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aiAPTER 1

INTRODUCTTION

1. BACKGROUND
The study of financial institutions in general and commercial

banking in particular is as old as history, although many economists
belirve that the effective beginning of English Banking System started
in the year 175¢. Mint” (1970, p.9) argued th”t the study of the
operation of commercial banks started almost immediately these institutions
were established in the second half of seventeenth century in Great
Britain and in 1780 in United States. In Nigeria as veil as in
most developing countries, financial institutions started to operate
very much later. In Nigeria, the financial institutions started with
commercial banking in 1892 much later than in Senegal where the first
commercial bank was established in 1853*

The importance of the role of financial institutionsin general
and the commercial banks in particular in any economy only came to be
fully appreciated ’ith the work of Schumpter (1934). Inhis analysis
of the theory of economic development, often generallytermed 'the
theory of capitalist economic development', he showed clearly tnat the
financial institutions in gen;ral are playing positive role in the process
of economic development. This view is not shared by many economists
and hence has resulted in great debates. The debates have in general
been concentrated on the crucial role the financial institutions can play
in the development process of any economy.

Some economists hold the vie” that the development of financial

institutions per se 1is very crucial to the economic development and

capital formation of any nation. The premise under which this view is

1. See K.E. Krooes and F. M. Blyn: "A History of Financial Intermediaries" Rerd.— .
House. New ?. L.W. Mints, "A History of Banking Theory in Great Mrltain,
and U.S. (1970). Chicago University Press. %~ J.A. Schumpeter, (1934) "The.

Theory of Economic Development; An Inquiry into Profits. Capital Credit
Interest, and the Business Gvcle /Harvard University Prescl



held is th-t for real growth of developing economies, development of
financial institutions should be considered as not only necessary but
also sufficient conditions. This represents the vigr expressed by
Schumpter and shared by other economists sich as Adelman and Morris-(1968),
Cameron, (1972), Goldsmith (1969 p.390), Mckinnon (1773), Minsky (1972)
5

end Shaw (1973) to mention just a few.

The empirical evidence emanating from the work of Adelman and Morris (1968)
appears to corroborate the view expressed by Sch'impter, From the analysis
of the data from 74 developing countries for the period 1950 to 1963,
it was found th-1 out of the I4 purely economic varirbles there w”s n
clear evidence that the degree to which financial institutions are developed
is a very crucial factor in any country's development potentials. In
Schumpterisn analysis, two important variables are primed very important
for development of a nation, namely the bank or financial institutions in
general and tne entrepreneurs. Thus both Schumpter and Adelman and Morris
are very similar in their views that financial development has very
significant role to play in the development process of any economy. The
great need for rapid economic development in less developed countries (LDC)
has led most development economists to suggest th-t the development of
financial institutions is one of the most relevant variables in the
growth process of these developing economies.

Studies of financial institutions and their role in the development
process of the less developed economies have been undertaking by many
vriters and these have resulted in rich case study materials for students
in this field. Because of the views held that financial institutions
are intermediaries in the financial system of most of these less developed

countries, many studies of these countries often show an implicit assumption

thct the financial institutions, and especially the banks have a causative

% See I. Adelman and C.T. Morris (7968)'s work on "Performance Criteria for Eva-
luating Econ. Development Potential: An Operatiunal Approach" In J. of Ec. Vol.
LX7XII; 2. R. Cameron (1967) "Banking and Econ. Devt. Some Lessons of. HlstorYl' ,
Oxford p-rpcc] W.R. Goldsmith (1969) "Financial Structure and Devt, .”

Yale iiniversdA-% Press; 4. R.I. McKinnon (1973), "™oney and Canitrl in Econ. Devt."
ine Brookings Yn-ti tn+ion. ; end 5. H.P. Minsky (1967).



role in the development process of these countries. Fbom this assumption,
many studies have come out to appraise the foie of the financial

institutions in particular and the financial system in general in most of
1

the less developed countries. Some case studies like that of Taylor (1972)
2 5
on Sierra Leone, that of Islam (1973) on Pakistan, that of Bourne L'969)
'4

on Jamaica and that of Abdi (1977) on East African Countries are clear
examples.

All of these studies have so many similarities in common and one is that
none oi them has made attempt at studying the factors which actually
facilitate the grovd-h of commercial banks or any other financial institutions.
Many of the writers on this subject are so ambitious that they sought to
enquire into the whole aspects of financial system from the macro view point.
Many of them concen'rate on analysing the role of the commercial banks
in the proces” of financial intermediation with basic attention on the uses
and sources of funds and often to the utter neglect of their major role
in the money supply process, in the control of inflation, and in the
capital formation of the economy in which these banks operate. For example,
the work on Nigeria by Nwankwo concentrates solely on the descriptive
aspects of the Nigerian Financial System without touching on the crucial
issues such as money supply or inflation. It is, therefore, not a
gainsaying that such studies can hardly go de per into the analysis of the
factors which actually facilitate the growth of commercial banks per se,
their role in the money supply process, mobilisation of domestic savings,
capital formation and credit creation in the transitional Nigerian economy.
One other important similarity in these earlier studies is that most of them
ofcuy try to answer the dHOW* question of the operation of financial system and
make no attempt to ans-'-er the question 'k!KY' on several aspects of the institutions.

Commercial banks as ell as other financial institutions in any country
are generally under the proper supervision of the monetary authorities often

fully or partially represented by the Central Bank.

financial institutions on economic development.



Writers on Nigerian banks often merely concern themselves with the
relationship between the commercial banks and the Central Brnk without actually
analysing the impact the Central bank has on the operations of these institutions.
In most cases, the role of other financial institutions such as the Federal Savings
Bank, Feder-1 Mortgate banks, thf Insurance Companies and others are not dealt
with 1in some of these earlier studies. In the developed countries, however,
the role of the building societies, the merchant banks and the insurance companies
as well as pension funds, has been well recognised in terms of their influence
1

on the monetary policy and the definition of money. In developing countries
the importance of the non-bank financial institutions and their effect on the
financial system are now in the process of being recognized. This is one of the
reasons why this study is very crucial since it attempts to bring into the focus
the role of these institutions in the Nigerian economy with respect to the efficacy
of monetary policy. Also the model of financial sector is very illuminating.
2. TKF OBJECTIVES OF THIS STUDY

In view of the foregoing, therefore, this study is conceived as an
attempt at both filling the void created by the earlier studies and improving
the insight these pioneers hrve provided in the study of financial institutions
including the specialized institutions in general and commercial banks in prrticular,
The basic aim of this study is, therefore, to empirically analyse the growth
and expansion of commercial banks in Nigeria, focusing particular attention to
the major determinants of the®.r investments and loan operation in the context of
credit rationing theory. Because of the grovd.ng importance of many non-bank

o

financial institutions, especially the insurance companies, this study also
attempts to examine the growth and role of the various non-bank financial
institutions as well as these created by the government for specific sectors of
the economy. In the light of monetary policy of Nigeria, the study also
examines empirically the financial repression hypothesis with respect to its

relevance to Nigerian economy, as well as to some selected developing countries.

Since this study concerns all financial institutions in Nigeria, the ultimate

1. See Wilson Committee Report, (1980) on the Review of the Functioning of
Financial Institutions, HMSO. London.



goal is to build a short-run model of Nigerian financial sector to test
whether a valid test of the monetary aonroech is also possible for a developing
country Nigeria.

With regards to the commercial banking activities in Nigeria, the
basic question this enquiry seeks to answer is whether there are certain
factors not yet accounted for that facilitate or hinder the growth of
this institution in Nigeria. Furthermore, the study attempts to examine
the justification or otherwise of the centrétbank control on the commercial
bank credit to the economy.

The orientation of this study is both positive and normative. It is
positive in the sense that it uses the aggregative data on commercial
banks, central bank and other financial institutions as well as other sectors
of the economy to analyse the reasons for the growth and expansion of financial
institutions in the economy on the one hand, and the working of the
financial sector in general on the other hand. In other words, positive in the
sense that it attempts to ensver the cuestion WAT IS? That is, what are the
factors resDonsible for the growth end expansion of financial institutions in
Nigeria in general and commercial banks in particular? What are the main
determinants of savings deposits, national and household savings, private
investments, commercial bank investments, insurance company investments and,
finally, whet are the intermediate targets of monetary policy in Nigeria?
In other words, is the total domestic credit an intermediate target of
monetary nolicy in Nigeria?

The normative orientation is based on the premise that it is

policy oriented in the sense that it attempts to find answers to the question



WhAT OUGHT TO BF? To do this, the financial institutions in some developed
countries are examined in the light of the operation of such institutions
in Nigeria.

There are certain unavoidable constraints associated witn the study of
any less developed country and the chief among these is the availability of
suitable data. All the developing countries share the complex problems
of gathering and dissemination of econanic statistics which become even
more pronounced where there are inadequate infrastructural facilities,
institutions and personnel with suitable systems and procedures of
gathering data. All these represent a major handicap to any researcher on
less developed countries. In the light of the above enumerated constraints,
therefore, this study has no other ootion than to use both macro-analyses
to augment the main micro-analyses. This is to say this study relies
heavily on aggregate statistics as abasis for analysing the activities oi
the institutions and other sectors of the economy in addition to the
cross-sectional and other empirical micro data.

3 WHAT IS THE RATIONALE OF THIS STUDY?

One good reason why tnis study concentrates on the financial institutions
is due to the fact tnat they are the main institutions in the finaiiCicJ
sector of the economy through which orivate sector savings are passed on to real
sector for investment needed for the development of the country. Since the
operation of these institutions effect the efficacy of monetary nolicy, it is
considered important to build up a model (for the first time ever) to explain

t”e working of Nigeria financial sector anc how it relates to the”real sector

using the-"monetary-approach. Also, our analysis ®f the total domestic credit
as an intermediate target of monetary policy in Nigeria represents the first

attempt at justifying the use of credit guidelines oy the monetary authorities
in Nigeria and our study of r-redlt rationing in the commercial loan market is ,

very crucial for the monetary policy implications.
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Another important reason why the attention is much more focussed
on the commercial banks owes very much to the importance assigned to the
banking sector in the Nigerian economy as a channel for mobilizing
domestic savings and distribution of credit as well as being one of the
major sources of inputs for monetary policy. As will be shovm later,
the Nigerian commercial banks are the most important instrument of
mobilization of domestic savings. According to table 5.1 banking
institutions accounted for 90.9 per cent of the aggregate domestic savings
in 1960 and 88 per cent in 1983. This shows that the banks will continue
to play a dominant role in the realm of domestic mobilisation of savings
for many years to come vis a vis other financial institutions. Also
as an indication of the importance of this sector of Nigerian economy, the
total commercial bank assets as a ratio of the GDP has risen from
3.0? in 1960 to 57.7 by the end of 1981 (See table 4.3). While these
ratios compare poorly with those of United States of 33.57 end 01.98 in
the corresponding period 01 1960 and 1981 respectively, they compare more
favourably with those of some oil-exporting countries. Thus 1in view
of the magnitude of thei; assets and other banking scale variables, it is

i

little wonder that Robart ioiozi (1971) has' argued that of all the
financial institutions, commercial banks contribute far greater to the
economy of any nation. Most of the studies so far on Nigerian commercial
banks have been conducted in the context of financial system rather than
a deep study of bank as a sector. Moreover, some of the studies have
become so outdated and this makes it quite justified to focus deep attention
on commercial barks in the light of modern banking technological advancement.

Mobilization of domestic savings is perhaps the most important
aspects of banking since they depend largely on the deposits in their

A

lending operations. The total bank deposits have been empirically tested” as
— — See Rl Ruozi (1971) "Savings Banks and Agricultural Credit," in Conference,
the Mobilization of Savings in African Countries., held in Millan, 20-23

September.



1
the major determinant of the bank supply of loans. In this study, attempt

is made at finding the determinants of the demand for time and savings deposits
in the economy. It is believed that without savers, there can be no money
for the bank to lend to ultimate borrowers. Banks derive most of their profits
from their lending operations and other businesses and it is through this
that they are able to contribute to the development efforts of any nation.

There have been great debates going on for many years on the issue of
interest rates policy in less developed countries. Many autnors have suggested
that except there is no interference with the interest rates by the monetary
authorities of less developed countries, the efficacy of financial development
in contributing to the real growth of those economies would be considerably

2

weakened. Amongst the advocates of this idea are Cameron (1972), Mckinnon (1973)
and Shaw(1973), who have argued that the banking system or financial institutions
system as Mckninnon and Shaw would call it, is usually grovd-n-inducing
and that it is only when it is repressed, w;,ich in their view is often the
case in LLC, would it fail to make positive contribution or act as obstacle
to real grwoth. This is where 'Financial Repression Hypothesis' developed.
In tnis study, attempt will be made to examine this hypothesis in the 1light
of Nigerian situation where banks are operating under administered interest
rate. It is the common practice for the Nigerian monetary authorities
to furnish banks with credit guidelines together with the structure of
interest rates which tell them which sector of the economy should be more
favoured with loan accommodation and what interest rates or range of
interest rates to charge for loans or pay on time and savings deposits.
In most cases, the directives also give the methods of calculating those rates.

For example, according to 1978/79 Credit guildelines, only the reducing

ertatioi

Universitv of Kent at Cajiterburv. Kent”
2. '"Un urowth and Development see Cameron (1972), McKinnon (1975) arid Shaw (1975)
3. Central Bank of Nigeria,Report, 1979.



charges on loans payable in agreed instalments. In this study, therefore,
the role of interest rates in the mobilization of savings will be examined.
In the earlier study on the determinants of demand and supply of bank loans,
the interest rate variable was found to oe very insignificant.

This study provides a further test of the earlier findings.

Since Nigeria is an open economy, it 1is neces=-ry to consider the
financial sector of the economy in relation to outside world. To do this,
this study will examine the Nigerian monelary policy and the private capital
inflow, through the building of a short-run model of the financial
sector. This model is designed to examine whether a valid test of the
monetary approach is possible and useful in a developing economy Nigeria
"'-here there is a great intervention in the credit market by the monetary
authorities.

In general, the commercial banks' function of mobilizing domestic
savings in the economy constitutes the focus of this study since the
level of deposits largely affects the extent to which banks can provide
loans in the economy. That the lending operation of commercial banks
is the most important function of banks in the economy is quite true since
it is through this that they can contribute to the growth and development of
their environment. But mobilization of savings througn which banks can
provide productive investment funds which can lead to the promotion of the
welfare of tne people in general is equally very important if not
most important. It is, therefore, considered productive to examine the main
determinants of the level of total domestic savings in Nigeria in comparison
with other selected developing countries in the light of 'financial repression
hypothesis.' Mobilization of domestic savings has been considered by many
economists as very crucial for economic development of any nation and the more

so for developing countries.
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In dealing with the mobilization of domestic savings, attempt shell be made
to examine the structure of interest rates in the context of banking development
in Nigeria.

Because of the importance of credit in Nigeria economy and the fact that
interest rate variable has be n tested and found insignificant in the loan
eourtion of commercial banks (Adewomi, 1982), it is considered productive
to look at the commercial loans in Nigeria in terns of credit rationing. A
model will, therefore, be developed to test for credit rationing in the
Nigerian loan market. In the context of monetary policy in Nigeria, this
study also looks at the tot'l domestic credit as an intermediate variable of
policy with a view to testing the Jjustification or otherwise of the credit
guideline policy of the monetary authoritiesx*.

4. THE OUTLINE OF THE STUDY

This work is divided into 11 chapters. Chapter 2 deals with the
discussion on the methods of analysis employed while chapter 3 concentrates
on the survey of literature on the monetary economics in general.

