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Instructor: Dr. Sylvester Ohiomu, email: ohiomu.sylvester@edouniversity.edu.ng 

Lectures: Wednesday, 8am – 10 am, LC3, phone: (+234) 7061304264 

Office hours: Wednesday, 1.30 to 3.30 PM, Office: Administrative Block Floor1 Rm 2 

Description: This course is intended to give the students a thorough knowledge of Monetary 
Economics; ability to differentiate and appraise the Classical, Keynesians & Monetarists versions of 
Demand for money; apply knowledge of Monetary Economics to   solve problems in other disciplines 
relating to Money, Banking, Money market and other Financial Institutions. The course should equip 
students with the knowledge to be able to gather data and develop tables and models from 
observations relating to the demand and supply of Money as well as the ability to apply Monetary 

Economics to daily problems, economic, national and global challenges. This course covers 
advanced topics such as nature, types and functions of money, banking and financial 
institutions, the money market, theories of demand for money and monetary multipliers of 
interest rate general price level, monetary policy, channels of momentary transmission 
mechanism; wealth effect mechanism of monetary policy, and inflation. 
 
Prerequisites: Students should be familiar with the concepts in the principles of Economics, 
Microeconomics Theory and Macroeconomic Theory 
 
Assignments: We expect to have 5 individual homework assignments throughout the course 
in addition to a Mid-Semester Test and a Final Exam. Home works are due at the beginning of 
the class on the due date. Home works are organized and structured as preparation for the mid-
semester and final exam, and are meant to be a studying material for both exams.  
 
Grading: We will assign 10% of this class grade to home works, 10% for the students’ 
presentations of assignments, 10% for the mid-term test and 70% for the final exam. The Final 
exam is comprehensive. 
 
Textbooks: 1 Afolabi, L. (1991). Monetary Economics, Lagos, Nigeria 
                            Inner-ways Publications 
   2 Anyanwu, J.C. (1996). Monetary Economics: Theory, Policy & Institutions, 
                            Onitsha, Nigeria, ABC Publishing Co. 
    3 Jhingan, M.L. (2004). Monetary Economics Sixth Edition. New Delhi, India, Vrinda   
Publications 

 



   4 Iyoha, M.A. (2004). Macroeconomics: Theory & Policy Revised Edition Benin City,    
Nigeria, Mindex Publishing Co. 
   5 Samuelson, P. A., Williams D. (2009) Economics, McGraw Hill Higher Education, 9TH 
Edition 
6 Dornbusch, Rudiger, Fischer, Tanley, Startz, Richard,(2014) Macroeconomics, 
                McGraw Hill Higher Education 12TH Edition 
 

Lectures: Below is a description of the contents. We may change the order to accommodate 
emerging concepts and students’ presentations.  
 

 Definition and Nature of Monetary Economics 

  Monetary economics is a branch of economics that provides a framework for   analysing money in its 

functions as a medium of exchange, store of value, and unit of account in the monetary transmission 

mechanism.   It considers how money, for example fiat currency, can gain acceptance purely   because 

of its convenience as a public good. It examines the effects of money in the economy and its impact 

on economic activities. 

Monetary economics is the economics of the money supply, prices and interest   rates, and their 

repercussions on the economy. It focuses on the monetary and other financial markets, the 

determination of the   interest rate, the extent to which these influence the behaviour of the economic 

units and the implications of that influence in the macroeconomic context.  

It also studies the formulation of monetary policy, usually by the central bank or “the monetary 

authority,” with respect to the supply of money and manipulation   of interest rates, in terms both of 

what is actually done and what would be   optimal. 

  Monetary economics has both a microeconomics and a macroeconomics part. 

 Microeconomics part of monetary economics 

 The microeconomics part of monetary economics focuses on the study of the demand and supply of 

money and their equilibrium. No study of monetary   economics can be even minimally adequate 

without a study of the behaviour of   those financial institutions whose behaviour determines the 

money stock and its   close substitutes, as well as determining the interest rates in the economy. 

  Macroeconomics part of monetary economics: money in the macro-economy 

 The macroeconomics part of monetary economics is closely integrated into the   standard short run 

macroeconomic theory. The reason for such closeness is that  monetary phenomena are pervasive in 

their influence on virtually all the major   macroeconomic variables in the short run. 

