, while the minimum 

liquidity ratio for commercial and merchant banks was raised from 30.0 to 40.0 

per cent in June 1999. The tightening of those measures was aimed at 

addressing the intractable problem of liquidity overhang in the banking system 

and ensuring stability of the macroeconomic environment. 

Since the second half of 1999, however, the CBN has relaxed, progressively, 

some of the policy measures, in the light of positive development in economic 

and monetary conditions, so as to enhance activities in the financial markets and 

stimulate economic growth. In this regard, the minimum rediscount rate (MRR) 

was further reduced on April 11, 2000 from 18.0 to 17.0 per cent. 
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In order to reduce the cost of funds to banks and influence movements in market 

interest rates so as to stimulate outputs growth, the CBN is hereby reducing the 

cash reserve and liquidity ratios as follows: 

(i) The cash reserve ratio maintained by commercial banks with the CBN 

is reduced from 12.0 to 11.50 per cent. The ratio will continue to be 

expressed as a percentage of total deposit liabilities (demand, savings 

and time). Certificates of deposit, promissory notes and other deposit 

items. 

(ii) The minimum liquidity ratio for commercial and merchant banks, 

defined as the ratio of eligible liquid assets to total deposit liabilities 

(demand, savings and time), certificates of deposit, promissory notes 

and other deposit items, is also reduced from 40.0 to 35.o per cent. 

For the avoidance of doubt, the under-listed mandatory cash deposits with the 

CBN shall not qualify for inclusion in computing the statutory liquidity ratio: 

(i) Excess credit by banks that are still subject to aggregate credit ceiling; 

and 

(ii) Cash deposits to meet the cash reserve requirement. 

The above amendments take immediate effect. Banks are, therefore, enjoined to 

respond positively to these developments by reducing their lending rates in order 

to facilitate investment and the recovery of the real sector. 

AKANJI (2001), the minimum liquidity ratio for banks, defined as the ratio of 

eligible liquid assets to total deposit liabilities (demand, savings and time), 

certificates of deposit, promissory notes and other deposit items, was reduced 

from 40.0 to 35.0 per cent in April, 2000. The relaxation, which followed the 
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positive developments in economic and monetary conditions, was aimed at 

easing the flow of credit to the private sector. 

However, in furtherance of the current tight monetary policy stance adopted to 

address the problem of liquidity overhand in the banking system and its adverse 

effects on the Naira exchange rate and domestic prices, the Central Bank of 

Nigeria (CBN) has decided to adjust upward banks’ minimum liquidity ratio from 

35.0 to 40.0 per cent. For the avoidance of doubt, all mandatory cash deposits 

with the CBN shall not qualify for inclusion in computing the statutory liquidity 

ratio. 

The amendment takes immediate effect. Banks are, therefore, enjoined to 

observe the provision and restructure their lending portfolio in favour of the 

productive sector in order to facilitate investment in and the recovery of the real 

sector. 

According to EZEUDUJI (2001), upward review of cash reserve requirement 

(CRR); It would be recalled that the minimum cash reserve ratio which 

commercial banks are required to maintain with the Central Bank of Nigeria 

(CBN) was adjusted downward from 12.0 to 11.5 per cent in April, 2000 and 

further to 10.0 per cent in August 2000, and has since remained at that level. 

Developments in monetary conditions in the last quarter of year 2000 revealed 

renewed pressures on domestic prices and the Naira exchange rate. These 

pressures have intensified since the beginning of this year, and our projections 

indicate a further worsening of the problem of excess liquidity in the system.  
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Consistent with the need to maintain macroeconomic stability, the tightening of 

CBN monetary policy stance has, therefore, become inevitable. To this end, the 

cash reserve ratio (CRR) is hereby raised from 10.0 per cent to 11.0 per cent, 

with immediate effect. 

For the purpose of compliance and monitoring, the CRR will continue to be 

expressed as a percentage of total deposit liabilities (demand, saving and time), 

certificates of deposit (CDs), promissory notes held by the non-bank public, and 

other deposit items. The new ratio is applicable to individual bank’s returns from 

February 2001, and should conform with the current circular on rendition of bank 

returns. 

The CBN will continue to closely monitor macroeconomic developments with a 

view to effecting necessary adjustments in the existing monetary policy measures 

as the need arises. 

SANUSI (2003), advised all banks and other financial institutions that: 

1. It would be recalled in January 2002, as indicated the Central Bank of Nigeria 

(CBN), adopted a medium-term perspective monetary policy framework over 

a two-year period, which would remain effective up till December 2003. This 

is recognition of the fact that monetary policy actions affect the ultimate 

objectives of policy with a substantial lag. The shift is, therefore, designed to 

minimize the problem of the inconsistency in monetary policy implementation. 

The objectives and the policy measures under the 2002/2003 programme 
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were designed to subdue inflation, stabilize the exchange rate and ensure a 

steady path to sustainable growth in the medium-term horizon. 

2. In that regard, the CBN released the Monetary, Credit, Foreign Trade and 

Exchange Policy Guidelines applicable to deposit money banks, other financial 

institutions and authorized dealers of foreign exchange in Nigeria in fiscal 

2002/2003. Since the beginning of 2002, when the programme commenced, 

monetary, credit and other financial developments have been monitored, with 

a view to fine-turning policy measures to keep the programme on track. In 

that context, amendments were made to the current guidelines on two 

occasions, in July and December 2002. 

In addition, the existing monetary, credit, foreign trade and exchange policy 

measures are retained in 2003. The CBN will however, in the course of the 

year, closely monitor macroeconomic and financial market developments and 

fine-turning the guidelines as necessary. The conduct of monetary policy will 

continue to rely on market-based techniques, with open market operations 

(OMO) as the primary instrument of liquidity management, supported by 

reserve requirements and discount window operations. Interest rates will also 

continue to be market-determined, while the CBN’s minimum rediscount rate 

(MRR) will be adjusted as the need arises, to indicates the direction of 

interest changes and ensure that a positive real rate of interest is maintained 

on saving in financial assets. 

4. Congnisant of the fact that the health and stability of the financial system are 

critical to effective monetary policy implementation, the CBN will sustain 
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market surveillance to ensure stability of domestic prices, the exchange rates 

the financial sector and the economy as a whole. 

 

2.2.2  MEANING OF MONETARY POLICY 

Akpan (2004) “Monetary Policy refers to the combination of measures designed 

to regulate the value, supply and cost of money in an economy”, in consonance 

with the expected level of economic activity. An excess supply of money would 

result in an excess demand for goods and services, which would cause rising 

prices and or a deterioration of the balance of payments position. On the other 

hand, an inadequate supply of money could induce stagnation in the economy 

thereby retarding growth and development. Consequently, the monetary 

authority must attempt to keep the monetary authority must attempt to keep the 

money supply growing at an appropriate rate to ensure sustainable economic 

growth and maintain internal and external stability. The discretionary control of 

the money stock by the monetary authority thus involves the expansion or 

contraction of money, influencing interest rates to make money cheaper or more 

expensive, depending on the prevailing economic conditions and thrust of policy. 

In a nutshell, the aims of monetary policy are basically to control inflation, 

maintain a healthy balance of payments position in order to safeguard the 

external value of the national currency and promote adequate and sustainable 

level of economic growth and development. 

Akatu, (2003), in his own opinion that Monetary Policy in the current Nigeria 

context, encompasses actions of the Central Bank that affect the availability and 

cost of credit conditions in the economy. 
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The primary goal of such actions is to ensure that overtime, the expansion in 

money and credit will be adequate for the long – run needs of the growing 

economy at stable price. Monetary policy is however, not the only macro- 

economic policy has in fact depended crucially on the stance of the economy, 

particularly from the supply side, quite apart from the enhanced flexibility that a 

floating rate regime could, in principle led to the conduct of monetary policy. 

 
Ayodele, (1999) asserted “Monetary Policy are instruments by which the money 

in circulation is controlled to check inflation and ensure optimum balance of 

economic resources for growth. 

Following the deregulation of the economy, Monetary and Credit Policies have 

specifically addressed excessive demand pressures and the stability of the 

economy. 

He went further by saying that; the emergency of such monetary policy 

instruments and their implementation would have impacted positively or 

otherwise on various institutions in the process of accomplishing their established 

targets. 

Consequently, the Central Bank or the Central Monetary Authority must attempt 

to keep the money supply growing at an appropriate rate to ensure sustainable 

economic growth as well as domestic and Monetary thus involves the expansion 

or contraction of money, influencing interest rate to make money cheaper or 

more expensive, depending on the prevailing economic conditions, and the 

channeling of credit to priority sectors. 
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In a nutshell, the aim of monetary policy are basically to control inflation, 

maintain a healthy balance of payments position for the country in order to 

safeguard the external value of the national currency and promote an adequate 

and sustainable level of economic growth and development. 

 

2.2.3  OBJECTIVES OF MONETARY POLICY 

It follows, therefore, from the above that monetary policy is not an end per se 

but a means to the end. Consequently, there is need to shed more light on the 

objectives of monetary policy pursued in Nigeria. The necessity to do this 

emanates from the fact that the success or other wise of any policy on action can 

be assessed against the background of its contribution to the achievement of the 

objectives for which the policy or action was implemented. It is, however, 

noteworthy that the specific objective of monetary policy being pursued vary 

from one country to another and from one time to time even within a country 

depending on the economic or political state of the economy. That is to say 

whether the economy is in depression or boom and so on. Nonetheless, the 

broad spectrum of objectives of monetary policy in Nigeria can be enunciated as 

follows: 

(i) Economic Growth: This means both quantitative and quantitative 

increase in goods and services produced in the economy annually. Put 

differently, it means an increase in the real value of nation output or per 

capital income or standard of living of the people. 

Growth is usually measure in terms of real GNP or GNP per man-hour. 

However, economic growth has so far been pursued in Nigeria by 
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stipulating   national output. This can be accomplished by reducing 

interest rate in order to encourage investment, which through multiplier 

effect will lead to increase in output. Alternatively, credit can b\e directed 

to the productive sectors of the economy and hence, increase in output. 

Also, monetary policy can promote growth by creating conductive 

environment for saving and investment, and efficient use of scarce 

resources. 

 
(ii) Full Employment: There is no unanimity of views on the meaning of full-

employment. Hence, it is a “slippery concept”. Despite this, full 

employment may be considered as a situation in which employment 

cannot be increased when there is increase in effective demand and 

unemployment does not exceed the minimum allowances that must be 

made for the effects of frictional and seasonal factors. It is now agreed as 

a situation where we have 95 to 97 percent employment with 3 to 5 

percent unemployment existing in the economy due to frictional factors. 

So far, monetary authorities have been striving to raise the level of 

employment in the economy but it seems that full employment as regards 

the definition above is unthinkable and unattainable. As a result a more 

realistic goal of optimum employment level where the utilization of 

economic resources will lad to the highest national policy in this situation 

should be an expansion of the credit base as to expand consumption and 

investment expenditures thereby expanding output and hence 

employment. 
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iii) Price Stability: moderation of inflation rate has always been one of the 

major objectives of monetary policy in Nigeria. To achieve this, price levels 

need to be stabilized. Infact, economists and laymen alike favour the 

policy of price stability because fluctuations in price bring uncertainties 

and instability into the economy (1977). Deductively, price stability has the 

virtues of keeping the values of money stable, it helps in reducing 

inequalities of income and wealth, brings about economic stability, 

eliminates cyclical fluctuations, secures social justice and permits economic 

welfare. The problem inherent in price stability is the determination of the 

type of price to be stabilized. 

 
Also, price stability in the face of increasing costs of production will reduce 

profit and thus discourage further investment. Monetary policy can only 

arrest demand-pull inflation through the application of restrictive credit 

measures but cannot contain cost-push inflation arising from higher wages 

imported and increased salary demand by trade unions or imported 

inflation. 

(iv) Balance of Payment Equilibrium: It shows a country’s trading position 

as foreign lenders or borrowers and changes in its official reserve holding 

Cohen (1969). Also, it can be defined as a statement of performance 

relating to a country’s trading transactions with the outside world Nwakwo 

(1977). A country’s balance of payments could either be in equilibrium or 

dis-equilibrium (which can be favourable or unfavourable depending on 

whether exports is greater than imports or vise versa respectively). 

Balance of payments dis-equilibrium could be corrected through an 
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equalization account, floating exchange rates, stable exchange rate and 

multiple exchange rate (SFEM in Nigeria). Other discretionary measures 

are exchange control, devaluation, revaluation and interest rate changes. 

 

2.2.4  TECHNIQUES AND INSTRUMENTS OF MONETARY POLICY 

The techniques by which the monetary tries to achieve the above objectives can 

be classified broadly into two categories- the direct or portfolio control and 

indirect or market approach. There is a basic difference between the mechanisms 

of direct monetary control, the monetary control. Under a system of direct 

monetary control, the monetary authority uses some criteria to determine 

monetary and credit targets and interest rates, which are intermediate targets to 

attempt to achieve the ultimate objectives of policy. In a regime of monetary 

control, the intermediate variables are not under control of the Central Bank. Its 

only the operating variables which are related to the path of the intermediate 

variables in a predictable way that are controlled. The operating variables 

particularly the monetary base are managed, while the market is left to 

determine interest rates and credit allocation. 

The major instruments for influencing the monetary base are open market 

operations (OMO), Reserve requirements and the Discount rate. 

 

2.2.5  DIRECT MONETARY POLICY INSTRUMENTS 

Before the structural adjustment programme (SAP) was adopted in 1986, Nigeria 

relied solely on instruments for monetary management. In the course of the SAP, 

substantial modifications have been made to these direct control regime can be 



 51

illustrated by the modalities of credit ceilings, selective credit controls and 

interest rate regulation. 

a)  CREDIT CEILING: Credit ceiling are used in CBN monetary policy 

formulated especially since the 1970s, are quantitative limits expressed in 

percentages to ensure that domestic credit expansion and the monetary 

implications of the balance of payments targets will match the expected 

increase in the demand for total liquidity in the economy Ajayi, (1978). 

Credit ceilings also promote the growth of credit and general operations of 

the unregulated market.  It also measures the aggregate percentage 

growth on loans and advances of a bank including leases and net inter-

bank float such as call money and certificate of deposits. Banks are require 

to spread the permissible credit ceilings as follows: 

1. Priority Sectors 

- Agriculture and Manufacturing 

b)  SELECTIVE CREDIT CONTROLS:     

Selective credit controls have been used in Nigeria as part of the 

contributions of the monetary authority to the process of accelerated 

economic development by allowing easier credit access to the productive 

sectors Ojo, (1993). 

The practice of selective credit controls has taken several forms in Nigeria. 

 

The commonest is the sectoral allocation of commercial and Merchant 

Banks Loans and manufacturing enterprises are allocated the bulk of Bank 

credit. There is also a regional dimension to the selective controls. 
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For instance banks have been required to lend to borrowers a minimum 

proportion of total deposits mobilized by their rural branches as a way of 

expediting the transformation of the rural areas. 

 

To this, specific credit allocation as a percent of total credit has been 

stipulated for both preferred sector as shown below. 

 

TABLE 2.1: SECTORAL ALLOCATION OF CREDIT (Percent) 

SECTOR PERCENTAGE ALLOCATION 

A) High Priority Sectors 

     Agricultural Production 

i. Manufacturing  

50 

15 

35 

50 

10 

40 

B) Other Sectors Total: (A) + (B) 50 50 

 100 100 

 
Source: CBN Monetary Credit, Foreign Trade and Exchange Policy Guidelines for 

2003 Fiscal Year. (Monetary Policy Circulare No.27 

 

C)   REGULATION OF INTEREST RATES 

Ideally interest rates should be maintained at levels that ensure the full 

utilization of resources at reasonably stable prices. 

Since savers and investors respond to real rather than nominal interest 

rates, only interest rates which are positive in real terms would guarantee 

optimal mobilization of savings and efficient allocation of investment 

resources Ajayi & Ojo, (2001). 
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TABLE 2.2: INTEREST RATES OF COMMERCIAL BANKS 

(PERCENT) 

 

 

Year 

 

Minimum 
Rediscount 
Rates 

 

Treasury 
Bill Rate 

 

One Year 
Maturity 

 

Two 
Year 
Maturity 

 

3  Months 

 

3 – 6  Months 

 4.50 4.00 4.50 4.63 3.00 3.50 

1970 4.50 4.00 4.50 4.63 3.00 3.50 

1971 4.50 4.00 4.50 4.63 3.00 3.50 

1972 4.50 4.00 4.50 4.63 3.00 3.50 

1973 4.50 4.00 4.50 4.63 3.00 3.50 

1974 4.50-3.50 4.50-2.50 4.50 4.63 3.00 3.00-3.50 

1975 3.50 2.50 3.00 3.63 3.00-2.50 3.00-3.50 

1976 4.00 3.00 3.50 3.63 3.50-3.00 3.50-3.00 

1977 5.00 4.00 4.50 4.63 2.00-4.75 2.50 

1978 5.00 4.00 4.50 4.63 4.75 5.00 

1979 6.00 5.00 5.50 6.00 5.75 6.00 

1980 6.00 5.00 5.50 6.00 5.50 6.00 

1981 8.00 7.00 7.50 8.00 7.25 7.50 

1982 8.00 7.00 7.50 8.00 7.25 7.50 

1983 10.00 8.50 9.00 9.50 9.75 9.50 

1984 10.00 8.50 9.00 9.50 9.25 9.50 

1985 10.00 8.50 9.00 9.50 9.25 9.50 

1986 12.75 11.75 12.25 12.75 14.90 15.30 

1987 12.75 11.75 12.25 12.75 13.40 12.10 

1988 18.50 17.50 16.38 17.75 18.90 12.60 

1989 18.50 17.50 18.20 18.50 19.60 20.50 

1990 14.50 15.00 15.00 15.50 15.71 17.09 

Central Bank Commercial Bank 
Treasury Certificates    Deposit Rates 
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1991 17.50 21.00 22.00 23.00 20.80 22.30 

1992 26.00 26.90 27.40 27.80 23.60 23.26 

1993 13.50 12.50 13.00 13.00 15.00 15.00 

1994 13.50 12.50 13.00 13.50 13.62 13.65 

1995 13.50 12.25 -  12.94 13.21 

1996 13.50 12.00 -  7.04 7.49 

1997 19.25 18.25 -  13.07 12.62 

1998   - - 13.35 13.38 

1999 19.00 18.00 - - 11.07 11.51 

2000 13.5 12.00 - - 3.60 10.27 

2001 14.31 12.95 - - 10.2 10.50 

2002 15.75 15.02 - - 13.86 12.24 

2003       

1st Quarter 16.5 15.2 - - 12.44 10.49 

2nd Quarter 16.5 15.88 - - 12.73 10.93 

3rd Quarter 15.00 14.50 - - 15.49 13.79 

4th Quarter 15.00 14.50 - - 14.79 13.75 
 

Source: CBN STATISTICAL BULLETIN VOL. 12 DECEMBER 2003 
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TABLE 2.3: THE PRIME INTEREST RATES OF COMMERCIAL BANK 

