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ABSTRACT

MONETARY POLICY AND DEVH.OPMENT FINANCING:
THE CASE OF NIGERIA 1950-1966

by

Ake G Bl omvi st

This stud/ analyzes the nonetary and financial systemand its
interaction with the real econony for the case of Nigeria, 1950-1966.
Relatively sinple tools fromnonetary and macro-econonic theory are
applied in order to contribute to the understanding of the rolo of
monetary policy in the context of a |owincome, partially nonetized,
open econony with undevel oped financial markets, in which the fundanmental
econonic policy objective is to accel erate real econonmic grow h.

The primacy of this objective inplies the existence of strong
pressure on the policy-makers to conduct an expansionary nonetary
policy for the purpose of generating a high rate of devel opment expend-
iture. The study investigates whether past experience in Nigeriais
consistent with the viewthat such a policy will significantly
accelerate real growmth. Before 1959, the supply of currency was
regul ated through the operation of the West African Currency Board,
whi ch hel d 100%sterling reserves against its liabilities. The
monetary system's contribution to devel opment financing was therefore

limted to the growth in donestic credit of commercial banks. After



its foundation in 1959 the Control Bank extended increasing anounts
of domestic credit, and commercial bank credit continued to grow
rapidly. The resulting expansionary inpact on the noney supply,
however, was partly offset by the rapid decline in foreign assets of
the nonetary system This indicates the limted extent to which
donestic credit expansion can take place if it is desired to maintain
bal ance- of - paynments equilibriumat a fixed exchange rate and a stable
I evel of foreign reserves. This hypothesis is also consistent with
the results of projections of the Nigerian econony which illustrate
the consequences of differont assuned nonetary policies; the projections
are based on estinmated equations describing the determnation of the

demand for nmoney and the level of inports.

In spite of this, a strongly expansionary nonetary policy ni ght
neverthel ess be considered worthwhile if it had a favorabl e onough
inpact on real growth. The a priori discussion, however, givc3 little
support to the hypothesis that inflation would succeed in stimulating
non-monetary savings and capital formation; it is further concl uded

that the increase in savings through increased accunul ati on of noney

bal ances woul d be relatively small, due to the | ow noney/incone ratio.

Tho regression results are consi stent with these concl usions.

Possi bl e techni ques of nonetary policy are extensively discussed.
Due to the narrow market for governnent securities tho Central Bank
must have a certain degree of responsibility for the stabilisation of

government securities prices. Therefore, donestic borrow ng requirenents

of the government becones a crucial paraneter for nonotary policy with



t he consequence being strong interdependence between nonotary and

fiscal policy. Follow ng Friedman, the question of rules vs.

di scretion in nonetary policy is considered with the concl usion that

there is a strong case in favor of ruloa. However, in an open econony

with fixed exchange rates, it is appropriate to consider domestic

credit rather than the stock of noney, as the control variable. On

the basis of the perfornmance of such a rule in the projection experi-

ments, it 1B concluded that its adoption in N geria can be tentatively

r ecomrended.

Finally, the oligopolistic character of the banking systemis

di scussed, and the choice of techniques of nonetary policy is considered

interns of their effects on conpetition and efficiency in the nonetary

and financial system



1.

INTRODUCTION

Ae Momatary Policy in Nigerls

The ultimate objective of thias dissertation ie to investigate
tha possibilitios of bringing somo- simple principlse of monetary
spalysis to boar on the problsm of forwulating appropriste policles
for the nonstery autheritios in Bigeris. In the course of such an
Apvestigation, one will olsarly attempt to make maximum use of the
analyais that hes been urdertaken of the tools and objectives of
morwtary polloy Ior sors highly doveloped comntries, The guestion
than arises whathar the aonditicns under which monatary pelioy are
oarzied ottt in a poor country, such ms Nigerias, differ eutficisntly
from thosa of more doveloped countries, so that a spsciel analysie
1s mecessary. In the following few seotions, s number of ressons

will be conaidered why this question zhould be answered in the
affirmative.

1. Differences in the Obiectivens of Monetary Poliey

Bacause of the prodominance of growth as an cbjeotive for
sconomie policy In general in poor countries, it may be argued that
other “typical™ oblectives such as prioce lt._nhﬂitr. ourrency convert-
1bility at & f4xod exchange rate, sto., have less weight asz goals
of mopetary policy., Wharess this osn be looked upon as only a
difference in degree, rather than in kind, from the analyeis in highly
developed countries, the differencs im quite important in terms
of the orientation of the analysis of effects of menetary policy
msaruren, In peor countriss, lnterest tends to foous on the posalible
impact of such mbesursas on growth in real imsome, rather then on prioe
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hor exchangs stabllity. The soisallad monetarist/structuralist
debate for the latin American connt.ﬂu}' is the foremost exampls
of this type of concern, bub in the Afrlcan countries as well there
iz a dobate commerning the poasibilitiss of stiwulating resl
growth through menetary expansion,

2. Opsprmgs of the Economy

Yany of the developing countries, and certainly Nigeria, are
soonmomies of a high degres ¢f "openrsss,” in the sense that exports
(or imports) coenstitute a relatively large propertion of their
economio setivity, Whersas there hans been a great deal of analysis
of the sffects of fizcal and monetary policy in open econuxies, both
under fimmd and flaxitle exchange rates, this snalysis has typleelly
been concermed with aountries whare the short-term responss of
capital flows to changes in the rate of interest tends to be relatively
strongr 1t bes also been carried out with the "treditional,” short-
term, sconcmic policy objectives, 1.s., price stabdlity and full
onployunt.z For & ococuntry such as Wigeris, by contraszt, it cannot
be expscted that capital flows fram sbroad will respond strongly to
variations in the lovel of interest ratas, at least not in the

1j.n sxrly refarence here is Sears, Do, "A Theory of Inflation

and Growth in Underdeveloped Counirles Basad on the Experlence of
Latin toerica,” Oxford Economic Pepers, Vol. 14, Juns 1962, pp. 173~
195, For an oxvellent exposition of the main idess in the controversy,
see Caxpor, R., "Econcmloe Develomssnt and Inflation with Special
Reference to latin Awerlos,”in (ECD, Develomment Plans aml Prosreswmes,
OECD Developmmnt Centre, Pards, 1964, pp. 1c5-137. Reprinted in Heler,
GiMes Losding Tnsuas in Econcmla Development, secend edition, Cxford
University Press, 1970, pp. <4l=207,

28-. in particular the waricus articles by Mundell, reprintsd in
Pundel), R.d., International Meoonomins, Naw Tork, MoMillan, 1968,
ospecislly Chapters 16-1B, Ues alno Takaysma, As, "The Effects of
Fisoal anxi Popetary Policies Under Flexible and Fixed Fxchange Fatae,”
Canad!sn Jourrsl of Feonomies, Vol. 2, May 1969, pp. 190-209, which
oontalna™a good LIbLography of the literaturs in thie zros.

R S P .- .
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short r\m;3 furthermore, Af growth 1s consgidered as the foremost
objective, even though to some extent at the expense of price and
exchange stability, it may becoms a very difficult question to deal
with the external repesrcussions of & monstary poliecy designed te
stimulate real growth. In other words, the analysls must consider
not only growth and domestic price inflation, but also growth ard
external disequilibrium. This means that monetary policy decisicns
are much more directly dependent on policies regarding exchange rate
depreciation, teriff policy, and controls of trade and payments, than
is typically the case for eccnomies which are lese dependent on
iAnternaticnal trade,

3. Undeveloped Financial Markets

The reason most often referred to why principles of mometary
policy differ between poorer and richer countriss, of course, is
that the latter typically have a more highly developed, campetitive
finanoial system, where changes in the market for money are quickly
folt in all parts of the credit markst, In the less developed countries
the integration between various parts of the credit market is less,
so that the Central Pank cammot expect to see a set of well-defined
and reprosentative interest ratea change in responss to moretary

policy measures, and certain policy tools, such as open market operations

3he 15iw1ihood that foreign capitsl flows in the form of
portfolio imvesiment will fail to respond to short-term interest rate
varlations in low-income economies is probably due to a large extent
to the exchange risk, 4.,e., fear of devaluation or of controls on
remittance of intsrest earmings, on the part of foreign imvestors,
It i» therefors conceivable that a combinstion of relatively high
interest rates ard restoration of investor confidence in unresiricted
convertibility at a fixed exchange rate could stimumlate portfolio

* investment, This possibility ias briefly discussed in later chapters,
especially Chapter 5.



%,

4in the traditional sense, cammot be employed at lll.h Furthermore,
4f the econcmy is only partislly mometized, there are economloc
aotivities which are totally cutside the sphere of the Bank's
influencei and the diffieculty of predicting the effects of monetary
policy s compounded 4f the degree of mometization is changing over
tima, These factors necessitate a careful analysis of what tcols

of mometary policy are evailsbls and what their effects will be under
these corditions,

For the case of Nigerias, the analysis must also take into
ascount the fact that the commercisl banking system is dominated by
foreign-cuned banks, which are simply branch offices of overseas banks, tnd
¥bich one can sxypeot to resct somewhat differently to varicus policy
measures than would a purely indigencus banking system.

The fact that the financial system is not well integrated and
not very competitive furiher is likely to 4imply that there sometimes
are significant misallocstions of invesiment funds, For this reason,
one will find a grest desl of concern within the monetary authoritiss
in less developad countriss with selective control measures which are
designed not only to sirengthen the asuthorities' control over the
monetary system, but widech als=o have specific objectives with respect
to the sectoral allccetion of credit, This is another aspeot of

“s-.. for exaxpls, the discussion in Fomsek, P.C., Foreijm
Contral Barkirg:t The Trrtrumerts of Momstary Policy, Kew York,
FYederal Heserve Bank of wew ok, 1057, also Uorrance, G.S5.,
*The Instruments of Mometary Policy in Countriss Without Highly
Daveloped Capltal Markets,”IMF Staff Papers, Vol. 12, July 1965,
P 2?2"2810
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monotary polioy which warranta more detailad treatment for the ocase
of & loss developed country then for ome with bettsr Antegrated

oredit markets.

4§, The Role of Debt Managemand,

Ancther fastor which is partly relasted to the sbove omea, 49
the role that the Contral Bank in a less developed ocountry typleslly
16 sapigned, as menager of the public debt., While it iz a Itrn.ditioml
function for Central Bankz sverywhers to aot as tha government's
barker, in zome countries declsions with respect to asounts and
maturities of government securitise at any given tlme are mads by a
Treasury which 1s largely independent of the Central El.nkls the
Bank's sales and parchases of such saguritles reflect ite chjeotives
with respsot to mometary poliey, and the impact on borrowing terms

for the goverrment of much meacures is only an inoidental oonsidoratlon.6

In nany less devaloped countries, howevsr, inoluding Nigerias, the
Coertral Perk 4s more diractly responsible for the goverrment dabt, te
the point of fixing issue rates, matoritiss, and subsaquent prices of

S¢or an exaellent analysis of the problems of debl managemeny
in this settiling, see Tobin, J., "An Essay con the Principlee of Debti
Management ,” in Commission on Money and Credit, Fiscal ard Debt

Manggemant Policles, Englowood Cliffa, Wow Jerssy, brontios Hwll,
953y TPe -

AR Ses aleo eazays by W.E. Laird and T.R. Deard
in Smith, W.L., and Teipon, E.L., eds., Beadl

A in Monoy, National
Income and Stabdliration Poliey, Homswood, Iﬁn%aia. TTIGHFI D.

Irwin, 1905, ppe HOD-H15 and T116-428,

61!1 many countries, this, of omirse, was not so during the early
fifties, Becauss of the lerge lessues of pablio securities during World
War II, it was fell necossary that merketing suthoritiss intarvene to
maintaln a relatively low interset burden on the publie debt., Sinoe
then, however, in North Americe ard in most of Western Furope, this
oblective hen again woome & pubaldiary one. 5Ses a.8., Poeok, B.P.,
and Saving, T.R., The Foundatlons of Money and Danking, Hew York,
MeMillan, 1968, espeolally pp. G33~040,




such securities, The cbjectives in this respsct, of course, are likely
to be in conflict with objectives regarding monetary expansion,
prevontion of excesslive intersst rates in the private sector, eto.

In view of the narrow markets for govermment securities, however, it

is unrealistic to expeot that Central Banks in less developad countriss
will cease to play this part in the economy, and it becomes an
interesting question how the Danks can reconcils the conflioct between
4ts role as debt manager ard its other objectives,

5« Enowledge of the Feonomy -

A final factor, relatad to tha ones discussed above, further
eontributes to the meed for a somewhat different approach to mommtary
pelicy in poor countries than for the industrialized omes, namely,
the state of knowlsdge that the policy-makers have of the interactlon
between the monetary system and the rest of the economy. To a large
extent the deficiencies 4n this respect are due to the absence of
statistical information concerning a mmber of economic variables
which are important information irputs into the pollecy-making process
in industrisliged countries; furthermecre, much of the statistical
information which is collected is quite .umreliasble, in the sense
of probably heving large cbservatlensl errors, and sometimas the
measurements suffer from conceptual aifficnlties aa nll.", or
particular importance 1s the fact that much of the information that
is collected is available only with a very long time lag,

?.l vivid account of these problams is given in Clark, P.B.,

"The Choloe of Optimal Tmport Substitution Patterns for Nigeria,™
unpublished Ph.De thesis, M.I.T., 1967, Chapter 3.
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Thess cdata difficulties orsata probloms for polloy-making in
two ways. First, it waans that it ia difficuvit to obialn rellable
information on the relationships betwesn the monstary and resl seotors
through empirical work in scorowics, Because of this, policy measmires
will have to bs carried cut with a great deal of uncertainty as to
their ahert- and long-run effects; the problem is further compounced
by the fact that some developing countriep, such as Nigeria, are
undergoing relatively rapld .atructurnl ohange, both in terms of
ochanging importance of varicus types of soonceric sotivity, and in
terme of institutional changes, Whean thin ls so, scme of the paramsters
deterumirding the affeots of policy weasuros will in general alsc be
shanging, #o that new gnesses with respoot to these sffects will have
to be made quhtly.a

Secondly, the lmck of quickly availabls and acourste statisticasl
information will gemarally lead to long lags of the "inside®™ type.
Cn the one hapd, there may be s long time before information motivating
a ohange in monetary policy becomss availsbls to the wonetary
anthoritias, On the other hand, if the information is unreliable,
it may either lsad to zomewlat srpatio changes in policy which are
not warranted, but which are undertaken in responss to faulty

Momtiomg or else, it may farther lengthen the lsg bwiwoen the

801: the econometrio problem of cbteining relisble Anformstion
on ths egonomy when its “struoture™ {in the econcmetric sense) is
changing, nae Chriast, €., Feonometria Models and Methods, Hew York,
John Wiloy & Sons, 1966, pp. IG5,

95-- the analysiz in Friednan, M,,"The Rffects of Full Fwploymant
Poliay on Foonamio Stabilitys A Formal Arslysie® in Ee

spays in Positive
Econcmios, Chigage,University of Chicago Press, 1951, pp. Li/-132.
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need for & change and the time when 1t 1a undertaken, 1f the peolioy-
makers bave to walt for further inforsation te confirm the iritial
signel indicating the nosd for a mew polioy,

As 19 well known, in his original discussion of inside (and
onteids) lags in moretary policy, Frisdman argued that whan such lags
wvore long (and warisbls), it would be quite possible that disoreticnary
monatary polloy would typloally aggravate disturbances in the sconcoy,
vince under osrtaln conditions the lags might lead to s situation

© whers pollcy meamures would take sffeot at a time when they were no

longer warrantoed, or when different messures would be callsd for, On
ths bagia of this arpument, he bas concluded that better remlts oould
gonerally be cbtalned by a monetary polioy simply oonsisting of &
unifora rate of proporticnal expansion of the money cupply over time.
There tins, of course, bosn a great desl of disegreement con-
corrizg the genersl validity of Friedwan's conclusion in this reapsot,1®
snd no dissusalon of whether 4t ought to be applisd in less developed
countriss. On the other fmnd. on the bhasie of the arpumants nbov"o
comeerrdng the long inside Yag Yikely to be present in & country such
ap Mgnria, it appears that it would be useful to irvestigete the
consequoncea of adopiing s ruls of the form suggestad by Friedman,
In fact, 4% will be argued in Chapter 4 that one of the most important

ms“. Q.fay C\Ilber\‘.'m, Jt.'rﬂ.dnln on the Ll.s in Effoot
of Momatary Poliey," Jovrnal of Politleal Foonomy, Vol. (3, Dacamber
1960 and Vol. 69, Oetober 190 (Tp, GL7- 7=-477), ard Friedasn,

M., *The Lag in Effect of Monetary Poliay,”Ibid,, Vol. &9, Cotober
1961, pp. b47-466, =" "
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tasks of an irvestigation of momstary policy in Nigeria im to find

somd ruch benchmarks for policy, even if this would not necessarlly
mwoan that the Central Bank should adopt them as inflexible rules.

While thie, of course, still leaves the technioal problems of cholce

of spscific policy tools, ete., it 4s the opinion of the present

suthor that such benchmarks are essential in a country 1like Nigeria,
where precise measures of the effects of disoretionary policy cannot

be attained, and further that the authoritiss should follow these
guidelines quite closaly. To utilice the existing, highly imperfect,
Anformation on the Nigerlsn economy in order to establish approximately

what these policy princliples ocught to be, thus bacomes a major qusstien
for moretary analysis of that couniry.
Be An Outline of the Diasertation

In the following chapters, an attempt is made to analyze the
monetary system in Nigerla, and its interaction with the real sector,
in order to contribute part of the knowledge that As required in order
to formlste an appropriate set of principles for the conduct of
monetary polioy. In view of the Jdata limitations, it is not poasible
to baze the analyeis on firm empirical information as wuch as would
be desirsble, but attempts are msde as often as possible-to use
existing data to support the argumants,

The first chapter contalns a brisf survey of the structure
and recent psrformance of the Figerian esonomy, It also contains
a brisf historical desorliption of the mopstary system, as well as a
murvey of the currently available information on the monetary and

finanoial institutions in Nigeris 4in recent years,
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In Chapter 2, the mechanimm determiring the supply of money
in Nigeris is analyzed in detsll, One seotion deals with the portfolic
choices of the Nigerian commerclal banidng system during the 1950's,
with special consideration given to the faot that the system was
dominated by the foreign-owmed, British-based barks. Since at that
tims the currenoy authority was a ccmpletely passive inatitution,
no questions arose regarding mometary policy during thal decade,
The next seatlon, however, goes on to consider ths instituvtional
changes that took place in tho mometary system during the 1960's.
The main such change, of course, was the establichment of the Central
Bank of Nigeria in July of 1959, but there were other importsnt ones
such as the introduction of domestio Nigerlan goverrment securities,
as woll as the transfor of export finanolng from the U.X. to Nigeria,
The effeocts on commercial bank portfolio cholees of these changes are
analyred; furthermore, the polioles of the Contral Bank, and thelr
offects on the commercial bank portfolios are considered. In a final
saction, a dlscusslon 1s carried cut of the way in which the policles
of the cormeroial banks have combined with the growth in currency
(or "high-powersd momey," i.0., currency plus commsrolal bank deposits
with the Central Bank)during the 19(0's actually to determine the
money eupply. The method of analysis which seems most suitable for
purposes of subsequent poliocy uee, is to employ the concept of a credit
(or deposit) mltiplier) a modification of the simplest form of this
concept is undertaken, however, to acccunt for the at times very
significant leaksge into capital exports threugh the commercial

banks, With this modification, the observed growth in the money



mpply is mystematicslly attrituted fo growth in high<powerad money,
together with ohanges in the surrenoy ratio, the reserve ratio in the
banking systom, as well ss changes in the propensity of comsercial
banks to export funds abroad, By using this methed, a framework

4» ostablished within which {t will later be poarible to comvenlently
analyze how changes in these parameters, whother they are sutonosous
or pollcy-induced, will affect the growth in the money mupply.

Chapters 3 and 4 ocnslder the question what the eppraximats

long-run rete of proportlonal expansion of the money supply ought to

be in Nigeria. In Chapter 3, a short discussion iz cerrled out of

the role that monetary expanslon wlll be likely to play 1n the process
of development finanving, A conflict always arises from the faet that
the monetary systoms in less dovelopsd oocuntriss are seen az an
important source of such fimancing, on the cne hand, and have
responeslibllity for internsl snd external monetary stability, 1.e.,

the provention of domestio price inflation and balsnco-of-payments
orises, on the other hand., This conflict ie discussed for the Rigerisn
oase in a non=quantitative w.y, - .

To some extent, monetary erpanston can be uead for developmant
Tinanoing without pries inflation. The axtent to which this can take
Placs depondas on the rate of sxpansion of the demand for real monsy
balunces) insromental demend for real money is alearly a source of
real pavings, O(me important qusation for moretery policy ressarch is
thus to find a way of forecasting the dewand for such balances, On
the other hand, the anslysis of dsvelopuent financing through the
mormtaory system has typlcally focussed on the advantages and dravbacks



of "Anflationary financing," i.e., ossea whore a relatively high rate i
of price inflation has resilted. |
Continmuing prics inflation will affeot development finanoing
in a mumbor of wayss it may affsct non-monetary sources of finamoing
{much asz retalned earnings in the modern sector, goverrment reveruw,

and ovmer-financed savings in the sgricultural sestor), btut it may
slso affeat the rate of growth of the dewmsnd for real money balances,
The net effeot on total souroes of finance may be negative or

poritive, and ia 1likely to depend on the degres of price inflation. ! -_

These guestions are discusssd in an & priori manner in Chapter 3,
and an attenpt 1z &lso made to use availabls data to $1lustrate what
the relative importance of monstary expansion as a source of finames
has beon in the past.

The possibilities of ueing the data to obtain a quantitative
estimato of the appropriate rate of mormtary expansion in the future,
are also disounsed. Tho _m];ysis also deals with the problem of how
to reconcils the external balamwe cbjective with inflationery rinammg.
ard policy cholees in this ares are hriafly dlscusmed.

In view of the date limitations, thase problsme cannot be |
approached through construction sand estimation of a full econametric |
modsl] howover, an sttempt la made to arrive at some paroanter values
through a study of trends using simple regrossion analysls, supplemented
by oome pure guesses rogarding other paraseters. Soms tentative
oonolusions ars subnitiod, :

' Chapter I constitutes a syntheals of the analysis or.tln ucnay |
; mupply wechenism, on the one hand, and the disousslon of the appropriate
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Tate of monetary expansion, on the other., The effects of various rates '
of monotery expansion on dooestic prices and the balance-of-payments

are studied, on ths basis of hypotheticel projections of the econcey
orer time, using different aseumed paramaters regarding varisbles

which are exogencus to the preesnt analysia, such as the rate of
growth of export demand, the capital inflows from abroad, end the I
Plamped growth rate of resd CDP. The sensitivity of internsl ard
axternal monatary stability to small variations in the planned rate

of monotary oxpsnsicn, ap well as to different time pathe of the
exogenous varisbles, can thereby be studled, A mometary policy ruls
which involves s ¢ortain degres of passive response of the momey supply
to fimotuations in the level of foreign reserves, and thereby ccntains
an sloment of sautomatle balance-of-payments stabiligation, iz alse
suggosted and analyzed. The hypothstlicel performance of wuch a muls

ir alzo studled in an alternatlive set of projoctions eimilar to the

previcus ormes,

Onoe & target rate of expansion of the money supply has been i
dooided upon, the monetary suthorities can choose between margy
differant sets of specific policies to make the wmoney supply grow at
that rate, In Chapter 5, the oriteria accordirg to whioh a spooifie
sat of policies may be chossn are disoussed; 1t is argoed that the :
monetary authoritisae are ooncerned with the efficlensy of the monetary
systom in terms of its functions as an intermdiary tmivesn savers
ard lnvestors. These funmotlons includs that of dhannelling of :
imvestable funds to those projecte with the highest socalal profitability,
as well as thet of bringing the retwrn on savinga closs to the return
on invostment, and aleo thet of organieing the payeents mechsnisw
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efficiently, The parformsnce of the ccmmercial banks An those respects
deponds to a large extent on the state of campetition within the
finanoiel system,’> and thus the question is considered whetber the
Contral Bank can Anfluence the degree of compstitivensss through

its choice of policies, The related quastion of the alloccatiom of
funds between the public and the private sector, i.s., ths problem

of the management of the public debt and its relation to mometary
policy, is also analyred, In a final section, a set of spacific
polioy recomsendations ooncerming policy targets and ways of imple~
menting them are submitted for further discussion.

uSt.riot.l,y speaking, one can be pure that increased competitiveness
in banking will chanrel funds to more soclally profitabls usees only
Af At is assumed that other markets are tolsrably compotitive; this
assumption is likely to be unwarranted, eo.g., for the labor market,
Thias question will not be purcuad here, howaver, except for two brief
and pubjective observatioms, First, it is, in our view, wnlikely that
distortions in the financial system due to lack of competition, as
opposed to policy-induced distortions designed specifically for that
purpose, should happen to offset distortions in other markets, Second,
to attempt to offset distortions in, e.g., the labor market, by
introducing or tolesrating distortions 4n the capital market, is
probably less Iikely to be effective than attemptsto directly remove
distortions in those markets in which they exist.
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CHAPTER 1

The Nigerinn Economy nnd Its Fipancial fystem

Introduction

The present chapter is divided into Parts A and B. Part A begins
with & very brlef summary of the sectoral composition mnd growth of
G.D.P, in Nigeria, together with a short discussion of some jmportant
factors determining the development of the monetary aituation, i.e., the
government budget and the balance-of-payments. Also in Part A, an
attempt 1s made to identify what are 1llkely to be the mest important
economic policy issues Iin the years following the Civil War, and in
particular, the question how the solutio::m of those policy problems are
likely to affect the conduct flscal and monetary pollcles.

In Part B, an overview is given of the financial system in Nigerla,
and the main trends in its development., This overview, which cavers both
the monetary inst.itutic-ns and the non-monetary financial system, is meant
to serve as a background for the detailed anmlysis of the historical
development of the monetary system, i.e., the currency authority and the

commercial banking mechanism, in Chapter 2.

Part A, The Nigerinn Fconomy

1. The Recent Economie Performance

The growth performance of the Nigerinn econcmy alnce 1550 and up

until the time of the Civil Yla.r hes been studled quite extensively by
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meny authors .1 and for a detalled survey, the reader is reforred to thelr
vork, particulerly the useful monogrsph by Lewis. The purpose of the
present sectlon i8 only to sumarize some of the more sallent characteristica
of ita structure snd performance, with apecisl reference to those agpects
which hove a direct bearing on the unalysis of monetary and finenciol
policy.

Avoilgble atatistics cleerly confirm the foct thet Wigerias, 11ke
almost all countries at ber level of per capita lncome, 8till hes a _
predeninently agricultural economy. In what probably is the mont acourate
estimate of the sectoral distribution of G.D.P,, that adopted from i
official data by Lewls for 1953.2 the share of primary production (1;c1ud1nz
food production, sgricultural exports, livestock and fishing, end j
forestry, but excluding mining) accounts for approximately SB%, whereas
mining {including ail}, manufacturing (including public utilitles), and
construction {including conservative estimetes for pnon-conerete housing

end land cleering by farmera) smounts to slipghtly less then 13%, If one

ISee, in pertieular, lHelleiner, G.K., Pranant Agriculturs,
Govermment, and FEconomic Growth in Nigerie, Homewood, 1llinels, Kichard
D. Irwin, 19663 Abuyade, 0., Foundatlonn of an Afriean Feoncomy: A Gtudy
of Investment and Grewth in Mlgerin, llew York, Frederick A, Preeger, 1906
Stolper, W. F., Fluaning Withont Fnetp: Leosons in Resource Allonntion
from Nigeria's Feansale Development., Cumbridge, Mass., Harvard University
Precn, 1906; Kilty, P., Industrintization In an Gpen FEconomy: Nigeria,

1945-1966, Cembridge, Harvard Untversity Preas, 1469; Lewia, W.A., Hollnctions

on Nigerin's Feonomle Growth, Puris, OECD Development Centre, 1967; Clark,
P.B.,"fhe Choice of Optimul Import Substitution Patterns for Nigerls,"
uwbpublished Fh.D. thesip, M.I.T,, 1967; Eicher, C. and Liedhelm, C., »1n.,
Growth and Development of the Nigrrinn Eeconcmy, Michigan State Universlty
Press, 1970, .