 The Concept of Money 

 Definition: Money can be defined as any commodity that is generally accepted as   a legal tender for 

payment of goods and services, store of value, unit of account   and standard for deferred payment. 

The above is a functional definition of money 

 Qualities/Characteristics of Money 

• Recognisability 

• Durability 



• Portability 

• Divisibility 

• Homogeneity 

• Non- Perishable 

Functions of Money 

 At a theoretical level, money is defined in terms of the functions that it performs. 

  The traditional specification of these functions is: 

 Medium of exchange/payments. This function was traditionally called the   medium of exchange. In a 

modern context, in which transactions can be   conducted with credit cards, it is better to refer to it 

as the medium of (final)   payments. 

 Store of value, sometimes specified as a temporary store of value or temporary   abode of purchasing 

power. 

 Standard of deferred payments. 

 Unit of account. 

 Historical Development of Money and Banking: Serious interest in the concepts behind money 

occurred during the dramatic period of inflation known as the price revolution, during which the value 

of gold fell precipitously, sometimes fluctuating wildly, because of the importation of gold from the 

New World, primarily by Spain. At the end of this period, the first modern texts on monetary 

economics were beginning to appear. 

Definition of 'Digital Money': Any means of payment that exists purely in electronic form. Digital 

money is not tangible like a dollar bill or a coin. It is accounted for and transferred using computers. 

Digital money is exchanged using technologies such as smart-phones, credit cards and the internet. It 

can be turned into physical money by, for example, withdrawing cash at an ATM. Financial services 

companies facilitate digital money transfers and foster online transactions between complete 

strangers across long distances. Without digital money, many online retail websites would operate 

much less efficiently. Digital money also makes it possible to bank online or via smartphone, 

eliminating the need to use cash or to visit a bank in person. 

Banking and Financial Institutions 

 A bank is defined as any institution that is duly licensed to perform the business of banking with   the 

basic functions of acceptance of deposit and lending. 

 A commercial bank is a profit-based financial institution that grants loans, accepts deposits, and   

offers other financial services, such as overdraft facilities and electronic transfer of funds.  Commercial 

Banks are the institutions that make short make short term bans to business and in   the process create 

money.  In other words, commercial banks are financial institutions that accept demand deposits from 

the   general public, transfer funds from the bank to another, and earn profit. 

 Commercial banks play a significant role in fulfilling the short-term and medium- term financial   

requirements of industries. They do not provide, long-term credit, so that liquidity of assets   should 

be maintained. The funds of commercial banks belong to the general public and are   withdrawn at a 

short notice; therefore, commercial banks prefers to provide credit for a short   period of time backed 



by tangible and easily marketable securities. Commercial banks, while   providing loans to businesses, 

consider various factors, such as nature and size of business,   financial status and profitability of the 

business, and its ability to repay loans. 

 

 

 Types of Commercial Banks 

 Commercial banks are of three types, which are as follows: 

 (a) Public Sector Banks: Refer to a type of commercial banks that are nationalized by the   government 

of a country. In public sector banks, the major stake is held by the government. In   Nigeria, public 

sector banks operate under the guidelines of central bank e.g Union Bank, Skyne   Bank. 

 (b) Private Sector Banks: Refer to a kind of commercial banks in which major part of share capital   is 

held by private businesses and individuals. These banks are registered as companies with   limited 

liability. Examples include: Zennith Bank, Unity Bank, GTBank, First Bank of Nigeria, UBA,   Fidelity Bank 

 (c) Foreign Banks: Refer to commercial banks that are headquartered in a foreign country, but   

operate branches in different countries. Some of the foreign banks operating in Nigeria are IBTC,    

Citibank, Standard & Chartered Bank. Commercial banks mark significant importance in the   economic 

development of a country as well as serving the financial requirements of the general   public. 

Functions of a Commercial Bank 

 Commercial banks are institutions that conduct business for profit motive by accepting public 

deposits for various investment purposes. The functions of commercial banks are broadly classified 

into primary functions and secondary functions 

 (a) Primary Functions: Refer to the basic functions of commercial banks that include the following: 

 (i) Accepting Deposits: Implies that commercial banks are mainly dependent on public deposits. 