Year 6 – 12 
Months 

Over 12 
Months 

Savings Prime  Produce 
Advance 2 

Maximum Federal 
Savings 
Bank 3 

 4.50 3.00-400 3.00 7.00 7.00-7.75 7.50-8.00 2.50 

1970 3.50 4.00 3.00 7.00 9.00 10.00 2.50 

1971 3.50-4.00 4.00 3.00 7.00 10.00 10.00 2.50-4.00 

1972 3.50 4.00 3.00 7.00 10.00 10.00 4.00 

1973 3.50-4.00 4.00 3.00 7.0 10.00 10.00 4.00 

1974 3.00-3.50 4.00 4.00 6.00 9.00 9.00 4.00-5.00 

1975 3.00-3.50 3.00-3.50 4.00 6.00 8.00 10.00 5.00 

1976 2.60-3.00 3.00-3.50 4.00 6.00 6.00 6.00 5.00 

1977 2.00-5.25 3.00-5.50 4.00-5.00 7.00 11.00 11.00 5.00 

1978 5.50 5.50 5.00 7.50 9.00 11.00 5.00 

1979 6.25 6.50 6.00 7.50 8.50 9.50 6.00 

1980 6.25 6.50 6.00 7.75 9.75 10.00 6.00 

1981 7.75 8.00 7.50 10.25 7.75 11.75 7.50 

1982 7.75 8.00 7.50 10.00 9.75 11.50 7.50 

1983 9.75 10.00 9.50 12.50 7.00 13.00 9.50 

1984 9.75 10.00 9.50 9.25 8.50 11.75 9.50 

1985 9.75 10.00 9.50 10.50 10.50 12.00 9.50 

1986 15.10 15.80 14.00 17.50 19.00 19.20 14.00 

1987 13.70 14.30 14.50 16.50 17.30 17.60 14.50 

1988 21.40 21.20 16.40 26.80 25.90 24.60 - 

1989 22.10 23.00 18.80 25.50 26.00 27.70 - 

1990 20.10 20.10 14.29 20.10 20.51 20.80 - 

1991 22.10 20.50 16.10 29.80 30.80 31.20 - 

1992 23.99 28.02 16.66 36.09 39.06 18.32 - 

1993 15.00 15.00 13.50 21.00 - 21.00 - 

1994 13.96 14.27 12.61 20.18 - 20.79 - 

1995 13.43 13.55 11.69 19.74 - 20.86 - 

1996 7.46 7.43 4.80 13.54 - 23.32 - 

1997 12.24 13.00 5.75 20.46 - 25.51 - 

1998 13.21 13.18 5.37 21.22 - 26.12 - 

1999 10.95 11.70 5.34 18.72 - 21.82 - 

2000 10.67 10.44 5.29 17.98 - 21.55 - 

2001 9.98 10.09 5.49 18.29 - 21.34 - 

2002 11.99 11.15 4.15 20.48 - 22.47 - 

2003        

1st Quarter 9.79 8.81 5.03 21.16 - 22.94 - 

2nd  Quarter 11.02 9.88 3.60 21.15 - 22.93 - 

3rd Quarter 13.64 13.63 4.81 2.04 - 22.39 - 

4th Quarter 13.52 12.26 3.16 19.58 - 21.61 - 
 

Source: CBN STATISTICAL BULLETIN VOL 12 DECEMBER 2003 
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a) REGULATION OF INTEREST RATE 

In 1991 policy stance was retrogressive as maximum lending rate was 

capped at 21 percent while savings rate was allowed a minimum level of 

13.5 percent. 

 
As a result, the year’s prime lending rate for commercial and merchant 

banks averaged 20.4 and 20.84 percent, respectively. Also, commercial 

banks savings rate ranged between 13.88 and 13.96 percent between 

January and December. 

 
In a policy reversal, the 1991 interest rate ceilings and floors were 

removed in the 1992 monetary and credit policy guidelines. The maximum 

spread between banks average cost of funds and their lending rates were 

revised upwards from 4 to 5 percent. 

 
The removal of interest rate ceilings, coupled with liquidity management 

by the Central Bank in response to the exchange rate regulations, resulted 

in high interest rates. 

Commercial banks` saving and prime lending rates average 16.3 and 26.9 

percent in April, while their maximum lending rate declined to 13.54% and 

this was as a result of interest rate policy deregulation introduced by the 

Apex bank. 

However, in 1997 and 2001, the prime-lending rate rose steadily sharp to 

20.64% and 25.95% respectively. 

The trend also implies that as the prime lending rate increase from the 

early 80s, guess investment decline. For instance, as commercial banks 



 57

prime lending rate increased from 10.5 in 1986 to 17.50 percent in 1987 

at the inception of interest rate deregulation, gross investment declined 

from 6,10 to 5.14 percent of GNP. Between 1988 and 1991 respectively, 

the investment ratio recorded 4.06, 5.2, 6.33 and 6.24 percent of GNP, 

while the nominal prime lending rate moved from 16.50, 26.8, 26.0 to 

20.2 percent. 

 

Banks deposit rates use marginally, while lending rates declined during the 

year. Available data indicated that the average saving deposit rate, which 

stoop at 3.7 percent in December 2003, fell to 3.6 percent in June 2003 

and fell further to 3.2 percent in the end of the year. 

Table 1 highlights key interest rates and relevant savings and investment 

indicators. 

b) STABILIZATION SECURITIES:  

Stabilization Securities are issued to mop up excess liquidity from the 

economy and to influence money supply and demand. Bankers rather 

regard it as the penalty paid for exceeding the required minimum liquidity 

ratio Ndekwu (2002) & Ojo, (2002). 

This policy is adopted by the Central Bank. 

c) LIQUIDITY RATIO: 

Liquidity ratios formed another segment of the direct monetary control. It 

is the ratio of Bank’s total liquid assets to its total deposit liabilities. The 

Bank’s liquid assets are made up of vault cash, balance with CBN, net 

money at call, Treasury Bills/Certificates, bills discounted, eligible 

development stock, bankers unit funds, and certificate of deposits: While 

deposit liabilities are made up of demand, savings and Time deposit 
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Aigbokhan, (1992). The impact of this instrument on bank credit is 

however, could be positive or negative. If Banks have convertible assets to 

liquid, they will be able to generate funds and the same meet up with the 

requirement of 30% Central Bank Liquidity ratio percentage. When Bank 

Liquidity is high, there is tendency for such banks to grant credit in terms 

of loans and advance to the needed sectors of the economy. Banks 

liquidity base varies from day to day as funds flow in and out of the 

system. 

The CBN may try regulating excess liquidity in circulation by asking both 

the Commercial and Merchant Banks to keep a special deposit with the 

bank usually 10 percent of their reserves where such measure are being 

taken it shows that there is mopping up of excess liquidity in the banks 

and this indirectly affecting the banks liquidity capacity, the result is that 

less of their will be granted in term of loans and advances to their 

customers. 

 

2.2.6  INDIRECT MONETARY POLICY INSTRUMENTS 

Indirect approach to monetary control involves the use of reserve requirements 

Open Market Operations (OMO), Discount Rate, etc. In the financial markets to 

control the cost and availability of credit. 

 
The technique of indirect monetary control involves the money stock through 

mainly a manipulation of the monetary base. The monetary base is the total of 

bank reserves and currency in the hands of the non-bank public. 
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Management of the monetary base is possible by the use of indirect monetary 

tools viz. 

 

a) CASH RESERVE REQUIREMENT: 

Cash reserve requirement is a monetary policy instrument that obliges 

banks to hold a specified proportion of their deposit liabilities as cash 

deposits with the Central Bank. The higher the percentage of bank reserve 

that is stipulated as legal cash reserve requirement the lower the 

proportion of the banks funds that is available as backing for credit 

expansion, thus reducing the capacity to create money. On the other 

hand, a reduction in the reserve requirement increases the capacity of 

banks to create credit. 

Reserve requirements are particularly effective for sterilizing liquidity in the 

banking system but are less effective for the day- to –day management of 

bank liquidity. 
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TABLE 2.4: SELECTED FINANCIAL RATIOS OF COMMERCIAL BANKS 

(Percent) 

Year Liquidity Ratio 1/ Cash Reserve Ratio 2/ 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 
1st Quarter 
2nd Quarter  
3rd Quarter 
4th Quarter 

94.5 
73.7 
61.8 
63.8 
65.0 
68.5 
59.1 
52.7 
38.4 
45.1 
47.6 
38.5 
40.5 
54.7 
65.1 
65.0 
36.4 
46.5 
45.0 
40.3 
44.3 
38.6 
29.1 
42.2 
48.5 
33.1 
43.1 
40.2 
46.8 

 
64.1 
52.9 
52.5 

 
52.4 
50.7 
50.06 
49.7 

5.2 
5.2 
5.4 
5.4 
11.5 
26.3 
32.0 
16.1 
8.0 
12.4 
10.6 
9.5 
10.7 
7.1 
4.7 
1.8 
1.7 
1.4 
2.1 
2.9 
2.9 
2.9 
4.4 
6.0 
5.7 
5.8 
7.5 
7.8 
8.3 

 
9.8 
10.8 
10.6 

 
9.1 

10.06 
9.8 
10.5 

 
SOURCE: Central Back of Nigeria Statistical Bulletin Vol. 12 December 2003 

 

b) OPEN MARKET OPERATIONS: 

Open market operations (OMO) is the primary indirect monetary policy 

instrument for promoting non-inflationary economic growth and other 
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policy goals. OMO in their classical form are carried out in the Secondary 

market for government securities where government debt instruments are 

bought and sold. OMO involves the buying and selling of government 

securities by a Central Bank. Through these activities, the central bank 

directly changes the levels of banks cash reserves and directly induces to 

changes in the level of interest rates, thereby leading to changes in the 

terms and availability of credit and ultimately money-supply. When the 

central bank buys securities in the market, the transactions lead initially to 

a contraction in the reserves that bank has available to meet their cash 

reserve requirements. The contraction in reserves lead in turn to increase 

in interest rates and a contraction in bank credit and money supply. 

Conversely, when the central bank buys securities in the market, bank 

reserves increase and the ability to expand credit and money supply is 

enhanced. The Bank conducts its OMO in government securities, namely, 

Treasury Bills, Treasury Certificates. 

However, (OMO) involve sales or purchase of government securities in the 

open market depending on whether the economy is inflationary or 

deflationary, respectively. When prices are rising (inflation) and there is 

need to control them, the Central bank on behalf of government sells 

securities. The reserves of Commercial banks are reduced in the process 

and they are not in a position to lend more to the business community. 

Further investment is discouraged and the rise in prices is checked. In the 

contrary, when the reversionary forces (deflation) start in the economy, 

the Central Bank buys securities. The reserves or liquid of commercial 
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banks are raised.  They have capacity to lend more to the business 

community. Investment, output, employment, income and demand rise, 

and fall in prices is checked simultaneously. In this manner, OMO reduce 

or enhance respectively, the banking systems stability to create credit and 

in the money supply process. Tule M.K. (2003). 

The OMO in Nigeria broadly seeks to control the base money by targeting 

bank reserves, since this is variable which the CBN can influence most 

directly with instruments under its control. By targeting bank reserves 

(through OMO), the CBN expects to keep the base money and eventually 

broad money supply (M2) at levels adequate for non-inflationary economic 

activities. OMO targets, reserves and money supply (broadly defined, M2), 

are related in the following way; Broad money, M2, is the sum of currency 

outside banks, C, and total deposit liabilities, TD held by banks. 

That is 

M2 = C + TD ……………………………………(1) 

Base money, BM on the other hand is defined as the sum of currency 

outside banks, C, vault cash, VC, required reserves, RR, penalty 

deposits, PD, and excess reserves, ER. The mathematical 

relationship is: 

BM = C + VC + RR + PD + ER …………(2) 

Where VC + RR + PD +ER is equal to total bank reserves (TR). The ratio 

of M2 and BM (equations 1 and 2) gives the money multiplier, m. 
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After further simplification, assuming 

M2 = CC + DD ……………………………….(3) 

BM = C + R ………………………………..(4) 

Dividing equations 3 and 4 by D we have  

M   =  1 + c 

BM c + r 

M2 =  1 + c  BM 

     c + r 

Broad money becomes the product of money multiplier and base money: 

M2 = mBM …………………………….. (5) 

Where 

 m   =  1 + c      

      c + r 
The targeting of OMO begins with the computation of the optimal demand 

for total bank reserves (TR*). Optimality implies that the level of reserves 

is related to the absorptive capacity of the economy. This is followed by 

the estimation of the total supply of bank reserves (TR).  Factors, 

which influence the supply of reserves, are the commercial and merchant 

banks, and other assets (net). In other to estimate the level of reserves 

supplied, the CBN analyze its balance sheet on a weekly basis. The 

difference between demand (TR*) and supply (TR) becomes the focus of 

OMO. If there is excess supply over demand, OMO will seek to sterilize the 

excess reserves; if there is shortage, OMO will aim at injecting reserves 

into the system. 

c) THE DISCOUNT RATE MECHANISM 

This is the interest rate charged by the central bank on its loan. The rate 

set to reflect the banking and credit condition available in the market. 
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A discount rate that is low relatively to market rate make it more likely 

that institutions (banks) will tend to increase their borrowing when market 

interest rate and the level of borrowing charge with a view to controlling 

the volume and the profitability of the borrowing institutions. 

 
In response to a given discount rate, charges in the level of borrowing 

may simply reflect temporarily charges in the borrower’s response to 

transitory demand for money and credit. Such charges might also keep 

money and credit from deviating substantially from targets by providing or 

absorbing reserves when the demand for excess reserves of the amount of 

required reserves needed to support a given level of deposits has charged 

unexpectedly. 

Under these conditions, an adjustment in the level discount rate would 

needlessly exacerbate money market pressures and could be counter-

productive. However, an adjustment in the discount rate may be desired 

to reinforce open market operations when a charge in the level of 

borrowing is contributing to sustained growth in money and credit relative 

to policy targets. The impact on credit expansion is necessitated with low 

discount rate by CBN. 

This allowed the banks to extend their borrowing capacity from CBN and 

use part of this reserve as loans and advances to customers. For instance, 

in a period of money growth a rise in discount rate would reduce 

incentives to borrow from the CBN and help to accelerate portfolio 

adjustments in depository rate could complement the effect of OMO on 

non-borrowed reserves.  In the interim the capital reserves of the 
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borrower’s Banks will be reduced and therefore, reduces their level of 

granting credit to the needed sectors of the economy. 

 

2.3 PRINCIPLE OF SOLVENCY AND MONETARY POLICY 

The principle of solvency and profitability requires that banks should hold 

substantial part of their deposits in liquid form and make enough portfolio 

investments to increase returns. Banks often charge higher interest on their 

lending than interest paid on deposits in order to maximize returns. However, 

high lending rates may discourage investors from borrowing which invariably 

leads to reduction in output and employment. Likewise, high liquidity in the 

banking industry could lead to inflation as a result of excess money in the 

economy. All these have negative effects on the economy and may jeopardize 

the objectives of monetary policy. Thus, CBN uses various monetary policy 

instruments to influence the operation of the banking industry. An aftermath of 

such control by the CBN are the financial crises of 1995 that lead to the liquidity 

ratio, investment and employment levels, profitability etc.  

 

2.4 THE IMPACT OF MONETARY MEASURES POLICY 

MEASURES ON THE ECONOMY 

According to Ojo, (1993) the collapse of the crude oil price and the fragility that 

followed it exposed Nigeria, an oil dependent nation, to the inherent weaknesses 

and dangers associated with the crude oil sector – an enclaved sector in the 

economy. 
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Nzotta (1999) in his view emphasized that, the impact of this collapse on the 

Nigeria economy, particularly within the 1981/85 period, include: 

i) The decline in output:  Nigeria’s total output (GDP) decline by 4.4% in 

1983 to #27.4bn after its former drop by 2.25 in 1982. By 1985, the 

decline reached #25.85bn 

The GDP further decline in 1986 to #25.3 billion. 

ii) The decline in Nigeria’s reserves. Reserve holding was #5.8 billion in 1981. 

The decline to #1.2 billion and #0.8 billion in 1982 and 1983 respectively. 

iii) The evolution of external deficits; Nigeria external debt was $2.8 billion in 

1978. This rose rapidly to $4.0 billion  in 1980, $8 billion in 1981, $11 

billion in 1983 and $11.39 billion in 1985. 

iv) Worsening Debt Service Ratio.  This ratio worsened from 1.95 in 1980 to 

30% in 1988. 

v) The decline in exports; from a peak of #14.2 billion in 1980 export 

declined to #8.9 billion in 1983, #7.2 billion in 1984 and #7 9 billion in 

1985. 

vi) The decline in Nigeria’ foreign exchange: from a peak of $12.9 billion in 

1980, Nigeria’s foreign exchange receipt decline to $17.2 billion, $12.8 

billion and $d10.1 billion $5.2 billion in 1981, 1982, 1983 and 1986 

respectively. 

The combined results of these negative development had been serious 

stagnation pressure, high level of capacity under utilization in the 

manufacturing sector, serious liquidity crunch and unhealthy balance of 

payments position. With these complex pressures, the 1981’85 
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development strategies and policies were seriously threatened except 

appropriate monetary policies were designed to arrest the undesirable 

situation. 

 

2.4.1 NIGERIA’S MONETARY POLICIES WITHIN THE 

1981/1985 PERIOD 

Against this background of the above profile was the need to stimulate 

production and employment, promote stable prices and strive to achieve internal 

and external balances. Towards these ends, particularly for the 1981/85 pre-SAP 

period, most of the 1970s monetary policies included; the prescription of 

aggregate credit ceiling, the use of selective credit controls, the imposition of 

some reserve requirements and maintenance of a lid on interest rate to promote 

increases in Nigeria’s productive capacity Ojo, and Ndekwu(1992). 

Phillips and Ndekwu, (1991) in their own opinion reiterated that in the process of 

restraining the growth of liquidity demand pressures within the first of the 1980s, 

permissible aggregate credit expansion ceiling were reduced. For example, the 

ceilings on the banks got reduced to 70% by 1985 against its level of 30% 

between 1980- 1982. The guidelines to Merchant banks were to ensure that a 

minimum of 40% of their loans and advances was of medium and long term 

nature with a maturity of not less than three years. Additionally, 20% of such 

loans and advance was fixed as the upper limit for short projects with maturity of 

one year. 
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Aigbokhan, (1992) considered that, by 1985, the impacts of economic crisis 

became worse. Thus the proportion for medium to long term loans and advances 

became increased to 50%. 

On small-scale indigenous enterprises is the minimum proportion of loans and 

advance by commercial banks were raised from 70% in 1980 to 1982 and 90% in 

1984. Besides, commercial banks were expected to lend a minimum of 30% of 

the total deposits collected by their rural branches to customers in rural areas. 

This was raised to 40% in 1985. The minimum liquidity and cash ratios were left 

at 25% and a range of 2%- 5% by 1985 respectively. 

This was also the restoration of cash advance deposits for imports in 1982. 

Within the 1981/85 difficult periods, interest rates on government debt 

instruments and bank deposit were controlled rigidly. 