2Bee Lewis, op. cit., p. 10.
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could compute the shares of those acctora in G.N.P. rather than 0.D.P.,
the very lerges fector payments mbroad in the second category would make
1t n umaller share, and agriculture & learger oma. TFurtherzore, since

the value sndded per man employed is vootly greater in the oecond category,
the degrea to which the econemically active pepulntion 1 dominated

by the populetien in sgriculture is much highor than the share of
agriculture in G.D.P. ano well,

If one conaidors the Tlgurea for the lant year before the Clvil

War, the relative shares tecomo slgnificantly different, however; the
official stntlstics.3 which are not strictly comparable with Lewla®
ealculation, but nevertheless indicative of the trend, shuw a share for
primary producticn in 0.D.P. of about 54%, and mining, manufacturing, wnd
conatruction has risen to sbout 188, The incrense {of 5 percentnge
points) in the latter aategory, however, ¢an be totally attributed to the
miping category, and represents the rapid lncrease in oil productien. te
Since the percentage of this incresse which hap gone as factor payments
abroad is very high, the change in tho share of thle sector in Q.N.P. |
must have been conaiderably smaller, and furthermore, pince employment inm
the very capitel-intenasive oll lndustry is rother omall, the change in
the percentnge of econpomieally active population in this esector must also
have been aral). Therefors, apart from the influence of oil, there I
probably would not have been any very great incronse lpn the relatively
slow raote at which the sectoral compesltion of G.D.P, in Higeria ia

changing avay from egriculture. !

3Sae. ©.8., Wigerin: Fedenal Office of Btatistice)” Econcmic

Indieatora, October 1969.
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The dependonce of the Nigorian economy on internaticnal trode im :
relatively high; export eurninguh 08 h percentage of current-price ;
¢.D.P. have seldom fnllen below 15%, and by 1966, oil exports had
ralped this percentogs to as high o value en 19%. The corresponding
percentages for lmports of goode and services have consistently been 1-3
percentoge points higher eince about 1955.5 lovever, ns in the case of
primary-producing, low-incomo countries generelly, these figures alcone
give only &n lncomplete 1ds0 of the importence of internationzl trade
in the economy; fmperts of capitel goods and industirial row materials are
in many cooea indisponseble for growth in the menufacturing and utilities
sectors because of lack of domestie production cupabilities, no that the
rate of growth might be directly constrainud by forelgn exchangs _ ?
wailu.bni'ty.s Furthermors, domestlc savings, eppecielly in the public
sector, are importantly influenced by lnternational trade, given that

most tax revenue coves from import and export taxes {including Harketing

Board surplussss). ‘

r‘
i

I‘Tl'ue main componanto of exports have traditionally been cocoa,
groundnuta, pulm producta, und only lately oil, Hellelner, G.K.,

op. ¢it., gives the moat exhaustive trestment of the role of egricultural .
axportsa.

5These figures may be computed from the data given in the
Appendix, Toble Al.

Wherene foreign exchange mugt ba conaldered one important
determinent of growth, the nuthor does not tako the extreme view implicit
in the po-cnlled two-gap modeln, 1.e., that foroipn exchnnge is either
redundant or the only constralnt on growth. For a clear statement of
the asauvmptiona underlylng such modely, see MeKinnon, R.I., “"Foreign
Exchange Constraints in Economic Development and Efficient Aid Allecation,"
Yeonomlc Jowrnal, Yol. Tb, Juno 1964, pp. 388-409. Gee aloe Meler, GM.,

The Juterantional Feonomicn of Development, Hew York, Harper and Row,
1960, pp. 6B-gk,
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As L. n notes, 1. comparigson with other low-income countrien,
the Nigerian growth performance throughout the 1950's and early 1960's
has been quite good, with a growth rate of G.D.P. of L-k.5% per annum,
For the period between 1963 and 1966, offlcial statletlcs put the rate
&t somewhat lesn than 4% per anmum, but this is influenced to an unknown
extent by th ‘mpact of the disturbances in 1966, primarily on
egricultural production. Seen as a whole, however, the aggregative
performance during the 1950-66 period must be considered quite satisfactory.
Throughout most of the period, income growth has been based primarily on
the high grovwth rate of agricultural export production, but during the
1960's, the manufacturing and construction sectors, and above all oll,
have become large epough for thelr high rates of expansion to have a
significant impact on aggregate grouth.7 This becane increasingly
important in the mid-sixties, as the growth rate of other exports than
oil were showing scme aigns of declining even before the beginning of
the wvar, :

Throughout most of the 1950's, the export-led growth was to a
large extent self-financed by the peasant farmers. Government activity,
though rapidly groving, played a comparatively small part in Nlgerian
development, lnﬁ it was not until the fiscal year of 1958-59 that total
public expenditures (including Federal and Reglonal Govermments' current
and ecapital expenditure)} reached shove 108 of 6.0.p.8 (vor eomparison,

exports at that time accounted for well over 15% of G.D.P.} The bucyant

TThe annual rate of growth in the large-scale manufacturing sector
has been estimated by Lewis tu have been as high na 1%% per mnpum from 1950
to the mid-aixties(Lewis, W.A., op. eit., p. 12), As in many similar
countries, however, it might be expected that this rate will slow down
as the opportunities for "easy" import substitution become exhuusted, For
e fagcinating snccount of the pattern of growth in the manufacturing mector,
and the role of private foreign investors in particular, eee Kilby, op. cit.

aﬂl. Helleiner, G.K,, op. cit,, Table L7, p. 20k,



revenue pltuntion resulting from increased collectlons of mainly export
and import taxes made the fiscal situation quite favorable, and the
evidence indicates that, agaln, until the fiscal year 1956-59, the budget
wags balanced or in surplus throughout the 1950'3.9 If the purplusses of
the Marketing Boards are counted as public revenue, the plcture of a
restrictive fiscal policy becomea even stronger. The total budget
surplua, however, was largest in the beginning of the 1950's, and by
1960 had become a deficit which has persisted ever since. Moreover,
private inveastment in the trade and manufacturing sectors also grev Very
rapidly during the latter half of the 1950's, financed to a large
extent by a capital inflow from abroad. Those two tendencies led to
import surplusses throughout this half of the 1950's, and also to some
decline in the huge amounts of officlal forefgn exchange reserves which
had mccumulated in the early ﬂrties.m By the end of 1959, however,
reserves vere still sbove EN 200 million, or about equal to the level of
imports in that year.

On the whole, one may, therefore, support Lewls' conclusion that
throughout the 1950's, the leading sector in Higeria's economie growth
was agricultursl exports, though government expenditure and private,
foreign-financed investments in trade and panufacturing were beginning
to play an increasingly Importent part towards the end of the decade,
Because the incressed spending in the latter categories could be financed

largely by drawing down previocusly accumulsted foreign reserves, and by

pel1einer, G.K., op. cit., Table 46, p. 203 and 47, p. 204,

101:: 1955, officinl reserves were roughly equivalent to two

yeara' imports; see lelleiner, G,K,, op, ecit%., p. 32,



private-asctor capital Inflow, the expanded spending could be met by i
import surplusacs, 2o that apart from the effects transmitted from sbroad
of the world-wlde Korean inflation in 1951-52, Wigeria enjoyed a fair
messure of price stability,u and felrly low tariffy and complete frecdom
of trade and poyments were malntalned.

In the first hall of the 1960's, oo was noted mbove, the growth
rate of non~oil exporte hus deelined somewhat, but this has been largely
compensated for by the increase in ofl exporen,la which has to aome i
extent taken over the role ss 8 lenddng sector from agriculiursl exports.
From the point of view of the =nalysla of mopetary apd flscal policy, !
bowever, what ls more important is the very great incresse 1n the public
sectorfs role in the development proc-enn .13 ag well as the increase in
the degree to which the private sector is seeking lts sourcen of finance
vithin Nigerisa, particulerly from the banking eystem, rether than from
sbroad. The policy of the government to seck to stimulate development
by capital expendituret on different projects, as well as the desire to
expand socjel services, ete,, has led to relotively lurge borrowing needs,
88 public savings In the sense of s eurplus of current revenue over .
and above cwrent expendlture, have been quite anmll.lh The domestic

borroving needs were further ralsed by the fuct thaot the amount of !

n‘l‘he implicit GDP-deflator increased by no more than about 2§
per annum from 1950-1560 {computed from the datm in Appendix, Table A2),

]'aFor & good discussion of the il sector, see Pearson, 5.R.,
PNigerien Potroleun: Implications for Medium-Perm Plapning'iin Eicher,
¢.K, and Liedholm, C., ede., Growth and DLevelopmeni..., op. cit., pp. 352-375 .

la‘l‘he best source of lpformntion on thie question is Hellelper,
op, eit., Chapter 14, pp. 332-352; nce alvo lannen, L.M., "Comprehensive
Economie Plenping in Higerin,"in Elcher and Liedholm, cda,, o, it
pp. 182-220. )

naea Levwis, op, ¢it., pp. 61-65.
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foreign oapital inflew, official and private, durirg the first balf

of the 1960's, was fortheoming cn a far maller scale than war foreseen
4n the Development Plan,® Therefors, the first half of the 1960°'s
can be 531d to have been characterired by more ambitious attempte by
the polisy-makers to stimulete growth by more expanalionary monstary
and fisoal policiss than hed previously beon the olu.]'é As 1% turped
out, there were great difficultles in Plan implementation, especlslly
regerding goverment projects, which mnst have reduced the oontribution
of planned projects to real growth. Tbe relatively high rate of
growth of G,D,F. which was in fact recorded during the first half of
Lhe 196076,%7 was more due to the growth of the o) industry ard of

the parmfacturing sector, as noted before. But the consequsnces of

the expanslonsry fiscal and memetary policies, in the form of an L

inflationary presmure spllling over into imports and reserve dspletlon,
were noverthelsss pressnt, and by the end of 1965, as will be further i
discusced below, the level of ressrves was quite low. '

1589. the prefacs to Part TIY in Elcher, C.X. ard Liedholm, C-.. !
where ths authors quote a working paper Uy E. Desn: "Hlgerian Plan
Iupl;;;ntation. 1962-66," unpublished, Eicher and Lisdholm, op. cit.,
FPP» 185-191,

| 16111 splte of the fact that initial Plan projections, based an

& 44 target rate of growth, showed an inconsistonoy in the senes that

ojected importn exuesded projected foreign resource availability

sos Stolper, W.F., op. ¢it., pp. 120-121)}, there were criticlsma
that the Plan wae too cauticus| ses Aboyede, O., "A Gepsral Critique
of the Plan," MNipsrien Journad) of Erenemic and Socis] Studies, Vol, &,
July 1962, pp, JiU-1L5, and also AbOyade, O», FOURAstitng.eey Ops Olt.,
erpeoinily Claptsr 5.

1?!‘!:. growth rate of conotant price GDP implieit in the offiocial
sstinatas 4o very close to the target rate of 44, (Corputed frea the
data in the Appendix, Teble A1),
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The cutbreak of t:ha war, of oocurse, made impossible any further
attewpts at systematic plan implementation, forosd a great lnorssee
in govermmant current expenditure, and temporerily dried up the flow
" of foreign private investment. ALl these faotors cbvlously contritute
greatly to inflaticnary prassures and to ths possibllity of a balanoe-
of-payments orisis, Whethsr it will be pozsible, in the post-Clvil
War poriod to maintain the relative price stability, as well as
relativaly low tariffs and freadom of international trede and paysents
which Nigeria has had Ain the past, 1s & very importsnt question, the
answer to which depends essentldlly on the principles of mometary and
fis0al policies which will ba adopted,

2, Future Prchlem Areas

In this section, & brisf and rether subjective survey will
be glven of what appears as the mozt lmportant set of preblems with
reppect to tha post-Civil War economdio performance in Higeria, The
areas to be dlscussed will be population growth and unemployment,
tha perforpance of agriculture, and, in particouler, the wmys in
wvhich the attempte to solve the problems in these arsas are likely to
affoct the conduct of momatary amd fiseal poliolas,

a. Population snd Uncmployment

The knowledge of both the size and growth rate of Higeria's
population is extremsly Llimited, Apart from fertllity wnd mortality
mrveys of Mmited corerags, whlch might be vsed to produoe estimates
of the rate of growth of the populstion at any given tims, the main
scarces of inforwation for dlscussions i'-nguding the growth rate amd

the absolute size of tha population are the 1952 andt 1351 esnsuses,
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The earlier cne, howsver, is genmerally theught to have lpvolved a
f2ir)y large under-emumeration, and the lattor was distorted to an
unknovn but probably quite significant degree by politiocal aonsidera-
tione which led to strong incentives to inflate the oaunt.la

Oms oould, parhips. get goneral sgreemsnt on the proposition
that in 1966 the population wes at least 50 million, ard that 1its
natural rate of growth at that time was not much below 2.5% per anmm. |
Moreover, while increaring pesr cspits income and, above all, irmproved
public health measurss are certain to decreass mortality {including
the high rate of infant mortality), we know of no conclusive svidance
that fertility ia falling, so that there ip consequontly no reason
to expact that the growth rate will fall drutianlly.m The negative
oonsequences of a high rate of population growth for soonomic develop~
mert are wm)l knowm, 5o that this remaine & bHlg problen ares.

Couplad with the problem of populstion growth 1a the question
of urbanization and umﬁplomnt; thia problem, in turm, iz also
clopely linksd with the expansion of education, as well as govermment
wage policles, ardt the apparent fuilure to atimulate smployment by
finding lebor~lntencive techmiques of produotion.zc As in many African

See on this queation Lewls, op. eit,, p. 9, footnote 2, whare
he sstimates the 1962 population at about 5,5 milliom lslloiner,
ops €ite, Pe 28, states that in the 1950's, it grew by at least 2-2.5%.

193 char and Lisdholn, quoting the AID date book, think 1t will
rise, Bos Eicher.and Liedholm, op. oit., p. 384
205y these problems too, the litersture is substantlal and
growing. See Lewin, op. cit,, pp. Bl=06; Callavay, A., “Unewploysent
Among African Schoel Leavers,” Journal of ¥odern Africsn Studiss,
Yol. T, September 1963, pp. 351-¢1} irank, C., Jr ., "Urban Liezployment
ard BPocnamia Growth in Africa,” Oxford Faonomle Papers, Vol, 20,
July 1968, pps 250-27%, apd Ihid,, "Industriaiization and Pwployment
Gemmration in Nigeria,” Higerisn Journsl of Economlo and Social
stﬂdlﬁs' Vol. 9; Hovonbor 196?. Phs z??:zgal
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aountriss, thls is an extremely urgent soolal problsm for which s&u
sconaxia solution must be found., In some African counirles, and
pertaps also in Nigerla, the urban and school-lsaver unsmployment
. problams have been a. strong faotor in sxpanding employsent in the
elvil ssrvios, at a rate which must hava led to a consldersbls
decremse of productivity in that sactor, (Such a decline in product-
dvity, howvaver, is partly hiddan by the corventlon of measuring the
govacrment’s contribution to C.DuF. at ocost.] It is olmar that this
has bewn an important contritmtory factor to the worssning fiscal
citoation, nﬂ thers are few signa thatthe problem 1s being xolved.
bs  Agricultural Exports and Feod Produstion

There 1s now a rather large smount of analysis and cvidoneon
regarding the responxivensss of African peaszant fa.mré to sconomlo
incentivens, ard the rapid econcmic growth in Klgerls and in West _
Africa in general after the Second World War has been the result to
s large oxtent of their elflolent response to the highar prices for
agricultural commoditles, as well as of govermment polioiss to improve
" ¥islds through introduotion of bettor varieties, assistance with pest
eontrol (partliculerly for cooca), sand the provision of infrastruoture,
during this period. But mdios roaponsiveness, of course, not only
meany that output will grow when prices are favorable, but also that
it will deoreamss when thoy are unfavorable, Among other things, thim

215.0. o.£., Dean, E.,R., The Supply Responze of African Farmeras:
Thaory snd Measuromsnt in Melig, dmsterdam, North leiland, 1965y
Bateman, H,Jd., "Aggrogate and Neglonal Supply Puncticns for Ghansian
Cooox,” Journsl of Farm Foonowios, Vol. 47, May 1965, pp. 364-h01,
and the glassic work by Jomwe, W.0., "Econumic Man in Africa,* Food
Research Tnstitute Studies, Vol, 1, May 1960, pp. 107-13%4%.
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peans that heavy taxation on produwotion, in the form of a wide gap
betwoen producer prices and world prices, 1 likely to ultimstely lead
te decreases in output. This, therefore, puts a limit to the degree
to which the Harketing Boards osn be used for taxation*? In order
40 ensure that export sgriemlture will oontimue to eontribtute to
growth in Nigeria, Elcher and Johnaon rocoemend that the goverrment
shoulds

a¢  asalprovide) farwsrs with more favorable incentives by

raising the prices of oxports and import substitution
orops through reduced taxms, '

be  eenlglve} dirsct, short-run pubdie support to farmers
producing commodities with high sconomic payeffs. -
Frovineial and state produotion campalgns are recommended
for each of the major sxport and import subetitutlion orops.
see{provide) infrastruoture support, ineluding research,
extensive credit, and other supporting sarvices,,.%s
But it ia, of ocurse, true that the lattar iwo programs will be costly,
and aven wore neriocualy, the first will reduce tax reverme, including
¥arketing Board surplueses. Whereas production of domestlo food-atutfs
is not mentioned 4n this 1ist, it oan bo thought of asx being included
in the ocategory of “import subetitution™ orops, simos one of the

22500 Hellainse, G.K., "The Flscal Role of the Marksting
Boarde in Nigerlsn Econamio Development,™ Faonomlo Journal, Vol., 74,
Boptombar 1904, pp. 502-610. . :

aauohor.md Lisdholm, op. oit., p. 366,
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acneequences of the fatilure of productivity in food ercp production

to 1.1'«::'.1..-:'.-..2h 18 & larger volums of food jmports, Ralsing thins
level of productivity s & task that tust receive high priority, for

- several Tesscnsr (a) am noted above, in order to held down food

- imports) (b) in order to increass rural ihocwe and purchesing power

#0 as to narrow the rursl-wrban income differsntial ard reduce

inosntives for migration to the cities; {0} go as to prevent the

sectoral terms of trade from turnming against the mamufsoturing seotor,

thereby reducing profits and slowing dowm the growth rate of employ-

ment in this ssoter. In this context, the oall for improved marimeting

facilitiex for food (1.s., 4n the form of bottor transport and storage
facilities, eto.) bas been mude forcofully, particularly by Lewls,>
Again, however, programs of this naturs will further increase the
pressure on the goverrment btudget.

0, Fiscal and Monetary Poliolea

There seons o be & certain tendonay among economiste
ooncernod with probless of development in Afrdoa to doncentrats on
problems of growth of real output in difforent sectors, to recommend
diffarent governmont policies, and to confine the analysis of the
financial aspeots of suoh programs to the observation that waye must

be found to inorssse the share of taxes in C.D.P., or that more foreign

aid wil} becows necessary. Yat, in owr view, the higtory of developmant

%l. op, cit,, p. 3, calls food produwstion “the stagnant
seotor™) ag thip pector accounts for come 0% of GDP. (Lewls' esticate
for 1963), stagnetion hore has a great iwpact on aggregate growth,

*"'Su Lawis, op. clt., pps 21-32. Wells notes that a very
small smount of funds wan set aalde for thia sootor in the Plan., Ses
Wella, J.0., “Iosues in Agricultural Poliey During the 1962-68
Higerian Develepment Plan,” in Elcher and Lisdholsm, ops oite, pp. 240-266,



in Latin America after the Second World War, and the contiming and
unresolved debate regarding the seriousmess eof the offects of rapid
inflation on economio growth, tend to show that the problems of
domestic finance are serious ones and may have a grest impsct on the
success of the development effort, After all, tha problem of over-
valudd exchange rates and its detrimental impact on growth has been
extonsively analyzed, and for a country to succeed 4in avoiding such
an overvaluation, the demestie financial problems cannot be solved
simply by monetary expansion, It seems to the present author important
that if the African countries are to follow in the footateps of the
Latin Americen omes, they should at least do so with open eyes, ard
only after it has been made clear that thers ares pufficient advantages
to be derived from the expansionary type of financial policles to
compensate for the diffioculties,

In Nigeria up until the Civil War, the use of previously
accvamlated reserves, as well as officlal forsign aid and private
capital inflow mads it possible to pursue relatively expansiomary
policies without ruch price inflation, since large import surplusses
were possible, and there was no mecessity to have recourse to
extonsive trade or payments restrictions. As noted above, however,
the War ham put great strains on the domestic and external financial
situation, apd it is an extremely interesting gquestion whather the end

of the Wor will make possible a return to financial stability. As

analyned by Lewis and l”u:-m:r..z6 the expected large contributiomsof

261"1.. 0P Q'ltn. Chl.‘pb.l' 9. TP» 55'65| P.lrlm! SORI. in
Eiocher and Liedhiolm, op. eit., pp. 352-375.



the oll industry to goverrment reverue make the govermment revenue
prospeote quite bright; btecsuss thees revenuss come in the form of
forelgn exchange, the balance-of-payments prospects also seem good.
Therefors, it would ssem that Nigeria is exceptionally well placed
among the Afrlcan countries in torms of her chances of being abls teo
finsnoe the heavy expenditure requiroments of ithe programs dlscussed
above, in addition to being abls to finance a sustalmd high rate of
growth of manufaciuring, without the pressurs to embark on an
excesslvoly oxpansionary scratary policy. To convines the polloy-
malers that it is possible and worthwhile to resist this pressure,
howover, it would seewm that economiets must pay more attention to

the financial aspeots of development in Nigeria, than hes been the
tardenay in the past.

Part B. The Financiel Syrtem

The developmment of ithe monotary system will be analyred in
ecneiderable dotatl in Chapter Z, The purpose of this yawliminary
seotion is to glve & briefl overviaw of the financial systea as a
whole, a8 & background for that and later chapterw.

Been in relation to G.D,P., the orginized fininoiel system in
Bigeria 1s quite small, One indioktlon Ais given by the ratio of the
momey supply to G.D.P. ;2? Af morey is defired in the wide senme, to
inolude tiws and sevings deposits in owgmmrolal banks as well as
onrrency and demsand depositw, the ratlc for 1966 1s plightly less

271.0., the imverse of the velocity of olrculation.
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than 158 , and was only sbout 12F in 1964, If momey 1s defined
1n tha narrow senes, 1.6., as currency plus demand deposita, the
corresponding ratlos were lses than 10% in Loth years. Those ratlos
are -somevhat low, sven by the standards 8f low-incoms countries _
gom:lly.zs Furthermore, as will be discussed later in this ssction,
f£inanoia) asszats held by the public, other than money, are also
relatively small.

The ressons for the relatively lew degree of monmetiszation ld.ll_
be furthey disonased in Chapter 34 here it may werely bs cbrerved
that one reason, of courss, 4s the large proportion of economie aot-
ivity taking place in the form of subsilstence production and ounsumption,
without the use of monsy.

An vas ontlired in the prevlicus asctlon, howsver, the political
evolution dwring the 1950's amd 60's, from colonisl etatus to
independence, has besn parallellsd by an increseing role of goverrment
in economio activity, and 2 growing share of private inveriment belrng
financed from dasestio Nigerian sources, This is very clsarly
rofloosted in the change in the nature of the finanolal system,
Espentially, thia process oan be seen as ona of transition from a
sitoation whore Nigerda was no wore than & part of the U.K,/flhanclal

systex, to ono whars she has estebliched & cartain degres of finandidl
indepsndencs.

aulirﬂlaborzar. C.P.y Foonomio Devalommant, second edition,
How York, MeGraw-iill, 1965, gives a chart showing ratios of womey
mupply (in the narrow sense) to national income, sbout 19613 out of
the appreximately fifty oouniries shown, ineluding abeumt 25 with pepr

oapita incoma bolow $300, only twe huve ratiocs lower than 10%,
(?1:. 3¢ P 1610}
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Thare are soveral reasons why one May say that at the beglhning
of the period, Nigeris was jJust = part of the U.EK. flnencial sjrst.m\'h29
Tirst, there vas no autonowous policy-malding mstitatim in the Nigerisn
financial sector until 195%. The currency was regulated by the West
African Currency board, the sols function of which was to issue West
African pourds in axohange for sterling; in a tiworotical szense (if
one abstracts {rom tranesctions costs), there is no difference between
pach & systen and opw in widch starling ls used direstly. Seoondly,
at leaxt with reference to the orgamized finaneisl asystem, one may
#tate that oredit oconditions in Nlgeria wems not sigoificantly
deterxirzad by supply and demend for credit in the Nigerlan market,
tut rathor by market oumnditions in the U.K. This was becauss of the
pattarn of financial intermedisticni practically no fundz were
tharmelled directly betuwen Eigsrlan asset-holders and those who wanted
to Armvest in Nigeria. Rather, moch intermadiation took place via
london, Ssyers in Rigeria eithsr held forelgn securitles, or else
beld the debt obligations of {bank or non-bank) intermediarier whiok
theneelyes hold almost exclusively foreipn assets. Thoss who had a
need for cutside financing of prolocts ip Nigsria would esok cuch
flrancing abroad, This wes true of ths govermeent sestar, the Marketing
Doards, and the large expatriate trading firxs, which together cnttrolled
a vory large part of economis estivity in the morwtized seotor,

zgrar analysls of the soratary system 4n Higeria at that time,
sae Greaves, I., Colonial Wermtary Cormditlona, london, HMSO, 1953,
and Rewlym, WeT., and jiowan, DsCe, Formy and faniing in Dritish
Colordal Africa, Oxford, The Clarendon ;ress, L334,
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To say that under those circumstances Kigerla had no financlal
independense 18 no different from saying that, e.g., a predominantly
rural state in the U.5. does not have such independence, Om the other
hand, we do not mean to ascribe the financial dependence wmerely to
the fact that Nigeria maintained an open economy, f{ixed exchange
rates, and froe capltal flows, Tt is trus that for any such economy,
there are limits to its financial independence set by ths sensitivity
of the balance-of-payments to changes in interest rates and m“'.%
In Nigeria, & will be argued, however, the dependence was enhanced
by the institutionsl faot that the main financlal institutions were
operated from head offices in Britain; merecover, the institutions
mentionsd above as dominating the monetirzed sector also hed their
policies set from Britain, and they had roady sccess to the London
financial markets, These latter factors would have meant that even
with an institution in Rigeria having eome formal control over financial
markets, such an institution would de facto have been relatively
powerless in influencing domastic credit conditions and economic
sotivity,

The decoriptive statistics in the following pages are meant
to give a quantitative 1llustration of this financial dependence, tmt
they will also show to what extent the situation has changed in this
respsct between the early 50's and the present time,

3011\1! has been particularly emphasized by Mundell, R.A.y
ss® his Interrational Foonewics, op, cit,, Chapter 10, entitled
*Copital Mobilily srd Stabilication Folicy under Fixed and Flesxibilas
Exchange Rate,” originally 4in Canadisn Journal of Feonomics and

Political Sclence, Vol, 29, Novembar 1903, pps W75-Ugs
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1. 'he Moretary System

s The Hommtary Authority

From 1912 to 1952, the lssue of currency was haniled by
the West Afrloan Currency Bosrd (horeafter referred to as the WACB}.-
The prinoiple of operaticn of this typs of system iz well knoumn
it esrontially amcunts to a complstely passive policy of issuing local
aurrency in exchange for foreign currency, in this case sterling., The
acversge in sterling for WACB~currency excesded 1008, dus to the
acovmalation of ressrve funds from the income on the Boards’ invest-
nents.
In Nigeria, formal morstary indapsndence came about in 1959,
one year before political independence, with the sstatlishment ol the
Contral Bank of Nlgeria, At first the aseets used az ocurrency backlng
| by thetBank were mostly foreign exchange, but the fiduoiary cceporent,
aconslating maostly of credit to the guverrment, grew rapidly, as will
be further discussed in Chapter 2,

b The Commercial Banks

1 somowhat similar development hae taken place in the field
of commercial bu:;king, although without & direet institutional change.
As will be dlecussed later, the banks' earning eszets during tha early
part of the period consloted slmost sxclusively of forelign exchange.
Thus, in effect, they functionsd in a way sixilar to tha WACB, ilssuing
doasstio deposit monsy against the foreign aseets they held, Like
the WACD, their main activity in Migerda was not to extend oredit,

but to perform various mervicss, such as arranging external and internal

313..' o.Esy the early desoription in Hars, J., "The Menetary
«d Banking Systom and Loan Market of Nigeris,” in Perham, M., ad,,
Minihg, Cormsros end FPinancs in Nigeria, Londan, Faber and Fuber,
IS, wapecially pp. 170<20F,
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transfors of .ﬁmds.az Hovwover, the character of the banks' astivitlaps
haa changed quite redically since the war. Their lending btuxirmes

in Nigerle has grown vary rapidly, so that they now funotica more

like finanelal intermediaries inside the country, rather than as
wmo-sided deposit movey providers. In practics, this means that the
Jikelihood has inarsased of oredit conditions in Nigeris ohanging in
responss $o changes An the domeostlo somnomy, and not only for external
resasons,

XIn apite of this developmeny, however, it remalns trus that
inatitutionally tha comesrolal banks are still largely controllsd from
abroad, This oontirmues to poss certain problesms for mopetery manage-.
ment in Wigeris, which will be discussed in detail in Chapter 2,

Table I lists the Lanka oparating in Nigerias in 1952 and 1966,
their nationa}ities, and ths mmbsr of branches of emch bank. This
pivea a rough idea bbth of tha spreading of banking facilitles that
bas taken plece betwesn these dates, and of ths domiment position of
ihe U.K. and other forolgn batke in the gysten,

0s  Ameats and Liabilitiesn of the Monsatery System

Table IX glves an aggregative overvisw of the changing
natuce of the portfolio of the monetary system during the laat 15 yeara,
As 1s indickted by cur comsents above, the most striking dswelopesnt

is the deoline 4n the relative importance of foreign asmsetw ip its
portfolic.