 There are two types of deposits, which are discussed as follows: (1) Demand Deposits: Refer to kind 

of deposits that can be easily withdrawn by individuals without any prior notice to the bank. In other 

words, the owners of these deposits are allowed to withdraw money anytime by simply writing a 

check. These deposits are the part of money supply as they are used as a means for the payment of 

goods and services as well as debts. Receiving these deposits is the main function of commercial banks. 

 (2) Time Deposits: Refer to deposits that are for certain period of time. Banks pay higher interest on 

time deposits. 

  These deposits can be withdrawn only after a specific time period is completed by providing a written 

notice to the   bank. 

 (3) Advancing Loans: Refers to one of the important functions of commercial banks. The public 

deposits are used by commercial banks for the purpose of granting loans to individuals and businesses. 

Commercial banks grant loans in the form of overdraft, cash credit, and discounting bills of exchange. 

(b) Secondary Functions: Refer to crucial functions of commercial banks. The secondary functions can 

be classified under three heads, namely, agency functions, general utility functions, and other 

functions. These functions are explained as follows: 



 (1) Agency Functions: Implies that commercial banks act as agents of customers by performing various   

functions, which are as follows: (i) Collecting Checks: Refer to one of the important functions of 

commercial banks. The banks collect cheques and bills of exchange on the behalf of their customers 

through clearing house facilities provided by the central bank. (ii) Collecting Income: Constitute 

another major function of commercial banks. Commercial banks collect dividends, pension, salaries, 

rents, and interests on investments on behalf of their customers. A credit voucher is sent to customers 

for information when any income is collected by the bank. (iii) Paying Expenses: Implies that 

commercial banks make the payments of various obligations of customers, such as telephone bills, 

insurance premium, school fees, and rents. Similar to credit voucher, a debit voucher is sent to 

customers for information when expenses are paid by the bank. 

 (2) General Utility Functions: Include the following functions: (i) Providing Locker Facilities: Implies 

that commercial banks provide locker facilities to its customers for safe keeping of jewellery, shares, 

debentures, and other valuable items. This minimizes the risk of loss due to theft at homes. (i) Issuing 

Traveller’s Cheques: Implies that banks issue traveller’s cheques to individuals for traveling outside 

the country. Traveller’s cheques are the safe and easy way to protect money while traveling. (iii) 

Dealing in Foreign Exchange: Implies that commercial banks help in providing foreign exchange to 

businessmen dealing in exports and imports. However, commercial banks need to take the permission 

of the central bank for dealing in foreign exchange. (iv) Transferring Funds: Refers to transferring of 

funds from one bank to another. Funds are transferred by means of draft, telephonic transfer, and 

electronic transfer. 

 Other Functions of Commercial banks include the following: 

 (i) Creating Money: Refers to one of the important functions of commercial banks that help in 

increasing money supply. For instance, a bank lends to an individual and opens a demand deposit in 

the name of that individual. Bank makes a credit entry in that account. This leads to creation of 

demand deposits in that account. The point to be noted here is that there is no payment in cash. Thus, 

without printing additional money, the supply of money is increased. 

 (ii) Electronic Banking: Include services, such as debit cards, credit cards, and Internet banking. 

 Types of Credit Offered by Commercial Banks: 

 A commercial bank offers short-term loans to individuals and organizations in the form of bank credit, 

which is a secured loan carrying a certain rate of interest. 

 Bank Loan: 

 Bank loan may be defined as the amount of money granted by the bank at a specified rate of interest 

for a fixed period of time. The commercial bank needs to follow certain guidelines to extend bank 

loans to a client. For example the bank requires the copy of identity and income proofs of the client 

and a guarantor to sanction bank loan. The banks grant loan to clients against the security of assets so 

that, in case of default, they can recover the loan amount. The securities used against the bank loan 

may be tangible or intangible, such as goodwill, assets, inventory, and documents of title of goods. 