 

2.4.2    NIGERIA’S POST 1985 MONETARY POLICIES 

Phillips and Ajakaye (1991) asserted that by the end of 1985 fiscal year, it had 

became obvious that the 1981/85 Macro-economic policies especially the austere 

fiscal and monetary instruments had failed to stabilize the economy and stem 

rising inflation. There were noticeable deficiencies in public administration whose 

public expenditures looked as if unrestricted due to financial indiscipline. Against 

the background of the intensity of these problems, policy initiatives were needed 

to improve the efficiency of public administration, restructives expenditure 

policies, foster financial discipline, reduce the overall fiscal deficit, cut imports 

sharply and eliminate the accumulation of further external arrears. To these 

ends, Nigeria adopted the structural adjustment programme (SAP) in July 1986. 
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The SAP package which largely includes monetary policies aims at altering and 

realigning aggregate domestic expenditure and production patterns so as to 

minimize dependence on imports, enhance non-oil export base and bring the 

economy back on the path of steady and balance growth “FRN, (1986.8). In 

specific terms the fall-out objectives are to: 

i) Restructure and diversify the productive base of the economy in other to 

reduce dependence on the oil sector and on imports. 

ii) Achieve fiscal and balance of payment viability over the period. 

iii) Lay the basic for a sustainable non-inflationary growth. 

iv) Lesson the dominance of unproductive investments in public sector, 

improved the sector’s efficiency and intensify the growth potential of the 

private sector. A critical examination of the main elements of SAP shows 

that they are policies involve action to: 

- Correct for serious over-valuation of the Naira 

- Overcome the observed public sector inefficiencies 

- Relief the debt burden and attract a net inflow of foreign capital, while 

keeping, a lead on foreign loans (FRN, 1986.9). 

Olopoenia, (1991) sought that within this framework, SAP’s monetary 

programme envisages policies that monetary and credit would be constant 

with the set for the balance of payments, the increase in reserves, fiscal 

policies and for control of inflation. Against this background, SAP’s 

monetary policies were articulated to stimulate the expansion of output, 

encourage employment opportunities, establish bases for stable prices, 

and the restoration of Nigeria’s internal and external balances (FRN 
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1986.14). Towards these ends, SAP progress a market- oriented 

environment attainable under deregulation paradigm. The target became 

couched under. 

- The deregulation of the foreign exchange market in order to allow for the 

adoption of a realistic exchange rate. 

- The liberalization and restructuring of public expenditure and tariffs. 

- The adoption of cost – recovery pricing policies; 

- The deregulation of the pre – SAP complex selective credit controls, 

interest rates and the relatively fixed foreign exchange rate. 

Most of these instruments were couched under the assumption that 

inflationary measures would be restricted under the evolving market-

oriented economy. 

 Order measures adopted and aimed at the reduction of an assumed 

existence of bank’s excessive liquidity, an overhang that could accelerate 

inflationary pressure were: 

- CBN’s order on all banks to deposit in a non-interest bearing deposit 

account, the naira equivalent of all outstanding external payments arrears. 

- The reduction of credit ceiling to sector and enterprises 

CBN’s directives to all parastal to transfer their accounts from the 

Commercial banks to the CBN. 

 

2.4.3  MONETARY AND CREDIT DEVELOPMENT 

It is apparent that the Nigeria economy has been significantly monetized. The 

overall money supply to the economy rose to N46.3 billion in 1989 from N14.4- 

billion in 1980. The net credit to the domestic economy rose from N10.8 billion in 
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1980 to #49.3 billion in 1989 with the private sector having greater share of 

credit allocation. 

 

In line with Nigeria’s anticipation, output (GNP), expanded after same set backs 

from N74 billion in 1980 to #94 billion in 1989 at fluctuating growth rates within 

the 2%-7% range. Aigbokhan, (1992). In spite of this expansion, external debt 

rose rapidly from N1.9 billion in 1980 to #240 billion in 1989 perhaps due to the 

depreciated of the Naira values. The rate of inflation could not bee stemmed as 

anticipated having risen from 9.9% in 1980 to 50.5% in 1989. This alarming rate 

may not be unconnected with the fact that the expansion in output could not 

match the demand rate created by excessive money creation via various credit 

developments within the economy. This could have been compounded by 

excessive production cost which emanated from the net flow of foreign exchange 

(-#3bn in 1980 but #10.6bn in 1989 table 3), and the impact of the floating 

foreign exchange rate (Table 2) 

Nigeria being an import dependent country. 

The foreign exchange management under Nigeria’s deregulatory devices brings 

noticeable changes in Nigeria’s financial economy. The recognized operators 

unlike before embrace all Commercial Banks, Bureau De Change, the parallel 

markets and the CBN at the APEX. 

 

The foreign exchange deal created incentives, which allowed for new entries into 

the banking economy. The expanded number of banks using various banking 

tactics to lure customers e.g. rate of interest differentials, advertisements, credit 

opportunities and other banking services either for free or low rate service 

changes. 

Tables 2-6 show statically information of such impacts on some macro-economic 

indicators, Nigeria’s financial position and credit developments. See Appendix 1-5 

as attached. 
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TABLE 2.5: SECTORAL DISTRIBUTION OF COMMERCIAL BANKS’ TOTAL 

LOANS AND ADVANCES (N MILLION) 

 

SOURCE: CBN STATISTICAL BULLETING VOL. 15 DECEMBER 2004 

Production General Commerce 
Year/ 

Quarter 
Agriculture 

Forestry 
and 

Fishery 

Manufac-
turing 

Mining 
and 

Quarrying 

Real 
Estate 

And 
Construction 

Bills 
Discounted 

Domestic Exports Imports 

 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 

1994 2/ 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 

 

 
7.0 
9.3 

19.2 
21.6 
27.2 
37.4 
79.6 

139.1 
229.0 
329.6 
462.2 
590.6 
786.6 
940.4 

10,052.1 
1,310.2 
1,830.3 
2,427.1 
3,066.7 
3,470.5 
4,221.4 
5,0127 
6,978.9 

10,753.0 
17,888.8 
25,278.7 
33,264.1 
27.939.3 
27,180.7 
31,045.7 

146,504.5 
200,856.2 
227,617.6 
242,185.7 

 

 
76.4 

119.7 
144.0 

6.3 
257.5 
410.7 
609.0 
837.8 

1,138.0 
1,357.3 
1,956.8 
2,659.8 
3,037.6 
3,053.1 
3,083.5 
3,232.2 
4,475.2 
4,961.2 
6,078.0 
6,671.7 
7,883.7 

10,911.3 
15,403.9 
23,110.6 
39,390.8 
58,090.7 
72,238.1 
82,823.1 
96,732.7 

115,759.9 
518,747.6 
717,786.5 
888,082.5 
997,672.6 

 

 
6.6 

11.6 
10.2 

182.2 
12.2 
16.3 
14.6 
37.7 
39.4 
44.0 
50.9 
88.0 
94.3 

118.7 
165.5 
236.1 
208.0 
246.3 
227.3 
271.6 
362.4 
541.8 
759.7 

1,424.1 
- 

12,071.6 
15,049.5 
20,611.0 
22,848.2 
24,683.6 

133,143.3 
222,226.2 
296,185.7 
329,230.4 

 

 
26.0 
37.4 
49.2 
76.6 
97.8 

212.8 
412.3 
662.0 
882.9 

1,057.5 
1,325.4 
1,750.5 
2,085.0 
2,260.2 
2,373.8 
2,493.7 
2,840.4 
2,892.4 
3,007.9 
3,226.7 
3,210.8 
3,573.2 
4,059.4 
5,405.2 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 

 
5.9 

10.0 
8.0 
3.6 

14.0 
28.2 
23.8 
23.8 
39.7 
63.6 
26.6 

- 
- 
- 
- 
- 
- 
- 
- 
- 
308.0 
122.5 
728.8 

- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 

 
32.2 
56.4 
73.7 
84.9 
98.1 

144.3 
210.1 
297.5 
409.1 
442.6 
634.6 
827.5 

1,092.3 
1,066.6 
1,197.7 
1,417.7 
1,725.0 
1,961.7 
2,335.9 
2,736.3 
2,761.3 
3,035.0 
3,713.3 
9,962.4 

- 
- 
- 
- 
- 
- 
- 
- 
- 
- 

 
69.5 
91.7 
90.3 
86.6 
91.7 

100.6 
96.5 

102.4 
80.8 
78.3 

100.2 
107.1 
150.5 
137.7 
133.5 
122.6 
311.5 
462.5 
477.7 
603.6 
747.1 
942.7 

1,316.9 
1,608.3 
8,848.0 

19,442.9 
32,998.2 
16,368.7 
29.770.2 
980,10.5 
18,772.1 
115408.0 
111768.5 
136825.3 

 

 
59.9 
63.1 
58.2 
92.0 
81.1 

136.6 
200.6 
288.3 
339.1 
279.2 
447.5 
540.4 
583.7 
522.9 
491.5 
511.0 
718.3 
613.2 
802.8 
832.4 

1,021.8 
1,001.4 
1,633.5 
1,923.3 

- 
- 
- 
- 
- 
- 
- 
- 
- 
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Table 2.5: Continued  

Year/ 
Quarter 

Services Others  
 
 

Total 

Public 
Utilities 

Transport 
and 

communic 
ations 

Credit 
Financial 

Institutions 

Government Personal 
and 

Professional 

Miscella 
neous  

 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 

1994/2 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 

 
0.7 
3.6 
5.2 

11.1 
7.3 

17.1 
21.5 
45.7 
62.3 
57.1 
88.0 

177.2 
193.1 
181.3 
200.7 
244.0 
242.1 
232.3 
258.0 
200.5 
215.5 
217.2 
308.5 
467.0 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 

 
19.0 
31.8 
44.4 
51.7 
65.9 
82.0 

180.7 
233.6 
284.5 
334.4 
485.4 
610.3 
707.0 
718.2 
738.5 
743.7 
730.3 
801.1 
885.7 
821.5 
935.3 

1,134.4 
1,336.8 
2,150.9 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 

 
2.7 
5.8 

14.2 
11.8 
21.6 
51.6 
51.1 
95.6 

150.8 
81.3 

206.8 
360.8 
402.7 
810.1 
753.2 
538.2 
823.2 

1,102.0 
192.3 
478.8 
719.1 
756.0 

1,118.9 
1,801.4 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 

 
1.3 
3.6 
9.0 

17.6 
31.7 
37..3 
56.4 
87.8 

131.5 
166.5 
160.3 
308.9 
368.1 
589.0 
579.6 
552.6 
514.8 
643.5 
774.7 
841.8 

1,159.0 
997.4 

1,239.3 
1,740.2 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 

 
23.3 
33.1 
61.9 
43.0 
62.4 
84.8 
98.5 

1,376.6 
2.03.9 
199.2 
22.3 

323.2 
- 
- 
- 
- 
- 

561.2 
847.4 

1,151.1 
1,332.2 
1,683.0 
2,178.5 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 

 

 
21.0 
24.9 
40.0 
64.5 
68.6 
83.8 
68.3 
85.6 

123.9 
139.8 
181.7 
238.6 
774.4 
695.7 
734.0 
768.2 

1,282.5 
627.4 
607.0 
651.5 

1,122.0 
1,377.6 
1,960.4 
5,318.9 
- 
- 

15,887.2 
237,808.4 
522,323.8 
899,262.4 

1,539,835.3 
1,539,835.3 
2,083,574.8 
2,633,629.0 

 
2,321.5 
2,473.0 
2,591.5 
2,726.5 
2,912.1 
3,412.5 
4,099.0 
6,290.5 
6,092.9 
6,609.4 
8,329.1 

10,563.9 
12,257.3 
13,076.9 
13,487.6 
14,155.2 
17,687.6 
19,518.9 
21,549.2 
23,997.0 
27,990.1 
33,297.2 
44,728.8 
67,658.3 
66,127.6 

120,868.9 
175,425.1 
391,541.5 

1,265,984.4 
1,795,768.3 
2,796,112.2 
2,796,112.2 
3,586,229.1 
4,339,443.0 

 

SOURCE: CBN STATISTICAL BULLETING VOL. 15 DECEMBER 2004 
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However, relative magnitude of change between 2000 and 2003 gave an indication that 

preferred sector of economy achieved are increase of N2, 796,112.2b to N4, 339,443.0 

in the area of Sectoral Distribution of Commercial Bank and Loan Advances. This 

improvement indicates that the provision of an investment were given a positive 

approach. Expect for 1998, the sustained pressure led to a larger contribution to 

aggregate domestic demand, which was sufficient enough to compensate for direct 

impact leading to some improvements in the balance of payments position in these 

years. The greater expansionary pressure on the economic conditions in 1998 compared 

to 1997 had a first round restrictive (smaller) contribution to domestic demand. 

However, this restrictive impact on the aggregate domestic demand was not sufficient 

to compensate for direct impact leading to a worsening balance of payments problem in 

fiscal, 1998. 

 

2.5 RECENT ECONOMIC TRENDS/ PERFORMANCE 

From independence in 1960, Nigeria showed great potential of being a 

prosperous nation on account of the abundant human and natural resources. The 

outlook was further brightened by the emergence of huge oil reserves in early 

1970s.consequently, a great deal of emphasis was place by the government on 

the implementation of series of ambitious development plans aimed at ensuring 

rapid economic growth and development. Initially, at least up to the early 1970s, 

the over all economic performance was impressive as shown in change in the 

major economic indicators. The rate of growth of GDP for instance, averaged 

about 8.8 percent between 1970 and 1974. The massive inflow of foreign 

exchange earnings mainly from improve petroleum prices as well as high rate of 
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domestic and foreign investments in industry, construction and services helped to 

sustain the GDP growth rate at reasonable high level. However, the agricultural 

sector which used to be the back bone of the economic in 1960s, was neglected 

and consequently, its share in total domestic output dropped from nearly 60 per 

cent in the 1960s to about 35 per cent by1975. On the external sector, the 

country enjoyed a favourable balance of payments position during the period, 

owing to the significant boost from crude oil exports even though non-oil exports 

became virtually extinct. With the huge earnings from crude oil exports, 

government became the prime mover of the economic through direct 

participation in basic production of goods and services as well as in the provision 

of infrastructure. Despite active government involvement in economic activities, 

the fortune was not sufficiently growth and development of the economy. With 

the collapse of the international oil market in the early 1980s, the Nigerian 

economy began to show signs of distress. the emerging problems culminated in 

the introduction of an economic stabilization policy package in 1981. Since then, 

efforts to solve the country’s economic problem had led to the introduction of 

various rounds of budget-tighting austerity measure (1982-1985) and structural 

reform programmers (1986). 

 

2.5.1  PERFORMANCE OF THE NIGERIAN ECONOMY 1960 TO 1985 

The Nigerian economy witnessed four national development plans between 1962 

and 1985, designed to enhanced the economic performance and the well being 

of its citizenry. The development plans were for the period, 1662-1968, 1970-
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1974, 1975-1980 and 1981- 1985 for the first, second, third and forth, 

respectively. 

 
Nigeria is endowed with abundant mineral and nature resources. It is a major oil 

producer, with petroleum production accounting for 25 percent of GDP,90 per 

cent of foreign exchange receipts and about 70 per cent of government 

revenues. There are also vast resources of natural gas, which are only beginning 

to be exploited. Prior to the boom in the 1970s, Nigeria depended largely on 

primary commodity exports, such as cocoa, palm oil, rubber, cotton and 

groundnut for its national income. The country at that time, was self-sufficient in 

food production and even a net exporter of agricultural produce. Also, livelihood 

from farming. However, since early 1970s as oil became a major foreign 

exchange earner and contributor to GDP, other sectors of the economy, 

especially agriculture were relegated to the background. Buoyant oil revenue in 

the 1970sprovided the basics for large increases in government expenditures 

designed to expand infrastructure and non-oil productive capacity. 

In the period 1970-1985, there was significant expansion in the social and 

economic infrastructures of the country even though they were and continued to 

be far from adequate in both quantitative and qualitative terms. Educational 

infrastructure at various levels was vastly expanded and so was health services. 

The transportation and communication networks were also expanded and sower 

power, public and housing. The financial system also witnessed great expansion 

as well as increased sophistication. There were at the end of 1985, a total of 

1297 commercial bank branches compared 302 in 1970 – the growth largely 
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attributed to the outcome of the rural banking programme introduced in 1977. In 

addition to commercial banks, there were merchant banks with 26 offices and 4 

development banks, two of which emerged in the 1970s. The capital market also 

expanded substantially in terms of the number of stocks quoted and traded as 

well as the number of firms registered to deal on the exchange. Regulation and 

development of the market was furthermore enhanced by the setting up in 1978 

the Nigerian Securities and Exchange Commission. 

However. Despite the expansion of various infrastructure and institutional 

developments the economy witnesses poor performance, especially in 1978. 

While real GDP grew by an average of 7.3 percent per year in the period 1970 to 

1977, the performance from 1978 to 1985 showed a decline, averaging 2.2 per 

cent. Thus, the declining trend observed in domestic output since 1980, 

continued in 1984, following the adverse developments in the international oil 

market in the early 1980s, which resulted in a sharp fall in oil prices. 

Consequently, Nigeria’s export revenue and budgetary receipts dropped 

significantly. However, public spending did not slow down proportionately during 

this period. This domestic deficits, government resorted to borrowing heavily 

from the banking system, especially the Central Bank, while the financing of 

foreign deficits led to massive foreign borrowing and the drawing down of 

external reserves. 

 
The consequent decline in the availability of foreign exchange led to the 

accumulation of huge trade arrears. The end result was that non-oil sector of the 

country was stagnated while oil revenue was not effectively managed to 

stimulate desired growth levels and sustainable economic development. The 
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industry was largely on imported raw materials while limited progress was made 

in industrialization since industry faced low capacity utilization and generally 

could not compete with cheap imported products. Also, infrastructure was 

decaying and could no longer meet the demand of a rapidly increasing 

populations and a modern developing industrial sector. Initially, efforts to 

address these problems as well as reduce the country’s financial imbalance led to 

the introduction of various rounds of budget-tightening austerity measure (1982 

– 1985) and later structural reform programmes. 

 

2.5.2    ECONOMIC REFORMS IN NIGERIA FROM THE MID 1980S 

In the years 1981 – 1985 Nigerian witnesses serious downturn in Nigeria and 

stringent monetary and fiscal measures were ineffective in addressing the 

economic problems. The adoptions of Structural Adjustment Programme (SAP), 

initially for two years (July 1986-June 1988), was the major reaction to the 

dwindling oil resources macroeconomic policy distortions and the increasing need 

to diversify the production base of the economy. The economy also witnesses a 

number of policy reversals between 1988 and implemented in 1989 in an attempt 

to cushion the adverse effects of the belt-tightening measures implemented in 

1986 and 1987. Consequently, some of the gains of economic adjustment in 

those two years were gradually eroded. 

 
Several policy changes also took place between 1986 and the early, designed to 

restructure and diversify the productive base of the economy in order to increase 

efficiency and reduce dependence on the oil sector. In addition, there was the 
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need to achieve fiscal and balance of payment viability, to lay the basis for 

sustained economic growth, to improve the efficiency of public sector investment 

and to concentrate government efforts on increasing the growth potential of the 

private sector. These policy reforms were generally in the areas of Exchange 

Rate, Foreign Trade Policy, Banking and Financial Sector Policy reforms, as well 

as commercialization and privatization of government owned companies and 

parastatals. The outcome of the implementation of the various policy reforms 

over the years indicated considerable improvements in the performance of the 

Nigerian economy. For instance, between 19870-1992, the manufacturing, 

agriculture and the oil sectors, experienced positive growth with an average GDP 

growth rate about 5 per cent per annum. However, the relative shares of the 

three sector show much variation over the years. Analysis of the institutional 

growth and structure shows that the financial system grew rapidly in the mid 

1980s to 1990s. The number of  commercial banks rose from 29 in 1986 to 64 in 

1995 and declined to 51 in 1998, while the number of  merchant banks rose from 

only 12 in 1986 to 54 in 1991 and subsequently declined to 38 in 1998. In terms 

of branch network, the combined commercial and merchant bank branches rose 

from 1,323 in 1985 to 2,549 in 1996. There was also substantial growth in the 

number of non-bank financial institutions, especially insurance companies. 