>ZSee Newlyn and Rowan, op, olte, ppe 8485,



Tabls T=1

fhare of Foraign and Nigerlan Nanks in
Pranohes, loana ardl Mvances, aml [wposits

Bank Prenches 252 1966
Britich 29 158
Other foreign) wixad - 17?7
Kigerian ) 0
Totals - 86 255

Souroer  for 19521 Computed from Brown, C.V., The
Higorian Danking flystem, London, Allen and
iimia. 1966, '}’nm P 7%

for 1966t Central Bank of Nigeria, Bank
Examiner®s Qlfice.

omlte - Ioans & Advancen
12%?—_1265 & 585

Foreign, sdxed 76k azg 508 74

Nigerisn o g 324 24

Sourcar Dased on date farniechod by the Contrsl Barnk of
) Higeria, Rosecarch Department, The figures are

percentages &f anmal aversges based on erd-of-
quarter data,

35
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Table T-2
Principal Assets of Monatary System, Selected Dates
(1) (2) (3 (4) (5)
Money, Inocl.
Time and
Savings Forelgn Demantlo
Money Deponits Fxchange Assets Other Hat
1950 (41.87) 45,08 41.95 2.78 0.35
1954 (77.74) 85.07 75.35 9.29 0,67
1958 (91.24)  109.59 75:90 30,23 J.l6
1960 (107.83)  135.62 86,34 b5.30 3.98
196% (131.16) 188,26 62,18 130,01 =3.93
Col. {1}1

Currenoy with the public plus demand deposite.
{2)s cCol. 1, plus time and savings deposits.

{(3)1 Foreign exchange with tha currency authority plus
et forelgn assets of commercial banks.

(4)1 19%0-581 loans and advances in commercial banksy
1960-661  loans and advances in cemmercial banke,
rediscounts and advances in Central Bank, Treasury

Billa in commeroliel banks, goverrment securities
in Central Bank.

(500 (5) = (2) = (3) - (W)

Sourcess Computed from the data in the Appesdix; Table A-2,
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2, The Non-Mormtary Finenoial Systom

Tabla JT indiloates how the mcretary systea in Nlgeris has
betome inoreasingly depsndent on the domsstlo oredit markst 4o the
postwar period, at least in the sense of having raised greatly the
proportion of Nigerian aossts in itz porifolis. This trond has
besn parallslled by a simitler one for othor major holders of finarsla)
assets, Noth becsunse of ita interest in terms of the emergence of
indigenwus Nigerian finanolal markets snd beosuse of its Iwportance
for mometary and debi management, we will discuss brlafly 4n this

section the more important developmsnts in the non-benk finanalel

seator, Instead of erranging our presentation acoording to institutions,

va will disoues the dovelopment in terms of assst cstagorlosy this
1y intended to provide a mors unified ploturs of the maln tendency,
whioh is the substitution of Rigerian for foreipgn assats.

& Covermmant Securitiens

Priop to 1959, goverrownt borrowing in Nigeria was sither
dons in the U.X1 merket or took the form of loans to the goverrmont
froo partioular institutions of s semi-offielal naturs, such as the

Marksiing Doards and the Publia Corporations, Thia form of berrowing

did not, of oocurpe, presuppose the exintense of a Nigorian capital

markst, or convarsely, did not encourage the emergonoy of such a

markst, 8ince independence, however, a largs voluma of internsl

vorrowing has talen plage, in the form of hegotlable securitiss

floated in Nigoria. This has bssn soomparied by & declime or _
stagnation both in the volume of nagotiable debt floated externslly,

and in the sxira-market borrowing from Lhe previmusly mentioned
Higerian institutions,
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Ever sinve the first issus of Nigerian Dovelopmant Stoeck vas
floated in 1959, the internally held long-term securitiss have grown
very rapidly. Table IIT showa the smounts cutstanding by majer
categoriss of holdera during the period 196166,

Table I-3
Major Holdors of Davelorment Stock, Deo. 31, 1962-66
Paraentaga Sharsa

1962 1963 1964 1965 1966
Savings~typs Inst, 66.4 €1.6 53.0 51.3 53.5
Statutory Boards/
torporations 27.6 2,2 13,2 11.0 7.1
Rogional/Local
Govermonte 8 o7 3.9 6.0 5,7
Ctntrll DBank - 10.? 2600 23.0 26.6
Others 2851 . _ 5.6 3.8 3,7 6.2
Totals 100% 1008 100% 1004 1004
Total Cutstanding,
L Kig.miil, 19,35 34,35 5).95 68.95 80,95

Sources Computod from Contral Benk of Nlgorle, Econeomia snd
Finanolal Roview, varlous lpmies.

The ocrwemoroial banks, included in “Others,” hold only what
the Central Bank desoribes as a “token auurcum':t..."33 The mejor holders

apart freom the Central Pank are various inatitutions, many of which are

3301: Daosmber 31, 1966, they held sbout EN2.% million, See
Qentral Bank of Nigoriam, Ammiel Rsport, 1906, Talble 29, p.
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sowi-offiolel in pature, snd partly hold the stook as & matter of
fixed polloy. This im, of oourse, trua for the *Statutory Dosrds
and Corporations,” btut also of some institutions in the u'oo'lm of
*Savingos Type Institutions,” Virtually all of the funds of the Past
Offics Savinga Dank {whioh are managed by the goverrmeni), amounting
%o sbout 3 million pounds, are held in Development Stook.® Likewise,
the Natlonsl Providsnt Fund, which 1s & compulsery savings mchome
for workers lsunchsd in 1962, and which at the end of 1966 had assets
ancunting to 18.6 milldon pon.ndn.” irrvaste exolusively in the same
stock, Together thess two instltutions would aceount for almost half
. of the total in the Savinge Tnatitution category, or about 27% of
the totsl outztanding at that time. With respect to insurance companies
ard private pension funds, there are tax incentives and cther types
of lagisletion designsd to snocurage them to imvest in Nigerian
sscurities, . .

As wo will mes, in many instances it is the omse that the
increased holdinge of govorrments have come at the wxpenss of foreign
exchange previously held by these institutions. We note here,
however, that At is imposasible to agsoertain to what extent this
esubstitution has been the rasult of cosrclon or moral, suasion, sinos
prior to the introduction of long govermmants, there did not exist in
Wigoria sultable long-term seouritiee for these Anstitutions to

inveat in,

M30urces Researoh Dedartment, Contral Bank of Nigeris.

P 1aa,
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Short-term govermsent securitlea wers firet issued in Nigeria
in April, 1960. In the beglnning, the quantity cutstending was
Jimited to 10% of anticipated govermment reverue, tut this percentage
has been raised on two cccaslbns, so that in 1962 it was M.Bs
The cutetanding quantity haz rdsen quite repidly. Table IV zhows
the aversge srmual holdings of major vategories of institutions; the
*others” inolude Statutory Boardz and Corporations, savings institutions,
Yoaa) goverrmenta, companies, and indlvidualz, In the holdings of
the Contral Bark, we have included the Bills held by the Call Money
Pund, which is mansged by the Central Bank. 7This fund is essentially
a device through which it is porsivle for the Central Bark to pay
sntorest on deposits by money markat institutiona.

Table I-4

Masor Falders of Treasury BAlla, 1960-66
Annual jverarcs of End-ol-Guartor Date,.lig.mill,

196 1961 1962 1963 196+ 1965 1966

Commaroial

B.-nk’ 3.6 6'5 605 !"ll 7.8 90“ 12.6
Contral Bank 6 2,3 62 8,5 4 8.7 154
Faderal/ '

szioml Govts, - - - 2,1 6.5 6.9’ 603
Others 4.8 "'i_._l!_ 10,3 9.5 10.3 11:5 16.5
Totalm* 9,0 13,3 23.0 2.3 32.0 36.5 50,5

*May not equal sup of colunns bezsuse of rounding.

Sourcer Computed frcm Contral Pank of Nigeria, Economle and
Financlal Review, variocus lssuss.

363:‘0?:’:. C.V., The Nigerlan Banking Ovetem, London,
Mlen and Unwin, 1566, pp. 151-1%2,
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Adding Tressury Bills and Development Stocks together, the total
amounts of domestically held government securities in 1966 amount to about
BN 121 million; this flgure may be compared with s total money supply {in
the wide gense, 1.e., including time and savings deposits) of LN 235
million in that year. BPBut a substantial ghare of the government securlties
were already held within the banking system, or directly by the government
{tself; the amount held by other investors was nbouthk N 60 million, and
ir one also takea into sccount the amounts held by the semi-public institu-
tions discussed nbove, It appears that no more than ebouth N 30-35 million
were held outside the banking system or the public sector broadly defined.

b. Foreign Acnets

The concept of total holdings of forelgn assgets in a country
vith free capitul flows, and with many economic institutfons controlled
from sbrosd, is momewhat mmbiguous, and no comprehensive estimate exists.
Thus, we will not attempt here to give any measure of total forelgn assets
held in Nigeria, Instead we will describe how the preceding developments
in the markets for money and governments has been accompanied by a large
decline in the holdings of foreign assets by the barking system and other

institutions.

The mechaniem through which this decline worked itgelf out was as
follows. As we have noted, the Central Bank has actively supported the
creation of & market for government securities, and has urged institutions
to substitute goverpments for t.h.a-ir holdings of forelgn assets; thooe
eassets could then be used by the government to finance Imports, or to

obtein Nigerlan currency from the Central Bank. The latter operation ia

somstimen referred to wss "centrelization of reserves.” By itself,
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"ecentralizaticon" need not, of course, lesd to a net decline in total
Nigerian forelgn exchange holdings, since the capitel imports of the
selling institutions was intended to be balanced by capital exports in the
form of increased reserve holdipgs by the Central Bank, Dul there was
alpo the need to Tinance the Development Plan, and 1t was, in fact,
intended that the foreign aszet holdings of such {nstitutiona would be
uged to finance the Plan; this polliey was often referred to ns the
"wobilization of external nomets." BRecause of the resulting high level of
sggregate demand that huas prevailed in Nigeria during the sixties, and
becanse of the high import requlrements of the investment progrem toth in
the public and private sectors, the resources thus mobllized have been
rapidly depleted, as shown in Table I-5. There has been a decline for
all categories except the Central Bank, whose holdings have remained
approxinmately constant, so that aggregate holdings for the group as a

vhole have gone down considerubly.

Table 1-5

Major Holderns of Forelgn Reserves, Selected Dates
b Nig. mild.

1950" 299w 1056 1960 2062”1061  1066°

Federal/Reglonal Gvts, 20,9 66,1 T8.T 67.3 lk.o 8.1 6.3
Currency Authority 31.6 66,1 7T0.0 B7.6 6.6 T7.5 TL.k
Commercinl Bks. hi.,7 16.% 10.6 2.2 - <15.5 =7.9
Others 8.5 951 _sh.3 k5.8 _22.3 10.¢ _1L.6
Totml: 102.9 243.7 213.6 198.9 1kp.9 81,0  BL.L

Note: for 1950 and 1654, as of March 31; thereufter as of Dec. 31. “"Others"
include Marketing Boards, loecal governments, reglonal Development
Corporations, P.O, Bavings Bank, Nigerien Industriel Development Bank,
the IMF-position, the universities, etec.

Sources: 1950-1958, Hellelner, G.K., Peasant Agriculture, Government, and
Econcmic Orowth in Nigeris, Homewood, T1l., Irwin, 196G,
Btatiastical Appendix, Teble IV=D-1, pp.5Ll-5i?; thereafter, Central
Bank of Nigeria, Economie and Finnneial heview, various lesues. The
1960 figure has been adjusted to include holuings by the P.O,

: Bavings Bank.
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The transfer of export Tinancing t¢ the Rigerian finanelsl aystem,
which took place partly because the Maerketing Boards no longor had easy
access to the London market ofter the repatriation of thelr sterling
holdings, has led to an active market for produce billa. The main
perticipants in thip market are the ecommerclal bankd, but there are also
a nuber of apecialized acceptance houses. They also denl in Trescury
- Bllle, and like their counterports in Londen, bove rediscounting privileges
in the Central Bank. The Dank supports the market in produce billa by
rediscounting them, somewhet surprisingly ot rates lowoer than those at which
they are originally discounted;37 et least on one opecasion the Central
Bank has also intervened directly by discounting bills for the Marketing

Boards following the withdrawsl of the commercial banke from the market.

Teble I-6 shows holdings of commercial paper by the barks and scceptance

houses as follows:

. Table I-6

Holdings of Commercinl Pnper, 1965-1966
Annual Average of End-of'-Month Figures
B Nip, mill.

1965 1966

Central Bank 2.2 3.0
Commercial Bunks ' 13.7 22.4
Acceptance Houses .8 a2
Total: . 16.7 26.7

Bource: Central Bank of Nigeria, Anmual Report,1966,
: Table 27, p. 60. :

378ee the discuasion in Chapter 2, and scurces guoted thare,
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‘Both the Yurks and scceptence houses participate in the Call Money Ocheme,
vhich epsentinlly iz a device through which the Central Bank con pay
{nterest on depoaits from these institutions. Formally, the Tall Money
Fund, vhich is “maneged” by the Central Book, accepis money on cell,
on vhich 1t pays interest. The funds ere invented in Treasury Bille,
f.e., & trunsfer takes place of bills from the Central Dank's eccount
to that of the Fupd. In our Table of Treasury Bille Moldinge above,
the holdinga of the Fund were lumped together with those of the Bank,
in eccordsnce with the view that this le purely an internal transnctlon
with no ecomsnie significence. The growlh of the misets of the acceptunce
houses, hovever, has led to the development of 5 call moncy mnrket outside
the Central Eenk, which hns caused a fnll in the mssets of the Fund in

racent years, Teble I-T shows averasge balances held wilth the Fund:

Table 1-T

Averngen Nalancea with Gnll Money Fund
Annunl Averagen of Fnd-of-(unrter Figurea
» Nig. mill.

1962 1963 196h 1965 1966
3.3 2.7 2.7 3.5 1.5

Bource: Central Bank of Nigerie, Economic and Flonnelnl

feviow, varioun issucse.

¢. The Long~Term Caplitnl Market

The longs~term markets ara still very n&rrow, but some

ingtitutionsl chenge hos token pluce here tuwo. The Nigerlan Stock Exchange

wes founded in Juns af 1961. Both goverpments end industrial securitles

are traded there, with governmente providing by far the largest ohars

of the volure, Some flotations of common etock and various forma of
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industrial bonde have token place, but the sums involved hove becn
relatively omall, In March, 1567, there were o total of 52 pecuritiesa
iisted, of which 19 were government stocks; the rest were alther private
Yonde or common stock, ineluding 18 companies reglstered in Niserin.sa
Table I-8 ghows trading volume for thesa two categorles since ihe

estobliphmont of the exchunge,

TPable I-R

Trading Yelums in Covernment Seeurities and
Indusirial tincurities, Lagos ftock Fxchapge, 1061-66

b Jlp, mill,
1961 962 1963 1964 1065 1966
Qovernmentn Db, n.n. 4.87 5.91 7.1% T.61
Industrials n.a, n.&. 32 1.09 «Th 59
Total: 76 2.28 £.19 T.00 T.93 8.20

Source: Central Donk of Nigerle, Foonemic nnd Financial Review,
various losucs.

»
a

Apart from the Stock Exchange, the organized institutions in the
long~term ceapltal market are of an official or geml-offielinl noture. We
- have elready touched on the instltuticns participating in the market fug
long«term governmont bonds, The market for long-term debt other thon
governments, howover, is oxtremely narrom; rather thun trylng to cheracte
srize a “market," 1t ceems more meaningful simply to indicate a number of

inatitutions providing long-term credit. The Federal and Reglonal

3880urce= Liot of price quotstions, Legoe Btock Exchangs.
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govermments have made a large nurber of loans elther directly or through
Development Corporations, Lomn Boards, Agricultural Credit Corporations,
Housing Corporations, etc. Some of the funds lent by the latter
type of institution come from the Marketing Boards, which alse to some
extent engage in long-term financing of businens firms. Various exterpal
ald ngencles are also sctive In credit extenanlon, primarlly to gmall
peale firms in sgriculture and industry. In recent years, a nusber of
seni-private institutions have alpso become somevhat lmportant as sources
of long=term credit., The Nigerlan Industrinl Develojment Bank, which
is financed partly by a loan from the Federal Covermnment, hsd a portfolio
of loana and common stock of sbout 2.8 million pounds at the end of 1965.39
A pumber of institutions of the same type as the NIDB mlso exist at the
regional level.

3. Sumnmary

The brief description of the Rigerian economy and its financial
system in this chapter would not contaln any major surprises to a person

familiar with the econcmies of the low-income countries, especially those

in Africa. With reapect to the economy in general, the predominance of

agriculture, including & relatively large subsistence component, the
reliance on exports of primary products in {nternationa?) trade, and the
rapld increase in the lmportsnce of government expenditure, and of the
small but fast-growing mamufacturing sector (based primarily on import

substitution) are all fuirly well-known charncterintics of many of the

sub=0aharan economles in Africa, Go, unfortunntely, 1s the feature of

rapid population growth and the mounting urban unemployment problems.

39nger1n Year Book, 1967, p. 119.
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Furthermore, muny of the African govermments are faclng e difficult
fiscnl gituation, in view of the atrong pressures Lo incrense expenditure,
vhich ware discussed sbove, and the relatively weak tax systemsa based
primerily on taxes on exporta and 1mporta.h°

The financial system, too, is little different from that in many
other low-income countries; s low ratic of money to income (which, coupled
with the relatively high ratio of trade to income, renders the monetory
pygstem quite genaltive to trade fluctuationa), a high degree of presaurs
to uso the monetary syotem for government finoncing, partly due to the
extremely narrew nature of the orgenized financlel system cutside the
monotary system, and n proliferation of public-sector instituticons
providing credit to Ydeserving" sectors on essentially & non-commercial
basis, are features typicusl of many countries besidas Nigeria. It should
aleo e atressed thet in Higerle and elgevheras, the smnll number of banks
{an opposed to bank brenches) and the near-sboence of non-bank financial
intermediaries have conmblned to moke the financial syotem a highly
oligovolintic one with little effective competition; it will be srgued 1o
later chaptere that thies has significently retarded the integration of
the organized end unorganized markets for credit, e.g., given rise to
t¥wo distinect submarkets with wldely differing costs of caplial.

On the other hand, in a number of important respects, Nigerice
is in a better position to overcome thepe difficultics than perhops moat
developing countries. As in most of Africa, the population problem is

one of reapld growth, hut net of an excoensive density with the concomitant

hOSee bue, J.F., Taxation nnd Foonomic Development in Tropieal
Aricn, Cumbridge, Mase., M.1.0. Press, 1963, Chapler 2, especiully
Tables 2.2 and 2.h,
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land {nnd food) scarcily, and emergence of a powerful landlord class.
Furthermore, unlike most African countriesc, with a population in the

area of arcund 50 million, Nigerio at lenst potentially may reap the
benefits of o large market, by belng uwble to explolt economien of scale,
But perheps the mopt inmportant adventeage, of courae, e tha fact

that Nigeriae bas her learge ofl reserves; this will meke both the fiscnl
pituntion and, partly as & consequence, the foreign exchangs nituation,
potentially much easier to handle, 1In such a situation, the poasibility
of conducting such a mopetary policy that the probleme of rapid inflation
snd balence-of=-poyments dipequilibrium are avolded, would nlso secm

quite good. It is against thix beckground that the enalysis in this
study should be seen.
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. CHAPTER I1

Dotermination of The Money Supply

Introduntion _

In this chapter, an snalyats is provided of the mechsanism determining
the mpply of money in Nigerle. In Section A, the historicel background
of the present monetary mechsnism is brlefly descrlbed, with a2 mirvey of
the debate precading the eatablishaent of the Central Bank of Nigsrim at
the time of political indspendence, The opsratlon of the commercisl barnking
syatom and 1ts interaction with the Central Bank is then dlscuised in tha
following two sections. First, the policies of the comaercisl banks during
the 1950°s, uncder the Currency Bosrd regime, are snalyzed, with spectal at~
tention Leing pald to the role of foraign assats in the banke’ portfellos.
Against thls background, the changes in thelr portfolic policies in the
1940-66 pericd can be analyred, and an attempt is made to relate thess
changes to the policlies and institutionel reforms carried out by the Central
Bank during that time. Finelly, the determination of the monmey supply lia
conziderad statistically, taking inte account the interacticn batwesn the
policing of the Central Bank and the commerclial banks, us'ng the simple
framework of the credit multiplier; in this context, stiention must alao be

pald to the influence of the public through its choice hetwsen holdings of

currency and deposit monay.

A; Historical Surve

L, The Introduction of the Currsncy Doard

Even though primitive forms of monsy (such as cowrie shells, gin
hottles, brass rods, etc,) continuved to exlst well Ints the twentleth
century in Nigeria, the intermtional trading activitiss in the country had

given rine to widesproad use of forelgn fiat meney by about 1500, The money
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used was primarily Dritish, for obvious riuom.1 There 1a nothing strange
about the fact that several types of money could coexist); the altustion

is analogous to that o' a modern country which is heavily dependent on
internationsl trads, where balances of forelgn currency are held by thope
engaged in Toreign trade, and whare [lexible exchange rates prevall beiwesn
domestic and foreign currency.

In this situation, the possibility arlses that the foreign currency
will come to be used for purely domestic transsctlions, as well as for
trade. The extent to which this heppens will again dapend on practicsl
considerations, and also on the attitudes of the indigenous population and
those of the foreigners, If the new coins and paper monsy compete with an
unwieldy “orm of money previcusly used, or with one that fluctuates widely
in velue relative to other comnodities, ete,, there ls more of a likelilood
thet the forelgn money will replace the indigsnous one quickly. Morecrer,
if the foreigners inslist on conducting trade, or collecting taxes, using
their own currency, this likelihood 1s increased. On the other hand, the
indigenoua population may be slow to sccept the new currency, There msy
then arise a class of money-changers who act as intermediariss between the
indigents and the foreigners, selling and buying the currency required o
carry out transsctions with them, Such money-changers appear to have beesn
active in Nigeria at the turn of the century; British offiolals have record-

od the going cowrle” price of shillings observed in the market st that time.’

1Eor accounts of the early history of money in Nigerla, see erpecially
Newlyn, W.T., and fowan, D.C,, Money and Banking in Coloaial Africa, chipters
2, 3, and 5, and Mars, J., "The Yonetary and DankIng Uystem and Loan Marret
in Nigeria,"in Perham,M,, ed . Mining, Comnerce, and Finance in Nigeris, {pp.
177-224), London, Faber and Faber, 194, and also the very interesting scoount

in Jucker-Fleatwood, E.E., Monay and Finsnes 4n Africa, london, Allen and
Unwin, 1964, ch, 17, especislly pp. 175-150 (on ligeria),

Cowries are rather small, hard, shells "of certain sea animals™;
Mebster's Collezs Dictignary, 1962 edition,

33.0 Adomakoh, A., "The evolution of Currency and Danking in West
AfricanCountries,” Jahrbicher N¥r Natioalivonomie and Statistik, Vol. 174,
lec, 1962, pp. 497-512, quoted in Jucker-! lestwesod, op, clit., pe. 195,
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At the turm of the century the use of Britlah money ln Nigerias
iné assumed largs proportlons, and begen to attraci the attention of the
colonial authorities, The question of s soparate currensy lor Weat Africa
bagan to be ralsad, The maln reason adduced in faver of such a reform &t
tha time was "ear of the poasibllity that s monetary orisls in Britain
could bes precipitated through a sudden presontation of currency circulating
in the colonies for redemption. The colonlal administrators alsc pointad
out that & caws could bs made for letting the moignorage revonues on Wast
African currency acarus to the oolonlea, on Lhe grounds of oqult.y.u

The institution which was davised to deal with this situation,

the Weat Africsn Currency Board.s schisved nelther of these two objectives,

Since it wan bound te sxchange its own currency for sterling at a flxed
Tate, it did nothing to alieviate the risk of a wonetary orisia ortglnating.
in the colonin.6 Hith respect to the selgnorage revenues oh currency in
efrculation, 1t is true thet they would now mocrue to the Currency Board
rather than to the Dritish monatary authorities, but as the Poard was ex-
pacted in practice to invest in Britlsh securities in an amount which sven

axcesded 1ts currsnoy liability, the aalgnorage reverues did not become

uﬁu Hewlyn and Rowan, op. glt., pp.25-30, Jeignorags revemue in
defined as the excess of the nominal value of ocolna and notes over thelr
oost of production,

5'1\1. conntries served by the WACE were Chana, Nigeria, Slerrs Leons,

and Gambis, Thus in fsct those couniries were jolned in & monetary union
at that time.

GEmcpt insofer ss tha {unstated) alternative now would exiat that
in a time of orisis in the colonies, the WACE could suspend redemption of
its Mabilities for British currency, If thia had been pemittad, the

WiCB would of course constitute & kind of buffer insuleting Britlsh ocurrency
from a colonial eriels,
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avallable to the colonial suthorities, Only to a limited extent did the
colenial authorities gain a benefit; 1t was declded that after the assets
of the Bosrd had resched a certaln percentage in excess of llabilitles,
would seignorags revenues over and above what was required to malntain
this ratio accrue to lhla.?

The difference between the Currency Board system and the previcus
one, whers Dritish money was used outright, was a purely formal one. It
wap indesd trus that the West African pound was mersly "the British pound
under another name,” It contimied to hold true that equilibration batween
the supply and demand for money took place via domestic price and income
vartattons, which In turn affected the balance-of-payments and the stock
of moneay, Thums, it is clear that this change did nothing to alleviate
the potentlal inatability problems assoclated with using a forelgn currency
as money,

Another drawback, from the point of view of the colony at least,
wvas that the monetary system contimied to provide an sufomatic mechanism
through which the colony financed a murplus of exports to Eritaln over
imports from there; in other words, as the demand for currency grew, the
colony would consistently engage in capital exports to Br'l.tun.a On the
other hand, whereas it is true hy definltion that the syatem implled caplital
exports, 1t does not follow that it led to net capltal exports, since

capital flows outside the currency mechanism could provide an offset, It

?Slnco the Doard’s liabilitlies wers non-intarest bearing, but its
assels carried interest and since it derived lncome from lts transfer

charges, {t was able to earn a surplus ovar operating costs, to build
reserves,

sl'hia ocapltal sxport, which is due to the seignorags element, did
of courss also exist when Eritish money was used directly,
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has also been olaimed that the relisble nature of the currency board
mechanism (in terms of guarantesd convertibllity with sterling of West
African ourrency) itself stimulated capital inflows outside the monetary
system,

The question whether thls clala was a valid one, az well as many
of the other queations raised in this section, cannot be answersd fully
without recourse to the complex snalysis of what constitutes an optimal
ourrency Ju-u.9 No attempt of bringing that analysls to bear on the sit-
uation in Nigeria will be made here, apart irom noting that at a time
when all economlo policles for Nigaria were ultimately determined by the
colonial authorities in the United Kingdom, there would appear to have
been relatively little to gain from an "independent” monetary system. If
more of the seignorage revenuas would have been permitted to accrue to the
colonial authorities in Nigeria, this might well have resulted only in
smaller grants from the United Kingdom government to the colonies, or to
larger capital exports by the colonial suthorities to the United Kin‘dm.w
Furthermore, with private al.piul flows coming primarily from the United
Kingdom, it would meem reasonable to sccept the argument that a high degree
of integration between the monetary systems would have facilitated these
flows by minimizing the exchange risks.

Whether there was a net advantage and disadvantage of the Currency

Board system to the Nigerilan aconomy during the period befors indepsndence,

91111- statement follows from the fact that through the Currency
Board regime, tha countriea ssrved by the WACE were effectively in the
sane currency aresa with the United Kingdom as well as form a currency area
betwssn themselves., For discusalons of the optimul -currency area question,
ses Hundell, H.A.y, "A Theory of Optimum Currsncy Areas,” Amarican Fconomio

Raview, Vol, 51, November 1961, pp, 507-517, reprinted in the Mundell,
T, Internattonal Fegnomics, New York, McMillan, 1968, chapter 12,
10

This is beacsuss not only the starling reserves held by the WACH,
but also those of the governmenta, Marketing Fosrds, public corporationa,
eto,, constitute capltal exports,
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howevar, cannot be judged in isolation from the whole question of whether
on balance Nigeria derived a bensfit from the colonial system, and this
question will not be entered into here. On the other hand, soms of the
arguments ralsed above became relevant again after the attalnment of
independence, when the gquestion aroass to what extent the new Nigerian
monetary authority wss to retain the principles acoording to which the
Currency Board had opersted; this question will be brleflly considered

below in seation 3.