 The advantages of the bank loan are as follows: 

 a. Grants loan at low rate of interest 

 b. Involves very simple process of loan granting 

 c. Requires minimum document and legal formalities to pass the loan 



 d. Involves good customer relationship management 

 e. Consumes less time because of modern techniques and computerization 

 f. Provides door-to-door facilities 

 In addition to advantages, the bank loan suffers from various imitations, which are as follows: 

 a. Imposes heavy penalty and legal action in case of default of loan 

 b. Charges high rate of interest, if the party fails to pay the loan amount in the allotted time 

 c. Adds extra burden on the borrower, who needs to incur cost in preparing legal documents for 

procuring loans 

 d. Affects the goodwill of the organization, in case of delay in payment 

Cash Credit: 

 Cash credit can be defined as an arrangement made by the bank for the clients to withdraw cash 

exceeding their account limit. The cash credit facility is generally sanctioned for one year but it may 

extend up to three years in some cases. In case of special request by the client, the time limit can be 

further extended by the bank. The extension of the allotted time depends on the consent of the bank 

and past performance of the client. The rate of interest charged by the bank on cash credit depends 

on the time duration for which the cash has been withdrawn and the amount of cash. 

 The advantages of the cash credit are as follows: 

 a. Involves very less time in the approval of credit 

 b. Involves flexibility as the cash credit can be extended for more time to fulfill the need of the 

customers. 

 c. Helps in fulfilling the current liabilities of the organization 

 d. Charges interest only on the amount withdrawn by the customer. The interest on cash credit is 

charged only on the amount of cash withdrawn from the bank, not on the total amount of credit 

sanctioned. 

The cash credit is one of the most important instruments of short-term financing but it has some 

limitations. These limitations   are mentioned in the following points: 

 a. Requires more security for the approval of cash 

 b. Imposes very high rate of interest 

 c. Depends on the consent of the bank to extend the credit amount and the time limit 

Bank Overdraft: 

 Bank overdraft is the quickest means of the short-term financing provided by the bank. It is a facility 

in which the bank allows the current account holders to overdraw their current accounts by a specified 

limit. The clients generally avail the bank overdraft facility to meet urgent and emergency 

requirements. Bank overdraft is the most popular form of borrowing and do not require any written 

formalities. The bank charges very low rate of interest on bank overdraft up to a certain time. 

 The advantages of the bank overdraft are as follows: 



 a. Involves no documentation for the extension of overdraft amount 

 b. Imposes nominal interest on the overdraft amount 

 c. Charges fee only on the amount exceeding the account limit 

  The disadvantages of the bank overdraft are as follows: 

 a. Incurs high cost for the clients, if they fail to pay the amount of overdraft for a longer period of time 

 b. Hampers the reputation of the organization, if it fails to pay the amount of overdraft on time 

 c. Allows the bank to deduct overdraft amount from the customers’ accounts without their 

permission 

Discounting of Bill: 

Discounting of bill is a process of settling the bill of exchange by the bank at a value less than the face 

value before maturity date. According to Sec. 126 of Negotiable Instruments, “a bill of exchange is an 

unconditional order in writing addressed by one person to another, signed by the person giving it, 

requiring the person to whom it is addressed to pay on demand or at fixed or determinable future 

time a sum certain in money to order or to bearer.” The facility of discounting of bill is used by the 

organizations to meet their immediate need of cash for settling down current liabilities. 

 Conditions laid down by the bank for discounting of bill are as follows: 

 a. Must be intended to specific purpose 

 b. Must be enclosed with the signature of the two persons (company, bank or reputed person) 

 c. Must be less than the face value 

 d. Must be produced before the maturity period. 

 Central Bank of Nigeria (CBN) 

 A central bank is an independent national authority that conducts monetary policy, regulates banks, 

and provides financial services including economic research. Its goals are to stabilize the nation's 

currency, keep unemployment low, and prevent inflation. CBN was established in 1959 and it is the 

banker to the government. It has the sole authority to mint money and acts as banker to commercial   

banks. The functions of Central Bank include the following: 

  

 

Regulatory and Monetary Policy Functions 

 CBN acts as the watchdog of the economy and regulates money supply. Central banks affect economic 

growth by controlling the liquidity in the financial system. They have three monetary policy tools to 

achieve this goal. First, they set a reserve requirement. It's the amount of cash that member banks 

must have on hand each night. The central bank uses it to control how much banks can lend. Second, 

they use open market operation to buy and sell securities from member banks. It changes the amount 

of cash on hand without changing the reserve requirement. They used this tool during the 2008 

financial crisis. Banks bought government bonds and mortgage-backed securities to stabilize the 

banking system. Third, they set targets on interest rates they charge their member banks. That guides 



rates for loans, mortgages, and bonds. Raising interest rates slows growth, preventing inflation. That's 

known as contractionary monetary policy. Lowering rates stimulates growth, preventing or shortening 

a recession. That's called expansionary monetary policy. 