 
2.5.3   THE CONDUCT OF MONETARY POLICY 

Over the years, the objectives of monetary policy have remained the attainment 

of internal and external balance. However, emphasis on techniques/instruments 

to achieve those objectives have changed over the years. There have been two 
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major phases in the pursuit of monetary policy, namely, before 1986 and since 

1986. The first phase placed emphasis on direct monetary controls, while the 

second relies on market mechanisms. 

 

2.5.4  MONETARY POLICY BEFORE 1986 

The economic environment that guided monetary policy before 1986 

characterised by the dominance of the oil sector, the expanding role of the public 

sector in the economy and over-dependence on the external sector. In order to 

maintain price stability and a healthy balance of payments position, monetary 

management depended on the use of direct monetary instruments such as credit 

ceilings, selective credit controls, administered interest and exchange rates, as 

well as the prescription of cash reserve requirements and special deposits. The 

use of market-base instruments was not feasible at that point because of the 

underdeveloped nature of the financial markets and the deliberate restraint on 

interest rates. 

The most popular instrument of monetary policy was the issuance of credit 

rationing guidelines, which primarily set the rates of change for the components 

and aggregate commercial bank loans and advances to the private sector. The 

sectoral allocation of bank credit in CBN guidelines was to stimulate the 

productive sectors and thereby stem inflationary pressures. The fixing of interest 

rates at relatively low levels was done mainly to promote investment and growth. 

Occasionally, special deposit were imposed to reduce the amount of free reserves 

and credit-creating capacity of the banks. Minimum cash ratios were stipulated 

for the banks in the mid-1970s on the basis of their total deposit liabilities, but 
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since such cash ratios were usually lower than those voluntarily maintain by the 

banks, they proved less effective as a restrain in their credit operation. 

From the mid-1970s, it became increasingly difficult to achieve the aims of 

monetary policy. Generally, monetary aggregates, government fiscal deficit, GDP 

growth rate, inflation rate and the balance of payments position moved in 

undesirable directions. Compliance by banks with credit guidelines was less than 

satisfactory. The major sources of problem in monetary management were the 

nature of the monetary control framework, the interest rate regime and non-

harmonization of fiscal and monetary policies. The monetary control framework, 

which relied heavily on credit ceilings and selective credit controls, increasingly 

failed to achieve the set monetary targets as their implementation became less 

effective with time. The rigidly controlled interest rate regime, especially the low 

levels of the various rates, encouraged monetary expansion without promotion 

the rapid growth of the money and capital markets. The low interest rates on 

government debt instruments did not sufficiently attract private sector savers and 

since the CBN was required by law to absorb the unsubsribed portion of 

government debt instruments, large amounts of high-powered money usually 

injected into the economy. In the oil boom era, the rapid monetization of foreign 

exchange earnings resulted in large increases in government expenditure which 

substantially contributed to monetary instability. In the early 1980s, oil receipts 

were not adequate to meet increasing level of demands and since expenditures 

were not rationalized, government resorted to borrowing from the central bank 

to finance huge deficits. This had adverse implications for monetary 

management. 
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2.5.5  MONETARY POLICY SINCE 1986 

The structure adjustment programme (SAP) was adopted in July, 1986 against 

the crash in the international oil market and the resultant deteriorating economic 

conditions in the country. It was designed to achieve fiscal balance and balance 

of payments viability by altering and restructuring the production and 

consumption patterns of economy, eliminating price distortions, reducing the 

heavy dependence on crude oil export and consumption goods imports, 

enhancing the non oil export base and achieving sustainable growth. Other aim 

were to rationalise the role of public sector and accelerate the growth potentials 

of the private sector. The main strategies of the programme were the 

deregulation of external trade and payments arrangements, the adoption of the 

market determine exchange rate for the Naira, substantial reduction in complex 

price and administrative controls and more reliance on market forces as a major 

determinant of economic activity. 

 
The objectives pf monetary policy since 1986 have remained the same as in the 

earlier period- the stimulate of out put and employment, and the promotion of 

domestics and external stability. In line with general philosophy of economic 

management under SAP, monetary policy was aimed at inducing the emergence 

of a market- oriented financial system for effective mobilization of financial 

savings and efficient resource allocation. The main instrument of the market- 

based frame work is the open market operations. This is the complemented by 

reserve requirements and discount window operations. The adoption of a 

market-based framework such as OMO in an economic that had been under 
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direct control for long, required substantial improvement in the macroeconomic, 

legal and regulatory environment. 

 
In order to improve macroeconomic stability, efforts were directed at the 

management of excess liquidity; thus a number of measure. 

Thus a number of measure were introduce to reduce liquidity in the system. 

These include the reduction in the maximum ceiling on credit growth allowed for 

banks; the recall of the special deposits requirements against out standing 

external payment arrears to CBN from banks, abolition of the use of foreign 

guarantees/ currency deposits as collaterals for Naira loans and withdrawal of 

public sector deposits from banks to the CBN. Also effective august, 1990, the 

use of stabilization securities for purpose of reducing the bulging size of excess 

liquidity in banks was re-introduced. Commercial banks’ cash reserve 

requirements were increased in 1989, 1990, 1992 and 1999. 

 
The rising level of fiscal deficits was identified as a major source of 

macroeconomic instability. Consequently, government agreed not only to reduce 

the size of its deficits but also to synchronize fiscal and monetary policies. By was 

of inducing efficiency and encouraging a good measure of flexibility in banks’ 

credit operations, the regulatory environment was improved. Consequently, the 

sector-specific credit allocation targets were compressed into four sectors in 

1986, and to only two in 1987. From, October, 1996, all mandatory credit 

allocation mechanism were abolished. The commercial and merchant banks were 

subjected to equal treatment since their operations were found to produce similar 

effects on the monetary process. Areas of perceived disadvantages to merchant 



 84

banks were harmonised in line with the need to create a conducive environment 

for their operations. 

 
In the recognition of the fact that well-capitalised banks would strengthen the 

banking system for effective monetary management, the monetary authority 

increased the minimum paid-up capital of commercial and merchant banks in 

February 1990 to 50 and 40 million from 20 and 12 million, respectively. 

Distresses banks whose capital fell below existing requirement were expected to 

comply by 31st March, 1997 or face liquidation. Twenty-six of such banks 

comprising 13 each of commercial and merchant banks were liquidated in 

January, 1998. minimum paid up capital of merchant and commercial banks has 

been raised to a uniform level of 500 million with effect from 1st January, 1997, 

and by December 1998, all existing banks were to re-capitalise. The CBN brought 

into force the risk- weighted measure of capital adequate recommended by the 

base committee of the bank for international settlements in 1990. Before then, 

capital adequacy was measure by the adjusted capital to total loans and 

advances outstanding. 

 
The CBN in 1990 introduced a set of prudential guidelines for licensed banks, 

which were complementary to both the capital adequacy requirement, and 

statement of standard accounting practices. The prudential guidelines, among 

others, spelt out the criteria to be employed by the banks for classifying non- 

performing loans. The CBN has continued to examine and monitor banks in order 

to promote stable banking system. Also the bank handle the problem of 

distressed and illiquid banks. The CBN imposes holding action sand revokes 
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licences of affected banks as well as encourage mergers and acquisitions. In an 

effort to improve the operation of the money market, an auction- based market 

for treasury securities was introduced in 1989; and these treasury instruments 

were made bearer bills to enhance transferability and promote secondary 

tradition.  

 
By mid-1992, the major hurdle to the introduction of OMO remained the 

continued imposition of credit ceiling on the banks. From September 1, 1992, the 

CBN, lifted credit ceiling on individual banks that met  CBN specific criteria on 

selective basis in respect of statutory minimum paid-up capital, capital adequacy 

ratio, cash reserve and liquidity ratio requirements, prudential guidelines, 

sartorial credit allocation and sound management. Meanwhile, the use of 

stabilization securities for mopping excess reserves in banks was intensified and 

three discount houses opened their doors for business from March, 1993. a 

fourth discount house commenced operation in 1995 and the fifth one in 1996. 

on the 30th of June, 1993, the CBN commenced OMO in treasury securities with 

banks through discount house on a weekly basis. OMO has remained a major tool 

of monetary policy in Nigeria with its effective use in moderating the system’s 

liquidity. 

 

2.5.6  MONETARY POLICIES FOR 2002. 

The monetary policy circular no.36 on fiscal 2002/2003 issued by central banks of 

Nigeria was achieve policy primary objective of price and exchange rate stability 

monetary subdue inflation to a single digit by focusing on controlling anticipated 

liquidity surge that may arise from excessive government spending and foster 
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more competitive financial environment to enhance greater access to credit for 

the real sector. 

 
The central bank of Nigeria has harped on its desire in 2002 to depend largely on 

market forces and market instruments, chiefly open market operation (OMO) in 

conducting monetary management. 

 

2.6 REQUIREMENTS FOR BANK LENDING 

Certain companies may have the powers of their directors to borrow lightly 

restricted. Credit facilities may therefore be in contravention of rules and 

regulations of each company such facilities may term unenforceable and 

irrecoverable. Bankers are therefore interested not only in the burrow’s ability to 

reply but also in his legal capacity to borrow. 

 
In lending to a corporation or limited liability company, it is essential to examine 

the character or memorandum and article of association to ascertain who has 

authority to borrow on its behalf. In many cases, banks also follow the practice 

of requiring a corporate resolution signed by the member of the board of 

directors setting forth the borrowing authority and designating the person or 

persons who have the authority to negotiate for loans and to execute borrowing 

instruments. 

 
The bank will also endeavour to assess the ability, experience, qualifications and 

other relevant qualities of the directors and principal management of the client or 

prospective company, since it is these officers that will carry into effect the 
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company’s projections. The concern banker have is to ensure that the company 

he is asked to lend money will be led or managed by responsible men with good 

track records that is, people with determination and ability to weather bad times 

as well as to capacity on good times that then is the reason why the banker will 

normally ask the potential borrowing client company to supply a list of its 

directors and principal management showing their functions, qualifications, ages 

and experience. 

 
The concept of character, as it relates to credit transaction, means not only the 

willingness to repay debts but also to a strong desire to settle all obligations 

within the terms of the contract. A person of character usually possesses 

attributes such as honesty, integrity, industry and morality. The past record of a 

borrower in meeting his obligations is usually weighed heavily in evaluation his 

character for credit purposes. 

  
The questions the banker will normally ask are, who are the customer?, what is 

his previous relationship with the bank and what does his previous credit record 

look like?. The banker has to know his customer based on existing banker – 

customer relationship and if there are any doubts in his mind, he is in a 

priviledge position to make reference, obtain confidential information such as 

status or credit reports through available sources. 

 
Most bad debts arises as a result of lack of adequate knowledge of the loan 

seeker. A few discreet enquires about him would have revealed more information 

to enable better judgement to be made. 
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No bank wants a loan to crystallize into hard work borrowing. Consequently, the 

main test is the ability to repay from sources which must be reasonable, certain 

and adequate. 

 
In order words, the ability to create income is the controlling criterion of bank 

lending. 

Having learnt from letter experience that many types of security prove of little 

value in avoiding a loss once the borrower is in a position of default the bank will 

normally not agree to lend money unless it is satisfied with the probability of 

repayment the timing of such repayment and the source from which the 

repayment is to be made. In this regard, it is important to bear in mind the fact 

that a sound bank lending should be collectable from blamed self, liquidation of 

the borrower’s assets or from this anticipated income or profits rather than from 

forced liquidation of any collateral that may be pledged. 

That is why a borrower will normally be required to submit with his loan 

application a summary of his past (at least three years and projected Balance 

sheet, income statements, cash flows preferably assuming implementations of 

their projected financing arrangements and their repayments. 

If it is a trading or manufacturing concern, the analysis of financial statement, 

must show that adequate cash flow can be guaranteed to repay the loan. 

  
Previous profit records will show the likely trends and he bank must be 

reasonably certain that, ultimately, its facilities can be repaid. 
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Thus, the ability to produce tangible security is not the most important criteria for 

granting credit facilities, as the offer of collateral does not weaken the need foe a 

thorough examination of the proposal. 

  
Credit will not be extended to business concerns unless capital has been supplied 

by the owners to support the debt. The net worth of firm (the capital supplied by 

the owners) is the measure of its financial strength. It is often one of the 

financial a bank is willing to make available to a business borrower.  

 
The amount and quality to the assets held by a firm reflected the prudence and 

resourcefulness of its management. Some on all of these assets may serve as 

security for a loan will be repaid should the borrowers ability to create income 

not be sufficient to retire the loan. It is fact slows that the proprietor of the 

business has a stake in it and will be committed to its survival. 

Collateral protection for a loan may be arranged in many difficult ways, 

depending on the nature of the business and the particular circumstances in each 

cage. Apart from the above form of direct pledge of assets, it my take the form 

of full guarantee of financial institutions, for example, insurance companies and 

other banks and the personal guarantee of the project  sponsors (usually backed 

by specific assets), where the sponsors are people of immense wealth and 

reputation.  

  
The lending bank should satisfy itself about the suitability of an advance. Even 

where the requirements of a borrower satisfies all satisfy and risk consideration, 

it is absolutely necessary for the banker to ensure that the purpose of the 

economic and monetary policies of the government. 
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Apart from the guidelines, there are certain ventures that are not financed by 

banks such as gambling, bettings, and smuggling and drug trafficking, which are 

against the law of the land. 

  
Economic conditions also affect the ability of the borrower but are beyond the 

control of the borrower and the lender. 

 
Economic conditions are the environment within which business unit and 

individuals operate. Borrowers may have good character, an opponent ability to 

create income and sufficient assets, but economic conditions may render the 

extension of credit unwise. 

  
It is here that the banker must become an economic fore caster. The longer the 

maturity of the loan, the more important economic forecaster becomes since 

there is a greater possibility of an economic downturn before the loan has been 

fully repaid. The economy is subject to start and long-run fluctuations vary in 

intensity and duration. These movements are never the same, conform to no 

definite pattern, and may affect different industries and areas of the country 

differently. 

  
Many borrowers fare well in periods of prosperity, but in periods of recession 

capital may be dissipated, income may decline and even character may be 

undermined. The factors give rise to the non-payment of debts. 

  
The banker must therefore keep informed as to the economic pulse of the nation, 

the community and the industry or industries in which he makes loans. 
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Also, in extending credit to business borrowers, a bank is interested in the 

economic function performed by the business and its importance in the industry. 

Acknowledge of what is happening in the industry is very important changes in 

competitive conditions, technology, the demand for products and technology, the 

demand for products and distribution methods. If a loan applicant is not 

performing a function basic to the operation of the economy, the lender will be 

less likely to act favourably on the credit application than if the opposite were the 

case. 

Furthermore, a loan, which will bring once – for all benefit to the bank will 

naturally be less attractive than one which has the potential for ancilliary 

business obtainable from the client. The banker will, for instance, be more 

attracted to a loan which has the prospects of ultimately involving other services 

such as handling international trade transactions (e.g. letter of credit) bills for 

collection and direct remittances, private or public placement of very long term 

debt or equity issues, trustee services, financial and investment advisory 

services). These, of course, accrue additional revenue to the banker considers 

the prospective global relationship of the bank with the client, and this is many 

cases affects his disposition and pricing of the loan. 

 
Adekanye (2001) has noted that the above principles as discussed can further be 

broken down into such questions as: 

1) How much does the customer wan to borrow? 

2) Why does the customer want bank finance? 

3) How long does he want it for? 

4) How long doe he intend to repay? 
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5) Is the customers business financially strong enough to keep going if his 

plans suffer a setback? 

6) What is your (lenders) assessment of the customer? 

It is very vital to determine the exact amount required by the loan applicant. 

Whereas it is dangerous to lend less hence tieing up capital unproductively in an 

investment, it is also more dangerous to divert the surplus and force problems or 

repayments. Thus, over lending is as bas as under-lending.  

It is very important for the bank to know the source of repayment of a loan. The 

borrower should be able to demonstrate clearly that he has carefully examines 

and worked out how the business can comfortably cope with arrangements for 

reducing the borrowing steadily. As repayment of every loan or advance is 

expected must be able to submit a simple cash budget. Adekanye (2001). 

 
In the case of a personal loan, the lending officer will normally ask for details of 

the borrower’s earnings now one in the immediate future and his normal monthly 

expenditure. This statement will also show the existing payment on his 

mortgage, insurance premiums, live purchase repayments, personal and house 

keeping. 

 
For business too, the advance can only be repaid from future profits (unless) the 

business is to cease trading and sell off its assets to pay its creditors). Therefore, 

the manager9 needs to ensure that lending the bankers money will increase 

profits of the business, after allowing for the interest and charges to be made on 

the advance Cox (2002). 

 



 93

The customer to when facilities are to be extended must of necessity pass the 

test of reliability, personal integrity and honesty. It is therefore, important that 

the banker has a good knowledge of his customer as to be able to judge his 

ability, intelligent, dedication to work, knowledge of basic operations of the 

company and his business experience generally. 

 

2.7 THE TRANSMISSION OF MONETARY POLICY IN NIGERIA 

According to UCHENDU (2002) reiterated that in the series aimed at a better 

understanding of how monetary policy economy works in Nigeria. An in-depth 

knowledge on how monetary policy affects the economy is very vital in improving 

the overall performance of the economy in that the correct doses and measures 

of policy would be applied at the appropriates times. Monetary policy involves the 

adjustment of the money stock (through various means) interest rates and 

exchange rates as well as expectations to influence the levels of economic 

activity and inflation in a decision. By implication, this means that there are 

transmission channels and mechanisms by which monetary policy influence the 

desired targets. Generally, monetary policy is initiated through various actions, 

which change the quantity (money supply) and/or prices (interest and exchange 

rates) of monetary assets/liabilities. The quantity of money stock can be 

increased by the injection of primary money (for example, through cash 

advances or open market operations). The former mainly affects banks’ balance 

sheets, while the later, in addition, influences those of firms and households. A 

central bank can also decide to fix the interest and exchange rate at pre-

determined levels or allow the rates to be market determined through open 
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market operations and foreign exchange market interventions, respectively. In 

both cases there would be liquidity changes, which would also affect banks’ 

reserves and their lending operations. Firms and households analyze their 

balance sheet positions and consider the trade offs between the use of bank 

funds, internal funds, equity funds and other sources of funds and adjust their 

savings, consumption, investment, import and export behaviours to match the 

monetary action. In this way, the initial monetary impulse is transmitted to the 

rest of the economy. 