2, _The Commarcias]l Canks

Expatriate commercial banks also have been actlive in Nigerla
throughout this century; as the use of fiat money becomes wider, oppor-
tunities arise to make a profit be offering commercial banking services,
for a fes, and also to attract deposits which can be invested in interest-
eaming nssets, Throughout the first half of the century, these asseta
wore almost exclusively held in Dritain; little direct lending in Nigeria
took place, and there ware no financlial markets in Nigeria in which the
banks could 1nvnt,n The services that the banks could offer were the
usual onsst the possibility of tranaferring monsy without having to
physically move currency; the safety and convenlence of atoring purchasing
power without having to store currency, or having to store it abroad;
the latter was likely to be expensive, since the WACB imposed a 1L transfer

charge for transfers in elther direction. It was also more convenient to

1 For dasoriptions of the sarly commeraial banking history, sgain
ses Nowlyn and Lowan, op, eit,, pp. 74=76, and 96-110, and Brown, C.V.,
%2 Nigarian Danking Systwn, London, Allen and Unwin, 1966, pp. 23-30.
e do not consider here the numercus, small, indigenous banks which were
founded before 1952, when the first laws regulating banking in Nigeria
wers passed, Most of these banks have suhsequently disappsared, but a

small number of indigencus banks continued operations and have since becoms
quite large as discussed on pp, 80-07 and 122-123,
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handle intsrnatlonal transfers through the banks than through the Currenoy
Board, becauss of the banks® connections with the sntire British banking
syaten, snd because they served a larger nuuber o;‘ places in Nigeria,
Howsvar, since ths expatriate banks held virtually all their assets in

the United Kingdom, 1t still held true that they were only an extension

of the Qurrency Basrd aystesm, and the money eupply was almost oompletely
detormined by internetional transsotions.

Ay Bstablishment of a Contral Tank

The debats concerning tho establishment of a Central Bank in
Migaria took place primarily in the esrly Tifties, and, of courss, recelved
part of Ltas impetus from Lhe increasing role of Nigerian politiclians 4n
the government of the country, and the movenent toward politiocal inde-
pendence. A careful roview of this debate has besn undsrtsken by C. V,

Iircutm.12 The present section merely sumtarizes some of the main slements

in the discussion, _

The partioipants in the debate sesmed to take far granted tha
preponderant rols of international trade in monetired aconomlc sotivity
in Nigsria, and the dominanos of forsign investment in the modern sector.
When economio prowth is expesoted to stem mainly from these two scurces,
tt ta not surprising that the primary criteria for the monetary muthor?ty
would be seen xs those of maintalning gonvertibility and feollitating
international payments; thess are cbviousiy eriteria on which the combina-
tlon of & Currenoy Bosrd and an sxpatriate adommerelal banking system will

saore highly, Furthermors, with full sxtemal convertibility and sxpatriate

banks, the need for & "lander of last resort” is not very great, since

Rﬂre\m. PR it pp. 12610,
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the banks can always mest & liquidity orisis by obialning Ml from thelr
head affioes abroad, The faot that the banks have sasy access to this
Tform of llquidity also means that control of the benks through varlatlons
in domastio 1lquidity conditions bocomes difficult to schleve. For these
reasohs, some sdviscrs argusad in favor of maintaining s Currenoy Dosrd
syston for Nigal‘in..}'3 or for the sstablishmont of & Central Denk with
linited functions, whish would have only s limited authority for s fidu-
olary Lasus and which would eosentlelly continus to issus Nigeriun currency
in exchange for sterling. The pessibllities Far stabillzing economic
fluctuations of sxternal origin through monetary policy wers conaidersd
smuall, in view of the small importance of domestically financed private
tnvestment, and the lsck of well-developed markets for finunclel aszets
in Kigeria., The poaaiblltt;\r ol extanaive finanaing of government expen-
diture through the monetary systes wasz 1llttle discuased.

Thone who advocated the sstablishment of s regular Central Bank
did so in aplts of gensrally sgresing with tha arguments abave. On the
other hand, 1t was oonaidor'ld important to have a Central Dark in order
ta atrengthen the indigenous commsrcial banklng sector, to train African
peraonnel in banking, and to sncourags the developmant of finanzial marksts
in Nigoria., It was repoatedly stressed that a Contral Bank conducting
anticyolical monetary poliey in the traditions) sense hed to awsit the
sxistence of well-dovelopsd financial markets, and that, therafore, the
benefits to developmsnt, to be derived from having = Central Dank would for

. & conslderable pariod of tima be limlted to its econtribution to the

davelopment of such markets,

1:’I‘E-n:mgh it vaz recognined that pollitical independence would make
it more appropriate to have a separate Currency Doard, rather than one
shared with other territories,
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In East Afrios, vhers the zame issue had arisen, the alternstive
‘honen vas that of mainteining s modified form of the Currenoy Board
syatem, = sharess in both Iigeria and Ghana, 1t was decided to establieh
Cantral Zsnks. In Mgeria, howsver, the powers originally given to the
Central Bank to some extent reflected the views of those who saw it as
having only a somewhat limited role, The 1958 Cantral Bank of Nigeria
Ordinance stated that the Figerlan pound was to be on par with sterling,
and thet sxternal raservas wers to bs held in gold and sterling, PFurther-
more, #xpliclt lower linits wers set on the proportion of Central Bank
1iabilities thal wers %o be coversd by lorslgn sssets, In thsse reaspects,
there is 1ittle difference from the prinolple of & modifled Currency
Bosrd with a certain fiductary lssue, Apart from the limitations in the
above arsas, hovevar, the Urdinance provided for the normal functions of
a Central Bank, such as suthority to deal in govornumt securities and
foreign exchange: to be lendor of last resort; to be banker Lo the govemn-
ment, etz., and almo to5 regquirs the commereisl banks to maintain a varisble
ratio of certaln specifled ;l.iquid agsots to deposit liabilitles, In
addition, 1t was explleitly spacified that the Central Bank wes to have
responsibility for the memagenmsnt of the publio dabt, though in gansral
the prinziple of the Bank belng indspendent from the government was upheld
in the Ordinance. Soon after the Central Eank's stert of operations, the

How ragulations for the East Afrlcan Currancy Doard were issued
in 19551 they"explicltly allowed a °fiduolary' tesue”, tut only up to
£ 10 2illion, This Tigure was subsequently raised, snd by 1965, the
actoal fidnctary elament was 45 million, In 1966, however, senarste
Contral Banka wera satablishaed in the Last African countries, after a
long “etate, Ses Newlyn, W. T., Monay in an Afriesn Context, Nalrobi,
Oxford Univeraity Presa, 1967, pp. 33-35, and chapter 6,
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Contral Pank Ordinance was smandsd in a rumber of significant rnpootc.]'s
The amencments generally served to maks the Bank more Mlly lndepsndent
from the Pritish monetary system, by delining the par valus in terma of
gold {instead of sterling) and giving the Dank the right to chengs the
par value, s» wall ae by psrmltting the Bank %o count other forsign
exchange than sterling as part of its ocurrency backing, It slsc incressed
the maximm {iduclary issme relative to total liabilities, The way 1n
which the Central Bank has made uss of thess powers through the {irst
half of the sixtioes will be further dlmoussed below.

L, Tha Changing fole of the Commpreiel Bankg Sincs 1259

In addition to the quastion of the fiduclary issue, 1.s,, to what
sxtent the sconomy's savings in the form of assets Lswmued Ly the monstary
suthority can be used fo finance lnvesiment at home, the extent to whilch
the resources of the comssrcial banks can be used for such finanolng, im
s significant one. During the 1950's, the coxmercial banks lnereasingly
began to invest thelr ancets within Nigeris, snd thelr activities became '
incressingly important for the determinatlon of the money supply and aredit
eonditions gensrally in the Nigerian economy, The gradual change in their
role during this decads will Le desoribsad and analyzed in the following
sectiona, DPut with the aatablishment of the Contral Dank, the posaibility.
arises for the suthorities to deliberately control, or at least medify,
the betinvlor of the banks, to attain the anthorities’ohjectives with
respect Lo monstary lﬁblnty. governmant fimancing, and eredii sllocation

in genarsl, The ways in which the Central Bank hes exercised its powera

15-%. Brown, op, eit., pp. 144-149, and also Brown C.V,, "The
Recent Migorian Banking Asendmentst A Tentatlve Appraismal,” Higerian
Journsl of Feonomic ard Sorial Stndles, Vol. b, July, 1962, pp. Lp56-164,
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in that respect, and the resulting pelicles of ths banks, will also be
desaribed and analysad in the fellowing sections,
B, o Money Su t _The 1950

1, Growth in Corrency srd Deposit Money

In thia section, the growih in the Nigerian azonay supply during
the years 1950-55, i.e., during the lsst ten yesrs of the Ourrency Board
regime, 1s snalyeed with special zttentlon being paid to the changing
compesition of the money supply as betwesn surrency and deposit monay.

At the beginning of the period, the importance of depoalt money
in the total was atill relatively maall, The ratic of currency hald by
the publio to total monsy (defined hers to include time and savings
deposits, ss well as domand doocosits, in commerclsl banks) was .57, As
the ratic of currency reservas held by commerclal banka to thalr deposit
1tabilitias was relatively high as well {,18 in 1950), this mesnt that
the total curreancy lisbilities of the WACB outstanding imn Nigeria in
1950 correspondsd to about 73F of the money supply thau.lé

During the 1950'3.. the 1labilitiea of the Doard in Nigeria showed
relatlvely steady growth, Table II-1 shows their amcunts and percantage
ratea of growthi the average snnual rate was 7.5%5.

Ag the Board issued West African currency only in exchange for
storling, the lnoreases in its liabilities corrasponded to a contimuing
capital export from Kigeria to the Unlted Xingdom, This feature of the
Carrency Board system hes often been regarded sg one of its matn dla-

advantages, and 1t is, t.heruforo. of interest to consider the gquantitative

6'1'11 asze and other Mlgures in the text in this chapter have been

computed from the dato im the Appendix, Table A2, unless othervlse
atated,



1950
1951
1952
1953
1954
1955
1956
1957
1953
1959

Col, 11

Col, 2u
Col. 3|

Note that the amounts in Col. 1 are approximstsly equal to total
WACB 1labilities in HNigeria.

Sourcei

Tab

iI-

Amounts snd Rates of Growth of WACB -
L r

CURP & RTSD

32.8
42,0
50.4
sh.1
56.5
54.5
57.5
579
59.1
63.9

Currency with the Publie (CURP) pius currency reserves
held by Commercial Fanks (RE32), &£ Nig.mill,

Qurrency reserves held by commercial banks, ENig.mill.

Nigoria

e

RESB
2.7
3.4
7.6
7.5
8.2
7.6
6.9
7.0
6.4
8.2

£ p.as
24,7
18,2
7.1
b,2
3.6
5.4
o7
2,0
7.7

e

Armual rate of growth of amounts in Col, 1, percent p.a,

Computed from Appendix Table A-2,



importance of this capital export. The increass in currency.as a
percentage of GLP,for each year in the 1950's is shown below, Table I1I-24
for comparison, the total surplus or deflcit on trade acocount is shown,
also as per cent of GDP. If the latter are identified with totsl capital
exports or imports, it is seen that the capital exports due to the

Currency Board system were a relatively small proportion of the total.

Table 11-2
Capital Frports Through WACE Comparad wlth
T liat Capital Lxpor 1951 -5
4 (CURP4RTSR) /GDPy(£) (x-M)/coRy (£)
1951 1.5 1.9
1952 7 2.6
1953 6 2.5
1954 2 37
1955 -2 -2.9
1956 b -3.8
1957 0 =51
1958 o2 -4,6
1959 «3 =3.1
Col, 11 Incremse in forelgn assets of WACH corresponding to increased
total currency llabllity, as percent of GDP.
Col, 21

Total capitr1l exports, measured as exports mimig imports, as
percent of GLP,

Source: Computed from Appendix Tables A-1 and A-2,



‘™he sinple view of the Currency Hosrd syatem, i,s,, that it gave
rise to 2 permanantly deflationary level of aggregate domand so a# to parait
the sxport surplusses nocesaary for an increase in the currency supply
does thersfore not appser to bs supported by the data for the Nigerian
case, since substantiel capital flows outside the system moant that there

wap no direct link betwsen changes in thas eurrency supply and the surplus
or defieit on trade account. During the years when thoro wag & net capital
putflow, 1t was much greater than can be asocunted for by the Currency
Board xlone, and wust ba explained also be reserve accumulation by
commercial banks, government, and Marketing Bosrds. During 1955~57, the
gresa outflow due to the Currency Board was mors then offsst by inflows
on other scoounts, and Nigeris was a net capital importer, To bring

about the corresponding Llmport surplus, the level of aggrogate domand muat
have been relstively high, more than offesetiing the deflationary blas of
the Currency Bosrd mecheniss,16®

The quantltative importance of the commsrolal barnking system

inoreased greatly during the 1950's. Table IT-3 shows the sbsolute amounts
snd percentege rates of growth of btank deposits in Nigeria during the
decade; in Column 4, the growing relative importance of btank deposits

- for tho money supply ss s whole 15 indicated by the rapldly decresasing

ratio of currency held by the publie, to the total money supply,

6em4 torm "dellstionary blas™ is most appropriate in a Keynasian
type sltuetion with riptd prices and a fixed exchanpge rate. In this caae,

the Currency Board system might generats chronlc unemploymant ss & con-
© sequence ol the automatic expert surplus. If domeatio prices ars TMexible,

howsver, an export surplus ia coapatible with full employmsnt, but the

fast, of course, remains that this murplus constitutss s constant drain
on the country's rsal reosurces.



T I1-

maerol % Do 4 Cy sy Fatt 250-59
TLEP. EDEP/TDEP £ pes. CURP/(CURP+IDFP)
1950 15.0 .79 - 67
1951 20,8 81 2.4 65
1952 26,8 .81 25.4 W61
1953 30.1 78 11,5 61
1954 .6 .78 22,4 .56
1955 by, b .78 16,6 51
1956 bs.6 76 2.8 52
1957 49,9 3 9.0 ' .50
1958 59.9 .68 13.0 A8
155% 5.6 61 14,2 U6

Col, 1t Total Deposits with Commercial Eanks (TLUZP) L Mig.mild,
Col., 21 Ratio of Demand Teposits to Total Deposits with Commercisl Danks.
Col, 31 Annusl rate of growths in total deposits (£ p.a.)

Col, 41 Ratlo of Currency with the Public {CUNP) to total monsy supply,
defined as Currency with Public plug Total Deposits,

Sourcet Computed from Appendix, Table A-2,



0%,

For this resson, ths effsots of the portfolio choloes mude by the
banks beoane more and more important because of thelr af{fects on the money

wpoly, and theteby on the sconomy as a whole, In the noxt asction, the

portfolio deslsions of the commercilal banks during the 1950'a are analysed
in some datail; such an analysis serves the purpose hoth of providing &
hetter sxplanation for the cbaerved trends in the money supply during
that decads, and alec of providing & background for the amalysis of the
changes that took plece in the asystem wlth the foundation of the Centrel
Bank in 1959,
C. \ Banks a 1950

Table II-4 gives summary srual statistics of bank portfolioa
throughout the 1950's. As was sean in Column &, Table II-), during the
1950-54 period, the rate of inoreazs of deposits was extrsmely rapid,
Though loans and sdvances also grew at high percentage rates during that
period, thie was mainly due to the very low initial levelp in sbsolute
terms, their growth wes conslderably less than half the inoreaas of
deposits and at the end of the period, the ratic of loans snd advances

1o deposits was 8til) aa low as 255. The rest of the deposit inflow was

used for an inorsase in foreign assets, and in currency held by banks,

Ve have noted above that thls parlod was charscterited by substantial
sxport surpluses, so that the inorease in loreign sssets vould take place

slmply by retaining shroad the funds that wers paid into the banks for
sxports from Nigarie,

During the 1755-59 period, the oharacter of the banka' portfolioa

changsd, Foreign sssets grew only alowly, whereas cash holdinge remained

steady or sven declinod smomavhat. The growth in deposits was stlll high,

though somewhat 1ower than during the pressding yoars. The sxpanaton in



N.Hb

#1°
st
&L

gz*

gz*

&t

1) o
&21l/esEd

2'8
%3
£°3
6°9
9L
2'8
(171
9L
't
L'z

oct. |

Z-y 91q¥1 ‘xTpueddy =0l peyrd=op

egyysodeg (V301 JO UOTIONI $F EEAINRGY Asuszany
SrrEeBigatEssy ‘seadesey Louszing

*sy7s0odeg T¥ROL JO UOTRIWLI $¥ FROSEY udteaog
qTTR Iy (53I) SessY WIYeI0

sgy1sodag 1¥30l JO UOROWIY €F secumapy puw susoT
*TTm 314" (ATV]) SeoumApy pU¥ SuwO]

g2* §Ugt -4 1€
€z* g9t €5 2K
&L $'el én* 44z
" 1°61 £y 7761
1 6'zz e g1
(o he é1* €6
o 6t H1° €L
sq° e . a €9
19" Ltz €1 6°€
13° 26 60° 82
Za1jsxed SiEd &2ljav] r<izd

1931005

9
15

192
190

i *19

ie
12
s

10
1%
1%

6561

£561

1561

551

4734

7561

€561

%61

W61

0561




loane and advances now was nearly equsl to the changs in deposits in
abaolute terma. .

In the next few seotlons, an attempt will be made to analyee the
composition of the bank portfelios, and thelr development over time, Ly
oconaldering the sconcmla factors inlluencing the banks ln thelr attemptis
to pelect a portfolio consistent with thelr objestives wlth respect to
profitablliity and liquidity. The banka' domand for currency reserves will
be briefly discussed, but the principal choice to be snalyzed ie the one
botwsen Tprelgn exchange holdings on the one hand, and lsnding in NHigeria
onh the other hend,

DParing moat of the 50's, the banks opersting in Higeris were not.'
subject to any speoiflo liquidity roquimsnt.l? Yot, the proportion of
vairlt cash to total asssts war high relative to the level prevalling in
mors developed monetary systexs. In explaining this, one muat, of couras,
remember that during the Currency Board syatem, currenoy was the only
domeatio assat which would be hald as & monetary ressrve, as the Board
dld not accept depoaits, .Bu.t aven in view of that, the reserve ratlo
appsars high, As a further factor, one must take Into acecunt the high
currency ratio in the total amount of money held by tha publici it meant
that transsctlons between tha publlic and the banks to & large extent took
the form of wlthdrawals and daposita of currency, rether than transfoers

beiween bank deposlts. Thus, temporary deficits in the flows of funde

I?In the 1952 Banking Ordinance, i.s., the first piecs of
loglalation ralating to commeroial banking in Nigaria, the banks wars
only required to maintein an "adeguate degres of liguidity,” See
Brown, The Nigerian Benking System, op, cit,, ps 3
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had to be met by the use of currency reserves rather than be settled in
ahu-‘l.m;.18 Moreover, there were only a few Currency Board currency
centers, so thet the time lag in bringing cash from the Board to, say,

a remote branch, could be long. At glven fluctuations in the inpayments
and outpayments, this also necesaltated somewhat higher currency reserves
than would otherwise have been required, Finally, the profitability of
tranaferring surplus cash into foreign assets during the low season in
the demand for currency by the public, was relatively low, among other
things due to the transfer charge levied by the Currency Eoard,

The slight downward trend in the ratlo of bank currency reserves
to deposits, as 1llustrated in Table II-4, Column 6, is consistent with
the hypotheses above. First, as was already noted in Table II-3, there
was a relatively rapid decline in the ratio of currency held by the
public to the total money supply throughout the decade. This is consistent
with the idea that a greater proportion of transsctions took the formm of
transfers of bank deposits, rather than transfers of currency through the
banking system, and this would have led to a somewhat lower need for
currency reserves held by the banks, since & defleit or surplus of
deposits or withdrawals in an individual bank could thsn be settled
through interbank clearing to a greater extent than before. Secondly, as

shown in Table II-5, from about 1955, interest ratss in the United Kingdom

18

Suppose, for example, that & glven bank branch in one day has an
excess of withdrawals over deposits, If the withdrawals are in the form
of check payments which the recipient in turn directly deposita in his
bank account, as is likely to be the case when the ratio of currency in
the total money supply is low, this excess can be settled in clearing
between the head offices, and will not involve a currency drain from the
branch involved. If the withdrawals are msinly in the form of ourrency
withdrawals, which 1s likely when the currenoy ratio is high, an excess

of withdrawals over the deposits must be met directly from currency
reserves in the branch,
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wers gﬁar-lly higher than during the early fiftles, so that the profite
ability of short-term transfers of lMinds sbroad bacems gremtar, An
sxamination of the guarterly data on bank transactions with the WACB
supporta ths hypothesis that beginning in 1955, such transfers did

taks place during the low ssason in the demand for currency by the

mbte. 12

3, The Cholce Between Forelgn Asyats and Lending in Nigarie

Walle the above considerations go some of the way towvards
sxplaining the high level of bank liqulidity, it only focusses on
currancy liquidity, In order to consider the overall liquidity of their
portfolio, however, the form in which the forelgn ssseta were held must
alss be sxamined. Almost exclusively, they fell in the category “balances
held wlth other banks abroad.” Some llmited "investments” cverseas did
exist, but thls item was quantitatively insignificant.®® Altnough it
ia not possible, for this period, to sse whether the forsign benk balances
wers held with overseas oifices of thae same btank, or with differsnt banks
abroad, it appears highly liksly from stetistics for later pertods that
the tulk of them was hold with offices of the same bunk nbmad.zl

190p until that time, currency held by the public plua cash held by
banks inocreased in all smuccessive quarters, Givan that only commarcisl
banks had transsections wlth the Currency Board, thls means thet on the
avarsgs, they wore net sellsrs of forsign axchan;e to the Board in sach
quarter. During the period 1955-5%, however, the above total dsclined in
the low-senyon quarters, which meant that on ths average the banks wsre
net buyars of forsign sxchange from the Board, l,e,, wera repatriating
_ eapital on a short-term basls. See further section C balew,

zoEzcopt for 1950 and 59, when they reached INig, L.U million in
one quarter, they were losa than :Rig, 1 million throughout, 3See Faderal
Offlce of Statlstics, Digest of Statistics, various lasues,

21511!00 1960, from which tims monthly data sre availabls, "balances
wlth other banks sbroad™ havs nevar exceeded bNig, 3 million. Ealancaes
with “offices and branches abroad” have bsen mich higher. See e,g. Central
Bank of Nigeria, Economio and Financlial Review, Vol, 4, December, 1566,
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Table II-
Tros B
in the
Uplted Kingdow, 1350-59 (£
1950 +51
1951 256
1952 2.20
1953 2.30
1954 1,80
1955 373
1956 4,93
1957 4,80
1958 4,32
1959 3.3

Seurcet U.N. Yaarbook of Statlstics, 1958 and 1561, The
Figures for 1958 and 195% are annual averapes of
the qusrterly data glven in the 1561 Yearbook,
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In general, bank tnlsnces are, of vourse, oonzidered highly lliguid,
and go wondld well fulfill the fureotlon as rasorvesy they could at any time
be used to ocbtaln currency at a flxed price, For that -resson, they might

be considesred liquid manats and part of bank reserves, As is clear froam
Table II-h, however, il reserves are defined to Lnclude forelgn tank
balances, it appsars that sn extremely high degree of liquidity snd & low
level of lsnding were maintained by the benks during the fiftlss. In this
section, some oxplanations for thiz will be consldered,

In terma of modern portfolio theary, asset managers are seen as
bteing concarned with the expected profitabllity as well am expected risk
of assets, Part of the explanation of the low level of lendlng in Higeria
oould, thsrefore, ba furnlshed by simply noting thet typloally thers was
only a small amount of lending which could be done undar tarms which wers

mfficlently attractive in termas of profitability and risk. One reason

for thisz, of course, was the rolatively low level of monetlzed aotivity
in general, and the suall scope of the modern sesctor with large-scals
production of pgoods and services, Small-acale activitios are obyloualy
handicapped in terms of the possibility of obtaining bank oredit by the
lack of sultable aecurity (sggravated in the small-soale agricultural
sectar by uncertainty of titles to land), absence of accounta, and

perhaps shove all, by the fact that saall Joans typloally carry higher

adninistration costs then larger onos.zz A further axplanation of the

low level of lending in the 1950's may be found in the fect that the

21110 experlance of agencies such ans tho Federal loans :Board,
dealpned to ald arall businesswen with eradit, as woll as othor similar
institutiona Lisx sugpestive of these dlfficulties, Jee Kilby, P,,
Industriatization in_an Opan Economgr  Kiparis, 1966+6A, Cambridgs,
Harvard University Praas, 1969, pp. 321=358, where he alsc quotes related
‘stadles regarding entrepranenrship in ngorh in gensral,




British benking tradition has typically favored short-term, "self-
liquidating™ Ioans with & tangible mecurity, relatlesly more than, e.g.,
the Gorman and Amarlcan banks, Thls has meant that lending by the
British banks in Nigerlas, at leant in the past, haz hsavily favored
finsncing of domestioc and intemational trads, but not losns for general
production activities. Though dats are available concerning the asctoral
distritution of lending only for the last two years of the pericd, the

fol'owing tabils for 1958-5% confiims the concentration on trade financing,

Table 116

Sectoral Distributlion of Comumrcisl Bank loans
and Advances, 1%94-53

% of Total loans & Advances

mct AGEXP IMPTR KT3C
1958 1% 25 28 23
2959 o 20 37 0

Col. 1+ Mining, mamufacturing, construction, and public utilities, (xicT),
Col. 23 Credit to agriculturs, most of whlch for exports, {AGEXP),

Col. 3+ Imports and domestic trade, (IMPIR).

Col, 41 HMiscsllaneous,

Sourcer Computed from annual averages of ssmi-anmual data glven in
Central Bank of Niperlas, Economic and Finsnolal Haview,
Yol, 2, March 1964,

It say be noted in thls context that the same faotors which re-
strictad the volume of lending generally slso led to a certain da faoto
discrimination against lending to Nigerian businesszen, While the large
trading firms were foreign-owned, the mmsll firms with deflolant sccounting,

lack of securlty, and relatively small-scale loans, were generaliy the
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ones run by Nigorian tusinesssen. This led to fraquent complainta on

the part of unsstiaflied borrowsrs, and as will be further discussed below
in Chapter 5, the provislion of credlt to small-soale asconomic acltivitles
{inoluding farming) remsins one of the importsnt and largely unsolvad

i
problens of the Nigerian financial systea,

Another factor contrituting to the low level of lending saspenially
at the beginning of tha perlod, wvas the fact thet much of the inter-
national trade and productlon in the large-scels ssctor was in the hands
of forsign corporations, or wes sarrlad out by institutions (such as the
HMarketing Boards] which had sasy soceas to orsdit direstly from the _
United Kingdom. Thus, while the oredit needs of these seators would have .
mot the standards of credit-worthinsas set by the banks ln Bigeria, they
ald in fact meet these nesds in the Unitad !(‘mlg;d':ml.23 This pattern is
gonsistent with the idaa that during the esrly 1950's, the financial
system in ligeria should be seen as morely & part of the United Kingdom.
financial systest finsncial interwedlatlion took the form of Nigerian savings
beling sxported thers, c.hd correspondingly, investment in Nigeria wus
finenced fros the United Kingdom,

Finally, sanother partial explanation of the high foreign sxchange
component in the bank portfolios is provided by the fact that there were

no developed markets in Nigeria for assets that could have perved as

220Mme role of the Indigencus banks in this context will be briefly
touched upon below in Ssction d.

ote also that under the Currency Board reglms thers wes no ris
“3ote also that undsr the Cu Board regl sk
of devaluation, po that there was no exchange visk lnvolved in borrowing
nbroad to Cinance asset holding in Higerla.
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secondary reserves (such as governaemt securities and other highly
1iquid asssts). This meant that if the banks wanted to hold such
secondary reserves, they had to take the form of forelign assets. As
long as convertibility st par was guaranteed through the Currenoy bBoard
system, there was virtuslly no risk involved in this type of operation
in terms of exchange fluctoations or payments restrictions,

While these consicerations explaln vhy the Nigerlan banks would
generally be expacted to have an incentlve to hold some amount of
foreign assets, they do not account for the faoct that thelr foreign
sssots wore held in such & seealngly liquid form, The reasons for that
mist be sought in the fect that the banks were subsidiaries of banks
operating in the U.,K. An explanation of bank behavior in this situation
mist clearly tske into sccount that for such banks, portfolio decisions
are made 30 as to lead to an optimal portfolio for the bank as a whole,
rather than for the branch taken by itsolf.zb

In this section we will analyze the problem of portfolic selection
as it appears to a bank which operates as a branch of an international
bank, and contrast its portfolio problem with that of an independent
bank in Nigeria, As was notsd in Chapter I, the banks controlling the

bulk of total deposits in Higeria during the 1050's did indeed fall in
the former category.