Chapter 4 deals with the literature on the financial markets, financial
institutions and the role of finance in economic development. Chapter 5

is concerned with the traditional or unorganized credit institutions before the
advent of ceimercial banks in Nigeria, while chapter 6 deals ~dth the development
of commercial banking. Chapter 7 looks at the structure of commercial banking
operation in Nigeria and the specification -nd estimation of commercial

bank equations while chanter 8 deals with the issue of credit

in the commercial loan market. Chapter 9 is very crucial since it deals

with the empirical aspects of monetary policy in Nigeria. It reviews the
Nigrrirn monetary policies since 1960 in relation to commercial banking
operations as well as inflationary trends and examines the determinants of
household savings, financial repression hypothesis, and also the total domestic
credit model as an intermediate target of policy. It also examines the deter-
minants of private capital inflows in the economy. Chapter 10 is very crucial/ it

dtalf with all other financial institutions in Nigeria and examines a model
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a short-run model of Nigerian Financial Markets. It looks at thm growth

of other financial institutions in Nigeria and attempts to estimate

the insurance companies investment behaviour designed to test the

whether there is an element of substitution in their asset portfolios.'

Finally, chanter 11, which is the last chapter deals T-d.th the conclusions and p#licy

recommendations on the whole asneets of Nigerian financial institutions.

SECTION IT

AN OVERVIEW' OF THE NIGERIAN ECONOMY

The Federal Republic of Nigeria started formally as a nation in 1914
when the Northern and Southern Provinces were amalgamated by the then
Colonial Governor, Sir Fedrerick Luggard. In I960, it attained its

1
independence from Britain and in 7963, it became a Republican country.
5. GFOGR”"PHICa FACTORS:
Nigeria 1is situated in Vest Africa, sharing boundaries with the Republic

of Benin to the West, the Cameron Republic to the Fast, and the Republics of

Niger and Chad to the North. In the South, she is bounded by the Gulf of

Guinea. Being situated in the tropics, its vegetation spans from dense forest
area in the south through savannah to the semi-desert areas inthe far north.
It occupies a land area of 915,072*64 square kilometres with apopulation

?

of over 90 million which makes it easily the most populous country in Africa
and 4th in the Commonwealth (after India, Bangladesh and Pakistan). With her
huge population, Nigeria has more than h”1lf of tne sixteen West African
countries put together and one in every 4 black Africans is a Nigeria.
6. POLITICAL Am ADMINISTRATIVE STRUCTURE

After the political independence in I960 and the subsequent replublican

status attainment within the Cozimonwealth, Nigerian political system has been

1, See theNigerian Parliament Acts. 1963.

2. Seethe Map of Nigeria (Map 2a), sho”'ing the important to*-ns 01 tne country.
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distrupted seven times, firstly, there were three military coups between
1966 end 1975, followed by e civilian administration between %979 end 1985.
After a short spell of civilian administration, the military came to power
again in 1985 December and finally a counter-coup in 1985. The 1979 - 1985
civilian.rule was under the Nigerian constitution modelled on the lines of
United States 01 America in contrast to the pre-1966 civilian rule which-was
like the Westminster-type constitution.

Since 1914, the administrative structure of the country has been
changing. In 1954, the country was divided into three regions under the
Mercpherson. Constitution, namely Western, Eastern and Northern Regions.

In 1965,8 fourth region was created, carved out from tne then Western Nigeria
purely on political grounds rathern than economic. In 1967, the military
ruler under the forces of circumstances at th”t time, restructured the
country into 12 major political states and these lasted until 1976. In

1976, the country was restructured again into 19 states of the Federation

( See Map 2 showing the ooiitical division of Nigeria in chapter VII).

In terms of administration, there are three administrative levels of
government namely, the Federal or National, the State and the Local
Government Councils.

In the realm of foreign policy and relations, Nigeria is non-aligned
and hence members of non-aligned nations. Ho**ver, b«causB of tne colonial past,
its foreign policy is often largely pro-west rather than pro-east.

7. RESOURCES
The country is veil endowed with both human and natural resources.
1
Among the major mineral wealth of Nigeria are petroleum, natural gas,
tin ore, coal, columbite, uraniun and some ouantity of gold. The country
is also well endowed with rich soils and vegetations. The important agricultural

products or Nigeria include cocoa, groundnuts, tobacco, rubber, cotton.

1. See Map 2B showing the important export commodities of Nigeria.
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kola nuts, palm produce, hides and skins, timber, ginger and soya beans.
Among the main food crops are yam, rice plantain, bananas, cassava,
millet, guinea corn with potatoes and wheat now being grown at increasing
rates. Map 2E shows the important resources and communication system of Nigeria
Even after almost 27 years of independence, Nigeria is still a
predominantly an agricultural country evidenced by the fact that about
70 per cent of the population are still gainfully emoloyed in agriculture.
Petroleum products represent the major foreign excnpnge earnings for
Nigeria since 1970, thereby putting agricultural products such as
cocoa, palm produce, rubber, groundnuts and timber into second place.
0il prospecting h”d been going on fo” many years in Nigeria but it was only in
1957 thpt oil in commercial quantity was struck. However, it was when the
price of crude o0il went up very drastically th=t o0il prospecting became
highly intensified in Nigeria. Thus in 1970s, Nigeria became the world 's
6th largest exporter of petroleum oil. This black gold (crude o0il) accounted
for*more than 90 per cent of the foreign exchange earnings of Nigeria
between 1973 and 19Y9. Unfortunately owing to the glut in the international
0il market, there: was a fall of 50.6 per cent in the production of crude oil
in Nigeria and export fell by 54.7 per cent from their respective levels in
1980.
Because of the huge o0il revenues which accrued to Nigeria in 1970s,
has become known in the world as the African wealthiest nation, with a
total Gross Domestic Products of about one-third of the other 49 black
African nations put together and nearly equal to that of South Africa.
The apex of financial institutions in Nigeria - the Central Bank -
came into existence in 1958 but only became operative on 1st July, 1959
to take over tne functions of the defunct Vst African Currency Boards

in addition to the statutory functions assigned to it such as maintenance

of external reserves, promotion of monetary stability and a sound financial

1. See The Central Bank Report. 1982.
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structure, bankers to bankers and Government alike and chief financial

1

adviser to the Federal Government. The financial institutions operating

in the economy are the commercial banks, the merchant banks. Federal

Savings

housing

various

foreign

bank. Federal Moré&gage banks including the various state
corporations, finance houses, and Federal Loans board. Others are
development banks and insurance companies. There are other

banks with representative offices in Nigeria operating as

commercial banks under Federal Government license.

See 1.0. Nvanki*o (i1960) on Nigerian Financial System , Macmillan Prpp.e.

London.
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CHAPTER 2

METHODOLOGY

INTRODUCTION

This chapter explains the methodology of the analysis employed in

study of the growth and role of commercial banks and other financial

institutions in the transitional economy of Nigeria. The hypotheses

developed are stated in the next section of this chapter.

Section 3 of this chapter examines the concepts or banking institutions

the national savings and the commercial banks in particular. The

reasons for this lies in the lact that economists, as a matter of tradition,

distinguish between commercial banks, savings banks on account of the

differences in the nature of their deposit liabilities as well as the

1

differences in the composition of their assets. Section 4 discusses

the data used for this study.

By transition here is meant the emancipation of Nigeria from colonial

ordependent status to an independent status in 1960.

2. THE HYPOTHESES OF THE STUDY

The basic hypotheses 01 the study are stated as follows:-

(a) The money supply in Nigeria before the advent of central bank
is determined by the level of exports, the level of economic
activities in Britain as measured by the gross domestic products
and other dummy variable to take account of the British Treasury
monetary policy.

(b) That the growth of commercial banks in Nigeria 1is e function of
bank spread, literacy level, level of economic activities and
the monetary policy variable of the central bank of Nigeria.

(c)That the real rate of interest has no significant effect on
the level of national savings in most of the oilexporting
less developed countries.

(d) That in the commercial loan market 01 Nigeria, there are elements
of credit rationing.

(e) That a valid test 6f monetary anproach to the study of financial
sector of Nigeria is wvalid and useful.

Y~ See A.'~D. Bain (1981 ) The Economic of Financial System . Macmillan

Saxon House. AlHp-rchot..

often

Prf
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(f£) That total domestic credit, monetary base, and the stock of money
defined as and are the likely intermediate targets of monetary policy.

Although some of these hypotheses are brord, they can be broken dovm
into manageable sizes for the purpose of empirical investigations as will be
seen in the coming chapters.
THE CONCEPT OF BANK

Going through the legislation and regulations on banks in Britain in
search of clear definition of 'bank*, it 1is surprising that we fould not
find a clear and consistent basis for defining such deposit-taking firms.
In 1973, a number of secondary banks started to face liquidity problems e
which became very acute after 1973 and this highlighted the problem of definition
coupled with th<& lack of tight supervision over the business operations of
deposit-taking firms. This was evidenced in the Vhite Paper published in

1

1976 and legislation, i.e. the Banking Act, which followed in 1979. This
Act provides for two categories of banks: registered banks and licensed deposit
taking institutions.

Since Nigerian banking institutions originated from Britain, it is not

surprising that their operations are similar to those of British banking

institutions. In Nigeria, all banks were formerly reouested to register
during 195&S, bmt this has changed. All banks are now given licence to
operate as deposit-taking institutions. Thus the term "bank” being used

in this study refers to all licensed banks in Nigeria. (See also chapter VI).
BANK Al:D NON-BANK FINANCIAL INSTITUTIONS

Although all the financial institutions have a common basis for their
operations and the same role 'Ith respect to the lender/borrower relationship,
a lot of controversy have developed over the years on the issue of difference
between two groups of financial institution often referred to as "Bank
financial institutions* and 'non-bank financial institutions*, commonly
abbreviated to B.F.I. and N.B.F.I.

For example, some economists suggest thrt one can divide financial institutions
into two kinds based on the alleged distinction between N.F.I. and the N.B.F.I.

One argument for the distinction is that unlike the N.B.F.Is, the B.F.I.s*
1. See the British Parliament Act, 1979, "
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liabilities are used as money, i.e. medium of exchange and payment.in the economy.
However, while this may be true, it is equally true that N,B.F.I.s are capable
of adding to the volume of credit in the economy as we shall see later. One
can, therefore, argue that if it is true th-t changes in the amount of credit
available has more effect on spending in the economy than changes in the money
stock, then the alleged distinction between the B.F.I.s and the N.B.F.I.s is
greatly becoming relatively unimportant in the modern day advanced technology
in banking. All the financial assets created by modern day financial institutions
heve special, and possibly unioue ourlities and it may not be legitimate
to consider only the liabilities of B.F.I.s as been unique. (See also chapter III).

The concepts 'Financial Institutions'and 'Financial Intermediaries' are
often used interchangeably in the literature since they both refer to the
same thing. In this study, however, we shall stick to the use of the concepts

'financial institutions’'.

5. THE DATA EMPLOYED

Ibis study covers the period between I960 and 1985 snd in consequence,
all the data available on the Nigerian financial institutions in general
and commercial banks in particular are employed. Ibe principals of the
sources of data are the Central Bank of Nigeria publications such as the
Annual Report and Statement of Accounts of various years, the Financial and
Economic Review of various years end the Central Bank monthly reports. Other
sources are the Federal Office of Statistics publications such as the Nigerian
Statistical Review of various years , Nigerian Macro-economic aggregates , the
Statistical Digests and Niger;an Year books of various years. In addition,
IMF International Financial Statistics of various years provide a valuable
source of materials for other less developed and developed countries included in
this study.

In most of the analyses, tables are set up to show ratios as well as
absolute figures and percentages of the banking variables and in some cases graphs.
Where estimates are made,the standard ordinary least souares method and the

2-stage least squares method are used to establish the empirical findings of the study
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CHAPTER III

A RFVIEkK’ OF LITERATURE OK MONETARY THEORIES AND THE GENERAL
NATURE OF FINANCIAL MARKETS, BANK AND NON-BANK
FINANCIAL INSTITUTIONS

1. INTRODUCTION

The objective of this chapter is to survey literature on the monetary
theories as they relrte to the main topic of this study. It is not intended
to be exhaustive, rather it will be an attempt to outline some principal
strands in the monetary theories as far as the supply of and demand for

money as well as the financial markets, banks and non-bank financial

institutions are concerned. In the next chrpter, the role of finance
in the economic development of any nation will be examined. This chapter
is, therefore, divided into two principal sections. Section I deals with

the issues of demand and supply of money while section II outlines the general

nature of financial markets, brnk and non-bank financial institutions.

SECTTION I

2. ISSUES ON SUPPLY AND DEMAND FOR MONEY THEORIE.S

In the past it was very common among the macro economic theorists to
concern themselves with the problems relating to the determination of levels of
gross domestic pro-ucts, (GDP), employment, price level and the causes of and
the rate of changes in those economic magnitudes over time. The real
variables such as private investment, consumption, expenditures and government
spending were treated as 'real forces' of productivity and thrift. For a very
long time, the grovR*h theorists dia not recognize the importance of supply
of and demand for money in the economy. This is because these earlier
theorists viewed money as neutral without any positive role to play in the

economny .
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To many economists nowadays, analysis of national income determination
without money is incomplete since its exclusion 1is like excluding the central
figure or the moving force of the system. This is why Gvartney (1978)
is correct when he wrote that:
"While the majority would assign a somewhat lesser role to money,
today almost all economists believe that money, end therefore

monetary policy, matters a great deal."

Even for th” lay public, that is, the non-economists, the monetary aspect

of day-to-day economic life 1is considered very important. There 1is little
2
wonder, therefore, that J. S. Mill has observed :
"There cannot .. be intrinsically a more significant thing,
in the economy of the society, th n money; exceot in the
character of a contrivance for sparing time and labour. It

is a machine for doing ouickiy end commodiously what would
be done, tnough less quickly and commodiously, without it:
and like many other kinds of machinery, it only exerts a distinct
and independent influence of its own when it gets out of order. "

According to Mill, money is a machine, but dinstinct from all machines
because it is all-pervasive. It should not get out of order, lest

it throws a monkey varench into operation of all other machines. Thus
the pervasive nature of money coupled vdth its potentiality of great
virtues and vices means that its supply and the demand for it need to be
controlled so as not to get out of order with consequent disturbance

to peace and prosperity.

Many economic theorists are now showing keen interest in the demand
for and supply of money. The classical eriphasis is basically on the supply
of money determining the price level and the value of commodities. This
has resulted in great debate between the two schools of thought which emerged
as a consequence.

To the post-Keynesian economists, stock of money is a 'necessary', but
not a 'sufficient' condition for determining the equilibrium level of money
and income, while the classical believe strongly that it is necessary and
sufficient. However, the two schools of thought generally agree that money

stock has an important influence on the changes in money national income,

1. See J. D. Gwartney Macroeconomics’-- Private and Public Choice. Academic
1975.
2. J. S. Mills (1936) ePrinciple” of Political Economy Book IIJ, T.nndon.

Press.
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Changes 1in money national income also affect chrnges in demand for money.
However, there is still no agreement among economists on the price role of
money in explaining nominal income. Some economists consider it as the
strategic variable while some others regard it as one of the several factors which
influence tn”® national income. As a matter of fact, there are still some
economists who treat the supply of money as a dependent variable of changes
in national income.

The bone of contention among economists lies on the importance of
controlling money supply and the importance of the stability of demand
for money. The traditional quantity theorists have always emphasised the
relative stability of demand for money. The champion of the so-called

1

Chicago School, Professor M. friedman has once said for example, that:

"the ouantity theory is in the first instance, a theory of

demand for money. It is not a theory of output, or of money
income or of the price level."
2

In the General Theory, p.l1l66, Keynes believes tnat the decision on

how much to save generates another decisions when he wrote :

"Does he want to hold it in form of immediate market command,
(i.e., money or its equivalent)".