 CBN maintains the integrity of the banking system through supervision of banks, banking examination 

and invoking the necessary sanctions to ensure conformity and high ethical standard. 

 Bank Regulation 

 Central Bank regulates commercial banks. They require enough reserves to cover potential loan 

losses. They are responsible for ensuring financial stability and protecting depositors' funds.  It warns 

of risks that affect the entire financial industry. It can also recommend that the CBN regulate any non-

bank financial firms. That's to keep insurance companies or hedge funds from becoming too big to fail. 

Provide Banking Functions and Financial Services 

 Central banks serve as the bank for private banks and the nation's government. That means they 

process cheques and serves as clearing house for commercial banks. 

 CBN lends money to commercial banks and Government. 

 Central banks store currency in their foreign exchange reserves. They use these reserves to change 

exchange rates. They add foreign currency, usually the dollar or euro, to keep their own currency in 

alignment. That's called a peg, and it helps exporters keep their prices competitive. 

 Central bank regulates exchange rate as a way to control inflation. They buy and sell large quantities 

of foreign currency to affect supply and demand. Most central banks produce regular economic 

statistics to guide fiscal policy decisions. 

Advisory Functions 

 CBN is the chief monetary adviser to the Federal government and undertakes research on the various 

facets of the economy in order to provide reports to the government for necessary policy actions. 

 The CBN co-ordinates returns from financial institutions 

 Developmental Functions 

 CBN harnesses fund for economic development such as Agricultural credit guarantee scheme, export 

Stimulation loan, savings mobilization schemes, sponsors Bank of Industry, development bank of 

Nigeria for allied functions etc 

 CBN ensures money and capital market development 

 CBN undertakes allocation of developmental resources in addition to providing developmental 

information and training. 

Other Financial Institutions 

 Investment Banking 

 An investment bank is a financial institution that assists individuals, corporations, and governments 

in raising capital by underwriting or acting as the client's agent in the issuance of securities (or both). 

An investment bank may also assist companies involved in mergers and acquisitions and provide 

ancillary services such as market making, trading of derivatives and equity securities, and FICC services 



(fixed income instruments, currencies, and commodities). Unlike commercial banks and retail banks, 

investment banks do not take deposits. 

 Functions of Investment Banking 

 Sales and trading: On behalf of the bank and its clients, a large investment bank's primary function is 

buying and selling products. In market making, traders will buy and sell financial products with the 

goal of making money on each trade. Sales is the term for the investment bank's sales force, whose 

primary job is to call on institutional and high-net-worth investors to suggest trading ideas (on a caveat 

emptor basis) and take orders. 

 Raising Capital & Security Underwriting: Banks are middlemen between a company that wants to 

issue new securities and the buying public. 

 Mergers & Acquisitions: Banks advise buyers and sellers on business valuation, negotiation, pricing 

and structuring of transactions, as well as procedure and implementation. 

 Trading and Equity Research: Banks match up buyers and sellers as well as buy and sell securities out 

of their own account to facilitate the trading of securities 

Insurance Companies 

Insurance companies pool risk by collecting premiums from a large group of people who want to 

protect themselves and/or their loved ones against a particular loss, such as a fire, car accident, illness, 

lawsuit, disability or death. Insurance helps individuals and companies manage risk and preserve 

wealth. By insuring a large number of people, insurance companies can operate profitably and at the 

same time pay for claims that may arise. Insurance companies use statistical analysis to project what 

their actual losses will be within a given class. They know that not all insured individuals will suffer 

losses at the same time or at all. 

Brokerages 

A brokerage acts as an intermediary between buyers and sellers to facilitate securities transactions. 

Brokerage companies are compensated via commission after the transaction has been successfully 

completed. For example, when a trade order for a stock is carried out, an individual often pays a 

transaction fee for the brokerage company's efforts to execute the trade. A brokerage can be either 

full service or discount. A full service brokerage provides investment advice, portfolio management 

and trade execution. In exchange for this high level of service, customers pay significant commissions 

on each trade. Discount brokers allow investors to perform their own investment research and make 

their own decisions. The brokerage still executes the investor's trades, but since it doesn't provide the 

other services of a full-service brokerage, its trade commissions are much smaller. 