2'l‘llomn'ly. in monetary snalysis one attempts to explain portfollo
choices in terms of rates of return on alternative assets. The problem
with an internationsl “ank holding balandes with branches cor hesd offlces
oversean, 1a that there is no explicit return on such balances, bacause
there 13 no "market™ for them. Analogous problems arise with vertically

integrated industries opersting in several countries, as for example
oil, or aluainium,



B e Portfollic Choles in an Intsrnationsl B;ng. _

At one level of snalysis, the portfalio policy of the tank can be
soen ag formilated Ly the expatriate manager of the Xigerlan branch, act-
\ng independently. Following the analysis of Tobin at.al.,2” the manager
can be sasumed to be concerned with the bank's prefits, and with the
*riskiness” of its portfolio, and the solution to the pertfolio selsction
problem is a portlfolio which attains some optimal combination of expected
profitabllity and risk, The sxpectsd risk of ths portfolio depends on
the expected varisbility in the prices of investasnts, the risk of d-hul.t
on interest and principsl on loans and sdvances, stec. Tautologleally,
one could then ssy that the large propertion of forsign bank balances
followed from the managoers' favorable aveluation af the risk and retum
charsoteristios of gsuch balsnces relative to loans in Niguria, But the
question then arisesi vhen sich bank balances are hald with the oversean
head office of the wsame bank, what are the risk and return characteristics?
From the point of view of the manager in Higeris, the risk is likely to
be very low, snd the return will be the intornal rate of interest with
which branzh managers are credited for balances held with the hesd office.

By varylng such a rate, the head offlce might thus induce waristions in

the flows of dopoalts from cverneas branches.

25 T.e., the traditionsl Tobin/Markevits vortiollc analyais,
See Tobln, J., "liquidity Preference as Fehavior Toward Risk;” Raview

¢f Teonomia Ztudiea, Vol, 25, February 1954, pp. 65-54, and Markevite,
He, Portiolio Selsctiens  Effietsnt Diyersification of Investmants,
Hew York, Wiley, 1954,



Bret Crom the point of view of the head office, or alternatively,
tha bank as & vhole, the guesticn whether to make use of daepasita in
Higerls will depend on aimply whether this ia warranted in vliew of the
bank's desire to select an optimal .pertfolio for the bank as a whole,

4,0, When aggregating aszsats of the head office and all branches,
Therefors, balances hald with the head offloe simply repressnt a chare

in the total portfolio of the iﬁtomtloml bank, so that from the

point of view of the hank as s whole, the risk and return characteristics
of such balaences are ldentified wlth those of its aggregets portfelie,
When looked at in this way, it becomes meaningless to try to explain
what appears to bs the high degree of liguidity of the Higerlan banks
during the 1950* &26 The ralevant conslderatlion would have Lasn the
1liquidity of the internatlionsl bank as & vhole.

An has often besn pointed cut, 1f ons accepts the premlse that
the international banks attempt to optimige their portfoliaa by trans-
ferring deposits internationally in response o changing profitability,
1t becomes likaly that 'L;mding in Nigeria i3 highly aensitive to vari-
ations in intarest retes and oredit oonditiens sverseas, especlally in
the U.X, vhore the head offices are locatasd. Exactly how mensitive it
will be, howsver, will depsnd partly on the degree of autonomy that the

banke glve to thelr branoh managers. In actusl fact, it appears that

26'11113 point appears to have besn insufficisntly smphasized by
soue sarlier investizators, BSea Browm, C.V., "The Supply of Bank Honey
in Nigeria,” The Danker's Maganine, November, 1960, and December, 196G,
ppe 30L-310 and 3%7-402, and dray, C.3., "Credit Creation for Nigeria's
Eoonemic Development,” Nigorian Journsl of Foonomie and Soclal Studies,
Yol. S, November 1963, eapecially pp, 286-299, 5Ses also Greaves, L.,
Colonial Monetary Condittons, London, H.M.5.0., 1953, espesially
PP U546 on the banks roluctance to transfer funds from the head office
for purposes of lendirg expanslon.
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the decision-making in the international banka has been decentralized

to a conaiderable extent, 1.e,, that the branches had a high degree of
autonomy, In the present case, decentralization implies that the mansgers
of the Higerlan br.unchn are left substantial freedom to select the

assets in thelr portfolics, subject to ground rules lald down by hesd
office poliey, Thase rules would then be formulated in such a way as

to insure that the resulting portfolio is optimsl {rom the bank's point
of view. When considering the actual formulation of wuch rules, however,
it must be taken Into account that thera are internsl administrative

costs involved in making them complicated, and subject to frequent
changes, Furthermore, if the rules are changed often in such a way as

to induce substantial transfers of assets from one category to another,
the transaction costs of such transfers will begin to become important,
and because of the relatively large iransfer charge on intsrnational
transactions imposed by the Currenocy Board, this would have been an
Aimportant consideratlon with respect to the choice beiween foreign and
Nigorian assets, For th;ac reasons, it can be expected that the ground
rules to which the branch managers were subject would be relatively simple,
arnd would only be changed at infrequent intervals.

Fot very much is known about the precise rules under which the
branch managera in Nigeris were operating during the fifties. From the
frogquent refersnces to the limited number of "credit-worthy borrowers,”
however, it is clear that the mansgers were expected to apply relatively
striot standards with respect to security requirements, as well as
duration of the loan, so that the expectation, implicit or explicit, that

borrowers meet the requirements impossd under normal (British) banking
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practise becams one of the rules through whleh portfolies decisions were
influenced from nbmad.z? Thess requirements wers probably not explisitly
changod during the 1950"a, though Brown claims that the bankdrs, in his
impression, were "bendlng over bacluards” to increass thelr lending to
indigencus Nigerian bormrors.za As wvapn shown abova, Table II-6, however,
throughout the 1950's, benk lending mostly took the form of financlng of
international trade on a short-term basis, and sinte most such trade
was in the hands of large-scale internatloral trading firmas, cone may
‘eafsly sosume that the lending expansion in the late ifties could take
place without sny significant relaxation of these requirementa. During
converaationa betwean the suthor and offlelels of the sxpatriats banks
in 1966-67, the officials (rather vehsmently) denlad that any changes
in the roquirements had taken place elither during the 1950's or the
1960° 5,27

A pecond important method smplyed by the hsad officea to influsnca
the lending of ths Nigarian branches consisted in influencing their lend-

ing retes and the rates thay pald on time end sevings deposits., This

27300 the description of bankera' attitude in thls respect in
Broun, Nigarian Banking System, op, eit., p. 91,

28!’.&13’ as & result of the uhiguitous eritictsm in West Africa
that the axpatriste banks tond to discrimlnats egainst indigencus
Yusinessmen, ZSee Browm, loc._cit, On ths possible rsszons for this,
in terms of lack of securlty, lack of acoounts, &tc., on the part of
prospactive borrowersa, see lewlyn and Rowen, op, cit,, pp. 81-B2,

291me possible problama that those reletively inflexible
requirements sre creating with reapect to the aporopriate allocatlon
of oredit in lMigeris, will be further diecussed in chapter 5,

.
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ocould be done in several ways, The head office could have oredited the
Nigerian branch with en accounting rete paid on halances with the head
office, lesving the Nigerlan branch mansger .fru to establish vhatever
lending snd deposit rates he wished. The interest rates in Nigeris would
then have been extabiished through competition Detwesn the branches in
Higeria. Altormativaly, the head offlces could establish dirsctly the
interest rates that the branches would charge, leaving them to accept
vhatever level of deposits, and whatever level of lending would result
from thosa rates. This alternative would imply conslderably less interest
Tate compatition between the banks in Nigeris, ut would be conaistsnt with
the ollgopolistic pattern in BEritish banking, whereby lnteresti rates
ars typloally set with rsfersnce to tha Bank rate, and interbank
cozpstition takes other foms,

There i3 practically no quantitative information on intersst
rats charges in Nigeris during the 1550'a, tut 1t appsars quits olsar
that rates in Kigeris wers closely linked to the U,K. Bank iate, lending
support to the second hypothesis abovs, 1.e., that Interest retes in
Nigerls were determined with direct raferance to rates in the U. K,BO
While this points to lack of competition betwsen the banks operating in
Blgerie, it wust glso be romembered that as long as lending in Nigeris
was easentially linited to borrowsrs who also hed access to the U.K,

market, it 1s unlikely that rates in Nigeris would have been very dif-

3°‘I'h'n.s seems to have been the impression of most obssrvers of the

Nigerian banks during ths 19503 and before, See Newlyn and Rowan,
op., eit., pp. B4-35, Brown C.V., "The Supply of Bank Money in Nigeria,"
op. cit,1 See also the Committes on the Working of the Honetary System,
The Kndaliftfs Raport), London, H.M.8.0., 1960, Mirutas of Evidence,
Questions 4355-4359, 4L09-4413, and Prinaipal Memorands of Evidencs,
Vol, 2, pp. 6465 (Statement by the iiritish Overasas Dankar's
Associstiont Alfrican Members),
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ferent Trom those in the U.,K., even if there had been vigsrous
cempatition in the Niperian financial system.

If one nov hypotheslzes that the Nigerlan branch managers were
free to make any smount of loans they wished, subjeot to the constraints
with respsct to oreditucrthineszs and intersst rates discussed shove, it
would have followed that the level of deposits in the Nigerian branches
would have had no influence on the level of lending in Nigeria; an
fnerease in basnk deposits in Niperia wuld have glven rize only to caplital
axporta, as long as the demand for credit remsined unchangsd. Conversely,
the only way in which bank lending could changa would have besn through
a change in the demand [or oredit, the supply being regarded as infinitely
alaztic nt externslly glven terms. Thia ﬁw. however, neglectsz the
influence of transsotion costs, and the related possibility that a dis-
tination wee made between "local" and “forelgn" deposits, It will be
argued in the next sectlon that this dlstinetion had an important rols
in influencing the portfollc c¢holces of the Nigerian l;r;nch mrnagers,
and that the lending oxp'anuion in the banking system in the late 1950'a
{and also the Qarly sixtlea} 1s partly to be explained by the changing
proportionz of “1scal®™ deposits in the total,

¢, The Role of "loral™ Daposity

As was mentioned above, the West Afrioan Gu.rmcy Board imponed
on arbitrary trensfer charge of }ﬁ on transfers of funds in elithar
directlon, 1.s.,, both from Nigerta to the V.X. and vias verma., One
olear offact of such a chergs, as was alsc discussed sbove, was to wake
it prefitable for the banks tt; hold, on the aversge, somewhat higher
reasrves in Nigerian currency thon they otherwlse would have dons, since

tha aost of overcoming a short-term liquidity defioit by using forsign



oxeh-néu would have been quite high, With respeat to pertfolio
deoisions in general, the eoffect of the transfer charge (like that of
sny other transactlon cost} was to substantislly lowsr the rate of
raturn on short-term transfars of funds abrosd, to or from Nigeria,
wheress for investments with longer holding periods, the effect tended
to vanish,’l As vas briefly argusd abova, this helps to sxplain the
seasonal pattern of Higerian bank portfolios in the 1950's. An intoer-
esting question, however, is whether in the long run, the trensler charge
had any effsct on the banks' portfollos, partioularly on their willingness
to acquire domestlic Nigerian assets (i.s., at this time loans and

advances in Nigoeria)}, It will be argued balow that the anawer should |

bas In the alfirmative, in the sonse that it gave the banks some incentive
to lipit their lsnding in Nigsxla to the amount of their "local” deposits,az
L,8,, Aeposits mede in Nigeris and not in London, and furthermore, that

the low lavel of lending in the sarly fifties was at least partly cue

to » shortage of wuch "local” deposita, It can be argusd that in n.p.'l.t.

of the large foreign txch;.ngo components in the barks' portfolics, the
banks are most likely naver to have undertaken any major transfers of

funds to abroad on their own initiative (with & few lnaignificant

axcaptions 1n the form of the ssasonal transfers discussed above in

feetnote 19, p. 66 ).

1) short-tern portfolic adjustment ia profitsble if H> g .

wvhere H 1a the expectad holding perlod in yeara, t is the trananction
cost in percent, and r is the Jifference 1n the snnual return batwesn
the propozed investment alternative and the exlating aaset reaspectively.

320:-, put leas strongly, that an expansion of lending over and
abova looal deposlts would take place only if tha return on mich lending

wers sulficlantly higher than ths return whioch would be obtalned abroad,
o campensste for the transfer cost,
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These conoluslons gan be drawn from a consideration of the
particular vay in vhich the transfer charge was acdministared, The
charge was paid by the banks to the Currency Beard only when the banks
aotually bought foreign exchange from or sold it to the Doard. The
banks themaslves, on the othar hand, inpossd the ssme 3% chargs on all
transfers by customers, whether this Involved s transsction with ths
Board or not. The banks thus had an lncentive to net out, to the
groateat extent possible, their sales and purchasas of foreign sxohange.
But the only way in which the total mmount of ourrency in Nigeria (in-
oluding bank cash) could inoresse, was t .ough the banks melling foreign
exchange to the Board. 3Since the total amcunt of currency outat.mdlng”
did in fact incroase from year to year, this meant that on the average
the banks were always net sollers of forelgn exchange to the Doard,
so that even with the prevailing low level of lending, the FPanks did
not have to acquire forelpn axseta from the Board in order to transfer
funds to abroady this transfer took place automatically as deposits
accumalated in the form n‘)f foreign exchsnge paid in London.y"' For
thie resson, any substential lending expansion in Nigeria would always
have required a tranefer oocat to the banks, ao that in (sot the transfer
charge lod to & certain bles not only againat frequent portfolio shifts,
but alsc gonerally against lending in Nigeria., This also helps explain
the fact that the banke favered lending for luports, since in that case,

the funda that the benks pey out to the Lorrowsr will be in foraign

331.0.. currency with the public plus currency held by banka,
3uIn payment for exports or Intra=fim transfers of funds, eta,



sxchange. An sxpansion of such lending would not require purchass of
foreign sxohangs from the Currency Doard, but could be accomplished
simply by drewing on exlsting forsign balances, without paying any
tranafer chargs.

Ay vas noted in Footnote 3 above, the questlion whother this bias
against lending in Rigeris was quantitatively important must be answared
on the baals of information about the differences in the raturn on
landing in Nigeris and ths Teturn on the alternative asast (in thls
asse the return to the bank. as a whols on hesd office balsnces), =
woll a3 the expected holding pericd and the pizs of the transsotions
cost. However, sven & relatively short sxpected holding period and
emall rate differsnce would be sufflclent to compensate for & trensfer
charge of ¥$ in either direction. Supposa, for example, that a 6
months' loan s conteuplated, In that case & 2§ difforential in annual
return would be sufficient to compensate for the cost of a 2-way tranafer,
With longer sxpscted holding perdods, an even smaller rate differentisl
would be sufficient. !

Thus, on g priogi grounds, it mey be hypotheatsed that the
tranaler charge by Ltyelf had a relatively limited lmportance as an
obatacle to mobllity of funds for lending in Nigeria., In an indirsot
¥ay, hovewar, the trsnsactions costs may have bsen significant because
of their influehce on the particular form of the decentrelipatlon of

deolsions in the internstional banks. The destre to avoid those oosta
" provide part of the sxplanatlon for what appears to havae been a policy
whereby the Lranches in thorli strived to maintain thelr lending within
the limit of "local deposits,” i.s., doposita msdo in Nlgarlan currency

and not in sterling. Frox the polnt of view of the individusl hank
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transfer costs would, of course, be avolded if lending in Nigeria could
be financed entirely through the inflow of funds in this form. There
1s sone evidence that this rule was, in fact, followed, Brmmjs rolates
that expatriate benkers had sald they were "unabls to expand thelr over-
¢11 level of loans and advances with the present level of deposits®™ in
1960, and then proceeds to show that during the latter yesrs of the
1950's, the banks had in fact been highly 1iquid, if forelgn bank
balances are inocluded among liquid assets, If one takes the statement
to refer to "looal deposits,”™ on the other hand, the bankers' statement
is more consistent with the -wid-nco.36

Furthermore, it can be shown that the changing portfolio ocomposi-
tion of the banks in the later part of the period is consistent with
this rule, It was sesn above that during the early fifties, the lending
activity in Nigeris was very low, whereas during the 1955-59 parlod,
there was a rapid increase in loans and advances; at the sams time, the
forelgn exchange assets of the banking system remained stagnant, or even

declined somewhat. If it eould be shown that this lending expansion was

35Brom. CiV., "The supply of Dank Money in Nigerias,” op, olt.

36111. Radeliffe Heport (Principa) Msnaranda of Evidenca, Vol, 2,
. g}&.] contains a memorandum by the Uritish Uverseas Vankmrs' Association

%%p. W=65), in which it is stated that deposits with the Currency Hoard
were mads to mest the need for cash reserves in the overseas bank, If
a branch manager pasrmitted a significant lending expansion over and
above local devosita it is reasonable to assume that he would have had
to Justify specifically the increased noed for transfers from London
with the hesd office, 1,s,, seek head office approval for the lending
expansion., On the other hand, if the expansion would be financed on
the basls of local depasits, mich approval would not be required, The
greatar autonomy in the latter case might have scme psychological
significance for branch managers cherishing their sutonomy, Jee also

the support for this in the observations of Greaves, L,, in gp, cit,
pp. U5-46,




finsnced largsly by sn incresse in the banks® nat sales of forelgn
sssets to the Qurrency Dosrd, the hypothesls that they were significantly
1initsd in their lending by the svallabllity of locel deposits, could be
rejoctad, Dut it is ssen above (comparing Tsbles IL-1 and II-4) thet
the anncal inorsase in foreipn assets of the Currency Board was aomewhat
lower than belfore, and constituted only a ouall fraction of the expansion
in loans and advances during the 1955-59 perlod, so that the lending
expansion was financed mainly through an increaze in the proportion of
local doponmlts,

On the above grounda, it 13 resscnable to hypothasize that cne
offect of the transfer charge in the form in which 1% was imposed
during -the 1950°s, was to relnferce the tendancy of the banks to limit
thelr lending in Rigsris to within the funda ncci-utng loeally, But this
would then also mean that in spite of the oloze links that the Higerisn
branches malntained with the U.K. market, in terms of intersst rates and
establishuent of credit standards, ‘the managars of thess branches did
have some resl autonomy in their portfolio decizlons, with reapect to
the funds derived locally. Kot only does this partly explain the change
in the portfolle pattern between ths sarly and late 1950's, tut the
greater autonomy in this respact probably also constitutes an important
part of the explanation why the commercisl banks in Nigeria were willing
to undertake the rapld convarsion of their funds into precticelly all
Higerian sssets after the sstablishment of the Central Dank, with

interest retes in the U.X, spparently having little impact on thia

process,



., o Indigan Bank

85 far, the analysis has boan conducted only in terms of the
sxpatriete banks opersting in Nigeria. During the early 1550"s, how-
aver, 2 lrrge number of indigancus Nigerian btanks ware formed, and some
of them maintained ralirly large operations throughout the decsds, Wa
w1l not discuss in any detail the history and cperations of these
banks here, as an extensive disoussion im avsilabla elsevhore.”’ Hers
it should only be noted that these banks relied msinly on domeatic
depoalts, and that thelr holdings of forelign exchangs were small, Thus,
to scme extent, the growth in the ratio of loans snd advances to depoalts
vas dus to the portfolio pollcles of these hanks, though this cannot be
establinhed statlatically, dus to the sbsence of dissggregated dats for
the commercial banking system during this period. However, it ip un-
1ikely that their lending sotivitiea ever reached much aver 1/3 of
that of the expatriate banks, and thelr share in deposlis wes evm
maller, For the firat year when separste statistics are avallable,
the share of deposlts 1n ths indigenous banks was 26% (1559), and their
shere of losns and adeances was 278 (1956). Brown, guoting & "private
soures,” glves a table for total loans and advencea of Nigsrian banksg
we compare thias with totel lowna and advances for the ontlre commercial
banking system at sorresponding dates in Tsble II-6A.

In splte of thelir relativaly mmall sirs, the indigenous banking
aystem constituted sn important early inatance of Nigerisn ontreprenour;

ship, and they clearly fulfill a useful function by alleviating, to some

5en Howan, DLCe, "N "
¢« hCe,"Hative Banking Doom in Nigeria," Tha Panker,
Vol, 96, March 1351, pp. 244-U9, and Newlyn snd Rowan, _g_{’_. olt. chapter

5.



Table IT-6A

Share of Hirartian Banka _in Total Loans
and Advences, 1996-79 (F)

Share of Nigsrian barks

1956 27
1957 22
1938 28
1959 ) 35

Share of deposits in 1959t 26%

Soures1 . Computed from Browm, op. cit,,
p. 66, and Appendix, Table A-2,
for 1956-%8, For 1959, the
figures are averages of end-June
and end-December [igures relessed
by Central Dank of Nigarias,
Ressarch Department,

as.
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extent, the problem of discrimination in bank lending ageinst Nigerien
uasineasmen. This was especially the case during the 1950"a when thelr
requirements regarding security, eto., seem to have been consldorably
less stringent than thoss of the expatriate banks, On the othar hand,
& mibstantial part of thelr resources meem to have beon tied up in loana
to dirsctors of the banks, to flrms owned or msnaged by the directors,
snd 10 political partiass(®so that the number of Migerian businessmen
who benefitted from their activities was rather limited, : .
C, The Monay Supolyi  The 1960's

With the establishment of the Central Bank im 1959, the supply
of currency in Nigeris, of course, was freed from the direct dependence
oo the forsign essets of the monetary antherity, and a {iduclary isme
bacame posaible. Ax is sean in Tabla II-7, howsver, this raforn dia
not lead to any great change in the rate of expansion of currency out-
standing; in fact, the average growth rate of currency with the publle
and bank reserves was 7.2%, which 1a almost ldentical with the ?.5‘
growth during the 1950's. For two reasons, howsver, it would be
mislending to say that the relatively low rate of expansion of currency
outstanding repressnted a restrictive policy by the Cantral Bank during
1960-66, | |

First, as indlcatsd in Column 3, the currency ratio continued to
decling, sc that the relatively slow rate of growth in currency held by
the publlic was sccompaniad by & consldarably higher rates of growth of
deposlt monay, and thersfore, of the money supply as a whole, Ap will

bo dlscussed in Section D, 2, given the decline in the currency ratio,

370 5, Brown, gp, cit., pp. 65-73



1960
1961
1962
1963
1964
1965
1966

Col, 11

Col 21

Col. 3'

Col, b

Sourcet

Table II-7

Liabilitias of the

Curpenc

CURP+RESS
7h.2
80,2
79.7
8z2.1
90.2
93.8

106.0

Currency with the Public plus reserves of the
commercial banks (including currency, deposits
with the Central Ban%, and Call Money at the

iath

1240-

RESH

9.1
B.4
9.2
8.8 .
9.6
10.9
10.4

Central Bank),LNig,mill,

Carrency with the public as a share of total

Central Pank

L LN

)

Reserves of commercial banks, defined as above
LRig.mill,

money supply (including time and savings
deposits wlth commercial banks).

Annual percentage growth rate of amounts in

Col. 1,

Computed from Appendix, Table A-2,

15.0
77
-1
2.9
9.4
2.1
7.0



and the portfolic pollicies of the commercial banks during the pariod,
the expanslon in Central Bank llabllities would have had to be sevaral
sarcentags polnts lower ln order to maintain the same rate of growth of
the aggregate wonsy supply as during the 1750's, This, of course, is
ancther way of saying that Central Bank pollicy was quite expansionary
in the sensa of letting commercial bank credit grow faat encugh to
mbstantlally 4dncreass the rate of growth of the sonsy mupply even
though ¢urrency and bank roserves grew no faster than during the 1950'w,
Sccond._ as was discussed in Chapter I, Bank polloy can be said

to have been expanslonary in the sense of permitting a large decline in
Higaria's foreign exchange resarvea. The rate of growth which took
place in total domestla credit {rom the banking systom, was quits high,
vhich resultad not only in a higher rate of growth of the money supply
then before, but also in a very repid declins in the degree to which the
noney supply was backed by foreign assota}a

. In the followlng two sections. the polleies of the Central Dank
which has brought this about will be analyzsd in more detsil, beginning
with & discussion of lts own portfolis cholces, and contimiing with an
analysis of how it has used tl'lm methods at its diaposal to affect the
portfollios of the commercial banks,

1, Currency Converalor and The Ficuziary Tasue

The Central Dank of Nigeriz formally began its operations on July
1, 1959, As was noted sbove, it wes glven the [ull nowers of a Central
Hank from the beglnning, in contrsat with the situatlon, e.g., 1o Zast
Africe, whers thare Wz a gradu.al trensfer of responaiblility for the

nonetary syatem from a Currency Board to the new Central Bankas.

33800 Table I-2, Chapter 1,



The first task faced by the Zank was to replsce the West African
currency oirculating in the country with its m.” This process
took place over a period of more than three ysars; legal tender status
was withdrawn om the West African currency in 1942, As the Central
Bark acquired West African currency in exchanse for its own, correspond=-
ing amounts of foreign exchanze were transferred from the West African
Currency Doard to the Bank, [uring its flrst B months of operations,
essentially the only asset on the ank's hlll.nnoc shest wae forelgn
exchsnge transferred in this wvav,

Though the 7irst major issue of lonpg-term government securities,
so-aalled Development Stock, took place already in May, 1959, the
Central Dank did not acquire any long governments until 1961, On the
other hand, Nigerlan Tressury Bills ﬁrt introduced in 1960, The first
issue took place in April of that year, but Tressury Bills appear a=mong
the Cank's assets already in I’qrch.ho This is a reflection of the fact
that the lssus to the public is made by the Bank, rather than the
Treasury. ‘hus, D11ls may appesr in the Dank's portfolic belore the
public has had the opportunity to subscribe. Starting in April, 1961,
the Bank also began to a“morb long-term governments, and its holdings
have grown with each successive istue,

Total direct oredit to the government {rom the Dank, which is the
sun of the two above ltems, shows & somewhat irregular iime pattern over

the first three yeara of operation, snd by the end of 1942, are shown as

3;’I-‘cn' a detalled descriptlon of this operation, see Drown, Nigeria
Panking System, op. eit., pp, 149-156, and Gray, op, cit., p. 259-201,
Gray also has sn interesting ¢iscussion regarding revisions of estimated
WACD currency in eirculation on the basis of the rather large dlfference
between snticipated and actual re-purchases,

Sen, e.g. Central Pank of Kigeria, FEoonoaie and Finsncial
Raview, Vol., 4, December, 1977, p. 27.
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no larger than 1.5 million Rigerian pounds, though in March of that
yoar, they had been as high as 10 million. Since 1942, however, thare
have been relatively large increases, and, as 1s =een in Table 1I-0,
on the average during 1966, they corresponded to 35F of total currency
and bank resarves,

The Central Dank has also engsged 'n considerable lending to the
gosmercial banks, through its advances and rediscounts. The tarms
on which Treasury Bills could be rediscounted have conslatently been
fixed through a redimcount rate only % above the issue rate, While
the Fank 1s not committed to thls pollicy by statute, 1t has beon clear
from pronouncements in its Annual Heports and elsevhere that it
considers it part of 1its job to encourage the markets for government

securities through favorable rediscounting terms, snd intends to continue

the practise, As & result, the commercial banks have found it riskless

and profitable to invest in Treasury Bills evan for short periods, and
to pake use of the rediscounting facilitlies quite uunlluly.#l

Furthermore, in 1962, a polley was institated under which the

finsneing of agricultural oxportshz was transferred to Nigerla., While the
the fntention tya¢ they would be financed by commercial bank oredit
(the commercial banks formed a consortium for thia purpose), and through

the newly formed acceptance hwau.bj the Central Bank undertook to

m'dith the rediscount rate % above the Yssue rate, it would pay

to invest in a 61 Treasmury BL1l, even 1 1t had to be rediscountad after
as short a time as 1 month,

I,e., credit to the Marketing Uoards to finance purchases from
farmers of export crops, '

u’S.. Brown, Wigarian Panking Systes, on. git,, p. 121,regarding
the consortiumy ses also Ulakanpo, U., "ihe Noney Market in Nigeria,™
The Panker's Magazine, September 1963, pp. 167-76 on the history of

the acceplsnce houses, and the introduclion of the produce bills in the
Higorian market. '




Tapble II-0

Ha dor Aaneta of wﬂl B-nk of Higaria,

GVT3 GVIS/LA FCEN FCER/1B RADY RADV/1LB
1960 2,0 (.03) 726 (.99 o (.o1)
1961 b, {.06) 75.8 (.95) 2.1 {.03)
1962 6.4 (.08) 71.h (.89) b6 {.06)
1963 0.9 {.13) Gl (.78} 9.5 (.1
et 19,7 (.22) T (.71} 9.4 (,10)
1945 25,5 (.26) 69.0 {.70) 7.9 (.08)
1966 37,0 (.35) 69,7 (.66} 5.4 (.05)

€0l 11 Total governmeni sscurities,LFig.mill,

Col, 21 Government sacurities «g frsction of totil
Tisbllities,

Cols 3t Foraign assets of Central Bank,b¥ig.mill,
Col, b Foreign zesets as fraction of liabllities,
Col. 5¢ Rediscounts and advances in Central Pank,&Nig.wmill.