Thus, Keynes showed that money is not a mere proxy but an independent variable.

3. DEMAND FOR MOMY THEORIES
Most demand for money theories start of with the question "Why do

people demand money?". To the classical economists, people demand money

for transactions purposes. The neo-classical economists believe thft

nobody needs funds for its own sake, unless one suffers from 'money illusion'.
Demand for money by households or firms may go up sometimes according to the
nature of economic or social circumstances. For instance, firms may want

to buy new machines which will cost more money while the households may have
to spend more during special occasions like festivities such as Christmas time.

However, according to newo-classical, the demand for money may also decrease

~ See M. Friedman (1956), The Quantity Theory of Money - A Restatuent.: InL
Studies im the Quantity Theory of Money. M. Friedman, ed. University .of f*hicaa”o
Prpc”c. 2. Also see J.K. Keynes, (1936 ) The General Theory of Employment,

interest and Money> Eirs"t Harbinger Edi , 1965.
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but more or less usually stable and largely determined by income and price
levels.
(1) FISHERIAN MODEL OF DEMAJJD FOR MONEY THEORY

It-is-generally agreed by many economists th t I. Fisher is one of the
first great economists to offer a consistent theory of money. However,
because he was much carried away with his concern for the supply of money and its
influence on the general level of price, he did not put it in the framework of

1

theory of demand for money. Thus Fisher came up with the identity in which

one side represents the value of sale and the other represents the v-lue of

purchase. Formally expressed the identity is as follows:

= PT (3.1)
where is the quantity of money supplied, is the transactions velocity
P is the price level and T stands for the volume of transactions. This

simple identity does not tell anything than truism, although it can be
used in a theory of demand which is quite capable of explanation end prediction.
The famous quantity theory of money which is derived frcm Fisherian
identity can be formalized as follows:—
= PT (3.2)
The only difference between the two equations is the bars above and T in
the second equation and these bars ere designed to show that the two
variables are constant in character in equation (3.P) commonly termed the
equation of exchange. The equation of exchange as stated above implies
that changes in money supply can bring about a proportional change in the
price level given that T and V are constant.
Fisher's model tells us about the definition of money; it is a medium

of exchange and its demand is determined by the value of transactions
generated in the economy during a period of time. This means that the
demand for money in Blsherian model is eoual to a constant ratio of the value
of transactions as expressed formally below:

= KAPT (3.3)

1. See I. Fisher, (ISMi), The Purchesing Power of Money (Nev York. Kacmlllnn).
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The equilibrium condition or steady state for demand for money will be

as follows :

«d= «S (3-4)

The combination of (3*3) and (3*4) yields the following equation:

"d= KtfT = *3 (5-5)
Hence 1 = PT = (3.6)
where ( 3.7)

What the equation (3.7) is saying is that the transaction velocity of money
or demand formoney balance set asa ratio of the volume of transaction in
the economy ere reciprocalto eachother. This Fisherian transaction
approach to the theory oi demand clearly hypothesises that "demand for
money 1s a constant proportion of the level of transactions. The major
weakness of this approach is the underlying assumption of full employment income.
However, most economists now agree that the removal of this assumption will
1

not afiect the explanatory po”“er of the theory as such. Vhat is of great
interest in this approach is the fact that the Cash balance Appro'-ch of the
Cambridge school is more or less a new brand of the quantity theory. This
Cambridge approach clearly confirms the conclusion from Fisher's model
through the use of avery sound framework of the theory of demand for money.
(i) CAMBRIDGE MODEL OF DEMAND FOR MONEY

The Cambridge approach, 1like Fisherian approach, emphasises the transaction
purpose of holding money. However, there is a great difference between the
two approaches. For while Fisher's theory relates to the determination of
amount of money that is needed for transaction business, the Cambridge version
focuses on what determines the amount of money that an individual would want
to hold, given the desired volume of transactions. Put another way, tne
Cambridge economists emphasise on 'whet to hold' as different from 'have to hold'
emphasised by fisher.

In Cambridge version, the demand for money is seen to be a function of

volume of desired transactions and the opportunity cost of holding cash
1. See A.H.Hansen, (1953) A Guide to Keyn".g (New York. Mkerew-HiiT",
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balance. Implicit in the Cambridge version is the recognition of such
factors as total wealth, interest rates and futu'e expf ctetions as being
1

very important in the demand for money balance. However, Pigou, (1949) and
others have suggested that all those factors could be assumed to hold in
stable proportion with one another in the short-run. Put formally, the
Cambridge approach takes the following form:

- KPL (3.8)

M* =  M® (3.9)

M® = KPI = (3.10)
Hence M® | =HI = MGV (3.11)
where 'V* is the income velocity as different from in the earlier model
which implies the number of times a unit of money turnsover or the ratio of
circulation relative to the rate of production. Another difference between
Cambridge version and the earlier theory is the recognition of interest
rate variable by the later in the determination of demand for money.
Although one major weakness of the Cambridge version lies in the fact
that the model fails to provide any clear answer on wny money 1is held, however,
it is important to recognize that the Cambridge economists have laid a
solid foundation on which other economists after them later developed.
(iid) -KEYNES' THREE MOTIVES FOR HOLDING MONEY AND KEYNESIANS DEMAND P"CR MONEY
Keynes* v'ork was largely an improvement of Cambridge theoretical
framework. Although after 1936, he broke away from Cambridge tradition
and established his ovm idea, yet it is quite difficult to draw a line
of distinction between his work and that of Cambridge tradition. Many
economists still believr that the treatise on money completely belongs to
Cambridge tradition.
While Fisher and Cambridge economists considered the medium of exchange
aspect of money implicitly or explicitly linking the demand for money

T! See the book by A.C. Pigou (1949), Bnployment and Equilibrium' 2nd ed.,
Macml 11 an. T.gpdop®, lo— !



24

balance to the volume of transaction? in a given period of time, Keynes's
analysis considers transactions as one of the three motives for holding money.
Keynes also recognized the influence of interest rate on demand for cash
balance for transaction purpose. He argued that there is a tradeoff between
the demand fo™' transaction purpose end the prospect of holding other income
yielding assets leading to the earning of interest income. However,

to Keynes, this interest rate variable has a strong association with the
second motive of holding money which is the 'speculative'. The other motive
is ttiat Keynes termed 'precautionary'. Thus 1in Keynes' paradigm, the

demand for money depends on three motives as follows:

(a) Transaction demand
(b) Precautionary demand
and (c) Speculative or Asset demrnd.

Since the introduction of the General Theory, two major developments
within thf Keynesian tradition have occurred. These developments were
actually designed to b/se demand for money on microeconomic behaviour at

the individual level. The first can be viewed as a challenge to the separation

of the two demrnd for money into income-related and interest-related components,
1 2

as can be seen in the work of Baumol (195?), and that of Tobin (1956).
The introduction of risk element into the individual decision-making process

represents the second major development on the Keynesian theory of demand for
3

money. Markowitz (1952, 1959), as a matter of fact initiated the idea of

risk into the demand for money, however, the work of Tobin(1958) puts this
in good theoretical perspective 1in accordance with the foundations already
outlined by hicks as long ago as 1935.

Many Keynesian economists now believe that the precautionary demand for money
4
in Keynes' paradigm actually originated from the work of Edgeworth (1885).

5.
The Keynesian economists like Patinkin (19&5), Whalen (1966) and Orr (1970)

have done a great job to improve upon Keynes' work on precautionary demand for money.

1. For brilliant discussion on demand for money in terms of microeconomic behaviour,
see W. Baumol, (1952) "The transactions demand for cash - an inventory
theoretic approach", in Quarterly Journal of Econ. Vol. 66 pp. 545-566.
See two articles by J. Tobin 1195b and 1959J T5T Also see J.R. Hicks (1955).
See F.Y. Edgeworth (1885) "The Mathematical Theory of Banking", Journal of thm
Roj”al Statistical Society, Vol 51, 1888. 5. See the work of other Keynesians
like D. Patinkin (1965), E.L. khalen (1966), and D. Orr (1970)
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It is quite obvious th't both precautionary and transaction demand for
money imply a choice decision between capital-safe assets and money on one hand

and between narrowly defined money and a variety of deposits accounts with

financial institutions on the other hand. Thus the two motives can largely
explain the demand for money narrowly defined. The portfolio analysis of
1

denand for money developed by Tobin (1958) brings into focus the choice
between the capital-safe assets and capital-uncertain assets such as bonds.
This portfolio analysis or demand for money is very interesting and needs
a deeper examination since it relates very much to the financial institutions
which is the focus of this study.
(iv) THE THEORY OF PORTFOLIO SELECTION

The theory of portfolio selection developed by Tobin (1958) is designed
to correct some of the weaknesses inherent in Keynes* analysis of demand for
money. For instance, Keynes was of the view that the speculative demand
increases as the proportion of investors in the money-holding category rises
and also as the bond holder group falls. In essence, therefore, Tobin's model
is intended to predict that the proportion of each individual assets held
as money may vary vdth the rate of interest. Keynes.' liquidity preference
is rooted on expectations with respect to future interest rate as opposed to
Tobin's analysis which emphasises element of uncertainty associated with future
interest rates, which might lead to wealth holders sustaining loss instead of
capital gain.

In general, Tobin seems to have adopted this theory to analyse the asset
demand for money. Tobin seems to address himself to one question: "Given
a fixed amount of wealth and a group of different assets with associated
different yields and risks, which choice of assets from these will maximize
expected yields frcxn a given basket of asset wealth?"

Thus in Tobin's paradigm, money 1is just one in the whole spectrum of asset
wealth and hence asset demand for money is treated as a problem of choice. It is

1. See J. Tobin (1958) "Liquidity Preference as Behaviour towards Risk", in the
Review of Economic Studies, vol. 25. February.
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8 problem of how pn economic unit or wealth holder can make a choice from the
portfolio of assets which maximizes the r"te of return on the entire portfolio.
Risk is an unavoidable element in the portfolio selection since without it,
the tendency is for a wealth-holder to hold all his wealth only in the highest-
yielding assets. ' In theory, an individual economic unit who likes or is
indifferent to risk may hold all his wealth in a single highest-yielring assets.
In practice, howsv«r, this is not always the case. Many an individual tends to
diversify his asset portfolios because he is a risk averter. Because of the
unavoidable risk associated with choice of assets to hold, a wealth-bolder
needs to make his decision in accordance with rational calculation.

The decision to select from different types of securities is largely
affected by interest rates associated with individual securities. The
interest rates make it possible for a wealth-bolder to estimate what Tobin
terms ’certainty equivalent ’ of each of the securities. Thus a wealthholder
considers W*fgt amount he is prepared to exchange his clnim of uncertain value
for a claim of certain values which may be cash. A ouestion about what an
investor or a wealth-noider is prepared to pay for certain
value, will indicate how much an investor is willing to invest in any particular
type of security. With the application of marginal utility theory, it is
easy to know how much an adaitional Naira (Nigerian currency) invested in
say government treasury will yield an additional marginal utility with
respect to the entire werlth portfolio. An optimum or efficient diversification
is one in which the marginal utility deriv'd from each last Naira of security
is equal. The proportion in which income-yielding wealth assets and money
are held will determine the total rate of return, with the return being highest
if all wealth is in income-yielding assets and the loss greatest if all is in
money, although much less will be the risk. Between the two extremes, there
are always infinite combinations of yield and risk according to the proportional

division of portfolio among assets and money.
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An optimum portfolio is manifested through diversification among several
securities “hen the marginal advantage from each security is equal,

Tobin made use of marginality theory in his analysis of portfolio choice
selection but with great modifications. For example, in place of the law of
diminishing marginal return, he imposed the assumption of risk aversion. This

idea of risk aversion can be easily understood with the aid of a diagram

below:

Mg. (3.1)

PORfOL10 SELECTION WITH MONEY >KD OTHER ASSET

Securities

Porticm of sYock of
wealth held as money.

A btal Stock of Wealth B.

The line RR' in the above represents investor’s risk aversion.
For each Naira worth of security, therefore, there is less utility since
it increases the total amount of a possible capital gain or loss associrted
with a given portfolio. An investor will increase his purchases of the
securitites until the marginal utility derived from the security just eouals
that derived from money at point R'. Thus his ootimum portfolio which
will maximize his expected utility will consist oi MR* in securities and

M*R' in money. Should an investor continue to increase his subjective
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evaluation of the risk associated with security, the slope RR’ in the
diagram below will become steeper end increasingly less utility is derived from
one Naira worth of security. Point R will remain unchanged since it is
associated only with the rate of return on security for there is no risk
associated with holding zero amount of securities.

In the diagram 3.I the horizontal line Ab measures the amount of capital
to be invested while the vertical axis AR measures the amount of marginal
utility brought about by the last Naira 01 investment on a particular asset.
The marginal utility of money is assumed to be constant since it is not subject
to risk as depicted by KM’ in fig. (3.7). i”ney is shown to have positive
utility because money is the most liquid of ell assets.

In Fig. (3.2) below is shovm the proportional shares of three types of
asset categories in the portfolio of assets. From right to left is measured
the new security holding while the amount of old security is measured from
left to right. The implicit assumption underlying this diagram is that

the yield on each of the two types of securities are independent of one another.

Figure (3.2)

PORTFOLIO SELECTION WITH MONEY AND T/O OTHER TYPES OF
SECURITY

*ri

Stock of Wealth

Again an investor vi.ll increase his holdings of both types of securities

until the marginal utility of money is equal to each other. Thus from the
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above, the hypothetical investor holds MR' in Treasury bills and B'M'
in form of shares while holding RB' in form of money. If RR' and B'B
have intersected above MM', no money could have been held as part of
wealth portfolio.

If an economy is experiencing inflation, an investor may select his
asset portfolio by either holding less money in favour of more security
holdings to take advantage of upward shift in the yield of securities
associated with inflation or by treating money like any other securities
if the price situation is uncertain. This would involve a downward sloping
curve for money indicating not only a negative return but also an uncertain
rate of return. Should price uncertainty persist, the investor might be
forced to seek for a new asset to perform the functions of money asset,
for example, foreign currency as in manyof the lessdeveloped countries where
rate of inflation is still high.

In general, an investor with a desire to maximize his rate of return
on his wealth portfolio will hold some amount of money in his portfolio as
well as other assets in accordance vdth the rate of interest on each
type of asset and the amount of risk associated vdth their holdings.

Tobin's approach, as can been seen from the foregoing, 1is a clear
generalisation of the treatment of money as one among a wide range of assets
that represent alternative formr ofholding wealth. Thus the demand for money
is considered as one decision in the formation of an optimal porfolio

selection, the choice of which 1is being determined by a trade-off between the

rate of return and licuidity service or convenience. This kind of approach
1
also manifests itself in lYiedman'r "RESTATEMENT" in 195". Omitting human
2 A

capital, Brainard and Tobin(1908) also adopted this approach in their
analysis of demand for other assets.
Like Keynes' demand for speculative balances, portfolio approach has not

escaped criticism. Some economists have argued thrt portfolio approach

1. See M. Friedman (1956)

2. See J. Tobin end W.C. Brainard (19&8), "Pitfalls in Financial Model Building,"
American Economic Review. Papers end Proceedings, Vol. LIII, No. 2 (May).
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merely- attempts' to explain how an investor makes” a cnoice between assets

whose yields are certain and those whose yields are not without necessarily

offering explanation on the choice between money and bonds. This type of

criticism can only be justified under the narrow definition of money and can

be very misleading under the broad definition of money which includes bank

deposits bearing a competitive rate of interest. Moreover, 1in so far as

depositors can transfer money from deposit accounts to current accounts without

incurring any cost, 1t 1is reasonable to expect depositors to hold money in their

current accounts only at the level which satisfies theirtransaction's

and precautionary needs. In this case, one mignt expectporfolio demrnd to aoply

only to the choice between deposits on which interest is paid (and in fact

all bank depositsare now attracting interest) and bonds or treasury bills.