 Non-bank Financial Institutions 

  The following institutions are not technically banks but provide some of the same services as banks: 

Savings & Loans, Pension Fund Administrators (PFAs), Insurance Companies 

Savings and Loans 

Savings and loan associations, also known as S&Ls or thrifts, resemble banks in many respects. Most 

consumers don't know the differences between commercial banks and S&Ls. By law, savings and loan 

companies must have 65% or more of their lending in residential mortgages, though other types of 

lending is allowed. S&Ls emerged largely in response to the exclusivity of commercial banks. There 



was a time when banks would only accept deposits from people of relatively high wealth, with 

references, and would not lend to ordinary workers. Savings and loans typically offered lower 

borrowing rates than commercial banks and higher interest rates on deposits; the narrower profit 

margin was a by-product of the fact that such S&Ls were privately or mutually owned. 

Credit Unions: Credit Unions are another alternative to regular commercial banks. Credit unions are 

almost always organized as not-for-profit cooperatives. Like banks and S&Ls, credit unions can be 

chartered at the federal or state level. Like S&Ls, credit unions typically offer higher rates on deposits 

and charge lower rates on loans in comparison to commercial banks. 

The Money Market 

 The money market in Nigeria offers opportunity for trading in short-term instruments and also 

provides the basis for the implementation of monetary policy. The major short-term instruments 

traded include Treasury Bills, Treasury Certificates, Call Money, Certificate of Deposits and Commercial 

Papers. Currently, the major participants in the money market include:  

(i) Commercial. Banks 

 (ii) Discount Houses: Established first in 1993, discount houses provide discount ing and rediscounting 

facilities in government short-term securities.  

(iii) Commercial Banks: These are the major players in the money market and have been in existence 

in Nigeria since 1892. The deregulation of the financial sector in 1986 resulted in rapid growth in the 

number of commercial banks. 

 (iv) Merchant Banks: Merchant banks have continued to play their role of providing medium-to-long 

term financing by engaging in activities such as equipment leasing, loan syndicating, debt factoring 

and project financing. These are in addition to acting as issuing houses and advisers for clients sourcing 

funds in the capital market. 

 (v) Micro-Finance Banks: The MFBs were established to meet the credit needs of small borrowers who 

cannot satisfy the stringent collateral requirements normally demanded by conventional banks. 

THE NIGERIAN MONEY MARKET 

 The money market is a market for short – term funds: and as the name suggests, it is a market in 

which money is bought and sold, the market is used by business enterprises to raise funds for the 

purchase of inventories, by banks to finance temporary reserve loss, by companies to finance 

consumer credit and by government to bridge the gap between its receipts and expenditure. 

RESONS FOR THE ESTABLISHMENT OF THE NIGERIAN MONEY MARKET 

 (a) To provide the machinery need for government short-term financing requirements. 

 (b) It is a part of a modern financial and monetary system which enables the nation to establish the 

monetary autonomy which is part and parcel of the workings of an independent, modern state. 

 (c) To domesticate the credit base by providing local investment outlets for the retention of funds in 

Nigeria and for the investment of funds repatriated from abroad as a result of government persuasions 

to that effect. 

 (d) It provides a good barometer to CBN, which can use it to judge the shortage of surplus of funds in 

the economy. 



 (e) The existence of the money market enables the central bank to undertake vigorous monetary 

policy. 

 

 

 

Instruments Traded in Money Market 

 1. Treasury Bills (TBS) 

 These are money-market (short-term) securities issued by the federal government of Nigeria. They 

are sold at a discount (rather than paying coupon interest), mature within 90 days of the date of issue. 

They provide the government with a highly flexible and relatively cheap means of borrowing cash. 

 2. Treasury Certificate (TCS) 

 Treasury certificates are medium-term government securities which mature after a period of one to 

two tears and are intended to bridge the gap between the Treasury bill and long term government 

securities. These are similar to TBS but are issued at par or face value and pay fixed interest rates. 

These fixed in interest rates are called coupon rates. 