Col, 61 Rediscount and advances &» fraotion of liabilities,

Notet LB equals ocurrensy plus deposit liabilities of the
Central Bank.

Sources Computed from Appendix, Table A-2,



T

suppert this market as well, by anficuneing thet it would rediscount the
Produoe Bills at given rates. Parily beosuse the terma for this redis-
eounting have bean very favorabls, partly because on occasion the Central
Bank has engsged in diract discounting of Produce Dills, 1ts holdings
of much Dllla have alac orcaslonally grown to large mount.a.m

While oredit to the government and other domestic oredlt are
portfolia componsnts over which the Pank can exsreize soma diseretionary
oontrol, this does not hold lor the remalning major assot category, .
foreign oxohangs, Thers ths Oanik's holdings ure detemined by itm
obligation to purchsse and aell foreign aszsts at prices vhich are set
within narrow limits by the exchanga rate that i{ 1s defending. From
Tabla II-8, it 1s assen that its forelgn assets have slowly declined:
during 1946, they wers down to 70 million on the average, or correspond-
ing to about 22K of that year's lmporta,

Given that the Bmk' has llttle disoretlon over them, the lovel
of foreign aassts is rather to be saen as an sffect of aconomle pollicies,
rather than a» a tool o‘f Bank policy., Indireatly, however, the Bank
hess to some sxtsnt tried to influence its forelgn reserves, First, it
has exercissd soms of its moral-suaslon powsr over public end pemi-publie
institutions to hold thelr reserves in the form of Nigerlan rathor than
Torelgn mecurlties; this i3 the so-called policy of centrallzation of
resarves referrad to in Chapter I. From Table I-5 , it wes assen that
this process had been nasrly completod for moat such lnatlitutions at

the end of 1965, From the polni of view of monetary policy, reserve

N
4 In Table 1I-3, they are included in column 2,
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centralization 1s expansionary, as it represents an acquisition of
assots by the Central Bank which 1z paid [or by lasue of currency or
deposites with the Centrul Bank, The fact that moat of the institutions
used their incressed monsy halances to acquirs governmant securities
do#s not alter this conclusion; it slmply means that the lnoreased
nonsy balances were put at ths disposition of the govermment to finance
increased expenditure, The fact that most of the csntralised reserves
wers subssquently used to rinance an import surplus, is partly & result
of this expansionary pelicy, m3 was noted sbove.

From the above aceount, 1t As clesar that in terma of ite
econtritution to development [inancing during the first half of the
slxties, the Coentral Bank's role was quite active, particularly if one
takes into mccount its role in the mobilization of external aszets, It
{3 intaresting to note that aven during 1965 and 1964, vhen the Central
Bank according to its own pronouncements, was intent on s restrictive
monetary poliey, the davelopment of its own portfollo wsy no less expan-
sionary than durlng the previous years of the decads, As will be
dlscuassd latsr, this illustrates the gomewvhat ironlo fact that de facte
the Central Bank has not had as much control aver its own portiolic as
aver the behavior of the commercial banks, On the ons hand, this has
besn dus to 1ts obligetion to malntaln exchanges convertibility, and,
on tha other hand, to the obligation that the Bank has felt to help
fininca the government’s devalopment expenditure by adopting a polley of
supporting government securities., While 1t can be contendad that this
expansionary policy to an oxt;nt was intentional, in the senss thet the
resulting draln on Nigeria's foreign exchange anosts reprasented a planned
drawdown, this 18 of course a onde-and-for=all event, and in the ruture

the Dank mst find ways of controlling more olosaly its own portfolle,
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' 2, Policies Affecting T™he Commerwial Donkg

It wan seen above in Table II.7 thet there was a rlsing shers
of comnercisl bank deposits in the totsl woney supply in the 1960's as
compared with the 1950's, As will he furthar dlscuzazed in liter sectlons,
this meant that the coamerclasl bank portfollo cholees became inersesingly
important in the detemination of the money supply. But the existence
of the Central Dank, with its authority to ragulate the activities of
the banks, slsg meant that there now wsre possibilities of influencing
thelr assat cholees for purposes of monetary control,

The Bank could attempt to exert such influencs in a nusmber of
wayst by imposing rules on minlmum ¢r maxistum heldings by the commercixl
banks of certain assets, for sxample in the form of liquid ssset ratios,
or in the form of lending restrictions; by trying to manipulsate aveil-
abllity and interest rates on assats in Fizarlay by varylng the terms
on which redlscounting were possible; and by controlling the terms on
whioh forelgn exchanze tranassctions could teke plave. The policles of
“the Central Bank during 1960-56 in thess respscts will be briefly surveyed
in this uction.ns

2y Liquidity Hoquiremants

As in other countries, the Cantral Bank Ordinmca in Nigeria
gives the Bank the suthority to impose liguidity requirements on the
commercial banks, and to Ampesa ceartain ssnctions on banks that fail %o
mest this requirecment, IZver since this repulation became applicabla,

the ratic has been sot at 257, but the definltion of amsets uhich msy

'*5'nu sources for this account, unless otherwlae indicated,
are Contral Benk, Anmme) Reporte, 1960-£6,



be included has bean changedi the 1962 amendment gives the Central
Bank the suthority bo spocify from time to time what assets the banks
msy include in the category of llquid luotn.%

The amended definition of what assets pay be counted include
(o) currency, (b) balances at the Central Bank, {e) not balances with
Nigerian banks and money at call in Nigeria, {d} Federal Government
Treasury Bllla (e) avpreved Nigerlan bills of exchange and promiasery
notes, (I} net foreign bank balances, (g} foreign sssets at call,
foreipn Treasury Bllls and bille of exchange. The catagories for whick
the Dank has discretion with respect to thelr inclusion are (s), (f),
and {2), and the Bank has, in fact, exercised ita discretion with respeat
ta (f) and (g) on saveral occesions, The extent to which the commercial
banke have been parmittad to use their foreign asmets to fulfill the
Yigquidity raquirem.nt has basn set an a specific maximum percsntaga of
total daposits, and thls porcentage has besn suocessively lowersd untll
it was set to vero in 19656, It wez alear that when the psrcentape was
reduced 1n 1964 and 1966, tho Dank regarded the measurs az part of a
restricetive policy. This indicates that the commercial backs wers
expocted to be reluctant to sell their Toreign aasets to the Centml

Bank in order to continue to meat the guidity x‘oquimmunt..h? and that

hsEmtrnl Bank of Nigeria Ordinance 1958, sectien 40, and
Central Bank of Nigoria (Amendment) Act, 1052, mlso quoted and discussed
In Brown, op, cit., pp. 3436,

h?SIrwo the Central Denk was obligated to buy forelpn exchange
at 2 fixod price, a commercial bank in need of allpible liqulid assets
¢ould always mell forelgn exchange to the Bank, Thorefore, ths liquidity
of the commercial banks would not bs reduced by making forelgn tark -
balances ineligible, unlesa they were reluctant to do zo,.
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they wers expsated instead %o try to decreass thelyr lending in Nigeria
to avold havring to do this. Towards the ond of the perlod, however,
tha effectiveness of this restriction cannot have basn great

as the net foreign asssts of the commerolsl banking systax as s whole
wars very small anyvay.

The gquestion whether Nigerian Bills of Exchange {cstegory {e)
above) would ba indluded hecame important starting from 1953, when
comsarcial banks began to hold large amounts of produce bllla, l.e.,
bills iswued by the Yarketing Boards to [inance sgricultaral exports,
Though the Bank doos not axplicitly olarify this in ita published statistles,
1t i3 clesr from a comparison of svallable data on commercisl bank liguid-

ity ratlios and assets, that these bills have Leen ellgible to count as
liquid assets,

b, The Transfer Charge

The Central Eank hes alac attempted to make uge of its tranafer
vharges for forelgn exchange in order to influence commercial bank
portfollon, Though there is now no formal trensfer charge, the Central
. Bank is free to vary its buying and selling rates within the limits arcund
the official par velus at which 1t in ebliged, through its membarship in
the TMF, to defend the exchangs rate. Through explicitly guoting fixed
buylng and selling rates, the Dank is, in fact, in a positlon to imposs
a tranafer charge of the same type se that prevalling under ths Currency
Board system. In May of 1961, these transfer charges were changed from
the 45 in both directions at which it had been maintained during the
Carrenoy Doard regize; thay ;ero sot at 1/8f for inward transfers and
to 1 for cutward transfers. (Put differently, the Bank changed its
buying rate for sterling from 99% to 99-7/05, end its selling Tats {rom
1008 to 100L5.) This move was undertsken in order to resove the



arbltrary transsotion cost prevailing for purely treditional reasons
under the Currency Bos»d systsm, and was alsxo meant to encourags the
vanka to hold mere of thelr lorelgn exchange ressrves with the Ceniral
Bank, in lins with the objoctive of contrallsing reserves; thes asymmetry
betwaen the tuylng and selling rates had the objJoctive, however, of favor-
ing & capltal inflow over cutflow.

In late 1964, the Central Dank's selllng rate was agein changed
ta 100&%. a» part of a series of restrictive policy measures taken at
that time, The objective of thls changse was to dlscourage short-tern
aapltal outi{lows through the banking system, and extension ol oredit
for imports.

While tha recuctlon in transf'er charges on Terelgn exchange
tiansfers through the Central Dank inoreased the intermnational short-
term mobllity of funds in snd ocut of Mlgeris, 1t la not immediately
obvioup how Lt affeated the rate of domestio oredlt expsnsion, nor vhat
net effeot on capital flows would ba likely to follow from changss in the
tmnsfer charges, The .quution of thesa offacts, togother with the problesm
of treatment of forelpgn sxchange for purposes of meeting the liquidity
requirement, wlll bs further discuased below in Section I,

g, Intevant Rste Policy

Contral Bank measurss almed at influsncing the level of interest
rates in Nigerls would also have an impact on commerclal bank portfolios,
~and would thus be potentlsl instruments of control. There are seversl
ways in which thia set of instruments could work. First, there i3 a
tradition in the DBritiash banl::ing systam of setting "prime” londing rates
with dirsot refarence to the discount rate of the monetary suthority: as

was stated above, the oxpatriate banks in Nigerle followed this traditlen
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during the Currency Board regime, when their "prime™ lending rates were
get with reference to the discount rate in the Bank of Ingland. The
banking legislation in Nigerla refleots thls prinoiple, in the ssnie
that commercial bank lending rates are expescted to be sot with reference
to the Nigerlan discount rats,

Second, the Central Bsnk, in its role as debt manager, has a
strong influence on ylelds of government securitica, Nominal issue
ratos are given hy the Dank st the tims of isaumy and since the Dank
irzuas cnly what can be s0ld at par, absorbing the balance itself, the
nominal rete also becomen the effootive Lssue rate, With respect te
leng-term governmont sscuritiss, the Bank subsequently pegs thelr prilce
at 1:»::'.!‘8 &0 that the nominal and affective rates remain the aama.ug
For Troasury Bille, the same principle of insus at par appliest but the
Contral Bank doss not subsequently ongage in expllelt pegging, Its use
of the rediscount rate for Treasury Dlils, however, amounts to metting
a [loor under their prices as well., As way noted above, it is clear
from the statistios that throughout the 1960's, the Bank has routinely

fized its rediscount rete at about % above the prevailing lasue rate, 50

The Centrel Bank has almo undertzken to support the market in the

uB'Ihe Contrel Bank has not formally stated thnt this 1s its
policyr in Drown, op, ott., p, 160 n,, it 1s atated that the Dank will
not prevent price to go aLiove par, According to the quotations on the
Lagos Stock Fxchange, howsver, no issue has gone above par during the
1920'3. See aloo the next footnote,

“9'1110 fact that this leads to situations whare ismuss with the
mme time to maturity, but with different nominal rates, both are trans-
sated st per, has not prevented the nuccaessil lmplemantation of thias
pelicy) because of the non-compatitlve nature of parte of the market

(notably the semi-publio inatitutions holding Davelopment Stoak),
arbitrage has been only partial,

prual Renert 1966, Chart on p. 66,
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agricultural export bllle mentloned above, by standing ready to discount
thom at given retes, These rates have Leen quite favorable; the so-
aalied Produce Paper Refinance Rate hasz consistently besn balou the

rate st which these securitles were originelly dlacounted in the
commerclal banks (and up until 1945, below the rediscount rate for
Treasury 81115).51 The followlng paragraphs give an scocount of the way
in vhich the Zank has varied its terms of support for governwents and »
produce paper, and how this has affected intarest retes in commercial
banks. _

Dats showing interost rates in Nigeria exlst for the perloed .
1961-66. Up untll 1943, the Treasury BAll rate in Migeria clossly follow-
ol the corresponding rate in the U.K.; whereaz the rediscount rate was
oot 15 above the Bl "t'.52 Towards ths snd of 1964, the Central
Bank decided to implemant & restrictive credit pollayp from the Bank's
own wording of the intentions 1t had, and the severity of the quantitative
guidolinea that it eatablished for the commeralia) banks, one may infer
that 1t wiched to bring about a strongly restriotive polioy, It ls
interesting to see Lo what axtent thils lntention was matched by
corresponding action with regard to intereat ratss, From the data it
sppoars that ‘the Dank was very cautlous in lts actions, The lazus and

discount rates on Tressury Bills were raiszed by 1¥ from 7% ta Lk, and

51111- eommorcolal banks have thus besn abla to discount commarcial
papetr, and then immadistoly rodlacount 1t, at a profit, with the Cantral
Bank, While one might sxpecht that this opvortunlty should hava exserted
a downward influsnce on the rates at which the banks would discount
Marketing Board paper, this does not appear to have beon the case, This

provided snother axampls of the realatively non-competitlve naturse of
the Higerian finanaial systom,

P3ee Dagram 2, p. 89 in Drown, sp, oit.
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from & to 55, respsotively, The "produse paper” refinance rate was
relsed from 3-3/4 to 51X (and subssquently 56).°7 Thess measures
resulted in the commeroial banks raising thelr rates on flrat-class
advances, and on Marketing Doard paper by 3{. ‘Thens increasas appear
quits nodeat when they are swen In the context of a strongly restrictive
poticy, Furihermora, it is intsresting to note that they were consider-
ably less tharm the rate incrasases thet tock plece at about the asme time
in the UK., as part of the restrictive policy implemsnted th.r..y’
Moreover, the 15 million pound lssue of Developmant Stock 1n 6-24 years
maturitiss took place at 564 which wae about the same as they had teen

befors the pertod of restriotiveness, The Central Bank also had to

abaorb more than 3/4 of the issue, Casentially the sene patiern was

repoatad in Xarch, 1966, when 14 million pounds wers ismued. Thus, by
the snd of 1964, thare had basn 1lttle evidence of attempts to influencs -
eradit conditlens by bringing about interoat rate variations in Nigeria,

d;_ Tha Call Money Schome

In additlon to Lts operations in the markets for governments
and producs paper, the Central Dank has also attoempted to influence the
commercial bank portfoklos by instituting the so-callsd Call Money Scheume
in 1962.55 Thin 1s a device vhereby banks and acoeptance houses can
invest funds "on call,” i.e., subject to immodiats withdrawal, at a

fixed rate of intereat. Since the Scheme 1s manzged by the Central

ﬁma rate at whloh this papar was rediscounted by the commercial

t]:.u‘l‘lgs and acceptance housss, was ralssd from 5} to 65, Sss Annual heport,
956,

5"'During; 1664, the UK, Dank Rate was raiesd in two steps from
bf vo 7%, and the Treamury Di11 late rose from 3,72 to 5,475, Ses DEF,
" Filnanoial Statintlc

3see Brown, op. att., ppe 162-1463;1 Olekanpo, 0., “The Money _____
Market in Nigeria,” op. ¢

it



Pank. and its funds routinely invested in Treasury Bills frem the

Camtre) Pank's portfollc, it is mors or less sgqulvalant to lnterest pay-
menits on commercial bank reservas, By varying the Call Honey rate, the
Bank cam obviously exerclse some effect on the commercial banks® portfollos,
and this rate was also raised, along with the dlscount rate and issue

rates of government ascuritles, when a sontractionsry polioy was desired

i 1584,

e, MNorel Sussion .

In 1964 and 1966, the Cantral Bank salso made use of more direct
methody of controlling the commercial banks, both in the form of
sxeTeining "morsl suasion,” and by impoasing direct ceilings on the
permitted rate of domestic credit expansion by the banke. The "moral
muzsion” took the form of asking the banks to be particularly restriotive
with categories of loans where the Cantral Dank regarded expansion s»
sspecially uwndesireble, vir,, loans to finances imports and losns to
financial institutions, which meant particularly hire=purchase compenies,
In \ts Anmal Report for 1965, the Bank notes that in that ysar, the aon=
timiing mestriotlve policy was quite sycceasful, with commerclal bank
lending staying well within the permissible limits. As hes bean noted, |
howwwnr, at that tims, the banks had run down thelr [oralgn regerves to
vory low levels, and it will later be argusd that thelr ovarsll ligquidity
position wag quite tight, so that ths banks might have wanted to be more
restrictive in thelr landing even apart from the guldelines,

£, Sumwary

" Summarizing the nbo':o sccount of Central Dank policiee during
the 194065 period, one can distingeish two relatively soparate phasnes,
First, during the perlod 1950-6%, ths Central Bank's chia! cbjsotives



FUTEN

sesn 1o have been primerily to strengthen the Nigerlsn {insnoial system
by actlively supporting the markets for govarnment ascurities, procduce
paper, and by the introduction of the Call Money Schems.

As 8 resuli of thess pollcles, together with the growing eradit
needs of the government and Marketing Doards, a relstively rapid expan=
sion of ‘the fiduclary issue took place. At the same tize, the Hank's
foreign ressrves were declining, As thls wes considered aa part of &
planned repatriation of Nigerian forelgn assets in order to llnance
internal development, however, the Bank did not attempt to slow dowmn
this process by restrictive polieies. The second phase, befinning by
the latter part of 1064 and contiruing through 1966, oan bs charscterired
by continued repld growth of the fiduclary lssus, but at this tinme,
Rigeria‘s ro&im resarves wers hecomlng arcencern to the pollcy-makers,
#o that the Bank began attempis to put a restrictive set of policles
into affect., While thess policies Includeda slight tightening of the
tiquidity requlrement lmpossd on the commercial banks, &s well asz &
certain increase 1n diacount ratss snd the pegged rate on government
socurities, the maln tool used to bring sbout s slow-down in commerclal
“bank landing was & dlrsct ceiling on tha pormissible rate of credit
expansion, This policy, which involved satting sn upper limit to the
anmal rate of cradit expansion lor various categorloes of borrowers from
sach individuel bank, and which 12 equivalent to a 100% marglnal raserve
roquirement for those banka which wuld otherwise have enough depoaits
to extend thelr lending beyond this llwit, reprosenta a relatively
orude rasponss to a crisis situation. It thersfore seems fair bo "y
that the Central Zank'a ability to contrel the commercial banks through

indirect policies had not yet been put to a real test by tha end of 1966,
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Bslow, in Chapter ¥V, the discussion will return to the question whether
1t is appropriate to contirme relying on such dlrect contruls in the
future, and advantages with altermative direct and indirect ways of
influencing the ban¥s will be anslyzed.

The changirg nature of the Nigerian financial systes and the
increasing demand for bank credit ss a result of the growth of the
modern sector in Kigeria is clearly reflected in the portfelios of the
commercial banks during 1940-66, While the banking systea contlinued
to be doninated by the expatriate banks, and international capltal
flows ware still taxing place on a relatively large scale, tHe above
factors led to a situation where the Nigerian branch managers ware
assuning much more control over thelr portfolios than was the case
during the fiftles, and whors towards the end of tho. period almost
their entire portfolis was held in Nigerian assets.

g, The Zraansion of Lending

Table TI-9 1llustrates tha growth during the 1960-7% period in
bank ceposits and lcans and Advances, respectively. It is seen that the
shift in the composition of deposits away {rom demand deposits and toward
tine and savings deposits, which had begun during the late iftles,
contimed to take place during this pertod, and in 1944, the share of
demand deposits in the total had reached as low as 1%, From data on the
ownership of deposits published Ly the Central Bl:ﬂ-c.j6 it can be seen

that this shift represents, on the one hand, increasing use of time

568“ Central Pank of Nigeria, Fconomia snd Finsncial
Review, Vol, &, Lecester 1446,
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deposite primarily by tusinesa firas, and, on the othsr hand, rapidly
growing holdings of smvings deposits by individuals. While the growth
In aggrogate deposits during 1960-66 was as high as durirg the 1950%s,
loans and Advances {IZR) grow even faster during the Tirst 4 years of
the period, snd by 1563, the ratic of L & A to deposlts 13 seen %W
have reached as high as 86477 As dlscussed above, the decline in the
rate of lending expansion, and the stagnation of the loan ratlo observed
in 1964-66 should be aesn in the context of the restrictive policlas
implemented by the Central Bank during that period; tmt it will be
argued below that sven in the absence of such restrictive pollcies,

the lending expansion swould have basn likely to slow down, and that the
loan ratio 1s unllikely te eontinue incresasing at the previcus high
rates in the [utare,

It 18 likaly that the increase in tha proportion of Nigerlan
loans in the banke could taka place without any mejor change in the
rules imposed by the hesd offlces on the Nigerien branch managers.

The growth of the Nige}im soonomy gave rlae to an increase in the
amount of funds that could be lent to borrowers who would be consldered
erodlivortky by the same standards a2 before. Fartly, this stommed
from the growlng role of tha intarnational trading fires (who would be
considersd credit-worthy by sny standerds) in produstive activities in

¥igeria, as woll as from the increass in internstional tnda.ss At the

S?Loms ard advances oxclude government securitles and lcsny
made overseas, but include holdings of producs bills,

581?0:' a documentatlén of this process, see Xilby, P,,
Industrialization,.np. elt., PPy 5973, The "Higerianization® of the
wholosale and retail trads probably increased loan desand, glven that
the new [irms hed less caplial resources of their own than ths ex-

patriate trading Tirme, as well as by creating rew lending opportunitise
in the mamufacturing sector,



qane time, aflar lrndeperdence, many institutions whieh had previcusly
hald thelr assets and obtalned their credit in the U.X. began to make
use of the Nigsrian banks instead. This was trus not only for the
government, but also for the Nigerfan statutory boards and m'n'pcu-nt‘.ir.ms.'59
ehief of which in this context wers the Marketing Boards., The fact that
thelir financing was transferred to Nigeria has bean previcusly noted.
Also, with the retatively tight credit conditions prevailing in the

U.K. during tha sixtias, many privata intermational fims found it
worthvhile to make incressing use of the Nigarian banks for their
rogular oradit nesds as well, To scune extant, thls was reinforced by
the fact that with an independont monetary syztem in Wigeria, the
possibility of exchange loases, through devaluatlon o payments
restriotions, now existed for those [irms using overaeas credit to
finanocs assst holding in Nigeriay this risk could be rectuced by making
more ups of Nigerisn banks, Finally, as is further dizcuased bslow,

1t 15 also likely that for a variety of reazons the expatriate benks
nade elforts to lassen the dogree of discrimination agelnst Nigsrian
borrowors by becoming somewhet more flexible in terms of thelr ﬁqulrt-
ments regarding securlty, proper accounting, ete, For these reasons,
thers was thus a growing rumber of credit-worthy bSerrowers in Nigerls,

both in the aress of intermational trade and in genaral production
activities.

Sgl\part from the Marketing Doards, the statutsry corporstions
include the Elactricity Corporation, the Alrways, Srovadeasting, Coal,
Extarnal Tolecommunicaiion, and Railvay Corporations, as woll a3 the
Forts Authority, Thare were also Hegloml Statutory lorporaticna.
Jes Nigeris Yaar Book, 1967, pp. 195-203,




The Central Bank has made available fairly detalled statiatics
of the composition of L & A by category of borrowsr, A summary of
thonoe stetistios is given in Tible XI-10. It is svident from this tible
that the transfer of sn incressing share of export Ilnsncling from the
.. to RBigeria has beon the quantitatively most important factor
contributing to the lending expanalon, whereas the share of import
fim.nolngr’o and domastic trade haw declined somevhat., Dut it is alsc
asen that the shars of mining, memufacturing, and construction, whils
still not as large as import and trade finencing, hans ineressed,
relatively spesking, even wmore than expart finanglngs from the dis-
aggrogated statistice underlying Teble I1-10, 1t cen be sesn that lend-
ing to the manufacturing sector alone has Lnoreased about tenfold betuesn
1957 and 1966, and alons accounted for about 145 of average total
landing in the latter year,

In sddition to the simple explanatlen that lending could grow
becaise the number of cradit-worthy borrouers increassd, i.s., that
the Yeffective demand” increased, there are alec a rumber of factors
vhich contributed to the willlngness of the banks to coumit funds in
Nigaria, in other words, there was & shift in the supply function, To
the sxtent that the branches were sxpected 4o try to nake use prizarily
of looally derived funds for their lending, the fsot that the fiduciary

lasua of currency was growing rapidly, and that forelgn resarves wers

falling, meant that the growth in deposits during this pericd to a

(U'Ihc Central Bank has referred, somswvhat plalntlively, to Lemport
flneneing as “the maln pre-gccupation of oommercial banks Ln Nigeria™s
Pe 17, Anmual Haport 1966,



Table TI-10
Sectoral Plgtritmtion of Commercial Pank Lending, 1960-£6

In ; of Jotal Lending to irivate Sector

ey AGEXP DIFTR MISC
1960 15 19 33 38
1961 16 19 35 20
1962 16 22 40 22
1963 18 2? kY 18
1564 18 32 30 20
1965 19 35 25 21
1966 2u* 38 23 15+

*Changs in classification in 1966 led to transfer of scmo items
from HI3C to HMCU.

Sourcet Anrmal averapes of quarterly data from Central Pank

of Nigeria, lconemic and Financial Review,

Col., 1: Mining, manufacluring and construction.
Col, 2: Loans to agriculture, mostly for exports.

Col. 3: Loans for imports and domentlc trade.
Col. k: Miscellaneous
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large extent tock the form of local deposits, As was discussed above,

durinz the 50's, deposits accruing in the form of forelen exchsnee were
large relative to deposits in Nigerian currenocy, so that a signiflcant
lending expansion at that time would have required transfer Ly the
banks of funds from abroad to Nigeria, whersas the faot that they

were mostly local deposits during the €0's meant that lendinz could

expand without such tranafer. In othe# words, the "automatlc" capital

export through the banks no longer toock place to the same sxtent.
Furthermore, the avallability in the 1960's of interest-bearine,
highly liquid assets in Nigeris (not only in the form of Treasury Dills,
but also as Call Money with the Central Bank) meant that there was less
pressure on branch managers in Nigerla to repstriate temporary surplus
funds, which alsc coniributed to the declline in the average forelpgn

exchange component in the banks' portfolics. It may also, of coursa,

have snhanced the willingness of the Nigerlan banks Lo inorease their
lending to the extent that the bankers felt more liguid when thelr
reserves wers held in Nigeria rather than abroad; thls would be conals-
tent with the hypothesls that they had more autonomy with respect to
local funds than with respect to those funds held in London,

The relatively liberal rediscounting policles of the Central

Sank also contributed to the lnereased attractiveness of Nigerlan

sssets, While the banks had always had access to rediscounting facilities,

and a lender of last resort (indirectly through their head offlces),

such facilities were now availlable in Nigerla, The policies of the

Central Bank made Tressury Bills virtuslly as liquid as currency, More

importantlv, the lank's support of produce paper made this a highly liquid

(and profitable) asset as well, The fact that they could relv on re-



discounting produce papsr at favorsble terms moant that thoers wvas little
danger in bullding up their awn holdinge of such papar to very hizh
levels relative to deposites. The fact that the inward transfer charge
wee reduced to a very low levsl rolative to the 1%50's also mesnt thet
the oxtra cost of meeting a temporary llguidity defialt through borrows
inz abroad wers smaller than bafore, and From the quarterly dats, it

can be ssan that the short-term capital inflows to finance lending in
the high asason wers very sipnificant,

Ceataris paribus, all the above faotors would tend to lesd to an
im~ressed willingness of commeroia) banks to expand the proporiion of
their asssts held in Nigeria. Another fsctor, the e[fect of which is
not lmmediately obvisus, was the changs in the gituation with respaot
to the sxchangs risk., Under the Currency CosTd system, the bl.l';ks oould
heve confidence bLoth that the Nigerisn pound would remain on par with
sterling, and alas that thers would be unlimited convertibllity betwsen
the twe currencles. Aa Nlgerla assumed formsl monetary indepsndence
and as a disoretionsry monstery authority replacsd the Currency Beard,
this could no longer be taken for granted, The question then arises
how thess orme of exchange risk would be likely to influence ths
portfolios of the intemational banks, Obvloualy, 1 there had besn
strongly held expoctations of a devaluation of ths Nigerian pound, or
expectations of payments restrictlons in 1len of devaluation, ths banka
would have stood to benaiit (rom & negative not position In Nigerian
apsets, L,e,, they would have had an incentive to export funds, While
there wan some concern over the deeline in Rigeris's foreign sxchange
reserves tovward the end of the perlod under consideration, it did not

bectme sericus snough to oreate axpeatations of devaluation or tight



pavments restrictions. Furthermore, since most of the banks were
British, and the positiaon of sterling was =zomewhat less than strong
during this verlod, it was not clear that this factor would necessarily
have worked seainst investment in Nigerian assets at that time, For
these reasons, it is not likely that concern over the forelgn exchange
risk did put much of a brake on the lending expansion in Nigerla by
the intsrnationsl banks curing the earlv 19¢0’s. fHowever, the salest
poaition if one wishes to avold exchanes losses, ia to have zero net
positions in any currency, 1.8., in this case to have liabilitles
denoted in Nigertan funds equal to assats held in Nuoria.sl As will
be sesn below, on the aversge during 1964-66, the banks were close to
a gero net position, and a further significant Increass in the loan
ratio would, thersfore, azain put the banks in an unbalanced posltion
in this respect, this time, however, in the form of a net position in
Higerian funds. Unless the banks can be sure that the Nigerian pound
'lili not be devalued and that free convertibility willl be maeintained,

1t 1s unlikely, in the author's view, that thev are willing to put
themselves in this polition.éz

51111‘13 is becauss a zero net position isolates an asset holder
from a devalustion ol sither currency,

Develop=ents since 1904, 1,e., the devaluation of the British
pound and the continued decline in ligeria's offMleial foreign exchange
reserves, further rein’orce this view. It is ironle, howsver, that with
the beneflt of hindsicht, the “anks would have profited greatly {rom
& net poasition !n Nigerian assets financed by debts in the U.K. At
the time, however, it was probably dificult to predict whether or
not Nigeria would follow the U.E. in the devaluation.