There is a broad consensus that monetary policy affects the economy but the 

transmission channels and mechanisms are not yet clearly understood and have 

been under debate over time, probably because of the complexity of the medium 

of transmission.  Monetary impulse, for instance, triggered by concretionary open 

market operations, would result in portfolio adjustment in the balance sheets of 

banks, firms and households. How the ensuing reaction affects economic 

activities depends on many factors related to the characteristics and interests of 

the banks, firms and households. 

In order to bring the problem of the complexity of the transmission of monetary 

policy to a proper focus we can compare it with those of physical systems 

(mechanical, electrical and communication). Mechanical and electrical systems 

have well known transmission mechanisms governing their operations. For 

examples, the impact of an object on a pool of water is transmitted via wave 

action. In many mechanisms, which reduces or even stops the forward motion of 

the device. In many mechanism systems, the application of force on a brake 
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pedal or switch compresses a servomechanism, which reduces or even stops the 

forward motion of the device. In another analogous system, the application of 

electrical voltage to an electrical network transmitted electrical current through 

the network. Similarly, communication signal are transmitted through cables or 

space. In all these physical systems the characteristics of the operating medium 

and the mechanics. Thus, they can be replicated under the laws governing their 

operations. When compared to the case of the transmission of monetary policy, it 

would be understood why the theories of monetary mechanism are in constant 

debate. The position taken by each author depends much on his or her 

assumptions. 

 

2.8 CHANNELS AND MECHANISMS OF MONETARY POLICY 

This section discusses the channels and mechanisms through which monetary 

policy influences the economy. 

 

2.8.1  CHANNELS OF MONETARY POLICY 

There are three main channels (liquidity, credit and exchange rate) through 

which changes in monetary policy affect economic activities. The liquidity 

channel, sometimes called money or interest rate channel, exists when nominal 

short-term interest rates react to changes in Liquidity conditions to influence the 

operations of the economy. The basic characteristic is that the effect is felt 

economy-wide. On the other hand, the credit or loan channel works mainly 

through banks. In this mode of transmission, households and firs receive fewer 

credits especially from banks during periods of liquidity squeeze. In particular, 
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bank-dependent borrowers are more vulnerable in such periods. Besides, the 

existence of spread between interest rates on external finance and opportunity 

cost of the use of internal finance, imperfect assets elements for the existence of 

the credit channel. 

The exchange rate channel propagated monetary policy through the foreign 

exchange market. In an open economy with relatively developed financial 

market, interest rate and exchange rate differentials stimulates foreign exchange 

rate channel exists through the substitution monetary adjustment. In effect, the 

exchange rate channel exists through the substitution of an external asset for a 

domestic one. In the process, the effects of monetary policy are transmitted 

within and to the external economy. As should be expected, the three 

transmission channels do not necessarily work independently of each other but 

operate in such a way as to reinforce each other in propagating monetary stimuli 

to the economy. 

 

2.8.2  THE TRANSMISSION MECHANISMS OF MONETARY POLICY 

The transmission mechanisms of monetary policy through the various channels to 

the rest of the economy have been broadly examined under the monetarist and 

Keynesian theoretical frameworks. The monetarist transmission mechanism is 

anchored on portfolio adjustment process in which changes in money supply lead 

to substitution of assets and changes in their prices which changes in money 

supply lead to substitution of assets and changes in their prices which ultimately 

impact on investment, consumption, income and inflation. This monetarist 

transmission process is clearly described by Friedman and Schwartz (1963) as 
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follows: Suppose the money supply increases as a result of open market 

operations by the Central Bank (purchase of securities), the stock of money 

increase, which for the commercial bank also means increase in reserves and 

ability to create credit and hence increase the money supply through the 

multiplier effect. In order to reduce the quantity of money in their portfolios, the 

bank and non-bank seller would in the initial stance purchase securities 

attractive. Assuming that the financial and goods markets are not segments, the 

rise in prices of financial assets relative to non-financial assets would increase the 

demand for such assets, increase their prices, raise wealth of owners and 

increase demand and open market operations, stimulates activities in the sector. 

On the other hand, the Keynesian view of monetary transmission is centered on 

the ability of changes in money supply to influence the cost of capital through 

changes in short-term interest rates. For instance, a rise in money supply 

increases liquidity in the inter bank system, which in turn depresses overnight 

inter-bank rates, and eventual reduction in long-term interest rates which is the 

main stimulant of investment and hence income. The Keynesian and monetarist 

transmission mechanisms were faulted by Campbell on three grounds. Firstly, 

interest rates can reach a floor where is can not affect investment decisions (the 

liquidity – trap criticism of the Keynesian interest rate theory). Secondly, there is 

the possibility of the segmentation of interest rates in the different markets 

(short and long-term), which could hamper the transmission process. Finally, 

investments may not be sensitive to fluctuations in interest rates. 
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Commenting on the Friedman and Schwartz’s study, Minsky (2004) observes the 

possibility of a slip in the transmission mechanism as was also stated in Keynes 

General Theory of Employment, Interest and Money due to the implied long 

transmission lag. Instead, he describes two channels – Open Market Operation 

(OMO) and commercial loan in which an increase in money supply affects real 

variables. The OMO channel works through changes in banks’ portfolios in favour 

of income earnings assets. He envisages a situation where private sector demand 

is stimulated by changes in relative prices of assets, thus leading to increase in 

consumption demand or a rise in the prices of second hand financial assets 

relative to the price of new assets, thereby encouraging investment demand. 

Besides, he emphasizes the importance of both interest rate and consumer 

disposable income on the transmission mechanism. The commercial loan 

channel, on the other hand, is more direct to income. According to Minsky, “The 

units which generate the newly created liabilities acquired by the monetary 

system will do so because they wish to purchase either financial or real assets. 

The portfolio adjustment portion of the connection between a monetary change 

and a change in income is not operative in the initial stages of the adjustment 

following a commercial loan operation” Minsky (2004) 

In his own comments, Okun (2005) emphasizes the view that changes in money 

supply affect economic activities just as changes in economic activities affect 

money supply. While supporting Friedman and Schwartz’s monetary transmission 

mechanism, he introduces the concept of credit availability in which some firms 

and households are enables to acquire real assets because of their limited ability 

to borrow. During a period of expansionary policy more funds are channels “into 
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the hands of these eager spenders” which could have a large and direct impact 

on aggregate economic activity. 

The credit availability doctrine was further analyzed by Modigliani (1999). The 

proponents of the availability doctrine argue that “interest rates charged to 

borrowers by financial intermediaries are largely controlled by institutional forces 

and should adjust slowly at best; and that the demand for funds is accordingly 

limited not by the borrower’s willingness to borrow at the given rate but by 

lenders’ willingness to lend – or – more precisely, by the funds available to them 

to be rationed out among would – be borrowers lending. As a result, expansion 

would induce banks to relax credit rationing and increase lending. As a result, 

income increases under less than full employment from increased investment and 

consumption, while savings could rise sustaining further investment through 

increasing the availability of loanable funds. However, under full employment the 

increase in lending, which would also increase aggregate demand would lead to 

inflationary pressures. Arguing in support of the importance of money in affecting 

income and prices, he presents a reduced form equation for income, Y, given by 

f(M,F,r;W,p) 

Where  M = money stock 
 F and r are fiscal policy parameters; 

 P = parameters of the structural equations for factors such as 

technology, tastes and initial conditions. The transmission 

mechanism acts through increase in M, which in turn increases 

effective demand (mainly investment) partly because of short-term 
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reduction in the cost of capital and partly because of reduction in 

credit rationing and subsequently through flow of financial savings. 

Swoboda (1990), following Mundell (1997) and Flemming (2000) relaxes the 

closed economy analysis and introduces the external sector argument into the 

transmission discussion. Under the small country assumption, he considers the 

case of an economy with three goods: traded or international, non-traded or 

domestic and money that are substitutes. Starting from a position of equilibrium 

with a fixed price of the traded good (fixed exchange rate), he postulates that an 

increase in money supply will create excess supply of money which would result 

in excess demand for domestic and international goods. When the monetary 

authorities intervene in the foreign exchange market (by increasing the supply of 

foreign exchange) the money supply reduces leaving the exchange rate 

unchanged. The balance of payments (bop) equilibrium and income would rise 

temporarily but could be maintained for a longer period depending on the ratio of 

traded to non-traded goods in the economy. 

Tobin (2000) expands the interest rate concept to include those of equity and 

securities. Tobin’s first transmission mechanism involves portfolio adjustment 

similar to that of the monetarists but which influences the cost of capital. He 

argues that an increase in money supply leads to asset substitution between 

corporate bonds, equities, bank deposits, short-term treasury or commercial 

paper. The substitution affects the rates on short-term instruments and those on 

other assets. He expresses the possibility of external shocks and non-monetary 
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policy issues such as low retained earnings and increased uncertainties, affecting 

the cost of capital and the transmission process. 

Tobin also indicates that monetary policy affects the economy through liquidity 

constraints and credit control. He distinguishes between money as a liability from 

credit, which is an asset and focuses on the effect of credit availability on the 

expenditures of illiquid households and firms. As he put it, many firms and 

households can borrow to the limit that lending institutions can advance, 

irrespective of the high and rising interest rates. During periods of tight monetary 

policy characterized by high and rising interest rates, which also reduce banks’ 

ability to lend, loan administration favours prime customers and business firms 

who in the process. 

Tobin also indicates that monetary policy affects the economy through liquidity 

constraints and credit control. He distinguished between money as a liability from 

credit, which is an asset and focuses on the effect of credit availability on the 

expenditures of liquidity households and firms.  As he puts it many firms and 

households can borrow to the limit that lending institutions can advance 

irrespective of the prevailing interest rates which also reduce banks’ ability to 

lend, loan administration favours prime customers and business firms who in the 

process displace mortgage and consumer applicants. This development he says is 

strong enough to reduce investment and consumer expenditures. 

Laidler (2003) conducts an extensive review of how money affects money income 

on what he terms the transmission mechanism. Starting from a review of the 

traditional IS LM model for the transmission of monetary policy, he sketches the 
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normal portfolio adjustment mechanism in, which affects expenditures through 

its property as an asset in the portfolio of consumers. He cites studies by 

Friedman and Meiselmam (1998), Anderson and Jordan (2001) Friedman and 

Schwartz and Sim (1997) as empirical evidence in support of a money to money 

income causation. The three main deal with the breakdown of the effects of 

changes in money into changes in real income and prices; (ii) absence of the 

linkage between the government budget and the behaviour of money supply; 

and (iii) the exclusion of the external sector. Elaborating on these, Laidler 

describes a price and output transmission mechanism between money and 

money income thus: “A higher than equilibrium quantity of money in the 

economy leads to attempts to substitute other assets, and current consumption, 

for money. Such behaviour on the part of households must lead to an increase in 

firms’ sales and, if output does not respond immediately to meet this increase, to 

a rise in their holdings of money and perhaps of such liquid assets as trade 

credit) and a diminution of their inventories. The act of increasing prices is an 

integral part of firms’ response to the asset disequilibrium”. 

A further argument in support of the money income breakdown into real output-

price changes involves the recognition of the role of endogenous inflation 

expectations. In the first instance, an increase in the rate of money supply above 

that anticipated would lead to build up of real balances and a possible fall in its 

rate relative to other assets. The portfolio substitution into current consumption 

and other assets would eventually lower interest rates (observable and 

unobservable) and increases production. A second round effect is for firms to 

increase their prices and for money wages to increase, fueling inflation further. 
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The effect of inflation expectations on nominal interest rates and the tendency 

for nominal interest rates to fall before rising above the original level during a 

monetary expansion were observed by Laidler to have been proven empirically. 

Since the success of the expectations hypothesis depends on the behaviour of 

the actual inflation rate, it is argued that if economic agents form further 

expectation rationally, the effect of expectations would not affect real income 

and prices. However, because of the effect of information asymmetry, long 

contracts on wages and prices and the associated cost of acquiring data, as had 

been proved empirically, the effect of expectations still influence the transmission 

mechanism so that increases in money supply affects of expectations still 

influence the transmission mechanism so that increase in money supply affects 

outputs and prices directly and indirectly through the portfolio adjustment 

mechanism. 

On the assumption of exogenous money supply, Laidler notes that the 

government budget constraint and the exchange rate regime it purses affect the 

transmission process and the endogenously of money supply. For instance, 

where the Central Bank sets nominal interest rates and allow the money supply 

to adjust to any level to achieve the target, the money supply becomes 

endogenous. Similarly, when government finances its expenditure through the 

banking system, the money supply becomes endogenous as long as the deficit 

and money creation persist. Consequently, private sector portfolio composition is 

affected, leading to the crowding out effect usually associated with expansionary 

fiscal policy. The implication of an endogenous money supply linked to 

government deficit leads to the division of the growth of money supply into two-
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the expected part a affecting inflation directly and the unexpected part 

influencing output ad inflation indirectly through portfolio disequilibrium 

mechanism. 

The final issue raised by Laidler on the IS-LM model, which recently attracted 

considerable analysis is the effect of openness of an economy to monetary 

disturbance. He notes that “how the openness of an economy impacts upon 

monetary policy and its transmission mechanism depends upon the exchange 

rate regime in force.” Under fixed exchange rate regime, money supply fluctuates 

through movements in the balance of payment to maintain the value of the 

domestic currency. In contract, the exchange rate is adjusted in a flexible regime 

in order to maintain external balance. Also, import prices in production (import 

cost-push mechanism) provide another channel through which world inflation is 

transmitted to domestic prices. He concludes that there is no unique transmission 

mechanism for monetary policy as the outcome depends on the way it is 

implemented, the structure of the economy and the interaction with other 

policies. 

Kashyap, Stein and Wilcox (1993) investigate the loan-supply channel of 

transmission of monetary policy. They find that firms substitute commercial paper 

for bank loans as a means of external finance during periods of tight monetary 

policy. This substitution, they observe, affects investment even when the effect 

of interest rates have been isolated. For a separate loan supply channel to exist 

that affects aggregate demand, bank loans and commercial paper must be 

imperfect substitutes as bank assets and corporate liabilities, transmission was 
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reviewed by Hall and Thomson (1992). Their main argument is that imperfect 

substitution between corporate liabilities and bank loans is necessary for the 

existence of the lending channel of monetary transmission. In addition, they 

argue that a spread has to exist between the bank lending rate and bond rate for 

the bank loan channel to be effective. Under these conditions, monetary policy 

influences real economic activities mainly through changes in bank lending to 

firms. Thus, the loan channel augments the liquidity (interest rate) channel and 

increases the potency of monetary policy. The observed effect, according to the 

study, was more pronounced for small than large firms. 

Gertler and Gilchrist (1991) established the existence of the lending channel by 

studying the response of small manufacturing firms to changes in monetary 

policy. The results of their analysis indicated that, in periods of concretionary 

monetary policy, (i) lending to small firms declines; and (ii) small firms react 

more to changes in bank – related aggregates (such as broad money, M2, and 

the ratio of bank loans to commercial paper and treasury bill rates predict better 

the borrowing behaviour of large firms. Their analysis, as that of Hall and 

Thomson, implies that the lending channel of monetary transmission exists with 

greatest effect on small firms. 

The equilibrium credit-rationing hypothesis was investigated by King (2002). The 

hypothesis states that when bank reserves increase as a result of monetary 

policy, previously cash strapped customers could obtain loans. As a result, 

aggregate demand for and supply of goods and services could rise. Using a 

model of bank lending behaviour, King finds limited empirical support for the 
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equilibrium-rationing hypothesis and concludes that the evidence does not 

support the hypothesis as an explanation for the transmission of monetary 

impulse to output in the United State. 

In a renewed search for a better understanding of how monetary policy affects 

the economy, the Federal Reserve Bank of St. Louis devoted its Nineteenth 

Annual Economic Policy Conference to the issue under the theme “Channels of 

Monetary Policy”. The main conclusions of the conference, summarized by 

Thorntonm and Wheelock (1995), show that the theoretical basis for the liquidity 

channel of the monetary mechanism is under dispute, while empirical evidence 

on the existence of that channel is deemed to be weak and short-lived. Similarly, 

the bank-lending channel was found to be theoretically weak and devoid of 

empirical support. Overall, there was no consensus on how changes in monetary 

policy affect the performance of an economy. 

Oliner and Rudebush (2004) examine the bank-lending channel of monetary 

transmission. By categorizing firms into small and large, they analyze the use of 

bank and non-bank debt instruments in response to monetary policy contraction 

and find that there was little change in the use of either. In other words, 

monetary contractions do not reduce the supply of bank debt instruments 

relative to other sources of business funds. Rather, they find that large firms 

crowed out small firms from the credit market during periods of contractions in 

monetary policy. 

Dimsdale surveys the literate on the influence of information asymmetry in 

financial markets on the monetary transmission mechanism. On the basic of the 
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review, Dimsdale concludes that (i) reduction in a firm’s net worth limits its ability 

to borrow especially when there is capital rationing; (ii) the bank lending channel 

of monetary transmission exists provided that  (a) bank loans and open market 

instruments are imperfect substitutes, and (b) Central Bank can influence the 

volume of bank credit through its impact on commercial banks portfolio; (iii) 

small firms and a portion of households are very sensitive to credit conditions 

and are therefore more likely to suffer from credit rationing than bigger firms and 

well to do households; and (iv) Short-term interest rates provide strong channel 

for the transmission of monetary policy. Dimsdale, therefore, advises central 

banks to monitor financial structure and fragility (measured by the degree of 

credit rationing, the segmentation of the capital market, asset prices, spread 

between the yields on risky and riskless securities of the same maturity), quality 

of bank assets and the efficiency of intermediation in the overall financial system 

for effective monetary policy. 

Preliminary work done by de Kock and Deleire (1994) focused on the role of the 

exchange rate in the monetary transmission mechanism in the United State. 

Using time series analysis, they investigated the extent to which the exchange 

rate has influenced the transmission of monetary policy in the U.S As a result of 

increase influence of monetary policy on the dollar exchange rate after 1982, 

they found that movements in exchange rate were responsible for about one-

third of monetary policy transmission to output. More importantly, their analysis 

show that after 1982, the effect of changes in the Federal funds rate on 

economic activities weekend. 



 108

Cottarelli and Kourelis (2002) analyze the effect of the structure of the financial 

market on the transmission process and find that: 

(i) non-competitive markets, characterized by entry barriers and state 

dominated banks, increase the stickiness of lending rate response 

to monetary stimuli; 

(ii) Capital controls are impediment to an efficient banking system; 

(iii) The development of short-term money market instruments, 

particularly certificate of deposits and treasury bills, increase the 

effectiveness of the lending rate, while money market interest rate 

volatility is detrimental to the mechanism; and 

(iv) Discount rates reduce the effectiveness of lending rates response to 

money market developments. 

The transmission of monetary policy has varied across countries and over time, 

depending on the peculiarities of the countries. Duguay (1994) discusses the 

interest and exchange rate channels of monetary transmission in Canada. In view 

of the openness of the Canadian economy, a monetary disturbance affecting the 

overnight rate lead to adjustment of financial institutions portfolio of domestic 

and foreign assets as interest rate differential develops. The change in interest 

rates in transmitted to aggregate demand and supply through its effect on the 

cost of capital and labour. On its part, the exchange rate changes influence the 

demand and supply of traded and non-traded goods, the terms of trade and the 

valuation of foreign currency denominated assets. Dugury also describes a 

transmission mechanism, which works through the gradual adjustment prices, 

allowing temporary deviation between demand and supply of goods in the 

economy. Using a form of the St. Louis model, he finds that growth in Canadian 
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real GDP is affected significantly and positively be economic growth in the United 

States, changes in real exchange rate of the Canadian to US dollar and changes 

in real commodity prices, while real short-term interest rate and fiscal stance 

(ratio of government surplus and potential output) have negative and significant 

effect on the variation in Canadian GDP. 