The definition of money gets broader and broader as the financial system of a

country becomes more and more conplex ewing to sophistication in new technology.

While the portolio approach introduced by Tobin might be considered '

representing a narrow aporoach to demand for money, Friedman's formulation of the

quantity theory can be interpreted as a simule generalization of a portfolio

approach to include the total demand for money with broad definition.

(V) THF VJFALTH THEORY OF DEMAND fOR MONEY

The Keynesian approach to the theory of demand for money is an

outgro®-dh of develooment of the earlier theory developed by the Cambridge

economists. Keynes extended the Cambridge analysis by examining the other

motives behind the holding of cash balances by people.

Like Keynesian approach, the modern ouantity theory also took off from

where the Cambridge economists stopped. To these economists, the demand

for money is the same as the demand for any other commodities rendering

services. To Milton iriendman, the chief exponent of this approach, money

is 'durable'consumer goods held for the services it renders and yielding a

flow of services proportional to the stock. Some economists have also argued
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that the vealth theory of demand for money developed by Friedman is largely
1
an extension of Keynes' theory. For in Friedman's analysis, people demand for money
in the same way as they demand for any other assets, financial or physical.
Thus assets are given very broad definition in this theory just as the
definition of expenditures.

Friedman (1956) enumerated five broad ways of holding wealth, namely
money, bonds, enuities, physical goods and human wealth each with its own
distinctive characteristics and each yielding some returns either in money
or in kind. The convenience offered by money tc its holder is a
a service yield since it makes the holder to avoid trouble and even costs
of not having money for immediate use.

being regarded as one of the durable goods, the general principle of

'Diminishing R”"te of Substitution' is applicable to money. Thus the more
money one holds the less valuable the money becomes to one relative to other
assets rendered. An economic constraint is imposed on any individual by

the limitation of his wealth. Thus an individual can hold wealth assets only
to the extent of his financial resources.

The concept of wealth in modern economics generally includes all assets

such as bonds, stocks, shares, acuities, land, buildings, etc. which can be
traded and yield income. For the sake 01 analysis income from labour is
elso amenable to trade in future income frcxn labour. This is the rationale

for including human wealth in the concept of economic wealth by Friedman.

Thus income from human wealth is regarded as a return on a particular type of
wealth just like interest on bonds or dividend on enuity or rent on building.
However, inspite of the analytical similarity between human and non-human wealth
there are empirical differences between the two. For example, while there is

B great scope for trading among assets included in non-human wealth such scope is
limited in human wealth. Of course, an individual may sell some of his non-

human wealth and invest on education or skill formation and equally too, it is

1. See A. Leij#hkufvud, (I968) ''On Keynesian Economicsand the Economics of Keynes'
New York: rhrford Unive”el”v PvocCoO,
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possible that sn individual may avoid spending on his education and invest it
on accumulation of non-human wealth. Thus there 1is a possiblity of substitution
between non-human and human wealth. Although the inclusion of human wealth in
the concept of wealth by I'fiedman might be Jjustified in the light of the
substantial portion of increase in GNP to human investment in any country, but
the limited marketability of human wealth poses a problem of substitutability
among assets within the portfolio of asset wealth. If the human component
in the total wealth is higher, its limited marketability can be compensated for
by greater demand for holding money.

In Friedman's analysis, wealth inplies the present value of the
discounted flow of permanent income on the ground that it is a maintainable

income. Put formally, this can be stated as follows:

= (3.4)

where W = wealth

YP = permanent income
and V = velocity.
However, while Friedman prefers the use of permanent income - which is the

vieighted average of current and past values of income- as an indicator, some
other investigators have concentrated on non-human wealth, v.

Like Cambridge tradition, Friedman also considers the cost involved in hold-
ing money. The opport'”nity cost of holding money is the income foregone
by not holding other ass'ts such as bonds, eouity, durable goods and also
human wealth. Following the principle of Diminishing Marginal Rate of
Substitution, he asserts that if the return on other assets increases, the
demand for money would decline. Hence the rate of return on various assets
are relevant for determining the demand for money.

The price level stability or otherwise determines the rate of return
on money. If price level changes, the real value of money holding would fall

in proportion to a change in price level. Thus a rise in price level causes
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e negative return on money balance and a fall makes it positive. Friedman,
therefore, includes in his analysis the expected rate of price change which

may also be taken as the exoected change in return for money. The higher the
rate of expected return on money, the greater is the demand for holding money

or crsh balance and the lesser the return, the lower the demand for it.

The services th"t money renders create a demand for it and these services

are measured in terms or constant purchasing pov’er. Price changes determine the
amount oi nominal money balance. The demand for money crn be expressed as
follows to incorporate =11 the variables discussed so far:

Md = f(w, r - 1ldr , 1 * ~ h)P (5.5)
r dt P dt

1 dr is the percentage chrnge in interest rate used to measure the exoected

r dt
percentage change in capital gain or loss as a conseouence of holding other

assets,

where :

Md = demand for money balance
w = wealth

h = ratio of human wealth

r = rate of interest

p = price level.

In this model, the appropriate construct on money holdings has become
expected rate of returns on wealth, iriedman’s model shows that the demand
for money and hence velocity of money in contrast to other forms of wealth
is in equilibrium in the long run.

(VI) KEYNESTANS AND QUANTITY THEORIES COMPARED

Friedman's model was presented as an alternative to the Keynesians'

1
approach to the demand for money. However, Patinkin amongst others has
argued convincingly that: "What Friedman has actually presented is an

elegant exposition of the modern portfolio approach to the demand for

money which........ can only be seen as a continuation of the Keynesian

1. 'See Patinkin, D. (1969) "The Chicago Tradition, the Quantity Theory, and
Friedman", in the Journal of Money. Credit and Banking, Vol. 1.
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1
theory of liouidity preference" (Patinkin 19&9 p.47). Friedman himself

once declared that thr reformulation of his theory was "much influenced
by the Keynesian licuidity analysis."

In spite of the similarity between the two approaches, there are some
fundamental differences between them. For example, the quantity theory lays
emphasis on wealth as opposed to current income and omits any unstable
element such as imnlied in the speculative demand for money. Another
fundamental difference is that the ouantity theory gives much weight to
the price level variable as well as the exoected inflation which 1is regarded
as the cost of holding money. Moreover, to the Keynesian, a great weight
is attached to interest rate variable since it has been shown that this
variable highly effects demand for money. In contrast, the quantity theorists
do not consider interest rate to be special in the demand for money theory
since they do not expect to find that the interest elasticity of demand for
money is high.

The issue of the proper definition of money is still largely debatable.
On the question whether the money is directly substitutable, the cuantity
theorists hold that money is possessing a nroperty of a direct substitute
over a wide range of assets and hence has greet implications for monetary
policy. It is now generally recognized that each particular theory
carries with it the implication for interest-elasticity of demand for money
and interest-elasticity of investment.

The quantity theory deals with the long run analysis of price level
while the Keynesians deal with a short-run model which emphasises the
importance of interest rates as being very important variable in the
demand for money theory. The quantity theorists have advanced six basic
propositions and the first and most basic of these is their strong belief
in quantity theory. The second relates to an hypothesis on the way in which

changes in the qgquantity of money stock affect the national income, generally

1. See D. Patinkin, (1969), "The Chicago Tradition, the Quantity Theory, and
Friedman", Journal of Money, Credit and Banking, Vol. 1 No. 1
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referred to as transmission mechanism. Prominent among the monetarists
V' 2

on this issue ere l1-Yiedman (19&9) and Brunner and Meltser( 196)) \Aio have tried to
explain this transmission process in their models. Also interesting is the

5
work of Laidler (1978) who provided en excellent survey on the issue of
transmission mechanism on the part of the quantity theorists. The third
proposition involves their belief in the stability of the private sector
of the economy. It is argued that ill-considered policies of government
tend to destabilize the economy. Thus in the absence of government's
.bad policies, there would still be some fluctuations in income but with
tolerable levels of unemployment and of course”little inflation. In contrast,
Keynesians, by and large, hold the belief in inherent instability of the private
economy and hence emphasize the need for fiscal policies rather than monetary
policies to stabilize it. The fourth proposition is rather subtle and it
relates to research technique. The quantity theorists assert that in determining
nominal income, one should concentrate only on the factors changing aggregate
demand like quantity of money, while ignoring the allocation of this demand
among the component sectors of the economy. To the Keynesians, however,
the incentives to spend in these component sectors of the economy determine
the aggregate demand. Hence they determine aggregate demand by combining
the demands of various sectors of the economy. To be sure, both the monetarists
and the Keynesians agree that 'shen the stock of money increases, nominal
income does rise. However, there is still no agreement on how this increase
is brought about. For example, the quantity theorists believe that this
occurs because the public increases its expenditures in order to bring
its real money holdings back to equilibrium level. They, therefore, argue
that in determining what will happen to nominal income, one should concentrate
on the aggregate expenditure rather than asking the types of exoenditures
since if some types of expenditures, for instance the purchase of capital
goods, do not increase, others will increase even more to compensate for this.
The Keynesians, however, believe that since a rise in the money stock has

8 negative impact on interest rates, it is necessary to examine how expenditures

1. See M. Friedman, ' (1969), Optimum Quantity of Money , Chicago: Aldine.

2. See Brunner and Meltzer, ) % See also Laidier (1978;.
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# negative inpact on interest rates, it is necessary to examine how
expenditures 1n various sectors such as in residential construction,
react to this fall in interest rates.

This issue clearly brings out anotner point of difference between the
tvo schools of thought. Thus while the Keynesians prefer large-scale
econometric models that describe various sectors of the econosy in detail,
the monetarists favour the use of smaller but highly aggregated models
like St. Louis model developed by Andersen and ;ordan(l96d).

Another bone of contention between the Keynesians and the monetarists
relates to the behaviour of price level. Contrary to .the Ke"mesisns, thr monetarists
believe in tna fieribilit;, of osiers both up*-ard and downward.

An hypothetical example will drive this point home. Supoose there is

a rise in price of oil by say 20 per cent, the Keynesians would say that

if oil is considered directly or indirectly as a raw material representing
about say, 10 per cent of ONP, it follows that the 20 per cent rise in

0oil prices wowld result in,two per cent overall rise in price level. To
the monetarists, there is a general belief th”t if the stock of money is held
constant, much of the rise in the price of oil and o0il products will be
removed through the declines in other prices assuming there is no inflation.
If there is inflation, however, this rise in oil price will be removed by

a decline in the rate th”t other prices are rising. A 2 per cent rise in
price level, according to monetarists, will lead to an increase in the
demand for nominal money in excess of money supply and this will result in
the fall in aggregate demand and hence a further decline in prices.

Perhaps of great importance 1s the stability issue on which there is
still no agreement bet een Keynesians and monetarists. This relates to
the stability oi private sector without the help of government stabilization

2
policies in a situation of high unemployment level and high inflations.

The strong belief in instability of the private sector has led the Keynesians

to develop an approach as a response. The capitalist economies witnessed

1# See L.C. Anderson and J.L. Jordan, (1968)7 Ch "Ihe Monetary and Fircal Actions:
A Test of their Relative Importance in Economic Stabilization" in the Federal
Reserve Bank of St. Louis  MonthlyReview. Vol. 50, No. 11 ' November.

2. Also see C.R. Farrett and A.A. Wallers (1” 6)
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a preat deal of disruptions caused by pmics, recessions and depressions
for nearly two hundred years before the World War II. The Great Depression
01 1950s represents the last straw and this stimulated economists to examine
the cause or causes. To the monetarists, the sharp declines in the growth
rate of the money stock coupled with the innerent fault in the capitalist
system represent the main cause of the depression rather than poor monetary
arrangements. The governments in all the economically advanced market economies
became engulfed with formulation of policies aimed at preventing or limiting
the uneven movements of oroduction and employment which had resulted in great
waste and suffering in the past. To rationlize the government interventionist
policies in the economy, the Keynesian developed the income-expenditure
model as a paradigm for the analysis of any alternative stabilization policies.
Thus to the Keynesians, the instability in the private sector economy is
attributable to the variations in the investment opportunities as a result of
new techniques and n«*w products. This variations became aggravated by the
speculation in the security markets.

All economists now agree that the basic issue underlying the debate between
the monetarists and the Keynesians revolves around thelength of the horizon
of one’s analysis as well as the speed with which the economy adapts. For
example, the Keynesians accept many of the arguments advanced by monetarists
as correct in the long run, but certainly not in the shorter run necessary

1

for the effectiveness of economic policy. Keynes' famous statement, "in the
long run we are all dead," is a direct response to the quantity theory.
(VII) SOME CRITICISMS OF QUANTITY THEORY

Some Keynesian economists have levied some criticisms against tne quantity
tneory. Although many studies have shown that the demand for money bears a
staDle relationship to its determinants, but only few of them are in agreement

2

with Friedman that interest rates are unimportant. Laidler (1966) argues that
there areeconvincing body of evidence to support the claim tnat the demand for

money 1is stable and negatively related to the interest rate. Also m”ny studies

TT See M. Keynes, (19?4), A Tract on Monetary Reform, (London: Macmillan p.80).
2. Also see D. Leidler (1966), "The Rate of Interest and the Demand for Money -
Emriricsl Evidence". Journal of Political Economy (December).

Some
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have sho>n thet the money sunply is partly endogenously determined. For
r
example, Teig”nCl1964) finds th”t money supply is affected positively by
interest rate changes. It is argued that in a situation of bright investment
prospects when the demand for finance increases, the bank may expand the
money supply. However, in such a situation of high demand for finance,
the monetary authorities may intervene perhaps for debt-management reasons
to make sure that the rise in demand do not lead to a sharp rise in interest rates,
4

Thus, the demand for, and supply of, money may not be strictly independent. It
is, therefore, argued that Friedman's claim that a discrepancy occurs betweeen
demand and supply of money because of changes in ncxriinal income is erroneous.

Some critics have argued that Friedman's introauction of tne permanent
income hypothesis into monetary analysis is an attempt to explain that the
apparent large money multiplier may be superflous. The superfluity of the
multiplier may be due to spurious correlation between money and nominal income.
It is further argued that the claim that in the long run the velocity is
stable and in the short”run exhibits pro-cyclical movement can oe explained
in terms of endogenous money supply determinants only and not by permanent inccMne.
For example, in the long run, a stable velocity ratio between money income
end money stock will manifest itself if the monetary authorities continually
adjust the money stock in response to prior changes in money income. Since
money income rises first during an expansion, in the short run, the interest
rates are increased resulting in an increase in velocity ratio as demand
for money falls, while the money supply increases only after some lag.

It has also been argued that the monetarists show their evidence on timing
so as to avoid the endogenous interpretation of monetary time-series data.

2

This is clearly evidenced in the work of Tobin(1961) where he claimed that
in addition to being inconclusive, the timing evidence only points to
some inconsistencies in the Monetarist approach. Tobin examined the

timing implications of an economic model in which the money supply was

treated as endogenous and fcund that it implied cyclical timing patterns
fl See R. Teigen, (1964) on "Demand and Supply Functions for Money in the U.S.",

Econometrics, Vol 5? (October)
? Also See J. Tobin, (196I) "Money, Capital and Other Stores of Value", American
Economic Raview May)
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1
between income money and money like those found by Friedman and Schwartz (I963}.