One final fector vhich has had some influence on the banks is
thelr desirs to Llmprove their "public imspge” in Higeria, It is clear
that the position of & mmsll rumber of forelgn-¢wnad banks which
dominate the commarcial banking syatem, 1z a politically sensitilve one,
As notsd avove, thara have in the past been numsrwus complaints thet
the standards of aredit-worthinsss imposed by the banks have basn such
a8 to effestively disariminats against Nigerlan tusinesasmen, in favor
of the large international firms, and the hanks are qults sware of
thess charges. Some observers claim that the sxpansion of Nigerian assets
in tho beanks' portfolios partly represents a concesslon to the presmrea
axertod on the banks to end this discrimination, though the bankers ars
sdamant 1n thelr cleins that they continue to apply aatablished standards
of cradit-worthinass in their londing.63

It is, of course, very difficult s priori to judge the degres to
" which such political consideratlons have played a part in bank pollcies,
though some of the factors dlscusaed in the preceding pages would in-
dicate that substantlsl lending expansion certalnly would have taken
place even if there had bsen no much political pressurs. Whils it is
quita likely that the banks have indeed mads mors attempts to find
eradit~-worthy Nigerian borrowers a3 a result of 1t, the increass in
loans due to this change most probably has been very small compared to
the overall axpansion 1n loans. On the gther hand, the debate on thia
ismuoe draws sttantion to the faot that the normal practices of commeroial

banking probably dosa lead to an unduo&‘ enphasis on oredit to large

63'11:- sourcs is the author's conversatlons with tanking officiala,
62'Il': the senas that Investment opportuniiies which are soclally
profitable, but whers security is lacking, will not be undartaken,



borrowers with ample security, a blas which may be particularly serlous
in a less developed country, This question will also ba further dis-
cussed below, Chapter V.

by Intarsst Rates

Since 1962, published information is available on lendinz rates
and deposit rates in commerclal banks. With respect to lending rates,
the Central Dank since 1962 has published series for "first-class
advances,” produce paper discount rates, and "other lending” :‘nt,la.65
Before 1942, the first-class advances rate remained within 1% and 21 of
the U.%, fank Rate, and was chanzed twice in response to changes in the
latter; at that time, the Central D nk was still setting the rediscount
rate with close reference to the U.X. Bank Rate as well, In the 1952
Banking Ordinance Amendment, however, it is stated that commercial bank
lending rates are to be "linked" to the Nizerian rediscount rate (rather
than the U.XK. cne). The effect of this chanve, judging from the published
statistlcs, seems to have been to make commercial benks set thelr lending
rates more 1ndnmndnn£1v of the U.X, rate, as was intended: on the other
hand, the varlations in the Nigerian discount rate bave not been closely
followed by changes in published bank lending rates elther. At the lime
when the Amenduent became affective, the first-class sdvances rate was
quoted st 75 (which was 2,5 percentaze points above the U.X. and Migerian
discount rates), and it remained at that level until the ond of 1964, in
spite of a discount rate of 4% prevailinz in both the U.%. and Nigeria

in 1963, Toward the end of 1964, the U.K. Dank Rate was increased twlce,

658.- Esonomie and Financial Review, various issues, This ias
also the source for information on deposit rates discussed below,




until at the beginning of 1955 it stood At 7F; the Nigerlan rediscount
rate, on the other hand, was only ralsed to 5% in Deceaber, 1964, As
wvas discussed above, a rmumber of other reatrictive policy measures were
impleomented by the Central Tank st that time. The commercial banks,
however, only increassd the (irat class advances rate by 4 percentage
point to 74%, at wvhich level it has since minod.ss

The Central Bsnk also publishes ranzes of rates for produce ad-
vances and "other advances”; the former has been very close to the first-
&7

class advances rate, ' whereas the latter has been given as 7% - 10§

throughout the 1962-66 period covered by the statistics. The rates
paid on time and savings deposits all follow roughly the same pattern
as the lending rates, remsining unchanged from mid-1962 till the end
of 1964, when they were ralsed by % percentage point, and then again
staving unchanged through 1956, They have, however, bsen much lower
than the lending rates, with the rate on savings cdeposlts consistently
remaining b percentage points below the first-class advances rate, and
with rates on time deposita with & maturity over 1 year being only $
percentage point higher.

The small degree of variation in the rates, and the wlde rarze
of lending rates quoted, mikea 1t difficult to draw any concluslon about
any changes thet took place in the dezree of resirictiveness of bank

lending durlng this perlod, or indeed whether on the average there were

significant changes in lending rates., As ls well known, an inoreasing

degrae of restrlictivenass such ss the Central "ank was trying to induce
651111' pattern tenda to conflrm the hypothesis statad above re-

garding the incressed autonomy of the Niperian branch managera relative
to thelr head offices, and the U.K. oredit market generally.

6?'It. is glven as 7-8F until the end of 196k, and as 7}-81%
after that time,



during 1964-66, mieght e relflected in chanalnr requirements for cﬁd&t.-
worthiness rather then sienificant changes in stated lending rates for
aivan elasses of borrowers. This typs of oredit retioning is the more
11kely to take place the less vigerous is the competltion between banksy
and undoubtedly, competition in the Niperisn banking system with its
highly oligopolistic netnre is quite imperfact,

On the other hand, the apparent low variabtility in the stated
landing retes would imply that the traditicnsl direet link betwssn
intereat ratea in the U.X. and in Nigerls, has besn broksn, This
definitely revresentad a bresk with previcus practice, snd indicates
that the Central Bank has schieved at lesst some derres of sucoess in
its attempt to cresnte a credit market less dependent on the U.X.

¢, Linquid Asgets

During the 1950's, the only form in which the commercisl banks

. oguld hold ressrves was currency or foreign assets, As has basn noted,
above, during the 1560's, a varlety of alternative typea of liguid assets
have becoms available in Nigeria. In this sectlon, the changea in this
component of the banks® portfolios will bm amalyzed. Lilguid assets

will here be computed as the sum ofs net foreign assets, invostments

An Nigeris, and “cash and cash iteua."sa This definition does not
aorrespond to the definitlon used by the Bank for purposas of defining
lsgnl resserves. A comparlson betwsen the dellnitlon used here and that

soployed by the Central Bank will be undertaken below, howevar,

63‘1\10 bulk of “investments in Nigeria® consiats of Nigerian

Treasury Dills, for which statiatics ure separately wiven, “Cash and
cash itsm" (the Central Dank's phrass) conalst of cash holdings,
balances with the Centrsl Bank, and Call Menoy at the Central Bnnk.
Ses Foonomie and Finapoial Raview, various issues,




In Table II-11, it 1s seon that in spite of the high lavel of
L & A, the comzercial banks maintained a fairly high level of 1liguid
ansets relative to depcaits, even Lowards tha end of' the period when
the losn ratio roze to sbout 85F, It is shown, howaver, that L & A
plus 11quid assets maks up considerably mare then 1005 of deposits
during the last U yesrs of the pariod; almost all of the excess is made
up of & surplus of capital accounts and "other llsbilities" over "othar
assots” {vhors the latter include ths valus of babk prealmes, eta,}
To & large extent, this item reprasents an inorease in capital acaoounts
. primsrily reflecting an incrassed allooation of capital by the hesd
offices of the expatriste banks %o the branches in Nigerla, and thors-
fore corresponds to a capital inflow not showm in the foreign asset -

oomponent of the bank portroltos.6g In view of the ones-and-for-all

nature of such an sdjustmont, however, 1t cannot be expsacted that further
oapital inflow in this fom will sontinue to contribute to an increage

in the lcan ratio.

With respect to the composition of 1llquid sssets, it is ssen in
Column 2 thet by 1965, net 1lquid foreign assets'C had come ologe to

terc, and on the aversge during that year, over 95f of all 1liquid asaets

held by the banks were Nigerian sssets. Wherosn the ocash component did

not chenge a great desl during the 1950%s and 60'a, “investments in
Migeria," which consists almoat entirely of Treasury Dilla, sre sesn to

have accounted for & significant share of the portfolie during the £0's,

sgﬁy the end of 1960, the “oapital sccounts® Ltem in the apgregate
statiotics for commercial banka, which lnclude "oapital alloocated by
head off'tces of foreipgn banks to branches operating in Nigeria", wae

slightly over b 3 miliion, By the end of 1964, 1t had risen to b
Nigerian 15 millioen,

701.0.. excliuding foreign liabllities on oapltal aceount,
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119,

The respon for this is partly that Treasury Eills were now used by the
banks inatssd of ourrsnoy or forsign sxchange, as assets in whioch to
invest during the low snlom?l Treasury Bills, aas noted above, have
the advantage over cash of being interest-hearing, and, compared with
forelgn assats, of not being aseoclatod wlith a transaotion ccat 1in the
form of & transfer charge, Finally, as has slready bhoen discussed, the
degros to which foreign assets can be counted as liguld sssets when
ocomputing legal reserves has bosn rastricted, so that the barks at times
have been [orced to asll foreipgn assets to the Cantral Dank in order to
asquire Niperian liquid assetsi this coertainly has stimylated the
domand for Treasury Dills, This alsoc helps explain vhy the commeroial
banks have not hald any significant amounte of long-term governmant
securities, in spite of the feot thet the interest rates on thes have
besn somowhat higher than on Treasury Bills, and even though the Central
Bank'o pogging operations hsve removed the risk of flustuations in thelr
oapital values, Yhile the bankers malntaln that it is s matter of polloy
for thes not to hold ‘Long;terl ascuritios, the faot that the Central Bank
has not permitted them to be oounted towsrd legal rezerves has meant
that there has besn ne lnoentive to hold them whon the banka have been
glose 1o the ainimim legal reserves,

Figures for the "liquid ssset ratic ," computed by tha Central
Bank in acoordance with the statutory definition of what assets mry he
oounted toward fulfilling the legal roserva requiremsnt, are avallable

since the beginning of 1962, Ap the definltion used by the Bank is not

data "lis 14 quite evident from the ssasomal paitern in the monthly
ath,



the slmo as the nlmple one used above, the figures 1n this sariea (poe
Column 5, Table II-11) will differ from those cowputad in Column 4, It
1s sesn that for the early part of the pericd, the Central Dank's retic
i3 oonsiderably higher than the one resulting with the slmple definition
used here. Part of the resson for the difference, ezpscislly in the
sarly part of the period, is that the Centrel Bank inoludad net foreign
bank balances in liguid assets, up to & certain spsoif{lied proportion of
deposita, but did not subtreact “losns and advances”™ from forsign banks,
not even losns fros the heed offices to thelr branchas in Nigerls, Thus,
the internationa] banks could increase the liguidity of their branchea
by the slmpls bookkesping overstion of sxtending a loan to the branch,
snd increasing its balance by the szame nnmmt.?z The lmportance of this
pos3lbility was reduced, however, when the meximum portion of the 1iquidity
requiremsnt that could be filled by forelgn sssets was reduced from 74F
to 75 at the end of 1964, and wvas abolished in 1566, On the other hand,
while the Central lank is not axpliclt on this polnt, it appears that
most Bills discounted by commercial banks have been psmitted to count
a8 legal reserves, which, of sourse, has been the main explanation for
the high ratic in the later years of the vericed,

For the years 1754-66, Table II-1l indicates that in spite of
ths high loan retio in these years, ths commerciel banks have had a

logal liquid asset ratio woll above the required ratio of 255, In view

2558 Drown, C.V¥., op, elt.. op. M3-1lbn. o complaine that
up until 1663, the Central iank never explicitly atated the bansls on
which it computed the liquidity ratio, i.s,, what azseta could be
included, This practice was atill Tollowsd through 1966, with the
oxception of the rules regarding the oxtant to which liquid forelizn
annots would Le countad, a3 notad in the text, The latter, however, .
wers novhers deflned. It im di{ficult to understand why the Contral
Bank cannot axplinitly state the basis of its computations,



of the faot that liquid aaszats for legal purposea have besn considerably
higher then net 1iquld sssets as oomputed above, and 1n view of the
stability of the loan matic since 1953, one might, tharefore, conclude
that the legal ressrve requirement has heen less affsctive as & restrico-
tlon on imding then the banka' cwn evaluatlen of thelr llquidity
position. The mopt signilicant effect of the legal reserve requlremant
until 1956 probably hes been to make the banks increase thalr holdings
of Treasury Bills at the sxpenze of forelgn aszzeta (nspochlly' since
at that tims short-term lnterest rates in the U.K, were higher than
the BL11 rete in Nigeria}, and to enhance thelr willingness to held pro-
dice paper (an evidenced by the fact that their discount rate on such
paper only ross to 73-217 while the U.K. Bank Rete was a3 high as 73).
It should be notsd, however, that the figures in Column 5 are
anmusl averages, If the monthly figures, which are &lso published by
the Central Bank, are consldored, it is found that the legel liguid
asset Tetio at times has been down to values as low as 275 in this
pericd. Furthermore, it‘shauld be recalled that the figursa here are
aggregated for the banking system sz a whole, It iz, thersfore,
possibla that, even though the banking system as a whole 1s well above
the lsgal ressrve rejuirsment, thers have baen individual banks who
have been effsctlrvaly constralned by the requirement. In a highly de-
veloped money market, such inequalities Lotween banks are typleally
offset by short-ters interbank losns, i.e,, banks with liquidity
ehortages can mest them by short-tern losns from banke with surpluaes
of liquid assets., It cannot ‘bc. taken for granted, howaver, that the

money market in Nigeris iz yet sulflciently davelopsd to ensure that
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such squaligation 4s gensrally achieved.”? That few transfers of liquid
assets take place i confirmed by the published figures indicating inter-
bank lendings the liability side of the sggregatsd portlfolic deta lints
losns from "banks in Nigeria,™ and this item seldem reaches ss high as
'1.5 million pounds, even in the high season,

¢, The Indigenous Tanks: 1960-£%

As wné noted in Table II-4, the indigencus (1.e., Nigerian-owmed)

banks accounted for 263 of bank deposits and 25% of bank lending in 1957,
During the 1740466 period, their deporits and lending actlivities have
contirued to grow, btut only at a somewhat slower rate than thoae of the
internstionel banks, In 1965, the deposits of the lndigenous banks
constituted slightly less than 200 of the total; their ahare in the
tcomerclal bank lending activities, however, had decllined to 231,79

so that the grawth in tholr lending had tesn more than offsst by the
increasing activitiea in Nigeriam of the international banks, Part of

the reason for that wan that at the beginning of the periecd, the |

?3:1 problem in this sontext la the spoarant difference in degree
of 1lguidity of indiganous banks and intsrnatlonal banks; the former
heve consistontly had loen ratlos In excess of 1 in sech quarter alnce
1063, wheroas the latter have had lower ratios, {See ths following
ssction), A short-term inter-bank loan zarikst in Nigerla would,
therefors, tend to be characterized by 2ontimiing lending by inter-
national benks {0 their indigencus conpetitors; the international
banks themselves, on the othor hand, stand to benafit less from such
a merket, both becausae thelr liquidity gemesrally is higher, and
becauss they can meet short-term liquidity shortspges from their
hoad offices. In this situatlen, the prospeits for a well-developed
inter-banic loan market do not appear very promising.

7"“1}.- discission in thls ssotion is tased on unpublished data
releazed to the author by the Central Lernk,
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indigenous banks already had & lonn ratie as high as 827 (comparsd with
about 559 for the internationsl banka), so that to a greater exrtent than :
for the foreign banks, their lending has had to be restricied by the growth
in deposita, Avallable figures for loans and deposits broken down by

the tus catsrories of banks can be used to compute the loan ratiss for

sach year from 1960-66 inclusive; CLor the indlgencus banks, they cha!'lr

s high of 1,44 in the third quarter of 1963, snd they have not Lesn below
1 sinos 1962, Since thess banks do not have aa ready mcceas to liguid
assets from abroad as the international banks, it ls clear thut thelr
liquidity poaition must have besn very strained throughout the pariod,
especially in view of the 25§ legel ressrve requirement, and in view

of the fect that direct Central Bank advances to commercial benks have
been nogligi‘bla.?s The special problems which can arize for monetary

_ policy through thie inequality between the portfoliocs of indizenous

and intemational benks will be furthar discussed in Chapter V.

- D Lontrpl of the Money Supply

The objective in atniiylng the portfolio behavior of comrercial
banks, of course, is to gsin some knowlsdge of the posaibllities for
predicting and controlling their behavior for purposes of wonetary
policy. In this mection, conslderation will be given to methods through
vhich the Central Denk of Higeria would be abls to forecast, with zomg
accuracy, the sffects of monstary polley measmures through e quantitative

analysis of the interaction between the Central Ban'c, the commarcial

75“ should be remombared, however, that Loans snd Advances in=-
clude, inter slts, Bills idscountoed, which can be counted ss Ii7uld nssets,
This could sxplain how such a high lending ratlo could be observad vhile
the legal reserve requirement was in foree. Whlle the Contral iank haa
not offMiclelly sald mo, 1t 1s bellaved smong banking officials thet

gome banks have at times had a llquidiiy pesition falling short of the
required cno,



banks, and the reat of the economy, in dotormining the supply of money.

In its own anslysis of the detorminstion of the money supply in
1ty publications, the Central Bank primarily uses an aggregative balance
sheet for the monetary system aa & whole, and attritutes changes in the
poney supply to changes in the various ecomponents on the asset side,
$,9., forveign sxchange of the Central Bank, commerclal banks, nst
eredlt to the government and private ssctors, em-?é Whersas this
type of analysis cloarly provides some ex post informatlon regarding
the determination of the money supply, it is of little help for fare-
casting and control; in ordsr to predlot the money supply, a separste
prediction would be needed for each major asset category.

It would clearly be more efflcient if one could carry out
predictions vhile exploiting any systematic relatlonships that wxlst
between the various componsnts on the asset sids, Dut some such re-
lationships,do, of course, exist! asggregats commerciaxl bark lending must
be related in scme way to sggregate deposits with the banksj and total
bank depoaits can ba expectsd io be systemstically related to the totsl
money supply. If one attempts to use thase relationships in expleining

the determinstion of the money supply, one is led directly to the model
of the mimple cradit mltipuor.??

1, Usa of The Miltiplier Concept

In this section, brief ¢conaldsratiun is given to the ways in

which the multiplier concept can be used as a tool in the process of

70500, 0.5 Anmuel Beport 1966, pp, 14-15.

778or an exposition of the statlc model of the credit, or

deposit, mltiplier, see any taxtbook on monay and banking, Ses alao
below pp, 127-128.



ponstary policywmaking. It will be argued in Chapter IV that one of the
primary objsctives for the monetary suthoritiss in Nigerls is to fingd in
sdvance & target rate for the expansion of the money supply in sach year,
and to implament appropriate pollicles o that the actiual rate in fact
confoms approximately to that targat.'?s Hit, uslng the tautological
definitlion of the miltiplier, one can write the money mupply ast

{z.1) M = HPM.p
where M is the money supply, HFM 1s "high-powered” monsy, and m 1s the
vilue of the multipller, Usually, hlgh-powered monay ls taken to ba the
sum of currency held by the publio plug cormercial bank reserves with
the Central Bank; this iz approximetely equsl to the total liabilities
of the Central Bank, In this case, 1t is shown in the text-book analysis
of the msltiplier that its value is directly determined by the ratio of
eurrency with ths public to the total money smupply, and the ratlo af bank
roserves 1o bank deposlts,

The proportional rate of change of the money supply can he writtan,
using logarithmio differentistion of (1), sa:

2 Rk wm R Y
Thus, prediction of the porcentage change of tho monoy supply is reduced
simoly to predicting the percantage change in HPH and in the valus of the

miltiplier,””? and this 1s 1ikely to be a considerably mors elficient

?:jI.O.. that pollcy shemld be conducted on the basls 67 o rule of
the Frisdmun type. Ses M, Friedman, A Program for Monnlary Stahility,
- New Yor¥, Forchum University Presa, 1959, pp. 90-%2,

791’0:‘ canes where t:ia Cremework la umed to study money supply
veriations in the U.S., seo Cagan, P,, Detorminants and Effects of Changes
in the U.9, Monsy Stock, Hew York, Natienal lurosu of Leonomie itexaanrch,
1948, and ;riedman, M., and Johwarte, A. J., A Vonestary iintory of the
BeS. 1%07-1960, Raw York, Princeton University Prass, 1963 (for huiit),




nethod than separate prediction of each asset category on the aggregate
belance shest of the monatary systsm as & whole; 1t may also be sasler
to foracast the effeocts of monetary polioy measures on HFHY and on the
value pf the miltiplier, than on the sopsrate assots on the balence shest,
But in addition, it im sloso argued in Chapter IV theat as well a3
having an objective with respect to the growth in the aggrogate money
aupply, the Benk 1s also conterned with the parttcular way this incrsase
iz brought about) certain targets mesy sxlat with respect to oredit to
the government, the lsvel of forelgn reserves in the banking syatm.ao
and aredit to the privats soclor, These subsidlsry targots, howaver,
Ay pake it impossibls [or the Bank to lst the changes in itz own port-
follo, snd thereby changes in HFY, be determined selaly on the basls
of the target regarding the growth in the money supply as a whole,
Therefore, it will also be necessary for the Bank to be able to prediat
and control saparately the vartatlons in the value of the multiplier, in
order to reach this target.
. In the following sections, the question of the mast appropriate
definiilon of the multiplier as sn analytical tocl for the formulation
of wmonetary policy in Nigeria will flrat be considered, and the param=-
stars which have detormined the multiplier over tize will then be studied
vaing the dets for the 1750-65 period which have boen snalyred in the

provious mectiona.

Ae The Definition of the Cradit Multiplien

In order to conaldor the useluluena of the credit multiplier

Bochtngu in the level of forelpn reserves may themnelves bhe

related Lo the chsngs in the money supply, The resultlng intersction
probleom 1s extenalvely dlacussed in Chapter 4,
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goncept for the Nigerian case, a brief diasussion wlil bLe glvan of the
assumptions underlying its use as s predictive tool for the altuaticns
wvhen 1t 1s npually saployedy 1t will then be argued that some of these
assuzptions are not mat in the Nigerian case, so that the multiplier
goncopt may have to be modified accordingly in order to be useful thers.
Firat, 1f 1t can be assumed that at & given time the public
desired to hold currency and deposli money ln fixed proportions, and
further, that banks wiah to divide thelr portlfolics betuasn ressrves and
loans only, also in some fixed proportion,sl the ultlmate affect of a
glven inlection of currency inte the syatem, e.g., through s Central
Ban!c purchass of govarnmsnt securltias, can easlly be computed, If
the original purchase is dencted by AH, the publlic will retaln All.c
a3 currency, whers o is the desirod ratla of ocurreney to deposit money,
and 8H.(}-¢) wi11l be deposited with the commeralsl banks, If the
banks want ta hold ressrves to deposits in the ratio r, they will now
be in a position to make Incressed losnas in an amount |
(2.3) 8%(1-c) (1-r),
and this wzount of currency is agaln pald out to the public as the funds
are spent by the borrower, Tho public will further increass its gqurrency
holdings by aH.c(lec) (Ler), and anothar incresas in bank deposits of
ﬁﬂ'(l-o)z(l-r) will take placa, glving riss to a furthsr loan axpansion,

ste, As the ssrias will converge, the finsl expansion in deposits will

be glven by the well-known excressionm:

elmno are, of course, the assumptions of the ailmplest atatloe
texthook analysls, "Heserves" are here defined as currency held Ly
banka, and deposlts with the Contral Lank.



AD = aB{1-c) [1+{1-c){ler) + (1—c)2{1-r}2 + . (1=ed (-0 )
-6}1_‘.”'—1’——

g4+r-rc

(2.h)

The corresponding expression for the final increass in currency held

by the publia st

-

(e.5) sc » SO

ctr-re !

30 that the total expansion of the monsy supply ias

1-‘ - L]
{2.6)  Ro=t= = 4D + 4C . s

On the assuwptions that, (1) the Central Dank initlally expands 1its
assets by AH, snd subzequently holds its mssots constant during the
ensuing credit expansion, and (2) that the ratios r and c atay Eonsunt.

this mltisller will exsctly predict the resulting change in the money
gapply, Glven Central Bank ¥nowledge or predictions of v snd o, it

therofors follows that it can detamine the money supply Ly creating an

appropriate amount ol HPM.

In a comeralal banking ayatem such &5 the Nigerian cne, hovever,
where the banks hold significant amounts of foreign exchange in their
portfolios, thls reasgning msy be misleading. Since ths Central Jank is
obliged to purchase lorelpgn exchanpe at a fixed rate, it s alvays
passible for the commerciatl banks to, sey, expand their lavel of lending,
while maintsining & given ressrve ratio, by melling lorslegn exchange to
the Central 2ank. Thersfore, if _tho Central Dank wers to try lmplemanting

a restrictive pollcy, [or exsmpls by only permitting & small amount of

i

1 government Bank borrowing in order for HPH to grow only mlowly, 1t would




Ly,

be possible for the commercial berks to bring about a higher rate of’

growth of 1IPM by foroing. as 1t were, the Centrl Lank to scquire mors

rfereign exchange,

.

A slmilar d10fLloulty wriges vhan tha Central Benk sngages in
operations to support the orices of poverntent securitles, In this |
case top, if the commercial banks already hold certaln smounts of ntovolm-
ment seourities, a Central Bank attempt to restrict the erowth rate of
HPH, and thereby of the money mupply, may be offsot by oommercial bank
seles of govarnment mecuriiiams which the Central Dank would heve to
purchase in order to prevent their prices from falling. This would tend

to raiss the supply of UM, and of the money mupply as & uholt.sz |

|
The difficulty thet arlses with the use of the initlal fomm of

the cradit mltiplier sa & policy tool in these two ompes s dus to the
fact that an original planned changs in the supply of high-pawered money
nay be partially offest as a result of the subsequent reactlons by the
oommsroial hankﬂBJ in the rirst case, when the banks asell foreign
sxchange to the Central Ilhnk. this wlll increase the supply of high-

powersd money, and in the socond cape, the induced aalas of govermment

Bz‘lh!.a problem existad in both the UK. and the V.5, during and
immediately after W,W, II, when the Central Danks were attempting to
raduce the intarest payment cn the puhlio debt inecurrod during the Warg
the rosult was sometimes desaribed (quite acourately) as “monetiration®
of the public debt. DSes, e.g., Pessk, L.P., and Saving, T.R., The
Eoundations of Monay and Danking, Hew York, MoMillan, 1968, pp.j}ij-hhl
for a diacussion of U.b. pollay in this respect.

33“ r and o stay conatant, an abasrved inarnase in the supply
of HPM will, by dafinition, plve rise to an ohasrvad ohwnpe in the money
sipply which 1ia correotly predicted ty the traditional multipitiar, The
point is, however, that the obiserved change in HPM 1a the nat result of
s larger inktial chanpe {whloh may have beon undartaken ler policy
resaons} and subsequent \nducad changes, partially offsetting the
original ona, Unless theso induced changes are accounted for, a pre-
dioction based on tha inltial inoreasa in IPH wil]l ba wrong, |
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gecurities to the Central Bank hos the zame effect. Thus, it is
assunption (1) ebove that is viclated; changes 3n high-povered money
might be only partly asutonomcus, partly induced by the preferences of
the commercial banks as opposed to the poliecy Intentfons of the Central
Bonk. In both caszee, the result 15 dus to the fact that the Pank's |
policies imply o "monetizeticn" of nopets ether than currency and |
reserves, po that foreipn exchange and government securities held by |
commereial banks in fact play & role aimilar to that of “reserves” in
the simple analysis.