The transmission mechanism of monetary policy up to the early 1980s in Japan 

has been clearly described in Suzuki (1994). Prior to 1971, the Bank of Japan 

relied on credit allocation to banks as the main instrument of monetary policy. By 

varying the volume of credit available to banks, the Bank influenced the level of 

inter-bank funds and their interest rates. As the business sector depended highly 

on borrowing from the banking sector during the period, the changes in Japan’s 

financial system in the 70s, the transmission mechanism shifted in favour of 

developments in the daily open market acted as signals for low of funds between 

the two markets. In this way, economic activities were regulated. Firms with low 

asset base had difficulties raising funds in tight monetary times. In addition, the 

open market interest rates acted also as the measure of the opportunity cost of 

capital as to determine when to use internal funds and/or when to curtail 

spending entirely. 

Wasserfallen and Kursteiner (2002) jointly investigate the interest and exchange 

rate channels of monetary transmission using Swiss data. They find that there is 

short-run effect of monetary actions on interest rates, while there is systematic 

effect of monetary policy on exchange rates. 
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Montial (2003) reviews the transmission mechanic of monetary policy in 

developing countries, generally believed to be financially repressed. Identifying 

controlled interest rates, the reserve ratio, Central Bank credit to the banking 

system and foreign exchange market intervention as the main instruments of 

monetary policy in such economies, he finds that wealth effects and exchange 

rate arbitrage are additional channels to interest rate changes in the transmission 

mechanism of monetary policy. 

McCallum (1991) provides an empirical support to Allan Blinder’s proposition that 

a “tightening of monetary policy may have strong effects on the real sector when 

credit is already tight but weak effects when credit is initially plentiful”. Using a 

modified from of the St. Louis Equation and US data, he confirmed the credit 

rationing channel of monetary transmission and its strong effect on output 

fluctuations. 

Fahrer and Rohling (1990) investigate the influence of financial sector 

deregulation on the transmission mechanism of monetary policy in Australia. 

Using vector auto regression (VAR) model, they conclude that deregulation has 

minimal effect on the way monetary policy impact on the real sector. However, 

their analysis show that interest rate channel, unlike the credit channel, is an 

important avenue for the transmission of monetary policy to the economy before 

and after deregulation. 

The position of non-financial institutions balance sheets has been mentioned as 

contributory to the monetary conditions. In other words, agents’ balance sheet 

positions could enhance or retard their investment and or consumption decisions 
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during periods of liquidity/credit squeeze. This concept was analyzed by 

Kneeshaw (1995) in the study of the balance sheets of non-financial firms in a 

group of industrialized countries. Kneeshaw finds that the composition of 

household portfolio of tangible (housing etc) and financial assets explain the 

response of their expenditure plans to monetary policy changes and the variation 

in country responses to similar monetary policy stimuli. In particular, the analysis 

shows the possibility of different components of the households portfolio 

counteracting the influence of monetary policy and the transmission process. 

Also, changes in asset prices (especially, home equity and debt) were found to 

constitute an important channel for the effects of monetary policy to impact on 

the real sector. For instance, households with substantial interest-denominated 

debts such as mortgage payments would be susceptible to interest rate changes, 

which would also influence their expenditure plans. The results of the analysis of 

the portfolio of non-financial sector enterprises followed the same patterns as 

those of households. 

Borio (1995) investigates the credit channels of monetary policy by examining 

the structure of credit to the non-government sector in fourteen industrialized 

countries and factors influencing it. He finds that the structure of credit was 

largely determined by interest rates and factors affecting the availability of credit 

such as collateral value and rationing, defined as “refusal to grant as much credit 

as is demanded on the on served interest and non-interest terms” Borio observes 

further that changes in domestic interest rates do not directly affect credits 

denominated in foreign currency as they are influenced by foreign monetary 

policy. Rather, the outstanding debts are affected by exchange rate fluctuations. 
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2.8.3  THE MONETARY TRANSMISSION MECHANISM IN NIGERIA 

The observed channels of monetary transmission (liquidity, credit and exchange 

rate) are applicable in the Nigeria case though the strength and importance of 

the channels may have varied over the years. The details of the various channels 

are discussed below. 

 

2.8.4  LIQUIDITY OR INTEREST RATE CHANNEL 

During the era of direct monetary management (pre-1986), interest rates were 

administratively determined such that economic activities were influenced 

principally through variation in the volume of credit granted to borrowers. When 

economic controls were relaxed as part of the Structural Adjustment Programme 

(SAP) launched in mid-1986, the inter-bank market and the emerging rates 

became an important means for the transmission of monetary policy in Nigeria. 

Money market conditions generally dictated interest rate developments. From the 

early 1990s, the effectiveness of the inter-bank market weakened as distress 

borrowing illiquid banks contributed to interest rate movements. 

As part of the final phase of the change over to the indirect method of monetary 

management, the Open Market Operations (OMO) was introduced on 30th June, 

1993 as the main instrument, of monetary policy. Under the OMO, government 

securities are traded by authorized dealers through discount houses. The exercise 

is expected to impact on the level of liquidity in the economy as well as the cost 

of funds which would influence activities in the real sector. However, because of 

the peculiar nature of open market operations in Nigeria, namely, one way sale 

of securities by the Central Bank to authorized dealers, liberal rediscount policy, 
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limited participation of non-bank public and perceived unattractive interest rates 

on OMO instruments, the effectiveness of this mode of transmission of monetary 

policy has been limited when compared to those in advanced countries. In 

particular, it is generally known that rates emerging from the market do not 

influence the actual rate of interest in the money market as well as the cost of 

fund as it is should be expected. This notwithstanding, the interest in OMO 

instruments, among money market operators, is rising, especially now that other 

investment opportunities seem to be dwindling in view of the present low level of 

economic activities. 

 

2.8.5  CREDIT CHANNEL 

The credit channel of monetary transmission works through the banks and the 

informal credit markets in Nigeria. The importance of the bank channel for the 

transmission mechanism of monetary policy has been recognized by successive 

governments in Nigeria because of the perceived developmental role it plays in 

the economy. In line with this, the Monetary and Credit Circular periodically 

released by the Central Bank of Nigeria, usually stipulates sectoral loan targets 

for banks for the preferred sectors of the economy such as manufacturing and 

agriculture. The availability of credit and the discretion of the lenders in rationing 

the determine the effectiveness and importance of the channel in propagation 

monetary policy decisions. 

Evidence on the credit channel of monetary policy in Nigeria has been 

investigated here by analyzing data on the composition of manufacturing firm’s 
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sources of finance, compiled from the CBN’s Annual Business Surveys. The idea is 

that changes in monetary policy (volume of credit allocation and level of interest 

rates) affect the firms to the extent of their exposure to bank funds. Table 1 

shows the breakdown of the sources of manufacturing finance into domestic 

bank loans, internal funds, equity capital and foreign source between 1982 and 

1995. During the period, manufacturing firms relied mainly on their internal 

funds, followed by domestic bank borrowing for the finance of fixed investments, 

made up of machinery and equipment, spare parts, repairs and maintenance. 

Manufacturing firms’ use of domestic bank credit was generally sensitive to 

domestic credit conditions. As the prime lending rate fluctuated upwards from 

1982 to 1987, they gradually reduced their exposure to the banks and relied 

more on their internal funds and complementary financing from equity capital 

and foreign sources. The easing of liquidity condition in 1988 (prime lending rate 

declined from 17.5 per cent. The acute credit shortage that affected lending 

institutions in 1989, as a result of the transfer of Federal Government deposits to 

the Central Bank of Nigeria, reflected in a sharp rise in the prime lending interest 

rate to 26.8 per cent from 16.5 percent in 1988. Consequently, manufacturing 

firms borrowing from the banks contracted from 26.9 to 14.2 per cent. As usual, 

the firms resorted to the use of internal funds. While the level of interest rates 

did not accurately reflect genuine demand for credit in the early 1990s as 

distressed borrowing intensified, credit availability could have influenced their 

lending behaviour during the period. 

The percentage of their financing from banks declined from 14.4 in 1990 to 6.1 

in 1991 
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TABLE 2.6: NATIONWIDE SOURCES OF MANUFACTURING FINANCE IN 

NIGERIA 

(in per cent) 

 Prime 
Lending 

Rate 

Domestic 
Bank 
Loans 

Internal 
Funds 

Equit 
Capital 

For        Sources 

1982 10.2 34.2 61.5 2.1 22 

1983 10.0 31.8 63.2 1.9 3.1 

1984 12.5 26.3 49.3 21.6 2.8 

1985 13.0 16.4 76.6 4.7 2.3 

1986 10.5 8.5 80.8 9.6 1.1 

1987 17.5 25.2 63.5 5.2 6.1 

1988 16.5 26.9 59.5 4.6 9 

1989 26.8 14.2 72.5 11.9 1.4 

1990 25.5 14.4 52.2 32.4 1 

1991 20.1 6.1 53.9 39 1 

1992 29.8 35.1 58.3 4.9 1.7 

1993 36.1 46.4 43.5 6.1 4 

1994 21.0 35.9 51.7 9.3 3.1 

1995 20.0 33.2 59.9 4.0 2.8 

Source 

1. CBN Annual Business Surveys 

2. CBN Statistical Bulletin Vol. 5, No 2 1994 & Annual Report 

and rose  sharply to 46.4 in 1993. In 1994 and 1995, they moderated to 

35.9 and 33.2 per cent, respectively. 

In exploring further the bank loan channel of the transmission of monetary policy 

to the real sector through manufacturing firms, the Lagos area segment of the 

Nation Business Survey data for 1994 and 1995 were aggregated into three 

categories (small, medium and large) based on the value of the annual sales 

figure for the firms in those years. Theoretically, large, medium and small firms 

are favoured by banks, in that order, i8n their lending operations. Thus, changes 

in bank reserves which limits banks ability to lend would adversely affect the 
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operations of small firms more than the large ones. Manufacturing firms are 

presented in Table 4.2. Analysis of the data reveals that small manufacturing 

firms sourced 28.2 and 23.8 per cent of their financing from the domestic 

banking sector in 1994 and 1995, respectively, of their investment demands. 

Foreign and equity sources were marginal. Thus, small manufacturing firms relied 

more on their internal funds then other sources of financing. At 62.6 and 67.2 

per cent, the demand on their internal funds was above the national average, 

while their borrowing from the banking system was below the national average 

for those years, respectively. 

On the other hand, those manufacturing firms classified as medium with value of 

sales ranging from N100million obtained a substantial (42.7 and 51.6 per cent in 

1994 and 1995) part of their financing from domestic banks. This class of 

manufacturing firms also used their internal funds (44.9 and 35.5 percent) as 

another major source of capital. Foreign and equity capital were used minimally 

by the firms. Similarly, large manufacturing firms significantly patronized the 

banks, while internal funds, at 59.0 and 55.6 per cent in 1994 and  

 

TABLE 2.7: LAGOS AREA SOURCES OF MANUFACTURING FINANCE 

 DOMESTIC BANK 
LOANS 

INTERNAL 
FUNDS 

EQUITY 
CAPITAL 

FOREIGN 
SOURCES 

1994 – 1995 1994 – 1995 1994 – 1995 1994 – 1995 

SMALL 28.2  23.8 62.6  67.2 3.6  1.9 5.6  7.1 

MEDIUM 42.7  51.6 44.9  35.5 9.7  9.8 2.7  3.1 

LARGE 40.8  42.4 59.0  55.6 0.  1.0 0  0.2 

SOURCE 
CBN Annual Business Surveys. 
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1995, were their main financing. The composition of internal funds in the 

financing portfolio of large firms was within the national average (see Table 4.1). 

From the transmission of monetary policy point of view, the results are quite 

revealing. The result suggests that large manufacturing firms have greater access 

to bank financing than the smaller firms since all the three categories of firms 

faced the same monetary policy stance in 1994 and 1995. The result is consistent 

with other results cited in this paper and the general belief that large firms are 

favoured bank customers. Besides, the analysis provides significant evidence 

suggesting the existence of the bank loan channel of the transmission of 

monetary policy to the real sector. 

Monetary policy is also transmitted through the informal credit market, defined 

here as the unregulated segment of the financing market. This includes rotating 

savings and credit associations and contributory agencies such as town meetings 

moneylenders, trade and market associations. Others are unregistered finance 

houses and credit unions. As financial members of the various associations and 

town meetings, individuals borrow money at fixed interest rates, normally below 

market rates and without collateral. During periods of high credit demands, 

available funds are rationed by varying the amount of the loans extended to 

individuals. However, when non-members want to borrow from the unregistered 

finance houses tend to charge interest rates above those of the associations and 

formal banking institutions. The volume of transactions. Consequently, 

Government recognized this fact and prompted policy responses (including the 

establishment of Peoples Bank of Nigeria and community Banks) to formalize 

their operations. The details of the operations of the informal finance markets are 
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outside the limits of the present paper, but interested readers are referred to 

Oladeji and Ogunrinola (2001) and Ojo (2001). 

A form of the credit channel which straddles the formal and informal financial 

markets is the mortgage finance market. Nigerians substitute real assets for 

monetary assets, primarily in the forms of real estate and foreign currencies. 

Government treasury securities which is relatively abundant is not very attractive 

to investors because of their low yield under a high inflationary environment. 

Thus, substitution is restricted mainly to money and real estate, depending on 

their expectations on inflations, traditionally triggered by excess liquidity. This 

helps to transmit changes in monetary conditions to the real sector. Since the 

mortgage finance industry is not yet well organized and documented, there is 

limited information available on this mode of the transmission of monetary policy 

in Nigeria. 

Exchange Rate Channel 

The exchange rate channel of monetary transmission does not operate as in 

advanced economies where interest rate and exchange rate differentials mainly 

act as signal for foreign and domestic asset transactions. Instead, exchange rate 

changes influence import demand, a process, which transmits monetary 

developments to the external sector. During most of the review period, exchange 

control and foreign investment laws restricted capital flows such that only import 

demand as mainly responsive to exchange rate changes. In addition, residents in 

Nigeria hold foreign currencies as a hedge against inflation and currency 
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depreciation. However, the extent of this practice (currency substitution) has not 

been adequately investigated and articulated.  

 

2.9  FINANCIAL PRODUCTS 

The following products and services are rendered by banks. 

1) FOREIGN EXCHANGE DEALING 

The banks buys and sells foreign exchange on a global scale through the 

inter-bank foreign exchange market (IFEM) with recent investment in 

HIGH TECHNOLOGY backed with a vast pool of information, the bank can 

buy any volume of currency to satisfy the numerous needs of their 

clientele importers and exporters alike. 

 

2) DOMESTIC MONEY MARKET SERVICES 

The bank has developed the capacity to package and market short term 

money market instruments of various tenor such as commercial papers 

and bankers acceptances. 

 

3) PROVISION OF INTERNATIONAL TRADE CONSULTANCY 

SERVICES IN THE FORM OF: 

In identifying markets between exporters and prospective importers. And 

the establishment of foreign exchange domiciliary account under special 

arrangements. It should be noted that the bank’s care business remain in 

retail  banking development and skills acquisition course, the banks 

competitive ability in this segment of the market is being rejuvenated and 

better guided. 
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4) AGRICULTURE AND PROJECT FINANCING 

Credits are extended for the financing of while start-up agricultural and 

industrial projects. 

 

5) CORPORATE FINANCE SERVICES: 

The primary focus of corporate finance is the provision of financial 

assistance as well as advisory services to mainly corporate customers, 

corporations and government (R.K.O, Osayameh, 1986). The various 

requirements of corporate clients need specialist attention, which is better 

provided both commercial and merchant banks whose corporate finance 

activities include the following: 

a) Issuing Houses: Commercial banks merchant banks perform the 

functions of an issuing house which s essentially a company that arranges 

the issuance of the shares of another company as a company in practice 

loudly ever issues its own shares (Odife, 1984). As issuing houses, banks 

underwrite the securities they issue for their customers, generally, the 

capital they raise for corporate client are through public issue of stock, 

shares or bonds either through private placement or through stock 

exchange. 

b) Business Advisory Services: Banks provide business advisory services 

to manufacturing and commercial outfits. Areas covered by such services 

include capital structure of the company, sources of capita and their 

various merits and demerits, management out of liquid resources, policy 

formulation and strategy; profit planning and executions organization 

structure as well as composition of the board. Banks share also become 
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increasingly involved in business merges and take-overs. They advise on 

take-over bids, take-over contesting; and identifying candidates for take-

over. 

c) Leasing: According to R. Brealey and S. Myers (1984) a lease is a rental 

agreement that extends for a years or more and involve a series of fixed 

payments the agreement is normally between two parties, the lesson and 

the lessee. The lesser own a capital asset but grants the lease us of it. 

Banks acts as the lessor in such arrangement while a business outfit may 

set as the lessee. The lessee does not own the asset but uses it and in 

return makes payments (rentals) under the terms of the lease to the 

lessor for a specified period of time. 

 
Banks as lessors enjoy some capital allowance. 

Assets involved in such an arrangement normally include office equipment, 

plant and machinery, cars, commercial vehicles, computer, production unit 

fits etc. 

 
Other corporate finance service include loans syndication for medium, and 

large projects and private placement. 
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CHAPTER THREE 

3.0 RESEARCH DESIGN AND METHODOLOGY 

3.1 INTRODUCTION  

This chapter shall focus on the disclosure of the various sources of data to this 

work together will the methods used in the collection and analysis of the said 

data. In addition, the different methods, models and techniques adopted in the 

work to test the hypothesis stated in chapter one will be shown. 

 

3.2 SOURCES OF DATA 

Data were collected principally from annual reports of Central Bank of Nigeria 

CBN and Statistical Bulletin for the period 1980 to 2004.  For the purpose of this 

study, data were collected from secondary source.  

Secondary research has to do with the extensive use of libraries especially 

published materials. This technique provided the researcher a great deal of 

general information concerning the subject matter. In exploiting this technique, 

the researcher consulted mostly professional books in the fields of Economics, 

Banking and finance. Other materials consulted included professional and 

government journals particularly the Nigeria Banker and the Bullion, business and 

financial papers, papers presented at symposia with special reference to the 

subject matter. Furthermore, the Annual and Monthly Reports of the Central 

Bank of Nigeria Economic and Financial review. 
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3.3 DATA COLLECTION 

The secondary data required for this work include, data on the credit (Loans and 

Advance) allocated to various sectors i.e. allocation of Banks Loans and Advances 

to production, Agriculture, Manufacturing, Services and others. The sources of 

these data are the published Annual Reports and financial statements of Banks 

and CBN journals. Data were also collected on the independent variables i.e. 

monetary policy instruments. The source was through CBN Annual reports.  

 

3.4 PROCEDURE FOR DATA ANALYSIS  

The regression will be analyzed using the following criteria. 

(i) Economic criteria – This has to do with the prior expectation of the 

coefficients of the parameters that our model conforms to basic 

Economic Theory. 