 3. Call Money Fund Scheme- Money at call or Short Notice 

 This refers to money lent by the banks on the understanding that it is repayable at the bank’s demand 

or at short notice (e.g. 24 hours or over-night). Overnight loans are simply bank reserves that are 

loaned from banks with excess reserves to banks with insufficient reserves. One bank borrows money 

and pays the overnight interest rate to another bank in order and obtains the lending bank’s excess 

reserves to hold as one-day deposits. The borrowing bank needs these one day deposits in order to 

acquire the legal reserves the CBN examiners require banks to maintain. They act as a cushion which 

absorbs the immediate shock of liquidity pressures in the market. The scheme was introduced in 1962   

in Nigeria. 

4. Commercial Papers or Commercial Bills 

 These are short-term promissory notes issued by the CBN and their maturities vary from 50 to 270 

days, with varying denominations (sometimes #50,000 or more). They are debt that arise in the course 

of commerce. Commercial papers may also be sold by major companies (blue-chips-large, old, safe, 

well-known, national companies) to obtain a loan. Here, such notes are not backed by any collateral, 

rather, they rely on the high credit rating of the issuing companies. 

 5. Certificates of Deposits (CDS) 

 Negotiable (NCO) or Non-negotiable (NNCO) deposits are inter-bank debt instruments designed 

mainly to channel commercial banks surplus funds into the merchant banks. NCO’s are rediscountable 

with the CBN and those with more than 18 months tenure are eligible as liquid assets in computing a 

bank’s liquidity ratio. These attributes make the instruments attractive to banks. It was introduced in 

Nigeria by the CBN in 1975. They are issued to fellow-bankers within that maturity period, as one of 

the deposits they accept. 

 6. Bankers Unit Fund: It was introduced in 1975 and was operated exactly like the call money scheme 

but was invested on long term loan stock 



 The Capital Market 

 The Capital Market consists of institutions designed to facilitate the creation and trading of long term 

financial instruments. It provides the platform for raising equity and debts financing instruments such 

as Bonds, Stocks and Shares. It comprises of the investment institutions and issuing houses as well as 

stock broking firms. The Securities and Exchange Commission (SEC) serves as the apex regulatory body 

while the Nigerian Stock Exchange (NSE) provides the trading platform for equities. Participants in the 

capital market include: 

 Deposit Money Banks (DMBs) 

Discount Houses and Finance Companies 

Microfinance Institutions 

Bureau de Change 

Insurance Companies and 

Funds and Assets Manager 

Primary Mortgage Institutions 

Stock Broking Companies 

Pension Funds Administrators 

Theory of Demand for Money 

 This focuses on the variables that actually motivate people to hold their wealth in money as opposed 

to other assets. The main theories of demand for money include: The Classical Theory, The Monetarist 

Theory and The Keynesian Theory 

The Classical Theory: 

 This has the ‘Quantity Theory of Money’ version by Sir Irving Fisher and the ‘Cambridge Version’. 

 The Classical economists hinged on the relationship between money supply and the price of 

commodities in the market especially with the evolution of money which made prices to rise 

disproportionately. The Quantity equation popularized by Irving Fisher is given by: MV = PT, where ‘T’ 

= real volume of all market transactions during a period of time but it is better replaced with ‘Q’ = 

Quantity of goods involved. 

 Hence, MV = PQ, V = velocity or turnover of money, M = money stock and P = average price 

 Fisher then stated that the average price in the economy (P) multiplied by the amount of transaction 

(T) when divided by the money stock (M) gives a volitional element which he called the average 

turnover of money or money velocity (V) 

  ie PT/M = V OR MV = PT 

 He concluded that doubling money stock will lead to a doubling of the price level. Hence, M&P varies 

in direct proportions 

Cambridge Version of the Quantity Theory 

 The Cambridge School believed that a doubling of money supply will not lead to a doubling of prices. 



 The reason is that while the Cambridge version emphasized the correlation between the quantity of 

money and GNP, another volitional element ‘k’ is introduced into the equation 

 ie M =kY, where k = 1/Y 

 However, the value of k in less than one in which case the doubling of money stock will have less than   

doubling effect on the GNP 

 

 The Monetarist Theory of Demand for Money 

 The monetarists believe that as money is just a form of asset in which wealth could be held, demand 

for money would be influenced by the following: 

 (1) The size of an individual’s wealth ie direct proportionality in the relationship 

 (2) Interest rate i.e. Inverse relationship 

 (3) Individual Preferences 

 Keynesian Theory of Demand for Money 

 The Keynesian view on demand for money falls within the realm of liquidity preference propounded 

by Lord Maynard Keynes. The demand for money, in the Keynesian analysis, is based on three motive 

namely: the transactionary motive, the precautionary motive and the speculative motive. 