Tobin, therefore, concluded that timing evidence alone cannot support the
monetarist theory.

So far for the criticisms. One c«n only conclude that as empirical
evidence is emerging from empirical investigations of demand for and supply of
money, the apparent gap between the monetarists and the Keynesians will soon
be closed.

A. THE FINANCIAL INSTITUTIONS: THEIR NATURE, TYRES AND GROWTH

The operations of the financial institutions, which are often referred
to as financial intermediaries by some economists, take place in the financial
markets. A financial institution is often defined as an enterprise which
operates like Dusiness enterprise, but whose products are in the form of
financial assets and liabilities. Rut in another way, a financial institution
can be defined as an enterprise whose assets and liabilities consist almost

2
exclusively of financial instruments. According to Pierce and Shaw, the
primary function of the financial institution is to purchase primary securities
from the ultimate borrowers, while at the same time, collect deposits from
the ultimate lenders.
The financial institutions, in general, ovres their existence to the

borrowers and lenders whose various requirements are often incompatible.

(1) hORRO1ERS AIJD LENDERS

The borrowers are the deficit units who wish to borrow principally
to finance their various planned expenditures, investment or otherwise. They

are interested to borro'» a relatively large amount of money for a reasonably long

period at a very low rate of interest.
H See M. Friedman and A.J. Scb artz (19&5), -A Monetary History of the United
States Prii“cet+gn Thiver ~“F'w

2. D.G. Pierce anc D.F. Sha®™~ 0979), Monetary Economics: Theories, Evidence
and Policy'. Buttorworth” Tnndpn
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The lenders are the surplus units who might have got their
money through past savings. People and institutions often save in order to provide
for their future needs. They may wish to ensure a regular flow of income for
themselves as well as their dependants in the future. This desire, therefore,
motivates them to accumulate savings in the present and take up insurance policy. Thes*
savers are the lenders who often lend in order to take advantage of profitable
opportunities. Since a borrower may also turn to be a lender, the distinction
between the tvo economic units should not be taken to suggest that they
are separate groups 1in real life. An economic unit who might be an individual
may borrow largf sum of money, insure his life and property and also lend money
to bank or other financial institutions. Thus all these various activities will
put him in contact with many financial institutions to satisfy his wvarious needs
and recuirements.
(ii) WHY DO FINANCIAL INSTITUTIONS EXIST IN THE ECONOMY?

It is obvious that no single transaction is likely to achieve
all the objectives of borrowers and lenders without the existence of financial
institutions. Thus financial institutions exist in order to reconcile the
conflicting desires of borrowers and lenders and make them compatible. Therefore,
the existence of financial institutions is Jjustified by the type of functions
they perform in the economy.
I

The most fundamental of these functions is the collection of small savings
01 the surplus units and the lending of these in larger packages to the
borrowers. In some cases, large loans are obtained by financial institutions
such as commercial-bank” only to be broken down into smaller parcels to make
them more acceptable to the savers who want to borrow.

In general, every financial institution makes at least two markets,
one for the suppliers of its funds and the other for its borrowers. With

each economic contract in both markets is associated a peculiar characteristic
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which only implies that no two institutions can have the same form of
financial instruments. The financial institutions issue short-term
liquid financial claims to lenders while they themselves collect less
liquid claims from borrowers which might be in form of bond, share,
mortgage or any type of collateral securities. Put succinctly, the
financial institutions in the process of their operation, make possible the
substitution of indirect form of securities for direct primary securities
1
in the asset portfolios of savers. For example, commercial banks issue
liabilities to lenders such as demand deposits and time and saving deposits,
payable on demand, while acquiring financial assets thrt have long maturities.
(iid) HOW ARE THE FINANCIAL INSTITUTIONS CLASSIFIED?

The predominance among the sources of funds of liabilities compared
with the networth vnich aopear in the balance sheet 1% as a matter of fact,
one of the basic characteristics of most of the financial institutions.

Most of the financial institutions, therefore, can be regarded as institutions
that depend on borrowing for their funds, which they use for lending. The
2
primary classification of the financial institutions, according to Goldsmith (19&9)
can be based in terms of the form and sources as well as uses of the funds in
which they deal.
Fourfold classification is adopted by Goldsmith to distinguish between
various types of financial institutions. These are, (i) money (currency
and current accounts) (ii) other short-term claims such as bond or treasury
bills, (iii) long-term claims and (iv) corporate stock. The distinction
between long and short terms rests on the time interval between deposits and
withdrawal or betwern loan and repayment or between issuance or retirement oi a
bond or note. The terms of claims and liabilities, arising under life insurance
and pension contracts, are regarded as long-term and so also are mortgages,
corporate bonds and government securities with an original maturity of over
five years, bank loans to business and consumer credit fall within the
1. See P. F. anith, (1975) Money and Financial Intermediation The Theory

pnd Structura of Finanriml Sy“tAmm, P"'ecent”e-Ha'll. New Jersev,

2. Also 8CP W.R. Goldsmith, (19&9) "Fin”cial Structure and Development"
(New Haven), Yale University P "*==.
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category-of short-term claims, since they scarcely remain outstanding for mo”"e
than two or three years. Savings deposits are not easy to classify since
as statistical data indicate such deposits on the averace remain with the re-
ceiving financial institutions for a period of about four years, inspite of the
fact that depositors have the right to withdraw them at short notice. Demand
deposits by comparison stay on the averare for only ten verk days in depositor's
bank account in developed countries and much lower in developing countries.

The financial institutions also exhibit a lot of differences in aspect of
organization. For example, organization in form of business corporation is

1

very standard among the commercial banks, property insurance companies, finance
and investment companies. In most developed capitalist countries, tois form
of organization is not common among savings and loan associations, and life
insurance companies. The other common form Ox organization is called mutual
organization which is assosicted with the savings banks, savings and loans
associations, credit unions and life insurance companies. The t”o forms of
organization reflect the fact that they are run as business enterprises with the
primary purpose of making profits. While both forms are similar in terms of
motives, there is one fundamental difference in form of ovmership type. Thus

while the corporations are controlled by their shareholders, who often appoint the

management and are entitled to all profits, the mutual organizations h=ve

no shareholders. The suppliers of funds are the depositors or policy-holders
who in law elect the management. In practice, however, this management is self
perpetuating. The profits arising out of the mutual organization's business

are often returned to the depositors and policy makers or accumulated for an

indefinite time in the enterprise to constitute networth.

The other form of organization is the one being controlled by eitner

government or private, and in most developing countries like Nigeria,

by both government and foreign private nationals. For example, the Nigerian

Pension fund is essentially a government institution, but scmie commercial

1.'"See P. F. Smith, (1970), Fooromics of Financial Institutions and Markets,
Homewood. Illinois: pi-"-rd r
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banks are both owned by government and some foreign interests. With respect to
Nigerian Pension FUnd, the funds in this institution, is managed usually in
accordance with the regulations under which it was established. In general,
all the funds accumulated are held for the benefit of contributors.
In most countries of the world, the main financial institutions fall
into the four different forms of classification as already analysed above.
However, the number of financial institutions in any economy depends very
largely on the level of economic and financial development which 1is
responsible for creating the need for any type of financial institution. For
example, 1in most develooing countries, many financial institutions are State-owned
unlike in the developed countries where they are largely private concerns.
1
In United States oi America alone, there are more than 60,000 financial institutions,
the first of which started operation as a fire insurance company in 1752, while
the first bank started in 1781.
In most of the less developed countries like Nigeria, the first taste of
financial institutions was usually a banking type. This brings us to the
otner classifications which relate to whether an institution is a banking tyoe
or non-banking type. More will be discussed about this in the later chapters.
(iv) THEF MfIN FINANCIAL INSTITUTIONS IN THE ECONOMY
It must be mentioned that the Central Bank in any economy stands as the apex
2
of all financial institutions, but since its role is principally the regulation of
price level in the economy to ensure financial stability, discussion on it
is in chapter 9 which deals with the review of Nigerian monetary policies.
The most important of all the bank-type financial institutions are easily
the commercial banks and they represent the largest financial institution in
any economy, performing a number of inter-related functions.

On the liability side of the balance sheet, commercial banks represent

the primary source of money supply. For example, the Money Supply, M" rose up
sharply in Britain in the first quarter of 1986 owing to increasing lending
1. See R.W. Goldsmith (1958), Financial Intermediaries in the American Economy since

190Q , Rripcpton Univer”*itwv ,

2. See J. Ahreiisdorf (1959), "CentralBank Roiicies and Inflation A CaseStudy of
four less developed Economies, 1949 - 57", Staff Papers. October.
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1

activities of the commercial banks (Channel 4 7 o'clock news, 6/5/86).
The banks open demand deposits for customers and through the creation of credit

in the form of loans and investments they are able to provide liquidity for

the economy. In the short-term loanable funds market, banks are the chief
suppliers to business and consumers. Furthermore they are also large
purchasers of securities issued by the government in any country. They

keep custody of their communities' money as well as managing most of their
monetary transfers. Commercial banks will be fully dealt vdth in chapters 6, 7 end 8,

Other forms of banking institutions are the merchant banks and
accepting houses, There are also savings and loans association. Post Office
Savings Institutions, etc. The merchant banks and accepting houses facilitate
trade by accepting bills of exchange and marketing securities. In most
developed countries, these merchant banks and accepting houses have
developed further by their operations in the international financial markets
such as euro-dollar market, as veil as operating offices in foreign countries.
These institutions are often referred to as wholesale banks as opposed to the
retail banking since they take deposits of large amounts which are for
relatively short periods like three months or more, and lend these out to
other financial institutions like commercial banks as well as non-banking
institutions in large sum.

.2

To many financial economists, the original function of financial
institution concerns the financial process of transmutation, coming from
ultimate borro”-"ers to ultimate lenders. They do this so as to match
as closely as possible the needs and desires of the separate surplus and
deficit units. Thus through the provision of more liquid assets for
the surplus units to hold, financial institutions like banks or building

societies are able to attract very small, temporary savings which would

otherwise not be available for investment. They pooler together all forms of

il This was mentioned in the 7 o 'cloek news at Channel 4 on 6/5/86.

2. See N.J. Gibson, "The Significance of Financial Intermediaries for Economic
Policy 1952 - 1965, 1967 -7U, Institute of Economic Alfairs, 1970,
Hobart paopr No.



deposits collected from a large number of largely independent sources, and
lend same out to borrowers on interest. The process of taking deposits
has given all the deposit taking institutions much more enviable position
among all the financial institutions in general.

(v) WHY THF COMMERCIAL BANKS ARE UNIQUE AMONG OTHER FINANCIAL INSTITUTIONS

The commercial banks are the most unicue of all the deposit-taking

financial institutions. It has, therefore, been recognized by most writers th"t
1

commerci'l banks differ from other financial institutions because of
certain exclusive right and advantage which they enjoy. For example. Pierce and
Shaw see the distinction in the indirect securities the banks
issue, 1i.e. their deposits, which are a means of payment and are, therefore,
money, as opposed to the indirect securities of all other financial institutions
which are not generally acceptable as a means of payment and hence, not money.

It has been strongly argued that most depositors of banks regard their
deposits PS the basic reservoir of money. Consequently, when these
customers receive payments, the money will be deposited in their bank accounts.
Long years of banking business has made bank to acaept it as a custom
that any payment made out of one bank is very likely to be deposited in other
banks. Thus the loss of cash by one bank is the gain to anotner.

The old debates on tne "uniqueness" of banks were revived by the
conclusions dravvi on Shaw and Pierce's study of Non-bank financial institutions.
The common argument has always bordered on the unique ability to create credit
on the part of commercial banks. While a banker can create a bank deposit
'with a stroke of the pen' as writers commonly say, other institutions
are only able to lend on "funds" kept with them by their depositors. The
bankers, on their part, had protested against this notion and argued that
they too, merely pass on savings. The modern version of this counter-
argument 1is embodied in the 'New View' of the supply of money and

2
(first expressed by Sorley and Shaw (19554 and later by Tobin and Brainard (13634).

1s!'"shiwX19557"Hn.ncial Aspects of Econ. Development",

in American Economic Rpvieial.. September.
3. See the work of Tobin and Brainard (1965), "Financial Intermediaries and the
Effectiveness of Monetary Control", American Economic Review. May.
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It is argued that both banks and other financial institutions are finance-

constrained in th' ir credit-expanding activity by the willingness of their

customers to hold their liabilities. In other words, the banks are limited

by the amount of saving entrusted to them. However, the argument has now shifted

from the ability to create credit with a stroke of the pen to theability

to expand credit in a multiple of any increase in reserves. Fven then, the

unioueness of Cwnks in terms of the use of their indirect securities as a

means of payment is still largely uncontestable, as we shall seein chapter 10.
A typical commercial bank in its simplest form consists of aprivately

o"Tied institution with authority to accept demand deposits, which shape its

proiits opportunities and its operating problems. As an institution, it derives

its funds largely from enuity supplied by stockholder and the fixed value claims

of depositors. Out of these funds it lends as well as invests at profit.

(vi) THE GENERAL ECONOMIC AND FINANCIAL CONSTRAINTS CONFRONTING BANKS AND OTHER
FINANCIAL INSTITUTIONS.

The commercial banks as veil as any other financial institution are
confronted with certain constraints in their business operations. These
constraints pose as a threat to the success of any institutions. The banks in
particular are faced with the potential liquidity problems which can accompany
too much and unexpected deposits withdrawals that can lead to potential losses
on the loans and investments which they made with depositors' funds. Fortunately
however, many of these problems are rather statistical in nature and
therefore, must be treated in terms of probabilities and frequency distributions.

However, the fact that no bank has a direct control over its demand
deposits, makes the problem quite real and hence a need for bank to design
its asset portfolio in a way that gives it the liquidity it needs to meet
potential deposit vdthdrawals. The problem facing the bank, therefore, is one
which involves reconciliation of the potential need for liquidity with the profit-
ability of the asset portfolio. This is because depositors largely hold transac-

tions balances vdth the banks since they expect cheques drawn on their accounts
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to be promptly settled.

The major constraints confronting the financial institutions in general
and the bank in particular are liquidity and sustenance of public confidence.
Many writers have now recognized that bank's liquidity provision which is
a function of act of faith is the foundation upon which public confidence
in the bank is built. In order to ensure liquidity at all times, most
banks distribute their funds among individuals and institutions in the economy
in the form of short-term loans and other marketable securities. Consequently,
at any sign of a threat to its liquidity through large vrithdrawals, bank's
first line of defence is usually the portfolio of short-term marketable securities,
or its secondary reserves. These securities provide liquidity in tvo ways.
(a) The regular turnover of funds provides a stream of cash flows which can
easily be used to cover deposit withdrawals, and (b) the securities can be sold
and the proceeds used to cover deposit losses where necessary.

To maintain the trust in the banking system, commercial banks in most
countries do keep cash reserves as a matter oi prudence. In some countries,
it is a matter of formal legal requirements. For example, in Nigeria, Ghana and
Siera Leone, banks are required by law to keep a certain amount of cash reserve
requirement with the central bank in addition to the stipulated 25 per cent

1
liquidity ratio. It has been suggested that since maintenance of -trust in tne
banking system is the responsibility of all the economic units, prudential
control over all institutions in the market is necessary in order to ensure
2

the stability which is required at all points in the financial system. This
is in recognition of the interdependent nature of decisions every economic unit
which implies that the success oi each individual institution depends very
largely upon the stability and continuity of the whole system which should be
associated vdth the stability of each separate institution in the system.