E.g. LOANADV = f (INTRATE. CASHRES, LIQRATIO) 

δ LOANADV    > 0 

δ INTRATE 

δ LOAN ADV   >0 

δ CASHRES 

δ LOANADV   >0 

δ LIWRATIO 

(ii) Statistical criteria: This will be used to ascertain the prediction 

power of the model whether the parameter used in the model are 

statistically significant and the test for the significant of the overall 

model. 
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TESTS 

T – statistic 

R2 ;- Coefficient of Determination 

R-2 (R squared or The Adjusted (Rr) 

relationship between the independent variable taken together with 

the dependent variable. 

S.E;- Standard error of estimation or stand and error of regression 

line. 

The method of analysis of this study were; 

1. Correlation analysis between the credit (Loan and Advances) and the 

monetary policy instruments 

2. Multiple regression analysis of the data using the ordinary least square 

(OLS) method (Econometric Analysis). 

The Econometric analysis involved the following: 

Specifying the models to be tested. We made the credit (Y) the dependent 

variables (the regress and) and include the explanatory variables or 

Regressors in the model to test for the significance of the explanatory 

variable in contributing to the credit, to grasp the individual impact of the 

independent variables such as liquidity ratios, Interest Rate and Cash 

Reserve ratio. We specified regression models with each of the variables.  

 
Multiple regression were also specified to test the joint impact of the 

whole variables taken together. We also altered at random the variables 

included in the multiple regression model. 
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The F – test was also used to test for the overall significance of the 

explanatory variables taken together. The co-efficient of determination – 

R2  which measures the goodness of fit was calculated. But by including 

additional explanatory variables in the function we raise the co-efficient of 

multiple determination. 

 
To correct this defect we adjust Rs by taking into account the degree of 

freedom, which clearly decreases as new regressors were introduced into 

the function Koutsoyiannis (1986). We therefore, used the adjusted – R2 

instead of R2. 

 

3.5 THE REGRESSION MODEL 

This is defined as: 

  Yi =  + β x I + i 

Where  Yi =  + β  x I + i 

  Yi = the ith observation of the dependent  

 Variables 

Xi = the corresponding observation of the independent 

variables  are the parameter of the model while i is the 

random Error. 

 

3.6 THE ASSUMPTION OF THE MODEL 

 The assumption of the model are: 

i) The expectation of the random error E (E) is equal to Zero, that is E (E) = 

0 
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ii) The variance 2 is expected to be small, and constant for all values of X  

iii) It is normally distributed, with the mean zore and variance 2 i.e. N2 (01, 

2). 

iv) Let us assume that a linear relationship exists between variables Y and K 

that means that explanatory variables are K in number, X1, X2, X3, XK, 

and the relationship constraints a disturbance term mean . 

 

3.7 METHOD OF FITTING THE REGRESSION LINE 

The simplest type of approximately a regression line is a straight line whose 

equation can be written as Y = a0 +A1 x 1 

(for simple regression) given any two points (X1, Y1) and (X2, Y2) on the line, 

the constants a0 and a1, can also be determined, the resulting equation of the 

line can be written as: 

 Y – Y1 = (Y2 – Y1) (X – X1)  Y – Y, = (Y2 – Y) (X – X1) 

        X2 – X1 X2 – X1            X2 – X1 

 M(X-X1) 

 Where M= Y2-Y1 this called 

                         X2-X1 

i) The Slope 

ii) The Tangent 

iii) The gradient of the line. 
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3.8 SPECIFICATION OF MODEL 

In order to determine the relative importance of each explanatory variables in 

contributing to the credit, we fit each bank’s data into simple regression models, 

for hypotheses I through 5, while for hypothesis 6 a multiple regression model is 

adopted. The specification takes the following functional forms: 

              Y= f (X1)           + Ut      

 LADt = f (LIQRt) + Ut (1) 

 LADt = f (INTRt) + Ut (2) 

 LADt = f (CRRt) + Ut (3) 

 LADt = f (MRRt) + Ut (4)  

 LADt = f (LIQRt, INTRt, CRRt, MRRt, TBRt) + Ut (6) 

Where; 

LADt = Level of loans and advances (Bank Credit) in year t; 

LIQRt = Level of liquidity ratio in year, t; 

INTRt = Level of interest rate in year, t; 

CRRt = Level of cash reserve ratio in year, t; 

MMRt = Level of minimum rediscount ratio in year, t; 

TBRt = Level of treasury bill ratio in year, t; 

 

3.9  MATHEMATICAL FORM OF THE MODEL 

For hypotheses 1 through 6, the ordinary least square regression model (simple 

regression model for hypotheses 1 through 5 and multiple regression model for 

Hypothesis 6 to be adopted for the study can be mathematically represented as 

follows; 
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 LADt = β0 + βLIQR0 + Ut ………… 3.20 

 LADt = β0 + βINTRt + Ut ………… 3.21 

 LADt = β0 + βCRRt + Ut …………. 3.22 

 LADt = β0 + βMRRt + Ut …………. 3.23 

 LADt = β0 + βTBRt + Ut …………. 3.24 

 LADt = β0 + β1LIQRt + β2INTRt + β3CRRt +  

   β4MRRt + β5TBRt + Ut ………… 3.25 

Where; 

 β0     = the intercept parameters and β1 ……… β5 (betas) are the 

regression coefficient or the slope parameters for the various 

regressors (explanatory variables stated above. 

The term, gt, otherwise known as the stochastic term of the regression is 

introduced to represent the random or unexplained variation encountered in the 

modeling since in real life which we are trying to mimic through this estimation, 

chance events do occur which would make our model not to be 100% 

deterministic. 
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CHAPTER FOUR 

 

DATA PRESENTATION AND ANALYSIS 

4.1 INTRODUCTION 

As a prime objective, the concern of this chapter is to present, analyze and 

interpret the data collected mainly through the Central Bank of Nigeria (CBN) 

publications, such as the statistical Bulletin, Annual reports and Reviews etc. 

Hence, the principal data set is mainly secondary sources since the aim is to 

extricate meaningful information capable of explaining the key objectives of our 

study. 

 

It is equally instructive to note that the study adopts two main statistical 

approaches to our analysis namely, Descriptive and Inferential statistics. The 

descriptive statistics involve the use of percentages, charts etc, while under the 

inferential statistics, the six hypotheses formulated under section 1.5 of this 

report are put to test. 

 

4.2 DATA PRESENTATION 

This section focuses on the presentation of data used in the analysis and test of 

the six hypotheses as already stated in chapter one. Table 4.1 contains the 

secondary data showing the Commercial Banks’ total Loans and Advances and 

their corresponding figures for Cash Reserve Ratio (CRRt), Liquidity Ratio (LIQRt), 

Interest Rate (INTRt), Minimum Rediscount Rate (MRRt) and the Treasury Bill 

Rate (TBRt) all for the period under investigation, 1980 – 2003. In table 4.2 
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however, the figures also, for the variables under Table 4.1 are presented 

together with their respective percentage change, still for the period, 1980 – 

2003. 

TABLE 4.1: COMMERCIAL BANKS LOANS AND ADVANCES, CASH RESERVE RATIO, 
LIQUIDITY RATIO, INTREST RATE, 

MINIMUM REDISCOUNT RATE AND TREASURY BILL RATE FOR THE PERIOD 1980-
2003. 

  YEAR       LADt        CRRt     LIQRt     INTRt MRRt  TBRt 
1980 66.7 10.6 47.6 9.5 6 5 

1981 74.5 9.5 38.5 10 6 5 

1982 84.6 10.7 40.5 11.75 8 7 

1983 83.8 7.1 54.7 11.5 8 7 

1984 81.9 4.7 65.1 13 10 8.5 

1985 66.9 1.8 65 11.75 10 8.5 

1986 83.2 1.7 36.4 12 10 8.5 

1987 72.9 1.4 46.5 19.2 12.75 11.75 

1988 66.9 2.1 45 17.6 12.75 11.75 

1989 80.4 2.9 40.3 24.6 18.5 17.5 

1990 66.5 2.9 44.3 27.7 18.5 17.5 

1991 59.8 2.9 38.6 20.8 14.5 15 

1992 55.2 4.4 29.1 31.2 17.5 21 

1993 42.9 6 42.2 18.32 26 26.9 

1994 60.9 5.7 48.5 21 13.5 12.5 

1995 73.3 5.8 33.1 20.79 13.5 12.5 

1996 72.9 7.5 43.1 20.86 13.5 12.25 

1997 76.6 7.8 40.2 23.32 13.5 12 

1998 74.4 8.3 46.8 21.34 14.31 12.95 

1999 54.6 11.7 61 27.19 18 17 

2000 51 9.8 64.1 21.55 13.5 12 

2001 65.6 10.8 52.9 21.34 14.31 12.95 

2002 62.8 10.6 52.5 23.9 19 18.9 

2003 61.85 10 50.9 20.48 15.75 15.02 
 

SOURCE: ADAPTED FROM CBN STATISTICAL BULLETIN VOLUME 15, DECEMBER 2004. 

 



 131

TABLE 4.2 : PERCENTAGE GROWTH IN COMMERCIAL BANKS LOANS 

AND ADVANCES, CASH RESERVE RATIO, LIQUIDITY RATIO, 

INTREST RATE, MINIMUM REDISCOUNT RATE AND 

TREASURY BILL RATE FOR THE PERIOD 1980-2003. 

  
YEAR 

      
LADt  

LADt 
% 

      
CRRt 

CRRt 
% 

    
LIQRt 

LIQRt 
% 

    
INTRt 

INTRt 
% 

   
MRRt 

MRRt 
% 

    
TBRt 

  TBRt 
% 

1980 66.7 11.69 10.6 -10.38 47.6 -19.12 9.5 5.26 6 0.0 5 0.0 

1981 74.5 13.56 9.5 12.63 38.5 5.19 10 17.50 6 33.3 5 40.0 

1982 84.6 -0.95 10.7 -33.64 40.5 35.06 11.75 -2.13 8 0.0 7 0.0 

1983 83.8 -2.27 7.1 -33.80 54.7 19.01 11.5 13.04 8 25.0 7 21.4 

1984 81.9 -18.32 4.7 -61.70 65.1 -0.15 13 -9.62 10 0.0 8.5 0.0 

1985 66.9 24.36 1.8 -5.56 65 -44.00 11.75 2.13 10 0.0 8.5 0.0 

1986 83.2 -12.38 1.7 -17.65 36.4 27.75 12 60.00 10 27.5 8.5 38.2 

1987 72.9 -8.23 1.4 50.00 46.5 -3.23 19.2 -8.33 12.75 0.0 11.75 0.0 

1988 66.9 20.18 2.1 38.10 45 -10.44 17.6 39.77 12.75 45.1 11.75 48.9 

1989 80.4 -17.29 2.9 0.00 40.3 9.93 24.6 12.60 18.5 0.0 17.5 0.0 

1990 66.5 -10.08 2.9 0.00 44.3 -12.87 27.7 -24.91 18.5 -21.6 17.5 -14.3 

1991 59.8 -7.69 2.9 51.72 38.6 -24.61 20.8 50.00 14.5 20.7 15 40.0 

1992 55.2 -22.28 4.4 36.36 29.1 45.02 31.2 -41.28 17.5 48.6 21 28.1 

1993 42.9 41.96 6 -5.00 42.2 14.93 18.32 14.63 26 -48.1 26.9 -53.5 

1994 60.9 20.36 5.7 1.75 48.5 -31.75 21 -1.00 13.5 0.0 12.5 0.0 

1995 73.3 -0.55 5.8 29.31 33.1 30.21 20.79 0.34 13.5 0.0 12.5 -2.0 

1996 72.9 5.08 7.5 4.00 43.1 -6.73 20.86 11.79 13.5 0.0 12.25 -2.0 

1997 76.6 -2.87 7.8 6.41 40.2 16.42 23.32 -8.49 13.5 6.0 12 7.9 

1998 74.4 -26.61 8.3 40.96 46.8 30.34 21.34 27.41 14.31 25.8 12.95 31.3 

1999 54.6 -6.59 11.7 -16.24 61 5.08 27.19 -20.74 18 -25.0 17 -29.4 

2000 51 28.63 9.8 10.20 64.1 -17.47 21.55 -0.97 13.5 6.0 12 7.9 

2001 65.6 -4.27 10.8 -1.85 52.9 -0.76 21.34 12.00 14.31 32.8 12.95 45.9 

2002 62.8 -1.51 10.6 -5.66 52.5 -3.05 23.9 -14.31 19 -17.1 18.9 -20.5 

2003 61.85  10  50.9  20.48  15.75  15.02  
 

SOURCE: ADAPTED FROM CBN STATISTICAL BULLETIN VOLUME 15, DECEMBER 2004. 

 

4.3 DATA ANALYSIS 

In order to achieve clarity and for an orderly presentation of the results of our 

findings, we adopt a two-throng approach to analysis. First we conduct a tred 

analysis of the flows in the variables already enumerated and second, is a test of 

the six hypotheses. 
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4.3.1 Trend Analysis of Nigerian Monetary Policy Measures 1980 

- 2003 

Table 4.2 shows the Commercial Banks total Loans and Advances, and the five 

monetary policy measures included in the analysis. It equally shows the 

percentage change in both the independent variable, Loans and Advances as well 

as the explanatory variables namely, the Cash Reserve Ratio, Liquidity Ratio, 

Interest Rate, Minimum Rediscount Rate and the Treasury Bill Rate, all for the 

period, 1980 – 2003. 

Figures I through 6 is a time-series movement respectively for Commercial Banks’ 

total Loans and Advances and the various explanatory variables in the order-Cash 

Reserve Ratio, Liquidity Ratio, Interest Rate, Minimum Rediscount Rate and 

Treasury Bill Rate for the period under investigation. 

 

 

 

 

 

 

 

 

 

 

 

Source: CBN Statistical Bulletin, various years. 

FIGURE 4.1 : TRENDS IN LOANS AND ADVANCES; 1980-2003.
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From table 4.2, and figure 1, it can be observed that total loans and advances 

maintained an upward movement from N66.7bn to N74.5bn to N84.6bn 

respectively for the years, 1980, 1981 and 1982. This brought a growth of 

11.69%, and 13.56% between the periods, 1980-1981 and 1981-1982. The year, 

1983, however, witnessed a slight drop in loans and advances, from N84.6bn in 

1982 to N83.3b in 1983, representing a 0.95% decrease. This drop continued 

again the following year to N81.9b, N66.9b respectively for the years 1984 and 

1985 (see Table 4.2 and figure 1). 

There was the first sharp fall in loans and advances (18%) between the years 

1984 and 1985. This reflected the period of political and economic uncertainty 

prevalent in the country just as the then government of Major General Buhari 

was struggling to settle down. However, this was not to be as, that government 

was quickly overthrown by General Babangida in 1985, with all the promises for a 

better Nigeria. 

 

Perhaps, the message sunk in as investors’ confidence was seemingly restored 

especially with the introduction of the Structural Adjustment Programme SAP of 

Generla Babangida. As revealed from both table 4.2 and figure 1, the total loans 

and advances hit its first time high from N66.9b in 1985 to N83.2b by the end of 

1986. Thus, representing an increase of 24.36%. But, this was never to last as 

the harsh economic measure of SAP took a toll on the people. In fact the 

arresting public was cost as to whether SAP was a welcome development or not. 

And this culminated in the drop of the next two years from N83.2b in 1986 to 

N72.9b, N66.9b respectively for 1987 and 1988. 
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By the year 1989, another upward swing to N80.4b was recorded with loans and 

advances gaining up to 20.18% only to take a dive again fro the worse the 

coming year to N66.5bn or 17.29% decrease. The pears 1990 through 1993 saw 

series of drops in loans and advances with the period between 1992-1993 being 

the worst hit. Recalling the political upheaval associated with the “June 12 1993”, 

one can not but appreciate the facts behind the figures. 

 

In fact, this era coincided with the period of political re-engineering by the 

Babangida Administration. The economic parameters then were in a state of flux 

due to conflicting economic signals. This period can only compare with the period 

between 1995 – 1999 when the governments of Generals Abacha and Abubakar 

were at the saddle. This period saw the worst decline of 26.61% in loans and 

advances, with the political crises having their full economic impact, and their 

issues of political security were of paramount importance to the government and 

in the period, macroeconomic management was more or less relegated to the 

background. 

Beyond the year 1999, as the civilians took reign of government, macroeconomic 

variables equally took a turn for the better (see table 4.2 and figure 1). 
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Source: CBN Statistical Bulletin, various years. 

 

In terms of the movement in cash reserve ratio, two remarkable patterns are 

observed (table 4.2 and figure 2). It appears the monetary policy as far as the 

use of the cash reserve ratio was to make more loan able funds available to the 

commercial banks. Baring slight upward movement of a few years, basically there 

was a consistent decline up to the year 1987. Beyond this period enduring 1987, 

the second period, 1988 – 2003 witnessed a somewhat steady rise in cash 

reserve ratio. On this premise therefore, one could safely conclude that at one 

side of the divide (1980 – 1987), the concern of the monetary authorities was to 

encourage more granting of credit as the cash reserve ratio seemed to have been 

cowered consistently. However, the opposite side of the divide saw increases in 

the cash reserve ratio (1988-2003), which acted as a disincentive to commercial 

banks’ ability to access to loanable funds (see table 4.2 and figure 2). 

 

 

FIGURE 4.2: TRENDS IN CASH RESERVE RATIO; 1980-2003.
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Source: CBN Statistical Bulletin, various years. 

 

 

 

 

 

 

 

 

 

 

 

Source: CBN Statistical Bulletin, various years. 

 

FIGURE 4.3: TRENDS IN LIQUIDITY RATIO; 1980-2003.
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FIGURE 4.4: TRENDS IN INTREST RATE; 1980-2003.
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The liquidity ratio on its own does not seem to maintain a given patter in 

movement. In fact the liquidity ratio peaked at 65.1 in the year 1984 recording 

its lowest in 1992 at 29.1 (Table 4.2 and Figure 3). 

 

However, the movement in interest rate seemed to show a remarkable patter. 

The period between 1980 – 1992 when it peaked at 31.2%, showed an upward 

swing only to drop to 18.32% in 1993. The period between 1994 – 2003 does 

not reflect a dear pattern (table 4.2 and figure 4), perhaps showing a drag in 

movement. 

 

 

 

 

 

 

 

 

 

 

 

Source: CBN Statistical Bulletin, various years. 

 

 

 

 

FIGURE 4.5: TRENDS IN MINIMUM REDISCOUNT RATE; 1980-2003.
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Source: CBN Statistical Bulletin, various years. 

 

The minimum rediscount rate how followed the movement of cash reserve ratio 

albeit in opposite direction (Table 4.2, Figures 2 and 5). From table 4.2 and 

figure 5, it can be observed that the minimum rediscount rate beside the period 

of drag (1980-1986), maintained an upward swing, hitting an all-time high of 

26% in 1993 before the drop to 13.5% in 1995 and then a period of drag at the 

later years. 

One strilling to note about this movement, is that it matches basically the pattern 

of movement as witnessed under the interest rate. Suffice it to say, therefore, 

that this may be interpreted to mean that both interest rate and the minimum 

rediscount rate should follow the same pattern and minimum rediscount rate 

being the driving rate in the economy should lead while the interest rate (prime) 

trails behind. (see figures 4 and 5). 