In viev of theae conaiderntion::l. it meems reasonable {0 gearch

for an eltersative definition of bonk reserves and & corresponding

redefinition of the reserve ratio and the multiplier concept, which

|
would be more directly useful ne & policy tool than the traditional one.

This pew pcasurs would have 1o include the "menetlized” assets referrsd
8L

to abova, .

Before proceeding further, it may perhaps be useful to. clerify
the discuesion sbtove by an cxample, Buppose that there are thres types
of assetns in the banking osyetem, viz,, currency, government securities
and lowns. Buppoze further that the prices of government securities
are fixed by the Central Dank, so that the Pank must purchase ony |
amount that is offered for sals. Assume aleo for simplielty that the

non-bank publiec holds no government pecurities. !
1

Suppose ricw that the commercial banks wish to hold 1085 of their

deposits as currency, and & further 10% so government securlties, and

.

SLThis redafinition will affsct both the commercial bank reaserve

ratic, and the messure of HPM, It is emsy to shov that thease changes
will be such & to leave the multiplior ldentity unchanged,
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also that the public wishes to hold 50F of their money balances in the
form of currency. Il reserves are defined to include only currency,

the value of the multiplier will be:

1 1
™ ¥ c~r% | J10%.50-.05 <55

n* =

If reserves are defined to include government securitles, as well as

eurrency, the miltiplier will Les

1 1
B % Tee-re . .20+.50-.10 =E 1.67

Conslder now a case whers the Central Dank lends 10 units of currency

to the government, which is subsequently spent in the economy; 1.e.,
HP¥ 1s increased by 10. On the basis of the multipller m*, the money
supply will increase by m*-10 = 18,2, deposits by 9.1, and reserves

by 9. Tis, however, neglects the fact that the comsercial banks now
have a lower ratio of governzent securities to deposits than before,
When the banks try to restore this ratio, they will, by assumption,
parchase governmsnt atcuﬂtios for curremcy in the Central Bank, But
this will, of course, of{set part of the original increase of 10 in HIYM,
The final increase in M, and therefors in the money supply, will be
smaller than 10 and 19,2, respectively. In the next paragraph, it will
be seen that the ultimate incresse will be about 9.1, However, if
governzant securitias held by commerclal banks are included in reserves
(end in ERM), the predicted incresse in the money supoly will be
m:10s16,7 . Currency held by the public will increase by approximately
8,3, and currency held by commercial banks by ,83; thersfore, total

currency outstanding will only increase by about 9,1, i.e,, somewhat
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less than the original 10, Dut the commercial banks will incrssse their
holdings of govarnzent securities by about 83 as well, and the total
Inoresss in UPM 1s 3,1 + .93, which, sxcept for the rounding error, i»
1dentical with the originmel 10, since the indu¢ed purchases ol govern-
zent sechrities for currency by the commercial banke doss not affect

HM. The inclusive measure of this varlabla is, therefors, unalfected
by the [orm In which banka held their reserves, and the change in the
monsy mupply is= correctly predictsd by the original change in HFM through
the govornment delicit, times ths multiplier. The incluslon of forelgn
exchangs in reservesy would ylald completely anelogous results,

The particular definition of reserves and HPY which will be ‘
chosen here is the same one a8 was used in Section C3  to analyze _ |/
commerolal bank liquld aszets, 1,#,, benk reserves will be defined aa
surrancy held by banks, investments in Nigarle (1.e,, governzent pecurities),
and net forelgn assets, Tha ratlo of reserves, defined in thls way,

to total depostts, is given for 1950-66 in Teble II-13, When this i
modification ie u.ndortak‘on. it 1s also nacesury; of course, to rmlaf;.no
high-povared monay in such & way that it will include in bank reserves
the total amount of sssets ermumerated above, With the resulting I'
wiltiplier concept, growth in HPY will be regarded as taking place am
s rasult essentislly of aoccumlatlon of foreign exchange in the musetary
syatem ap & whole, i,e., including the commercial banks and the Central
Bank, &8 s remult of government borrowlng from the wonetary systez as

a vhole, and a3 & result of C?ntnl Bank lending to the non-government
sector (in practics, to the commercilal banks and the Marketing Boards)s

on the other hand, it will be nnaffected by the decisions of the

.

|
I
i
I
|
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commerclal banks regarding the for in vhilch they wish to hold their
1iquid ssaets, i.e,, whether in the form of currency, deposits with the
Contral Dank, forsign exchange, or Treasury Bills, Changes in IIFM will,
thersfore, s more directly related to fundsmental economic varisbles
such as the balance-of-paymenls surplus or delficit, and total dosestic
borrewing By the governmeni, which the commeroial banks csnnot control,
On the other hand, changes 1n the commercial bank reserve ratio, defined
in the inclusive way, will result only when the banks change the pro-
portion of liquid assets to loans in Migerla, but wlll} not change vhen
they undertake substitutions of one type of liquld sssst lor anothsr,
through transsctions with the Central Bank., Changes in the money supply
attributable to a change in the ressrve ratio, wilth the supply of high=
powersd noney belng given exogancusly, will, therefore, be & more accurate
reflection of the lmpact of commerolsl bank portfolic policles on the

money supply than would bs the case if reserves wers definsd in the :
traditional way. - _ : i

In the followling s;otion. this mltiplier concept will be used to
study the effects of commercial bank portfolio policias of monaetary
expanzion in the 1950-56 psriod, and the possibilitiss for using it for
purposes of forecasting the monsy supply will be briefly discussed. In
Chapter IV, the analysis is then extended to show the use of this mathod
in a set of numerical projections, illustrating the effascts of diffarent
moretary poliey principles, !

2, Growth in e Monny Supply and Changes im the Multiplier

The information nocesurér to analyze the zrowth in the Nigerian
" monsy supply using ths framework suggested in the previous ssction has

largoly been provided in oarliar sections in Chapter II; the currensy

C
: : l
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ratio during the 1950's 1s given in Table II-3, and for the 1960-66
perlod in Table II-7. The reserve ratio of the commercial banks for
both periods has axlso heen discussed, and the values can be found froa
Tables 1I-l and II-11.35 If the form of the multipller suggested in
the previous section is to be used, however, the required msasure of
high-posered money no longer corresponds to the traditlonal definitlony
1,0, currency held by the public plus casgh reserves held by banka,
Instead, HPM rust be defined so as to correspond to the redefined
rmeasure of bank reserves, i.e., to include foreign exchange, invest-
ments, and traditional reserves of commercial banks, as well as
ourrency held by the public,

In Table TI-12, the anmusl growth rate of this measure of HPM
1s indicated in Column 3, and for comparison, the growth rste in the
traditionally defined quantity of IIFM is also given in the far right-
hand calum.86 Luring the 1952's, when the only differsnce between the
two measures was commercial bank foreign assets, the growth rates were,
on the average, almost 1dﬁnttcal. In other words, the rate of growth
of bank foreign exchange assets was about the game as that Zor total
currenoy 1isbilitles of the WACE, During the 19£0's, however, the
banka' forelgn exchange has been declining, and the increass in comer-
clal bank investment in Nigerian Traasury Dills has not been sufficiently

rapld to prevent the rate of growth in lIPY to be somewhat slower than

aSFo'I.lowlng the reserve deflinltion used here, they are computed
a8 the sum of ressrves in the tradltional seonse, net forsiyn sssets of
banks, and "investments in Nigeria", l.e., government securities,

%\iﬂh the adiisted measure inoluding foreign assets of banks,
it 1s, of courss, true that it starts from a larger base in 1950 than
the traditlonal measure, but in the multiplier computation, this is
offset by the higher inltial reserve ratio.



Table II-12
Quantity of High-Powsrad Monoy, 1950-55

il HEMe 2z £ i

1950 .9 32,8 - - i
[} 547 §ua.0; 26,5 (20.7)
2 62,5 (50.4) 13,4 {18.3)
53 68,0 {sh.1) 8.5 (7.1)
L 75.3 (55.53 10,2 ( 4,2)
gg 77.3 {git.5 2.6 {-3.6)
76.6 (57.5) -.9 { 5.4)
57- . ?603 ‘5?-9) '03_ ( -7)
<8 75.9 (59.1) -6 { 2,0)
59 82,4 {63.9) 8,2 { 7.8)
1960 89,7 {7h.2) 8,5 {15.1)
(4] 93.6 {80.2} .2 { 7.7)

62 90,9 (79.?; -2,9 { =.6) !

23 89.9 (82,1 -1.1 2,9) :

95.7 {00.2) 6,3 { 9.!;; |

55 107.9 (93,9) 12,0 { 2.1 :
13 120,13 {106.0} 10.8 ( 7.0)

Column 11 High-powared honoy, including forelgn assets and
investaenta of commerclal banks LNlg.mill,

2¢ High-powered monay, traditional delfinltion,LNig.mill.

3¢ Growth rates of high-powered money, lnclusive
definltion, ¥ p.a,

41 Growth rates of high-powered monay, traditional
definition, ¥ p.a.

Sourcet Computed from Appendix, Table A-2
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during the 1750‘s, and also slower than that of ourrenoy plus bank |
regorves vhen the latter are deflned in the traditionsl asnse. !
As has been evidant from the discuasion of commerclal bank lending
above, the growth 1n the aggregate money supply has been conslderably
fastar than that of high-powered monay. From Table IIb-13, where the
serlas for the currency and reserve ratics are reproduced for con=
venlence, 1t is seen that the value of the multiplier (Column 3} has
besn rising throughout the period, Impleying the method of analyals
described in Friedmsn and Schwvarte, the growth in the money supply cmm
niow bo attributed to the chenges in HPM, and changes in the parameters
of the mltlplior.m First, the proportional rate of growth of the
multipller is derived as & functlon of tha changss in the reaserve and

ourrsncy ratlost

@n & 1.4 SN
at » " at Log rec-ro (-2) 4t 108 {r+e-re) .
» om ¢ %?(ri- c - re} = -m [(1-c)%%+ {1-r) %.%] .

Table II-1% can now Ha constructed, where the growth rate in thes
adjusted meesure of HPY 15 agaln glven in Column K, with ths contri-
tutiens to monstary growth {rom the changss in c and r, computed as

above, given tn Columns 2 and 7, ’

071.0., uslng tha relationship discussed abovaet

1 o APM 1 dm : i

A,
W at "hM & Tam at

Bas oloo Friedman mnd Schwartz, op. e¢it., Appendixz B, pp. T9h4-795.

.



Table 1I-13

ftgrarve Ratlos, and Valueg of
Crogit Multiplier, 1992-9%

[} E A
1950 67 79 1.07
51 «65 .78 1,08
52 .61 «7h 1.11
53 61 TN 1.13
St 56 72 1,14
55 «51 69 1.18
56 52 57 1.26
57 « 50 «5 1,32
58 o'h'a Bl 1. hily
59 b Ml 147
1940 L8 <35 1.51
61 h9 .30 1.55
62 86 25 1.67
63 45 «18 1.82
N 3 14 .77
65 W1 .16 1.97
66 Jn .18 1.95

Column 1t Currency with public as fraction of money

21 DBank reserves, bLroadly defined, as
fraction of total deposits.

31 Values of credit multiplier.

Sources Computed from Appendix, Table A-2,
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It can be seen rom the table that the sources of growth of the
money supply have been quite different Iin different sub-periods of the
1951-66 interval, During 1951-55, the growth of HPM resulting from
the accumlatlon of forelgn exchange in the banking system, was the
main source; the aversge anmal logarithmlc growth rate in the money
supply for those years is about 14,11, and HPM grew by 12,28, Thus,
the declines in the currency and ressrve ratios accounted for only about
1.9F together, During 1956-57, on the other hand, HP¥ grew st an annual
average rate of only 1,67, whereas the money supply grew by about 7.1%,
The ma jor expanslonary factor during this period was the decline in
the commerclal bank reserve ratio, which on the aversge accounted for
& 4,60 anmal monetary sxpansion. Thuas, the commercisl bank expansion
of domeatio oredit to a large extent offset the deflstionary impact of
the reserve losses on growth of the money supply,

During the 17£0-66 period, the money supply grew at an anmal
rate of 9.5% on the average, wheroas IIPM grew by 5.4f; the decline in
bank reserve ratlos accounted for, on the average, 2,9 anrual growth,
It is useful, howsver, to distinguish the years 1965-74, during which
time the Contral Dank was applying a restrictive policy, from the rest
of the perled, During the years of a "passive”™ monetary poucy.aa 1960~
66, HPM grew by only 3,0f per annum, because of the contimued decline
of forelgn assets in the banking system, but the money supply grow by

8,81, largely due to the declining reserve ratlo, which on the aversge

03

“The characterization 1.l. the Centrl Bank‘s own, See Anmial
Report, 1966, p, 13,
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Table TT-14
MOT3,: et r.2 i, 2
1951 27,6 N o6 26,5
52 15.9 7 1.6 13.4
53 9.3 oo 1.1 505
5h 11.3 1.5 -.b 10.2
55 6,1 1.7 1.8 2.6
56 5'3 "-5 7.0 -lq
5? l'-l.a 1.2 uuo "'13
58 803 1!9 ?l!‘ ot
59 10.1 109 "O g 8.2
1560 11,2 ~2,0 LB 8.5
61 6.5 '1.6 u.l u‘cz
62. h.B 3.8 hlz '2.9
63 7.0 2,1 6.4 -1.1
6l 14.3 2.5 4.8 6,3
65 12-2 2.5 "2.2 12&0
66 10!0 1.1 ’109 1008

Column 11 Anmual growth rate of monsy supply, % p.s.

2t Contri'mtion to monetary pgrowth of change in currency ratlo,
glven byi a'!) (1-r) de , £ pea.
i dt

31 Contritmtion to monetary growth of changa in ressrve ratio,
glven byt E-u} {1-c) dr , b p.a.
dt
L1 Growth rate of high-powered money, £ p.s.

Fote 1+ _1_ gMOT3 , 1 dHPH 4 1dm _ (Col, 1) = (Col, &) +
MO8 dt HeM dt mdt + (Col, 2 + Col. 3)

Note 2: The values of ¢ and r used in the formula were taken as the

sverages of the values in the correspondipg years and those
in the previcus years, This is plightly 4ifferent from the
method used by Friedman, but sgrees with Cagan's treatment.
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would have produced s &,8% rste of monstary growth, During 1965-685,

by contrast, the monsy supply grew by 11.17 per anmmy i.e., at s !
!

higher average rate than during the earlier years of the 15(0°s, This

however, was entirely dus to the 11,4% anrmal growth in JPH, whersas

the net effeat of chenges in the currency and resarve ratios was

negligible, Tharefors, one may say that tha restrictive policies were
mostly dirsctod toward the commercial banks, whereas the increases in
government securltles and forsign asseis ln the banking system produced
& mopatary growth rate which was aven scmewhat higher than in the
provious ysars,

3 Summarye Forecasting the Money Supply

In this sectlon, the possibllitles for short-term forscestinp

of the Nigerlan money supply using the sbove multiplier framewerk, will
be brisfly dizoussed, Such a forecsst involves two stepsy Iirst, s

forecast of the change in ths quantity of high-powsred monsy, and :
|

second, a predlotion of changes in the currency and reserve ratlos,
The chisf determinants of‘ changes in high-pousred monsy are variationa

In foraign exchange of the monetary aystesm, governmant zecuritiea of

the monstary syatem, and also other domextic assets of ths Central :

Bank (1,e., redisaounted produce papsr and advances to commercial
berks)., Decause of the definition of high~-powsred meney that is belng

used here, the distinction between forelgn ansets and government securities
teld by the Contrai Dank or the ocommercial banks iz not sssential, Féro-
casts of forelgn amsets can, therefors, be based on predioted lavels

of sxports and imports and non:-monnt-z'y eapital flows, without regard

for ths questlon whether the resulting changes in forelgn reservaa will



taks place in the cosmerclal banks or the Central Bank, Forscaats of
this nature are ofton formulated by the government's economlic plamning
anit in the lform of forelgn exchanga budpetis, so that the monetary
asthorities would not neod to make ssparste Iorecasts,

I{ variationa in tho holdings of Coreign reserves held outside
the hanking aystem ars thought to bve important, they miat, of course,
be taken Lnto account asz well, Dut, contrary to the situstion in the

" 1950's, the policy of “centralizatlion of resarves” has been in force
during the 1760's, and forelgn reserves held outside the banking
system havs been less important,

For povarnuent securitles, ths changes in holdings of the

monstary aystem can bo prodicted as the residusl of total domestia

govermment, borrowing over ths amounts sold to inveators outside the

monetary systemp prediciions of total government borrowlng can be

|
obtained [rom government tudget forecasts, but purcheszes by investors

outside the monetary system must be soparately forecast, The data for
recent years, however, show that purchases of govarmmenis by non-bank
Investors have besn relatively amall compared with changes in the
government holdings aof the monotary systam,gg so that errors iy |

predicting outside purchases would bs relatively unimportant.

B‘)s“ duts on holdings by varlous investors Ln Economie and
Finsncial Foview, various losues. As will be arjued in greater
dalall in ‘hapter 5, becauss of the dominant influence af povernment
borrowing on ths money supply, 1t i3 essonttal for sn e(fective mone-
tary poliecy that the Central Dank have some control over the total of
mich borvowings, The various institutionsl arrangements which )
oould be used to ensurs scme measure of such contral, will be !
axtensively dilscussed In that Chapter,
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Forecasting the currenoy ratio could he done using & fuli-fledged
snalysis of the relatlve changes in demand for currency snd deposit j
noney respectlvely, or, more aimply, by some form of trond extrapolation,
48 is done In the projeotions in Chapter IV, Generally, the ratlo can
be expected to continus its decline, s the modern, large-seale sector
contimies to grow mors quickly than the reat of the economy, snd as bank-
ing facilitles Lecoms pcosssible to a larger proportion of tha population,
both because of urbanizatlon and becauszs banking facllities are extendad

te now ams.go

Changss in the reserve ratlo, finelly, will, of course, be heavily
influenced by Central Bank policias affeoting the portfollio cholces
of the commercial banksy these policles themselves must be formulated
on the besis of forecasts of the other Tactors alffecting the money supply,
and in the 1ight of soms given target rate of monetary expansion, The
Instrumente which can be used to influsnce the ressrve ratio are the
genersl tools of monetary policy; 1.6., reserve requirements, discount
polictes, policies with .respact to interest raites, such as the discount
rste, issue rates on povernment securities, etec., as well as Jdirect
lending restriotions and milder forms of "moral muasion.,” The "fore-
casting” problem in thls context consists in predicting what the actual
efTects of such messures will be on commercial bank ressrve ratlos,

The multiplisr concept as an shalytical tool in the Zormulatlon
of uonstary pollcy. theralore, constitutes a systematio method whareby

forecasts of eyxogenous variablea effecting the monay supply can be

901_.“ an extenslive analysis of this preblem, ses Khagrom, J.D.,

The Currency Ratio in Daveloping Countries, New York, Praegsr, 1946,
 espacislly chapter 7, .



coabined with pradictions of the effsots of spevific polioy meamires ;
in order to test the conslstency of the latter with a pre-assigned '
target of monetary policy glven by, e.g.y & o#rtein desired rate of
sxoansion of the monsy smupply, The basis on which this target should

be chosen is anslyzed in the followlng chapter, and with this background,
the problems of forecasting and controlling the monoy supply which have
been briefly cutlined in this section are extensively discussed in

apeciflc quantitative terms in Chaptera IV and V, 1
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CHAPTER 111 o J

Orowth_and Monetary Expansion ' |

Introduction ) : . L ST

In this sectlon, the question ﬁhere mopetary polley fits into
the overnll atrategy of LDC'e in general, and Wigerio in particular, . ['
to bring sbout a more rapid rate of econcmic devalomment will ba
considered. It has often bteen pald that the basic ohlective of monetory
policy im 1DC's phould be to meke the "Barimum contribution to economie
development.” It i@ hard to disagree with that statement; on the other
band, it leavea open the gquestion Just whet type of monetery policy
vould give the maximum contribution. -

Tha esgentinl point of disegreement, of courne, has alweys buen
vwhether ap expansionary pelicy, with the accompanying likeliheod of a
high rate of price inflatfon, will be succeasful in stimulating development,
In spite of the long ecademic debate on this question, partfcularly for
the case of Latin America, it cannot be said that there has been much of

& ¢oneensue as to the answer.l This unsettled state of affairs,

lThe llterature here io quite voluminous. The best overview of
the problem ie probubly given by the srticles in Meler, G.M., ed,, Leading
Issuce in Eronomie Development, secopd edltion, Oxford Unlveraliy Press
1970, pp. 223-250; there it alao an annotated hiblicgraphy. OF the articles
there, the ones by Johnnon, B.G., "Iz Ianflation the Inevitable Price of
Rapld Development or a Retarding Factor ir Economie Growtht", Mnlayan
Economie Review, Vol. 11, April 19G€, pp. 22«8, end by Compos, R.O.,
Vieonomie Development end Inflation with Speciml Refereste to Lotin Americn,"
in Development Plans end Programmes, OECD, Paris 156Gk, pp. 129=37, ore
particulariy valueble. Gee aleo lmer, W., and Kerotentzky, I., eds.,
Infletion end Growth in Latin Americn, Homewood, I1linois, R.D, Irwin,
1964, Among the articlea there, the oma by Dorrance, G.B., "The Effect
of Inflation on Feonowmle Development," pp. 37-88, summarizes much of the
thinking sbout inflation in the IMF, end the article by Hurberger, A.C.,

“Some Wotes on Inflation,” pp. 319-351, provides & very useful annlytical
framevork. !

L
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unfortunately, has in many LDC's led to a situation vhere guidelines

for the long~run conduct of monetary policy are lacking, and where
attempts at inflatiopary stismulaticn of development alternate with

severe contracticnary policies %o cope with the unintended effects on

the price level end the balance-of-psayments. The experience in Ghana
throughout the 15€0's {s & case in point, as well eam the recent experience
of Indonesia; in both countries, severe contractions have recently been
brought into effect to cope with price inflation and forelgn exchange
shortages, Put apert from alleviating these problems, the contractionary
policies have alzo hed the effect of wvorsening the unemployment problems,
and markedly slowing Acwn real growvth. If Nigeria is to avoid problems
of this nature, it is ezszential that some knowledge be W lnble on the
congequences of an expansionary pollcy to stimulate development, and
the conditions under which it would be sppropriste, and the discussion

in this chapter is direct=d to this question.

A. Growth and Monetary Stabilicsy in Nigeria

As was dlscusas? sbove In Chapter I, Nlgeria has in the past had
& record of a high degree of price stability, as well as unrestricted
copvertibility of the currency at a fixed exchange rete. Up until the
establishzment of the Cemtral Pask, convertibility, and indirectly aleo

price stabllity, followed directly from the Currency PFoard aechmlu,a

2H'nereu the Currency Board syastem does not gusrantes a stable
rate of monetary expansicn, or even dcmestic price stabllity, the 100%
forelgn asaet currency backing recessarily ensures currency convertibility.
Deposit maney would sleo alvays be convertible, except in the unlikely
cccurrence of large-scale pank failures, but this would reprenent an

absence of convertibility of deposit money into currency rather than lack
of external convertibility.



and presented no particular poliey problem. With the establishment of

the Park, howsver, it woa open to the policy-mnkere to uze thelr monestary
independence to try to silmuluts econcmic development by a more expansion-
pry policy; it is thercfore of interest to ceo what the views of the ;
suthorities w'ore in the early mixtles in this reapect. Tha genaral |
directives given {0 the ecopomie plannera in charge of formuluting the
1962-£8 Development Plan wore "authoritatively spelled out to mean

pchieving a growth rote st least no high, and preferably higher than

that achieved in the past decade, with, at the name time, avoidance of
inflation; maintensance of the internstionsl velue of the currency apd i
avoidance of a balanco-of-payments crinin..."3 The latter objectives :
were algo repeatedly ostressed in oubsequent budget ppeechea. In renponse
to thess diroctives, thoe planners ntiempted to formulate an sggregative
fremework with the highest posolble growth rate conalstent with the i
oblectives relnting to internal and external price stabllity, ac well !

as with estimated invesiment productivity and forelgn exclsnge ovellobllity;
this growth rate turned out to be about L% per manpum. It wns hoped that
this could be achlaved with & gross investment ratlo {i.s., Gross Fixed
Investmenta cver ODP} of about .15. The consistency of thim Lnvestment
target with expected foreign exchange avallebility, and with expected ?

public and private savingn behavior, was &lso teat.ed..h Forecasts were

made of govermment current and capital expenditure, apd on the basis of

3800 Lyle M, llansen, “Comprehensive Economie Planning in Nigeria,"

in Bicher, C.K., nnd¢ Liedholm, C., eds., Grovth and Development of the
Kigerinn Feonomy, Michigan Gtate University Preas, 1970, p. 193,

hﬂeo Henaen, L.M., op. cit., pp. 193-187, and Stolper, W.F.,
Elanning Without ¥metg, Cumbridge, Moss,, Harverd Univeraity Press,
1966, pp. 105-100, ' :
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paet privata sevings performance and expected capltal Infiow, it was
deemed ressonuble that the .15 investment ratic could ba achieved, |
without the necegpity of having recourse to large-scele domeptic credit
expanaion. !

In thie came, therefore, monetary exponplon nnd inflation wore
ot expected to pley o significent role in stimulating the growth parx-
formence. Inotend, monstary {end, it vas nometimes stated, figead)
policy was to be uped to ochieve the objlectives with reopect to price
stobility and ecvoldunce of a bolange-of-payments erlain.s In the 1ight
of the axperienee_in dome other countries, these policy principlen would
appeny to ba quite conservative, snd oome cobservers alme criticlied
the Plan for whal they congidered ita lack of amhltion6 and advocated
wmore expannionory policlea. llowever, olnce the monetary and fiscal
policien to be followed were nover pyntematlically spelled out beyond
gensral mtatemonts of the-type glven obove, it wes not ¢lear precinaly
¥hat, they wero to be, and in psrticuler, how the policy-makers would
react to a slower rate of growth than thut vhich hed been planned for,
" or to difficulties in financing planned projecta,

The records for the Plan poricd, insofer as they are avallavla,
indicate that the performunce in Nigerin with respect to the income

growth objective has pot been very different from what wae expected,

sOkotic-E‘boh. Chief F.6., The Mobiliration Budeet, Fedoral Ministry
of Informetion, Logos, April 1962, quoted in Gray, C.0., "Credit Crestion
for Nigeria's Econumic Development,” Nlgerian Journnl of Feoncnie and
Boclal fitudien, Vol. 5, Novemher 19063, p. 2%0. Gray's article aloao
contoing o lengthy discuneion of the projected rate of deficit Minapeing.
Bae pp. 204206, and {f. ;

Bea Aboyade, O., Foundattionas of An African Reanomy, New York,
Proegar, 1966, enpecinlly pp. 148«199.




and & reascneble degree of prige stabillty and balanco-of-poyments
equilibrium had been maintained, up until 1966, While the dircut capital
ipflow from abroad had fellen considerably short of axpectations, this
was largely componsoted for by the capitel Inflow in the form of o
drawdown in foreign exchanpe reserves, Au hus been diocussed nhove,
puch & drowdown wons foreseen, but 1t proceeded at » gomevhot, higher

rote than was expected in the Plan.1 Since thls meant that the degres
to vhich the growth procesn wes financed with the wae of pl} typos of
external rogources waa about agual to what wae plznned, there woo no
unforeseen presoure on the public end private zavings performence.
Moreover, as long ns ithe monotnry authorlties found themselves in the
relatively comfortabls posltion of teing oble to afferd & rundown in
Toreign reserven, 1t wap pouulble to pursue a reletively expansiconsry
policy without jeopardizing internal price etebllity or the external
valus of tha currency throughout mont of the period; it con in foct be
srguad thut it wos the exintence of the very oubstantisl cushlon of
forelgn exchange resorves in the enrly pixtioss that led to the relotively
optimistlc expectatlion that the plenpned rate of growth could Le nchieved
vhile maintelning » stable value, internolly and externally, of the
curreney. Oince mbout 1966, however, and sspeciolly sfter the Civil
¥Wor, Nigeris nc longer hana a substantiol amount of forelgn exshanga
roserves to fall back upon, wherems the growih coblectlve is as urgent

as before. Thie 48 1ikely to mean that the contribution of tha import

Taognrdina the Plana in this respect, ses the evidenco guotsd by
Gray, C.8., op.cit., pp. 280-83, ond aleo p, 307. It wad the intantion
to maintain roaerves equivalant to st least & monthus! importe.