 Transactionary Motive: This refers to the need to hold some money for daily business of life. 

 The amount of money that an individual will hold for this purpose will be determined primarily by the 

level of income: the higher the income, the higher the money that will be held for transactions. It also 

depend on family size, life style, consumption habit and availability of credit. 

 Precautionary Motive: This refers to the need to hold money for unforeseen circumstances and 

eventualities. We may suddenly fall sick or electronics damaged or we may have unexpected visitors 

to take care of etc. All these will require unbudgeted spending under precautionary motive. 

 Speculative Motive: This refers to money held above the active balance requirements to make profit 

by speculating on the prices of bonds. Lord Keynes hinged that speculative demand depends on 

interest rate which reflects movement of the prices of bonds 

Theory of Money Supply 

 Supply of money means the amount of money which is available in an economy in sufficiently liquid 

and spendable form. The narrowest definition of money (M1) in modern time is Currency plus demand 

deposit. The mathematical form is given by: 

 M1 = C + DD 

 Where C = currency held by the public and not in banks or currency in circulation less notes and coins 

in the vault of commercial banks 

 DD = Demand Deposit or current Account Deposit of the banking system net of Federal government 

demand deposits. 

 A wider definition of money (M2) is given by: M2 = C + DD + TD 



 Where TD = Time Deposit in local currency 

 A Much wider definition of money (M3) is given by: M3 = C + DD + TD + SD 

 Where SD = Savings Deposit 

Determinants of Money Supply 

 The determinants of money supply are both exogenous and endogenous which can be described 

broadly as: the minimum cash reserve ratio, the level of bank reserves, and the desire of the people 

to hold currency relative to deposits. The last two determinants together are called the monetary base 

or the high powered money. 

 High-Powered Money and the Money Multiplier: 

 The current practice is to explain the determinants of the money supply in terms of the monetary 

base or high-powered money. High -powered money is the sum of commercial bank reserves and 

currency (notes and coins) held by the public. High-powered money is the base for the expansion of 

bank deposits and creation of the money supply. The supply of money varies directly with changes in 

the monetary base, and inversely with the currency and reserve ratios. The use of high-powered 

money consists of the demand of commercial banks for the legal limit or required reserves with the 

central bank and excess reserves and the demand of the public for currency. Thus high-powered 

money H=C+RR+ER where С represents currency, RR the required reserves and ER the excess reserves. 

Public’s Desire to Hold Currency and Deposits: 

 People’s desire to hold currency (or cash) relative to deposits in commercial banks also determines 

the money supply. If people are in the habit of keeping less in cash and more in deposits with the 

commercial banks, the money supply will be large. This is because banks can create more money with 

larger deposits. On the contrary, if people do not have banking habits and prefers to keep their money 

holdings in cash, credit creation by banks will be less and the money supply will be at a low level. 

 Credit Creation: When banks create credit, the credit will in turn lead to demand deposit and so on. 

The extent to which commercial banks are allowed to create credit will therefore affect the extent of 

money supply since the demand deposits they create through lending are part of the money supply. 

 Foreign Exchange Transaction: Domestication of foreign exchange will have the tendency to increase 

domestic money supply 

 Reaction Policy of the Central Bank: Monetary policies of the CBN applied in reaction to the dictates 

of the economy will have effect on money supply through the use of open market operation for either 

expansionary policy or contractionary monetary policy. 

Other Factors: 

 The money supply is a function not only of the high-powered money determined by the monetary 

authorities, but of interest rates, income and other factors. The latter factors change the proportion 

of money balances that the public holds as cash. Changes in business activity can change the behaviour 

of banks and the public and thus affect the money supply. Hence the money supply is not only an 

exogenous controllable item but also an endogenously determined item. 

 (a) The marginal propensity to save does not remain constant. It varies from time to time depending 

on changes in income levels, prices, and subjective factors. 



 (b) Banks may also create more or less credit due to the operation of leakages in the credit creation 

process. 

 (c) The velocity of circulation of money also affects the money supply. If the velocity of money 

circulation increases, the bank credit may nor fall even after a decrease in the money supply. The 

central bank has little control over the velocity of money which may adversely affect bank credit 