OTHER FINANCIAL INSTITUTIONS

1. See G.0. Nwankow (I980), The Nigerian Financial System..Macmillan Rress.

2. See R.T. Coghlan and U. Sykes (I980), "Managing the Money Supply", iHovds
. Bank Review. No. 135, January.
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Other financial institutions operating in any economy include life
insurance companies, stock markets, hire purchase companies, building societies
as veil as public financial institutions which in less developed countries
are referred to as specialized institutions. For example, 1in Nigeria
there are three of these institutions, namely the agricultural bank,
the bank for commerce and industry and the Federal mortgage bank, (See Chapter 10).

In general, stock market is usually one of the institutions which developed
in response to the n' eds of modern industrial economy. In Brit''in for instance,
it developed in the early process of industrialization. However, stock
markets are relatively more important in United Kingdom and in Nigeria
than countries like Japan, and Germany. This is because the British Commercial
banks are traditionally in favour of short-term loans, and so also are their
extensions overseas. Stock Exchange markets are the main avenue for long-term
credit in place of banks. In Japan and German, on the other hand, stock
exchange markets are playing secondary role in the provision of long-term
finance for industry, since banks in these two countries have been active
provider of long-term finance to industry almost at the start of their

1
operation. In general, however, in every market economy, the stock exchange
market serves as an indispensable provider of market for the sale of secondary
securities. The Nigerian Stock Exchange will be discussed in chapter 10.

Life insurance companies and pension ftnds are very active in the stock
exchange market as any investing institution with preference for long-term
securities. They obtain their funds from contracts entered into with them by the
insured person. The life company gurantees some minimum return on the money
and payment in full to the beneficiary of the insured in the event of certain
eventualities, such as death or to the insured himself in the event of his
disablement or retirement. Thus it is understandable why the insurance's

liabilities are usually largely illiquid. In some cases a policy is often

Tl See E.A.0. Fhillips, The Capital Market of a Developing Country: Nigeilfi
a Case Study , unpublisned Ph.D. thesis, Repnvavlvqgnia State Jlnlveraitv. 1978



49

accepted as collateral for a loan from another institution or intermediary.
The common argument among most modern economists is th”t the general
insurance as distinct from life insurance, provides a service ratner than
financial intermediation and hence general insurance policies do not constitute
a financial claim in the same way that life policies do. However, 1t must be
countered by the fact that the funds derived from these general insurance
companies often result in a pool of funds which is available for investment
in financial assets as will be discussed in chapter 'O»

It is usual to find only a few items of liquid assets in the balance
sheet of any insurance company since large proportion of their funds are
held in the form of highly illiauid assets which have very variable potential
capital assets but with stable income flows.

In most advanced countries there are private unit trusts and investment

1
trusps whose major objective is to provide investors with the benefits oi expert
portfolio management as well as adiversified portfolio at a much cheaper cost than
if the investors were to deal directly with investments markets. The balance
sheet of these trusts usually show long-term financial claims and liabilities.

The establishment of building societies in most developed countries
was a response to the urgent desire of people to be ovlier occupiers as a result
of economic affluence associated with high level of economic development. In
some countries where the bank’s role in the area of building finance is very
small, these building societies developed as a form of specialized institution
created by the state for that purpose”™»

In United Kingdom, building societies provide loans to people to build their
ovTi houses while in U.S.A., the savings and loans associations as well as
Mutual savings fulfill this ro&. However, in most developing countries
like Nigeria, it is a state-owned institution. For example. The Federal Mortgage
HMbank in Nigeria and the other various state-ov®ned housing corporations
serve the housing needs of people. In all cases generally, funds are
predominantly supplied to the institutions in the form of short-term deposits or

1. K.W. Wilson, (1983), British Financial Institutions-. Hitman Book Ltd.. london,

2. bee D. Ghosh (1974), The Economics of Building Societies, — Soxon Hruse.
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predominantly supplied to the institutions in the form of short-term deposits
or shares which are often more liable to immediate withdrawals. In most
countries, these institutions are often allowed to enjoy certain tax advantage
over other financial or industrial organisations since the service they provide
is rather social in nature. For example, in Britain, interest rate on building
society ,shares and deposits are paid net of the standard rate of tax, whereas
the societies are only required to pay tax on these payments at a composite rate
which is sometimes less than the standard rate of tax.
Many governments regard building societies as non-profit-making organizations
and hence, are not required to pay dividends over and above the interest paid
on their shares and deposits. By so doing, the authorities have 'given the -
!
building societies competitive advantage over all other institutions.

Furthermore, in Great Britain, borrowers from building societies are

entitled to tax relief on their mortgage interest payments up to a certain limit,
1
thereby reducing the cost of such borrowing.

One distinguishing characteristic of building society is that their
balance sheet consists of mortgages vbich are largely illiquid form of
lending and shares as well as deposits that are highly liquid form of borrovéang.
In addition they usually have large proportion of their other investments
in illiouid forms which is a reflection of their traditional stability as well as
the excellent security for loans provided by the property, during the inflationary
period.

The Hire Purchase Company is one of the most recently developed

2
institutions in most industrial countries. In U.S.A. this is often called
Credit Union. Industrialization in most developed countries has resulted

in the grov"th of durable goods which are often costly to be paid for at once
from average individual earning. The products of industrialization resulted in
availability of a wide range of durable goods like cars, televisions, washing
machines, radiograms, bicycles and motor-cycles which called for high demand

for finance by the majority of the population who are employed. Many people

t. See D. .Ghosh (1974) .The Fr*nnnmin.g of Wuilding bocieties. Saxon Houge.

2; See. A.D. Bain, The Fconomics of the Financial System . xfe>r., i~ 1981.
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do not want to have to save the total cost of the commodity before enjoying
the benefits of its services, rather they prefer to pay for the commodity
while at the same time enjoying the flow of services resulting from its
possession. The hire purchase in principle, 1s similar to house ovnership.
In this case, however, the credit is given by finance companies.

Another type of specialist lending institution very common in developed
countries are the finance houses which derive most of their funds from deposits
which are not withdrawable on demand. As already mentioned there are also
state-created institutions designed to meet certain needs of the economy
in terms of finance. Invariably, this is often seen by the government as an area
in which the private sector does not perform adequately. In Nigeria for
instance, the Agricultural Credit Bank, and the Bank for Commerce and Industry
are two typical examnles to meet the finance needs of agriculture and industry
respectively. In Great, Britain, such state created institutions include
National Enterprise Board, Finance for Industry Ltd., and since "v“976, Equity

A
Canital for Industry Ltd.
(vii) GENERAL COMMENTS ON THE LIQUIDITY NEEDS OF FINANCIAL.INSTITUTIONS

Uncertainty is very pervasive in all the economies of the world as to
the future prospects of businesses. Thus individual economic unit is not
sure whether his present income will continue in the future to enable
him undertake all his planned purchases. The firms are not sure of the
political problems of most countries of the world which can affect their
profit profile. The prices of o0il have been going up and down causing
problems for many oil-exporting countries by making it impossible for them
to fulfill their budgetary objectives. Many nations of the world are in great

2

debt that they still find it very difiicult to service. Thus many financial

institutions are not always sure “specifically the likely future trend in the

1. See T. Mayer, J.b. Duesenoerry and R. Aliocer, Money, Banking and the Economy'
WJV. Ngrton & Comoany. Inc. New York. 198TI. "
2. oee K.W. Wij-son (1985), British financial Institutions . rltman Book '
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deposit withdrawals because of the uncertainty. The main requirement for
liquidity of any financial institutions 1is a function of uncertainty with respect
to the possibility of withdrawals from the financial institutions in relation
to the expected flow of new deposits and the predetermined income flow from the
repayments of capital and interest.

For the commercial banks, it 1is essential that the means to meet the
likely sudden withdrawals are available so as to maintain the public's

1

confidence in the banking sysuem. Commercial banks remain the most
unique and at the same time the most vulnerable institutions owing to the nature
of deposits which they accept but used largely by their depositors as a
means of payment.

Other variables which can affect the liquidity position of financial

institutions are market conditions and the state of the economy. The cost

01 borrowing at short notice and the credibility of financial institution per

se can influence its liquidity requirement. The credibility of financial
institution gives it the ability to borrcnv . In general all the financial
institutions always strive to maintain adequate liquidity. Many hold a

spectrum of assets ranked by liquidity and yield in accordance with the
type of business they undertake, and this dictates the proportion of the
individual asset security holdings.
(viii ) THE EMERGENCE Or FINANCIAL INSTITUTIONS IN THE ECONOMY
2

According to Gurley and Shaw, there must be certain necessary and
sufficient conoitions which must be present in any economy to give birth to
financial institutions. These conditions are the presence of deficit spenders
and the surplus units in the economy. Furthermore the two different kinds of
economic units must each have relatively conflicting interests which make it

impossible for them to deal directly with each other. Thus financial institutions

developed to cater for the conflicting needs of the two types of economic

units in the financial sector of the economy. In so far as these institutions

1. For a lull discussion, see Goldfield/Cnendler (1982; The Economics of money
and nanking. 8th Edtn. H"per” and Row New York.

2. See. Fierce end Sna’- 0979; “*wonetm:*y Economics: Theories. Evidence and Foiicy

Buttervrorthe . London. Ronton,
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are able to reconcile the conflicting portfolio requirements of these economic
units in perpetuity, their continued existence is assured.

The economic development of r nation is tied up with the development
Oi financial structure, which is in itself an on-going process, and hence

1

changes as new financial needs end requirements arise. Most economists now
believe th-t a thorough understanding of economic development process of a
nation should take account of the development of the financial institutions.
Thus the type of financial institutions existing in any one country is a
clean reflection of the history of that country and its tradition within
which they operate. This is why financial institutions may not be identical
in terms of standard of service or nature from one country to another.
However, 1t has been argued that in soite of this unidentical institutional
arrangements throughout the world, the underlying principle still remains the
same. It is further argued that the development of financial institutions
anywhere 1in the world is a direct response to pres ures madr apparent through
markets. It follows , therefore, that development of financial institutions and
markets will continue to play a more important role in facilitating economic

grovfh than any other financial variables. In chapter 4 will be discussed

the financial institutions and the economic development.

1. For a brilliant discussion on tnis, see R.W. Goidsmitn (1969) Financial
Structure and Development, Yaie university Press New Have.
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! CHAPTER IV

FINANCIAL INSTITUTIONS AND FCONuMIC DEVELOPMENT

INTRODUCTION: |
J
In the last chapter attemptwas made at looking at some of the theories
of demand for real balances. The importance of financial markets nas been
analysed with the aid of some diagrams end mentions have been made of the
financial institutions witn respect to types, nature, and what conditions
necessitate their existence in any economy. In this chapter, the aim

is to examine the literature on financial institutions and economic

development very briefly.

4.2 FINANCE AND ECONOMIC DEVELOPMENT:

There have been considerable literature on the importance of financial

institutions in helping to provide the finance need for economic development.

1
As early as 7934, Schumpeter, in his writing on economic development, viewed

the existence of financial institutions as a necessary condition for the
capitalist economic development. To him, if an economy 1is to develop,

there must be two conditions which are both necessary and sufficient, namely the
existence of financial institutions and the availability of entrepreneur. Many

other writers also share the view of bchumpeter at least with respect to the basic

~ 5
principles. Some of these are Goldsmith (1969), Patrick (1966) and Cameron (1970).
Goldsmith examined the data on 55 developed and developing countries in his
attempt at finding the difference between financial development and real

development. To do this, he calculated the financial interrelations ratio ' or

the ratio of financial instruments to the real wealth. In his findings, he

1. See J.A. Schumpeter (1934), Thpnry n.f Wrnnnm-ir iipvp1 opmpnt, InmH Ty
into Profits. Canital . Crpnit. IntprAst” «nd thP Ly»1 Harvard.

2. For further explanation see Patrick (I966), "Financial development and Economic
Growth in Unaerdeveioped Countries", in Economic development and cultural Change
Vol. XIV (January) .

3. See R. Cameron (19b?;, en.. Banking in the Earlv Stages of Industrialization;
AStudy in comparative Economic History , Q>'iord Universitv Press.
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concluded that financial development is a prerequisite or simultaneously
goes with real development. In his study, an economy is said to have
a high financial structure development if there is a high financial inter-
relations ratio. The weakness of Coldfield's findings is the fact that
he played down all otner factors which can facilitate the development of
financial structure per se. For example, political and cultural factors
have great influence on the lavels of financial structure development.
However, inspite of this, the high empirical correlation shown between
financial structure development and real development can be regarded as
suggestive.

Examining the historical economic development oi scxne developed and
less developed countries, Cameron and others came out with their postulation
with respect to the functions of financial institutions in general or in particular,
the banking system. These functions are (a) intermediation (b) furnishing part
or all of the means of payments or money supply, and (c) the provision of
entrepreneurialtalent and guidance for the economy as a whole. The writers
also argued that the success of development effort depends largely on the
way the banks execute their functions and suggested that banks should
strive to attract more deposits which should be allocated in form of loans

to those entrepreneurs >diose investment projects have high rate of social

return.
1
The work of Gurley (1967) was more or less a challenge to the
Schupetarian view on financial institutions. From his study of the development

process of socialist and developing countries, Gurley concluded that

financial system is not a necessary condition for development since

there are alternatives or substitutes for the role being played by financial

intermediaries in the development process. He, however, recognized that

financial institutions might be great contributors to economic development*

See J.G. Gurley (19&7), Financial Structures in Developing Economies,
— Jjn kdgrsi pnH Mmpt.fl-ry Problems in Developing btgtes. J"wid K-rlvine .pd.

(New Yorkp
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I
on the conditions that there is a decentralization of decision-making,

specialization of savings and heavy emphasis on external rather than internal

financing of investments' (p.104) especially in the economy with features of
capitalist economic system. Gurley's conclusion can be applicable to a
particular case rather than general. Miile it can be true for pure capitalist

economy, one wonderp wnether it can be true for developing countries which
are operating hybrid economic system i.e. quasi-capitrlist and quasi-socialist.
The only conclusion to be dra”Ti from Gurley's exposition, however, 1is thrt
except the developing countries arf operating capitalist economic development
system, Gurley's conclusion is not applicable to them. The view that
financial institutions are necessary for development will continue to hold
strong for the foreseable future in developing countries.
4.3 EMPIRICAL EVIDENCE

The works of those pioneers on the financial institutions and development
have given impetus to many writers and students to address themselves to the
study of the relationship between financial system and institutions as well
as economic development in both developed and developing countries. In particular
many of these empirical efforts were directed at investigating the role of
financial institutions in the development process of a particular economy.

As one would expect, most of these studies have been done in pursuit of

doctorate degree by students from developing countries. Some of these are

1 2 3
Taylor (Sierra Leone - 1973), Islam (Pakistan - 1973), Bourne (Jamaica -1969 )
and Abdi (Eastern Africa - 1977). All these students came out with the

same conclusion that financial system and institutions can make a great
contribution to economic development on conditions that appropriate measures
are taken such as mobilization of domestic resources, removal of obstacles
in the accommodation of loans to agricultural sectors, and improving the

Quality of investment in order to increase the productive capacity of the economy.

13 See A.B. Taylor (1973) on The role of Financi-1 Institutions in tne Economic
.—Deveinprnenf. nf Sip.rra Leone  (Jnrublis”“ed Ph,,d Thesis” Gj“spow Ubiycrfi+v.

2. R. .Islam (1"73;, Monetary Management. Commercial ureoit j”xpansj-on ana economic
TVvA.opmpnt In Pakistan , Unoubiished Thesis, 'oncost-" "n”.rerH+v.
3. C.E. Bourne (1963), "Commercial Rank.g and IJevelooment in Jamaica. M.Sc.