FIGURE 4.6: TRENDS IN TREASURY BILLS RATE;1980-2003.
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Perhaps, the same argument can be extend to explain the pattern of movement 

as exhibited by the treasury bills rate in figure 6. Just like the interest rate and 

minimum rediscount rate that peaked at 31.2% and 26% respectively, 26.9% 

still for 1993 was the peak for the treasury bill rate for the same year. Thus, 

lending more credence to the fact that the minimum rediscount rate in obviously 

must be the driving rate behind all others, with the treasury bill rate coming 

closer to it than others like the prime interest rate (see figures 4, 5 and 6). 

 

4.3.2  Hypotheses Testing 

This subsection is devoted to testing the hypotheses as formulated under section 

1.5 of the chapter one. The following hypotheses are tested hereunder; 

Ho1: There is no significant relationship between Liquidity ratio and bank 

loans 

Ho2: Interest rate has no significant impact on bank credit. 

Ho3: Cash reserve requirement does not significantly affect bank credit. 

Ho4: The minimum rediscount rate does not significantly affect the level of 

bank credit 

Ho5: The level of treasury bill rate has no significant effect on bank credit. 
 

With these hypotheses stated, we employ a multiple linear regression model as 

detailed under chapter three of this report, using the data set in table 4.1. 

 

 



 140

4.3.2.1 The Influence of Monetary Policy Measures on Commercial 

Banks’ Credit, 1980-2003 

The first test to be carried out is a test of model significance, so as to confirm the 

specification status of the estimated model. This can be achieved in two ways – 

Analysis of Variance (ANOVA) or the coefficient of multiple determination, 

referred to as the R2. Basically, the two will achieve the same result and both 

employ the f-ratio, the difference being in the calculation of F-ratio. 

 

4.3.2.1.1 Test of Model Significance: The Analysis of Variance 

Approach 

H0: There is no significant relationship between the explanatory variables, 

namely, Cash Reserve Ratio (CRRt), Liquidity Ratio (LIQRt), Interest Rate (INTRt), 

Minimum Rediscount Rate (MRRt), Treasury Bill Rate (TBRt) and Commercial 

Banks’ Loans and Advances. 
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Table 4.3: Regression Result/Output for Hypotheses 1-5. 

  0.783    R 

  0.613   R2 

  7.74698  Standard Error of Estimate 

  24   Observations 

  5   Predictor Variables 

  Y   Dependent Variable 

Variables Coefficients  Std error t (df =13) significance 
Intercept 

X1 = CRRt 

X2 = LIQRt 

X3 = INTRt 

X4 = MRRt 

X5 = TBRt 

b0        = 

b1        = 

b2        = 

b3        = 

b4        = 

b5        = 

101.747 

-0.536 

-0.411 

0.104 

3.737 

-4.938 

 

0.487 

0.193 

0.419 

2.112 

1.897 

9.744 

-1.102 

-2.134 

0.249 

1.769 

-2.603 

0.000 

0.285 

**0.047 

0.806 

0.094 

***0.018 

ANOVA Table      

Source SS df MS F=5.700 ****0.003 

Regression 

Residual 

Total 

1710.482 

1060.283 

2790.765 

5 

18 

23 

342.096 

60.016 

  

 

Source: SPSS 13.0 

NB: **** = Significant at 0%; *** = significant at 1%;  

** = Significant at 5%; * NS = Not significant. F-tabulated df (5,18), 1% 

= 4.25; 5% = 2.77; t-tabulated (df=18); 1% = 2.55; 5% = 1.73. 

 

Calculation of the total sum of squares, TSS =   n                ^   

        (LADt – LADt)2, 
       t=1    
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and hence, the ANOVA table is shown on table 4.3. The test of the significance 

of the regression model is therefore, a test of the hypothesis cast below; 

 HO: β1 = β2 = β3 ……. βk = 0, for k …..5 .…….4.1 

i.e., all the coefficients of the explanatory variables in the regression are zero. It 

follows therefore, that the variation in the monetary policy measures has a 

significant effect on the actual total commercial banks’ loans and advances for 

the period, 1980-2003. 

HA: β1 ≠ β2 ≠ β3 ….. βk ≠ 0 for K…. 5 ……4.2. At least, one explanatory 

variables has a significant effect on the dependent variable (commercial banks’ 

total loans and advances. 

 

Decision Rule 

If F-statistic (calculated) from the regression, is greater than F-statistics, 

(tabulated), then, we Reject Ho and therefore, Accept Ha and conclude that the 

regression is significant, i.e. the explanatory variables are significant explanatory 

factors for the variation in the dependent variable, loans and advances. The 

observed F-statistics is compared with the theoretical (tabulated) F-value with 

degrees of freedom, V1, (K-1) and V2 (N-K). 

In this case, V1 (lower degree of freedom; 6-1=5) and upper degree of freedom; 

24-6=18) at both 99% and 95% confidence levels. From the F-tables, we find 

the following; F-tabulated (5,18), 1% = 4.25; 5% = 2.77 (see table 4.3 and 

appendix 1 for the ANOVA). 

With F-calculated (5.700>4.25 or 2.77) being greater than F-tabulated, we 

therefore Reject the Null hypothesis, Ho and Accept the Alternative, HA, which 

states that the estimated model, significantly explains the variation in the 

independent variable, Total Loans and Advances, LADt, for the respective periods 

under investigation. Stated differently, there is a significant relationship between 
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the explanatory variables) different monetary policy measures) and the 

commercial banks’ loans and advances. 

 

4.3.2.1.2 Test of Model Significance – The Coefficient of 

Determination Approach 

One other way to test for the model significance is by the coefficient of multiple 

determination, R2. The R2 gives the proportion of the variation in the dependent 

variable, loans and advances, that is explained by the independent variables, in 

the various monetary policy measures. R2, from the sample is a statistical 

estimate of the population, 2, (row squared). Value of R2 ranges from 0 to 1. 

 

In setting up the test, the following hypothesis is tested; 

H0: P2 = 0 ………… 4.3, meaning that the variation in the independent 

variables has no significant relationship with the Actual variation in loans and 

advances for that period. 

HA: P2>0 ………. 4.4 (one-tailed test of significance) i.e. at least there is a 

significant relationship between one of the independent variables and Actual 

variation in the loans and advances. 

 

Decision Rule 

If F-ratio (calculated) is greater than F-ratio (tabulated) at the specified alphal 

level of significance, and (K-I); (N-K), degrees of freedom, we Reject Ho and 

Accept Ha and state that there is some truth in the estimated model, (i.e., the 

regression model is significant since the regressors significantly account for the 

variation in the dependent variable, Loans and Advances (LADt). 

Here, 
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F-ratio (calculated)  = (R2) / (K-1) ……… 4.5 
     (1-R2)/(N-K) 
 

Where; 

 R2 = calculated  = (0.613)/(6-1) ……. 4.6 
     (1-0.613)/(24-6) 
 

K = 6 and 

N = 24 

:. F-calculated = 5.700 

But, F-ratio-tabulated df = (5,18) 1% = 4.25 

      5% = 2.77 

Therefore, since F-calculated 5.700>F-tabulated, at both 1% and 5%, we Reject 

Ho and Accept Ha to conclude that a significant relationship exists between the 

monetary policy measures and the commercial banks’ total Loans and Advances. 

The resulting estimated model is presented thus; 

LADt = 101.75 – 0.536CRRt – 0.411LIQRt + 0.104INTRt  

+ 3.737 MRRt – 4.938 TBRt …….. 4.7 

 

4.3.2.1.3 Test of the Influence of Individual Explanatory Variables on 

Loans and Advances 

Since the F-statistics test only established the extent of significance of our 

estimated model as a whole, we therefore, go a step further to carryout a test on 

the influence of the individual explanatory variables on the Loans and Advances. 

Stated differently, the student t-test a test of the contribution of each 

explanatory variable to commercial banks’ Loans and Advances. 
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As in the case of the F-test, the alpha levels are put at 1% and 5% and the 

degree of freedom is N-K; 24-6=18. 

Hence, t-tabulated; 

 1% = 2.55 

 5% = 1.73 

The above are than compared with t-calculated resulting from the formula thus; 

T-ratio = βK  for K = 1 …… 5 ……. 4.8 
  Se(βK) 
 

Where; 

βK = estimate of the population parameters for the regressos 

(monetary policy measures), and  

Se (βK) = standard error of the estimate 

 

Decision Rule 

If absolute value or  βK      > t n-k , we Reject Ho and Accept Ha 
Se(βK) 

 

(see table 4.3 and appendix I)  

The readings show only the Treasury Bill Rate and Liquidity Ratio contribute 

significantly to the variation in commercial banks’ loans and advances, at 1% and 

5% levels of significance respectively. However, in terms of the order of 

importance, we have this; 

TBRt >   LIQRt   >  MRRt >  CRRt  > INTRt 

2.603  2.134  1.769     1.102  0.249 

The above result reveals that the variation from the Treasury Bill Rate appears to 

exert the most significant effect (2.603) on the commercial banks loans and 

advances. This is follow by the Liquidity Ratio, Minimum Rediscount Ratio and 
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Cash Reserve Ratio in that order. The least contribution however, comes from 

the interest rate with a t-calculated of 0.249. 

 

4.4 DISCUSSION OF RESULTS 

The ANOVA results show that there is a significant relationship between the 

selected monetary policy instruments as explanatory variables and the dependent 

variable, bank credit, denoted by total loans and advances. In fact, the ANOVA 

results in table 4.3 ad appendix I dearly established about 78.3% between the 

explanatory variables and the total loans and advances taken together for the 

period under consideration. Added to this, the explanatory variables have been 

able to explain at least 61% of the total variation in bank loan and advance. 

Suffice it to say therefore that under 40% of the total variations in bank loans 

and advances are left unexplained as chance occurrence. 

 

It should be noted however, that the individual explanatory variable equally 

display some significant relationships both among themselves and with the total 

bank loans and advances (see appendix 1 and table 4.4 below). 



 147

Table 4.4: Correlations between the variables 

 LADt CRRt LIQRt INTRt MRRt TBRt DUMYt 

Pearson Correlation LADt 

CRRt 

LIQRt 

INTRt 

MRRt 

TBRt 

DUMYt 

1.000 

-.160 

-.136 

-.463 

-.630 

-.664 

. 

-.160 

1.000 

-.243 

-.012 

.078 

-.094 

. 

-.136 

.243 

1.000 

-.183 

-.110 

-.195 

. 

-.463 

-.012 

-.183 

1.000 

.751 

1.000 

.983 

-.630 

-.078 

-.110 

.751 

1.000 

.983 

. 

-.664 

-.094 

-.195 

.756 

.983 

1.000 

. 

. 

. 

. 

. 

. 

. 

1.000 

Sig. (1-tailed) LADt 

CRRt 

LIQRt 

INTRt 

MRRt 

TBRt 

DUMYt 

. 

.228 

.263 

.011 

.000 

.000 

.000 

.228 

. 

.127 

.479 

.359 

.330 

.000 

.263 

.127 

. 

.196 

.305 

.181 

.000 

.011 

.479 

.196 

. 

.000 

.000 

.000 

.000 

.359 

.305 

.000 

. 

.000 

.000 

.000 

.330 

.181 

.000 

.000 

. 

.000 

.000 

.000 

.000 

.000 

.000 

.000 

. 

N LADt 

CRRt 

LIQRt 

INTRt 

MRRt 

TBRt 

DUMYt 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

24 

 

From the pearson correlation above, the strongest relationship was shown 

between Loans and Advances and the Treasury Bill Rate with about 66%, 

followed by that between Loans and Advances and Minimum Rediscount Rate 

and Interest Rate, about 63% and 46% respectively. The least relationship 

however, was exhibited between the Loans and Advances and the Liquidity Ratio, 

about 13%. These results somehow matched the results as seen under the t-

ratio calculated. 

 

On the direction of impact, however, while the signs on the Cash Reserve Ratio, 

Liquidity Ratio and Treasury Bills Rate, could be taken to have met the a priori 
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expectation, the signs of the Minimum Rediscount Rate and Interest Rate failed 

to meet our a priori expectation. It will suffice to say that increases in the 

selected monetary policy tools should exert a depleting effect on the total Loans 

and Advances or bank credit, as reflected by all the former three variables, viz 

Cash Reserve Ratio, Liquidity Ratio and the Treasury Bill Rate, bearing negative 

signs. 

However, for the Minimum Rediscount and Interest rate to bear positive sign 

leaves much to be desired (see appendix II). It is therefore discernible from 

these results that both the Minimum Rediscount Rate and Interest Rate must 

have been affected by some other extraneous factors not captured which may 

have found expression in the endemic corruption and its attendant problem of 

leakages plaguing the whole economic system in Nigeria. All these, therefore, call 

for policy measures to help correct the anomaly. 

 

4.5 APPLICATION OF RESEARCH FINDINGS AND CONTRIBUTION TO 

KNOWLEDGE 

The findings of this study have wide applications to macroeconomic planning, 

especially as it covers monetary policy impact on bank credit to the economy. For 

instance, the monetary authorities normally allocate and direct credit to special 

areas of need in the economy. The problem however, has been government’s 

inability to determine the individual and collective impact of the monetary policy 

instruments in helping to determine the exact quantum of credit that can be 

raised given these monetary policy instruments. Neither has it been possible to 

determine the influence of any of the instruments on banks’ ability to grant 

credit. 
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Therefore, one of the salient points of this study is the development of a model 

explaining the nature of relationship between the monetary policy instruments 

and the commercial banks’ credit. Therefore, the monetary policy cum 

commercial banks’ credit model as presented under equation 4.7 thus; 

LADt = 101.75 – 0.536CRRt – 0.411LIQRt + 0.104INTRt  

+ 3.737 MRRt – 4.938 TBRt …….. 4.7 

From the model 4.7 above, it is possible therefore to make predictions on the 

level of commercial banks total credit given the values for the explanatory 

variables. The monetary authorities are therefore presented in model 4.7, a 

verital tool for making economic projections.  
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CHAPTER FIVE 

 

SUMMARY, CONCLUSION AND RECOMMENDATION 

5.1 INTRODUCTION 

In this report, we investigated the impact of monetary policy measures on bank 

credit, covering the period, 1980 – 2003. The study is divided into five chapters, 

with chapter one laying the foundation for all other chapters. Hence, the chapters 

covers the background of the study, statement of the problem, and objectives set 

out to be accomplished. Also, the hypotheses of the study as well as the 

significance of the study, were all treated under here. 

 

Under chapter two, the theoretical foundation was laid for the work. Here, past 

studies in the area of monetary policy measures and bank credit were all 

covered, while our chapter three treated the methodology adopted for the study, 

therefore, the methods of testing the hypotheses were all covered in this section. 

 

In chapter four, we considered the actual analysis of the data, hypotheses testing 

as well as the interpretation of our results/findings. It also included the 

discussion of the results obtained culminating in the justification for this study – 

contribution to knowledge. 

 

The final chapter, chapter five, treated the summary of the whole work, 

conclusions reached and made policy recommendations. 
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5.2 SUMMARY 

The study investigated the impact of monetary policy measures on banks’ credit. 

The study covered the period, 1980-2003 and five hypotheses formulated and 

tested. The following objectives were therefore stated as a guide for the study: 

vii. To investigate the influence of liquidity ratio on bank credit. 

viii. Determine if interest rate affects bank credit. 

ix. To find out if reserve requirement affects the amount of credit granted by 

banks. 

x. To the determine the extent the minimum rediscount rate has affected bank 

credit. 

xi. To ascertain the influence of treasury bill rate on bank credit 

xii. Finally, to identify problems associated with this policy and make possible 

suggestions and recommendations. 

 

5.3 CONCLUSION 

Following the results of the above-stated objectives the following conclusions 

were therefore, drawn. 

1. Monetary policy measures bear a significant relationship with bank 

credit 

2. The model proved significant at almost 0% 

3. While some monetary policy measures exert a significant relationship 

individually with the bank credit, others do not. 
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4. Both Treasury Bills Rate and the Liquidity Ratio proved to be significant 

contributors to bank credit. The level of significance is about 2% and 

5% respectively 

5. Also, the contribution of such monetary policy measures as the Cash 

Reserve Ratio, Liquidity Ratio and Treasury Bill Rate, all meet the a 

priori expectation, others like the Minimum Rediscount Rate and the 

Interest Rate failed to meet our a priori expectation. This unexpected 

result from Minimum Rediscount Rate and Interest Rate, has been 

blamed on the endemic corruption and its attendant problem of 

leakages in the economic system. All these call for policy measures for 

correction. 

 

5.4 RECOMMENDATIONS 

With the conclusions and findings above, we therefore proffer the following policy 

measures as recommendations. 

1. From the results, it appears that the Treasury Bills Rate exerts the 

most significant effect as a monetary policy measure, on the ability of 

banks to raise credit. Therefore, we recommend that the monetary 

authorities should exploit this relationship positively in the area of 

economic planning. 

2. In the same vein, this relationship between the Liquidity Ratio and the 

bank credit can be manipulated to encourage credit availability to 

priority areas and wice encourage economic growth. 
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3. With the Minimum Rediscount Rate not meeting the a priori 

expectation, calls for much worry to all and sundry, and monetary 

authorities in particular. As the driving force, it Central Bank of Nigeria, 

should endeavour to control this variable through effective monetary of 

the entire financial system. This will no doubt, ensure that corruption 

and leakages are curtailed and hence usher in a healthy economic 

system: 

4. Improving the Quality of Personnel: As part of our objectives that 

monetary policy is aimed at improving Bank profitability. This 

statement ague well with the banks who have a capable hands to 

implement the government policy. The efficacy of the staff depends on 

the incentives accrue by the banks to its staff. Where the staff is 

properly being motivated there is tendency that they will work round 

the clock to see that the goals of the organization is accomplished. 

In addition, bank needs qualify hands of high initiative, loyal and 

dedicated before he can achieve its objective. 

For example, one of the effects of the current proliferation of banks in 

Nigeria is the overstretching of the banking industry. The management 

teams of most commercial banks especially the newly established ones 

are characterized by the prevalence of unskilled and under-exposed 

key management personnel. 

The resultant risks include weak internal control, inefficiency, unethical 

banking practices and contraventioned by statutory regulations. We 

therefore recommend the need for commercial banks to evolve well 
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structured staff development, training and retention programmes to be 

able to fully explore and exploit the government policy instrument 

introduced for better achievement of banks products. 

5. Financial Sector Surveillance: It should be realized that the degree of 

Banks proliferation since early 90’s was too alarming. Some of these 

banks were set up to offer service to the citizens, corporate bodies and 

remain at float. 

However, in 1992 and 1993 respectively, routine examination carried 

out by the Central Bank revealed the continued problem of lack of 

transparency of banks, inadequate capital base, poor management and 

large portfolios of non-performing assets, weak internal control system, 

all these led to the financial distress of what some banks are 

experiencing today. Therefore, we recommend that the CBN should set 

up financial sector monitoring surveillance committee to see to the 

performance of the banks and ask them to submit their report of 

activities on weekly basis and stop issuing out licenses for opening of 

new banks. It is belief that with a careful implementation of the 

foregoing recommendations, commercial banks stand a better chance 

of achieving their organizational goal of profitability while making 

useful contribution to development of the Nigerian economy. 
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