Dissertation (Unpublished), TTn-ivorajfv”
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There 1is no doubt that these conclusions are realistic since in most of these
countries, financial institutions have been assigned agreater rple to play in
the area of provision of development finance. This is Dbecause, the other
options or alternatives to financial institutions such as taxation as sugg-sted
by Ourley are either costly to experiment or the government for political ,
reasons 1is not willing to make use of them. ~

For the developed countries, the work of Griggs (1971 and that of
Greenberg (1975) are very crucial. In their work, they have tried to examine
the roles being played by financial institutions in selected American

2
communities. Greenberg (*975) concentrated on the extent to vbich commercial
banks in Philadelphia execute their traditional and developmental functions.
Griggs’ work was directed at the personnel of those banks selected for his study.
He stuaied how thp“ lending ofiicers are aggressive in lending to small scale
and new businesses in Texas. The conclusions of botn studies seem to suggest
that financial system in general and commercial bank in particular have an
important role to play in development process. Thus in both developed and
developing countries, financial institutions have been accorded a pre-eminent role.
Greenberg (1975), however, argued that there are many factors that can influence
economic activity and one of these is a banking system. He held that optimal
banking system (which can be defined as one that allocates resources towards
their most efficient uses) is not a sufficient condition for attracting new
resources, promoting technological change and full utilization of a region’s

resources.

One general feature of the recent studies of the role of financial institutions
in the development process of the economy is that researchers on both developed
and developing countries have been very critical about the view held on the role
of financial institutions, as a result of their empirical evidence. Thus it can
be said that th” debate on the role of financial institutions in the development

process of a nation will continue for some foreseable future, since the

H. Griggs (1971) aTi&j.l Business Loans Fii.d Thesis. (Unpublished). Texas.
2. C.A.C. GrAArberg (1975), The Role of Commercial Banking ir T?aglorffl venroglr

— DrvrIn>miLt - Phij.ndelphie 1945 - 197¢ Unpublished Ph.d Tnesis, univmrsitv
of P“nglwanie.' .



56

basic question at the core of the arguments is yet to be answered. The
question relates to causality, i.e. whether it is the financial development

that causes economic development or otherwise. The problem is that the two
processes in real life start almost simultaneously in a very complex, interwoven
and inter-deoendent manner. Thus the problem of identification of the direction
Ox causality, if at all possible to find, becomes even more difficult to solve.
However, the fundamental issue in the debate which is the relationship between
the real and monetary variables still remains generally accepted that both

1

real and monetary variables are related. This view is shared by Porter (I966)

4.4 THEORETICAL UNDERPININC OF THE RELATIONSHIP

Most of the growth theorists have shown in their work their long recognition
of the relationship between real amd monetary variables. The most common
and one of the earliest growth models is that of Harrod-Domar model of growth.

2

Some economists have argued that the work of both Harrod (1959, 1948) and Domar
(1946,;. 1947) were more pr. less an extension of Keynes's analysis of the long
period econcxny, Keynes, in his analysis, was basically concerned with the
effects of the level of investment and saving on the stock of capital, Keynes's
silence on the productive potential of the stock of capital is caused by his
concern for the significance oi investment and its overriding influence on effective
demand. However, since in the long run investment expenditure adds to the capital
stock, any analysis of such long run must include this fact. This is why
Domar showed the recognition of this by showing the relationship between the
actual output and effective demand on tne one hand, and the potential output
and the capital stock on the other. Harrod, in his part, considered the
relatiohsip between growth and output growth in the other way round through the
adoption of acceleration principle in which producers' demand for capital goods
is considered to be proportional to output. The work of the two writers have been
very interesting since they arrived at results which showed striking similarities
in some important respects in spite of the fact that they followed different

See R. Porter (I966;, "The Fromotion of Banking Habit and Economic Development"

in Journal of Development studies. Vol. 2 No. 4

2. Bee R.F. Harrod (1959), "An Essay in Dynamic Theory", Economic Journal. Vol. 49,
pp. 14-55. Also Harrod's Work on Towards a Dvnprnic Economie s London.

3. J.K. Keynes, 1957, "The General Theory of Employment", Journ-I bf
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way. This study is not conerned with the full details of growth theory but
only to show the relationship between the real and monetary variables. It is
therefore, imperative to look into Harrod model to consider the relationship.

Harrod's model commences with identity thus:

where investment in time t

and = savings in time t.

Harrod's proportionate rate of growth is U and can be decomposed as follows:
0

~ ~ = ft ft (4.2)
where K = volume of capital and a star on the variable indicates 1its derivative

with respect to time:

v = . K+ - (4,5)
dt  * dt
Y = change in national income.

Equation 4.2 gives the definition of the rate of growth of output or national
income as depicted by the first identity while the third identity defines

ex post saving and investment. If the two are cancelled out, s—

It will still show that the second identity is correct. Thus the

famous Harrodian identity which forms the corner-stone of modern growth theory

can be written as follows:

= ft LARS
Y W -»T- (4.4)

since saving is eoual to investment, then investment function in Harrod model
can be stated as follows to show the relatiohsip between national income

and capital or investment:
A=sY;04s”*1 (4.5)

= rY*; r-"0 (4.06)
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The ttarrodian identity (equation 4.4) expresses the grovd™h rate of output as
the ratio of the proportion of income saved to the incremental capital-output

ratio, while equations (4.5) end 4 .6) are saving function end investment function

respectively. The Keynesian condition for equilibrium condition in good market
is stated as: (4,7)
Hence n = T* = 6 4 .8)
— r
L

where s represents the average or marginal propensity to save out of income
and r, the desired ration of the proportion of income saved to the incremental
capital-output ratio. What this implies is that assuming an economy is in
equilibrium (of course a closed economy), given a constant and positive rate of
s and r, there will be a unique growth path in which all the three variables
of the system grow constantly at the same rate s or n.
r

Many economists have expressed their criticism against Harrod model on many
grounds. For example, the model has been critized for its simplistic assumption
of fixed co-efficient of production, and the disregard for the role of entrepreneur.
In other words, the model has been criticized for assuming away the influence
of all factors affecting the level of national income other than capital. However,
this study is interested only in the central role of capital in the production
of the national income and the dependent relationship between national income
and capital through invesment mechanism.
4.5 THE MONETARIST AND THE DIRECTION OF CAUSALITY

1

Goldsmith (1969) is one of the first earlier researchers to conclude that
there is a positive relationship between the monetary and financial sector.
As already noted, the champion of Chicago school, M, Friedman, examined the

direction of causation between monetary sector and real sector of the economy

and concluded based on his study with Schwartz (196,5), that causation runs from

monetary to the real sector. His examination of the relationship between money
T. See Goldsir.ith (1969). Financial Structure and Development Yale Universitv Press
2. See Frieoman and Schvartz (I965), A Monetary History of the U.S.. 1867-19bU ,

Princeton University Fred's.
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and the industrial production index for United States data, Friedman (1969)
concluded that there is a high positive relationship between these variables
and this lent credence to his earlier assertion on direction of causation.
1

Sims (197?) tried to find statistical evidence in support of exogenuity of
money in the money-income reletionship(p,540) by using the US time series
data and sophisticated regression analysis. Based on his findings, he
concluded that the hypothesis that causality is unidirectional from money to
income is in conl’ormity with the post-war US data, while the hypothesis

that causality is unidirectional from income to money has no support.

There are many opponents of the view that there is 3 causal link between
monetary and real sectors. For example, Lcsnbra and Torto(1975) have argued
that it is quite possible for a situation of'reverse causation' in which
cyclical and other variations in money income can affect the money stock.
However, Hamburger (1970), had earlier indicated along the line of Sims that
the evidence of a direct causation from monetary aggregates to money incomes
was based on the time pattern of the relationship and that changes in money
stock had resulted in movements in money incomes whereas the reverse was not
the case.

On this causality debate, two pairs of vriters have tried to reach a
concOusion on the direction of causation based on Canadian data working separately.
4

Barth and Bennett, the first pair, concluded that their finding on Canadian
economy did not find support for Sims' result and conlusion. (1974, p.310).

However, Dbased on the same Canadian data, the second pair, Sharpe and Miller (1974)

gave support to Sims' quite contrary to the conclusion of the former.

TT See U./.. Sims ("~72;, "Money, Income end Causality, " in American Economic
Review, Vol. IV, No. 3 (Fecruary).
2. R.E. Lombra and R.c. Torto . (197 3 "Defensive" Behaviour and the Reverse

Causation Argument, ' Southern Economic Journal, vol. 40, No. 1 (July)
3. M.J. Hamburger,- i1i1970), "Indicators of Monetary Folicy: The Arguments and the
Evidence.",The American Economic Review. Vol. 60 (May), papers- and proceedings.

4. J.R. Barth end J. Bennet (1974), "The Role of Money in the Canadian Economy -
An Bnpirical Test". Canadian Journal of Economics. May.
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4.6 EATRICK'S VIEV: OK THE RELATIONSHIP BETWEEN REAL AND FINANCIAL SECTORS:

The two concepts - demand-following and supply-leading - introduced
by Patrick(1966) clearly illustrate his view on the relationship between
financial and real sectors of the economy. In his analysis, he conceived
01 financial institutions in the wake of economic development as being either
responding to the demands for financial services of the real sector in a
passive manner (demand-following) or responding postively through the provision
of financial services for the real sector in anticipation of demand for them
implying (supply -leading). The demand-following type of financial institutions
is generally associated with Great Britain's economic development history while
Japan and German's'.epitomize the supply-leading financial institutions. In
these economies, financial institutions are involved in industries serving the
role of a banker as well as an entrepreneur. Realizing the fact that
the process of economic development is an on-going phenomenon through different
stages, Patrick suggests that supply-leading can cause innovédtion-type investment

1

even'before sustained industrial growth gets under way.' According to him,
the supply-leading which gives rise to real growth is soon submerged by

demand-following financial response.

)

The work of Stammer (49@8) on the role or financial institutions in the
process OI economic development based on Hong Kong economy gave support to the
Patrick's demand-foilowing and supply-leading notion of financial development.
However, he was of the view th”"t the role of the existing institutions
and their willingness to take initiatives and respond positively to the
demands for new financial services 1is far more important than the development
of new financial institutions in response to new economic activities in the
economy. This 1is to say that he did not share the view of Patrick that
as economic activities increase with great sophistication, there would be the

emergence of new financial intermediaries in response. Even then, Stammar's
TT See the work of Patrick (1956; "Financial Development and Economic Gro”'tn in
Underdeveloped Countries" p. 177. in Economic Development and Cultural.TIhange,

Vol. XIV (January).
2. N. Stammar ilyb8). Money and finance in Hong Kong-, unpublished Ph,d Thesis _

Australian Na+'onal University.
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analysis vas based on Hong Kong economy and hence might be right for that
economy. For developing countries like Nigeria, hov®ever, the view of
Patrick is still very evidenced, at least in Nigeria's case for which this
study is based. Thus as far as developing countries are concerned, the
central theme of Patrick's analysis i.e. that there is an important role
for the financial sector at a certain state of the development process
which is growth-inducing is still applicable. What is really of importance
to the developing countries is the allocative efficiency and the encouragement
of entrepreneurial abilities which the supply-leading financial development
involved and this aspect is essential for economic growth. It is this
aspect which 1is of interest in this study.-:'The financial institutions
in general and commercial banks in particular are very crucial in the
development aspiration of Nigeria.
4.7 The Exponents of Financial Repression and the Structuralist Hypotheses
The analysis 01 the role of financial institutions in the economic
development will not be complete without examining two of the widely discussed
hypotheses of the role of finance in the economic development, namely the
Financial Repression Hypothesis and the structuralist Hypothesis.
The chief proponents of financial repression hypothesis concentrated

basically on the role the financial system and institutions play in the

development aspiration of any nation. In their view, the role is fundamentally
growth-inducing, if of course, tney are not repressed.The champions of

1 2 5
this school of thought such as Cameron (1972), Mckinnon (1973) and Shaw (1973)

lay great emphasis on government legislation and policies on interest rate
as well as legal restrictions on economic activities as the chief sources
of repression. These government legistative policies on interest rate, according

to them, only help to distort the full operation of the market mechanism in

the allocation of prices for financial resources. The consequences
1. R. Cameron, ed. (197? Jj--Ranking ;tnd F.a.nnmmi r I)pvpl nnment « i.oconnp nr
—HI stnry, Oxford Univers!tv P'"oc<s Npv Ynrk.
2. R.I. Mckinnon (1973J. Monev and caoiuai in Econnmir TPvPInnmpnt (Wa~hingf™nn
U.C.: The Uy'mlf Jnstd tnt/ -—J .
3. bee also E.D. Shaw (1973), financial Deepening in Rconomin. ,

Oxford University PaH-e.
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of these repressions are manifest in tne limited savings and the existence

of financial dualism. The interest rate ceilings resulted in limited
savings, loan rate ceilings and the sectoral allocation guide rules resulted
in limited loan resources. They, therefore, advocate free interplay of market
forces in developing countries for the efficient mobilization of domestic
savings and efficient allocation of loan resources.

There is no doubt, that in theory, these advocates of free interplay
of market forces, sound convincing, but in practice, because of the peculiar
economic circumstances of different nations, their conclusions cannot be
generalized, at least to some extent. For one thing, their studies are
based on advanced economies. Thus interpretation of the result may be
applicable to tne developed economies but unless with sﬁfficient qualifications,
may not be applicable to developing countries with thei; environmental peculiarities
A lot of differences exists from one economy to the othe; in terms of volume
of financial assets and institutions, in terms of technological advancement
in financial sector, and in terms of interrelations of the different subsectors
and level of economic activities and operators. It is a gross misconception
on the part of these advocates to thing that every financial environment
is perfectly competitive, but this is not so as far as less develooed countries
are concerned. Their suggestion that re-aligning interest rates alone can
wipe out financial dualism only shows their ignorance of the background of
lending business in developing countries.

The traditional moneylenders in developing countries are still very important
since their operation is very siiiple in that the ultimate borrower does not need
book knowledge necessary for filling of forms in bank lending, and neither does
there any need for him to provide colateral security for the loan. This is

because, the moneylenders are more flexible in their approach since they have

excellent knowledge of their customers as well as the socio-economic factors
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they possess. The recipe for the removal of financial” dualism suggested

i.e. re-alignment of interest rate migét not automatically induce savers

in developing countries to shift to modem financial institutions for saving

and hence not remove the 'financial dualism*. Even if they want to do so, they

might.not because > of the innumerable (so to say) inconveniences and costs

associated with such a change, especially in a vast country like Nigeria

where ah ultimate saver may have to travel more than five miles in some

areas before he can reach a bank office. On the issue of government

legislative policies on financial institutions, there is no responsible government

in the world which will not exercise some element of control on financial

institutions in general and commercial banks in particular if only to ensure

the stability of financial system. One can therefore, argue that there is

some element of control, although in varying degrees from one econoiry to the

other on the use of commercial banks' as well as other financial institutions

loan resources, since credit is so central to economic activities in any

economy and 1is also potentially and politically sensitive. Hence no government

will like to abandon the allocation of credit and its use to purely price

mechanism without some intervention as economic situation dictates.

This is highly inevitable in most developing countries where markets are

largely imperfect, information grossly inadequate and financial resources highly

insufficient. The only option open to government in most of these countries

is to administer and allocate financial resources through interest rate policies

and issuance of credit guidelines (See Chapters 9 And 10 of this study on this issue
The Structuralist hypotnesis is associated with the work of Qerschenkr;n(1962).

In his thesis, he argued that the role as well as the ability of the financial

institutions in the economic development of a country depends on the structure

of Its economy at any particular time. Using level of industrialization

as a measuring rod, he tried to classify all countries with advanced countries

at the top while the most backward countries were at the bottom. Topping

1. A. Gerschenkron (1962), Economic Backwardnams 1in Historical Pprsnentlva:
A Book of Essay , Harvard Univpreitv Presa.
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the list 01 advanced countries is Britain, while Germany and Russia cccupiW
the midway and the bottom respectively in descending order of degree of
backwardness. In the light of his historical analysis of the role of
financial institutions during the period of industrialization in Europe,
he expressed the view thrt in highly industrial countries, where great reliance
is placed on internal finance by the entrepreneurs, the role of financial
institutions can be expected to be minimal. While he cites Britain as an
example of highly industrialized economy, he argues that Germany which is
a moderately backward economy, had to rely very heavily on the financial
institutions since there was limited financial resources available to all
kinds of business enterprises. For the Russia, Gerschenkron gives the following
description of the country's economic and financial environment at the intitial
stage of industrialization;
"The scarcity of capital in Russia was such that no
banking system could conceivably succeed in attracting
sufficient funds to finance a large-scale industrialization;
the standards of honesty in business were so disastrously
low, the general distrust of the public so great, tnat no
bank could have hoped to attract even such small capital
funds as were available, and no bank could have successfully
engaged in long-term credit policies in an economy where
fraudulent bankruptcy had been almost elevated to the rank
of a general business practice.”" (p.19-20).
What this implies is that Gerschenkron does not see the oossibility of
a financial system playing a prominent role in industrialization process of
sucn country with such unprofitable and unhealtny financial environment
of thedescription above. There is no doubt that such description can be
applicable to many developing countries of today, and in fact is applicable
to Nigerian economy of 1950s and most part of 1960s.
However, while such description might be applicable to many developing
countries of today, his implied solution can be regarded as irrelevant for

two reasons. First and foremost, in most developing countries, the financial

institutions in general and commercial banks in particular occupy the commanding
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height of the economy, and hence have a substantial stranglehold on the

financial resources. The second reason is that most of these developing

countries were formerly ruled by their colonial masters to which they still

have strong ties in terras of the political system they operate in their

respective countries. Thus, many of these countries have adopted capitalist
mode of development eitner in pure form or in mixed form (often referred to
as Mixed Economy). , The governments of these developing economies, therefore,

have no political will to change overnight to centrally planned economy which
involves the centralising of economic decision making. Furthermore, the
generally low levels of income in most of these countries means that it would
be quite impossible to impose heavy taxation to generate savings instead of
financial institutions.

In spite of all the issues raised above so far, Gerschenkron's analysis
has served the useful purpose of putting the role of financial institutions
in the process of development in clear perspective. He has succeeded in
identifying the role for financial system at some stage of industrial or
economic development. While many economists will agree with Gerschenkron
on the problems entailed in financial intermediation in developing countries
such as fruadulent bankruptcy, business honesty and general distrust of the
public, to mention a few, many economists in developing countries find it
hard to accept the solution he offers, which is the adoption of centralization
of financial resources mechanism. Instead of adopting Gerschenkron's
alternative, 1in many developing countries, it has become a deliberate policy
of governments to establish and foster financial institutions and markets
by increasing financial instruments and developing capital market. Through
this act, they are able to encourage financial institutions to mobilize

savings and to allocate investment funds efficiently.



68

GHAFTER V

TnE GROWTH AND DEVELOPMENT OF CREDIT SYSTEM IN NIGERIA:
THE TRAUITIOwAL CREDIT INSTITUTIONS. & COMMERCIAL

BANKS

INTRODUCTION:

In the last chanter attempt was made at examining the literature on
the role of finance in econanic development process of an econcxny. In this
chapter, the development of credit system from the time when the country was an
agrarian economy before the colonization to the present time when the
country is in the nrocess of industralization will be examined. Most
writers on Nigerian monetary system often concentrate on the organized
financial system while neglecting the unorganized credit system in spite
of the important role it had played in the economy before the advent of
organized credit system. In fact scxne of these unorganized credit institutions
formed the bedrock of some organized indigenous credit institutions as will
be shovm later. It is a pity that most books on Nigerian monetary system did not
recognize the fact that part of the sources of finance for indigenous
commercial banking business in Nigeria was from the traditional money lenders and
that most of the cooperative Unions in Nigeria were the outgrowth of the
traditional Esusu Credit bystem, the relics of which can still be found in
the remote parts of the country.

This chapter as well as the next chapter is very important, sinceunlike

vrriters on Nigerian Monetary System” attempts are made at examining the
reasons for the failure of most early indigenous banks in Nigeria and also
to show that the failure rates were largely due to competition being
perpetuated by the foreign banks with their head offices overseas. That
only indigenous banks without state backing failed adds weight to this argument
and suggests that the foreign banks too would have failed as a result of
competition but for the financial support they got from their head offices
overseas.

The chapter is divided into four major sections. Section I examines the

other
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effects that the existence of any type oi credit system will have in a
closed economy. It also discusses financial institution as any business
firm with profit maximizing motives. In section II, the unorganized
credit institutions are discussed while section III concentrates on the
organized credit institutions, and in section IV the possibility of
interactions between the unorganized and organized money markets is discussed
with tne aid of gr”~hic model.

SECTTION I

5,2 EFFECTS OF TH” EXISTENCE OF ANY FINANCIAL INSTITUTION IN A CLOSED ECONOMY

The economic development of a nation is tied up with the development of
financial structure. The financial structure per se is an on-going process
which continues to change as the new financial needs and requirements arrive.
It is now generally recognized by economists that a thorough understanding
of economic development process of a nation should take account of the
development of the financial institutions as already discussed in the last
chapter. The type of financial institutions existing in any one country is
always a reflection of the history of that country and its tradition within

1
which they operate. Thus financial institutions may not be identical from one
country to another, but the fundamental principles for their existence remain
the same. In order to illustrate the importance of tne existence of
any financial institution in a closed econcxny, it is instructive to take
the perspective of its effect on cost and availability of finance. With
tne aid of a diagram, the effects of the existence of financial institutions
in the economy may be illustrated.

As can be seen from the diagram 5«1 below, it is assumed that the cost
01 borrowing represents the one incurred in the search for potential lenders
in the absence of a financial institution and hence will rise in direct
proportion to the quantity. Th*re are other elements of cost, such as the
incentive needed to get the ultimate lenders to agree to lend which, of course.

1,See H. Ben-Shahav (1972), "The Structure of Capital Markets, end Economic
Growth - The Case of Is®eal" in v.nnnoml r Grnwf.h.

ed. Arnold sametz. New ?ork University Press.
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should include the return they would normally require to offset the risk

end loss of liquidity involved. The magnitude of cost of finance depends

largely on the kind of finaneisl structure in existence. The disgram 5.1

ghows that as more snd more financial institutions ere being estsblished,

the cost of borrowing will continue to fell and investment will continue

to incresrse. Thus in Nigeria before the advent of orgaenized or unorganized

credit institutions, farmers depended on internel finance to carry out their

investment projects on their fa;l'ms. Of course, during that time, farmers

did not need the heavy and costly modern farming equipments, but the simple

implement of farming such as cutlass and hoe. Thus the quantity of investment

in the economy was very small and this is depicted in the diagrem at point :
011. The cost of borrowing to the farmers is at point cb1 which is very high,
since the farmers had to go to friends and relatives who mignt be living so ,
many miles awsy in order to obtesin loans. However, with the advent of i
credit institutions, firstly the unorganized, the cost of borrowing fell

to cb, while the quantity of investment increased by 012 - OI1 =z

2
The sdvent of modern banking or organized credit institutions is depicted

2
investment level which increased from 012 to 013, an increase of OI3 - OI2 =W,

by & fell in the cost of borrowing from cb, to cb3 with the associated S

} Diagrem 5.1.
Effects of different Finenciel Institutions on €ost and Investment.

N IF ' MF
R

Cost of
internal ,
finance =IF - FIF

l!(:r1zyrlquxciegb1

I Institut%gn
= ¥Ir 2
R = Return

cb

b

= 7€ 1 —= W 1 4
IT 2 QuZntisy of investments

| 1, See G,I Jones (1951), Duel Organization :n Tbo Social Structure in Africsn Journal.
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In the diagram above, curve IF, which is almost vertical stands for the
internal finance, curve MF, for external finance in form of traditional
moneylender and curve FIF for the finance from the financial institutions
with its associated low cost and higher investment level. While the
traditional moneylender improves the quantity of invesments through their
lending operations, the cost of borrowing is still wvery high. However,

the advent of financial institutions not only lower the cost of borrowing

but also improve substantially the investment level in the econcxny. Thus

it can be seen that existence of financial institutions not only makes finance
more available but also at lo"'er cost than could possibly be if only

internal finance or traditional moneylender finance were the only possibility
in the economy.

It can be argued that the improvement in the level of finance for
investment ourposes generated by the existence of financial institutions should
be related to the fact that they have efficient organization and management
far more superior to that of traditional credit institutions. The financial
institutions are normally headed by professional managers who are capable
of handling large scale operations quite more efficiently, thereby enhancing
tne importance of their securities to the public. With the financial
institutions in the economy, the surplus units are sure of getting their
money back on demand while the deficit units are able to get a fairly long
term maturing loans. Those with large amount of money to save are able
to lend more and more as long as returns on their money is attractive.

The small-scale savings are attracted into productive use by the financial
institutions, made possible by their ability to match the portfolio
reouirements oi the various borrowers and lenders.

2

Caghan(1981) has argued that in an economy where there are already
various financial institutions in operation, introouction of new ones
may generally be interpreted as the provision of a more efficient service

than had been done before or the provision of an entirely new service. Thus

1. P.F. Smith, Monev and Flnanciax Intermediation. The Theory and Structure cf
Financial System *~ Prentice”Hall- 1977.

2. See R. Coghlan, I98I The Theory of Xonev and Kinar.cr*. Macmillan Press. L/ondon
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in Nigeria, the ccxnmercial banks were the first financial institutions
to operate in the economy oniy to De followed later after many years
by all otner various financial institutions which provide new services
to meet the growing needs of the economy. The development of all the
various institutions will oe discussed fuiiy in the later chapters.

SECTTION II

5.5 THE GEI'GRAL NATURE OE UNORGANIZED CREDIT INSTITUTIONS IN DEVELOPING
COUNTRIES WITH PARTICULAR REFERENCE TO
NIGERIAZBEFORE 1890s

Organized credit institutions did not aporar in the developing countries
until later part of seventeenth century and in Nigeria, until after I890.

In Senegal, the first bank ever started to operate as early as

1

1853 and ™as established by the French. The late arrival of banking
institutions in most developing countries can be explained in terms of
the agrarian nature of their economies coupled vdth the associated traditional
beliefs which did not favour any form of interest system on money borrowed. It
can also be explained in terms of the undeveloped nature of their monetary
systems which did not constitute a conducive profitable environment for any
type of organized credit institutions like those operating in the developed
economies. Thus there were unorganized institutions in Nigeria before 189Us.

For the purpose of clear analysis, it is productive to distinguish
between the organized financial or credit institutions and unorganized ones,
and this can be easily done by explaining the general characteristics of
unorganized credit institutions.

5.4 Characteristics of Unorganized Credit Institutions and Money Market

In general, the unorganized credit institutions consist of local unorganized
money markets which are very indigenous in characters. In Nigeria, for example,
and in many developing countries in general, the money markets were unorganized
for many years, and were generally more imperfect and less homogenous than any
organized credit market in operation in developed countries before 1890s.
Unorganized market was generally noted for lack of impersonality in the granting
of loans to peopl¢ in need and this remained' an important feature of the

credit markets of many developing countries for many years. In this kind of market.

1. R. Fry (1976) Bankers in Wrst Africm . London.
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the granting of loans isusually based on personal knowledge oi the borrower,
and prompt repayment is not often pressed. In Nigeria, before the advent
of banking institution, the traditional credit institutions often granted
loans to people without provision of collateral securities. The lenders,
usually the moneylenders, were much more interested in explanation of
terras and condition of credit in specific details without actually putting
it on rfco-d. This 1is to say in the Nigerian unorganized money markets
as well as in any developing country with such kind of markets, oral
arrangements were regarded as being sufficient for the accommodation of
lorns. In some countfies where the unorganized credit institutions were
well developed like India, for instance, money lenders often preferred
to keep their money instead of lending it on bad or unacceptable collateral
securities. Unfortunately, lack of proper records to quantifjf the activities
of these unorganized credit institutions in Nigeria had precluded deeper
analysis of their importance in the provision of finance in the economy
before the advent of banking institutions. Attempts made by some scholars
at interviewing peoole involved met with disapoointment since people were
rather unwilling to disclose their trade methods or secrets. Neither were
they prepared to produce their account books. Moreover, the known borrowers,
because of social prestige, were not ready to admit that they borrowed.

i
However, since most of the cooperative societies in Nigeria in most oart of
1950s shared many characteristics of an unorganized credit institutions and
the fact that most local moneylenders were members of these cooperative
societies; it will not be out of place if these cooperative societies per se
were regarded as unorganized, The table below shows to what extent the

unorganized credit institutions were complementary to the organized institutions

with respect to the total credit allocation in the economy.

According to table 5.1 below, in 1944 when there was no record of unorganized

TI See G.L. Karkei (19&7), Unorganized Money Markets in innia * Lalvé&nn MubAisni ng-

2. fee"fiso’ S. Ghatak (1981.1 Ijniytflm.iFfiBnflnilsn ;1n rpTfllfffling CQUPt"-£ «.

3. W.R. Bascon (1949), "The Esusu: "A Credit Institutions of the Yoruba" in
Journal of the Roval Anthropoligical Institute Vol. LXAXII, p. 63.
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TnF RELATIVE SHARE OF ORUfNI7ED AND UNORGANIZED CREDIT
INSTITUTIONS IN THE TOTAL INSTITUTIONAL
CREDIT IN THE NIGERIAN ECONOMY

1944 - 1959
( In million N)

I Organized Unorganized
YEAR Total Absolute Percentage Absolute Percentage
Credit Share Shnre Share ailare

R H o * S
1944 0.7 0.7 100 - -
1945 1.0 1.0 100 — —
1946 1.9 1.9 100 — - -
1947 5.4 3.4 100 - -
1948 7.7 7.1 92.2 0.6 7.8
1949 8.6 7.8 90.7 0.8 9.3
1950 9.56 8.7 91.0 0.86 9.0
1951 11.9 11.0 92.4 0.9 7.6
1952 20.8 18.3 88 1.5 12.0
1953 25.0 20.4 81.6 4.6 18.4
1954 30.7 23.8 77.5 6.9 22.5
1955 47.9 38.1 79.5 9.8 20.5
1956 64.2 51 79.4 13.2 20.6
1957 82.1 68.9 83.9 13.2 16.1
1958 96.6 79.9 82.7 16.7 17.3
1959 100.2 81.8 81.6 18.4 18.4

(Table 5.1)

Source: The Federal Ministry of Finance, Lagos.

credit institutions, all credit in the economy was from the organized

credit institutions. However, since 1948, the shere of the unorganized

institutions became noticeable, contributing a total of *0.6 million

to the credit needs of the economy. It continued to increase throughout

the period under review except for 1957 when there was no increase at all.

However, 1in percentage terra, the highest share was recorded in 1954 with
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8 share of 22.5 per cent as sgeinst 77.5 per cent tor the organized

institutions.

The lovest percantsage

record for tue unorganized was in

195 with 7.6 per cent while tue lowest for organized was in 1954 with

77,5 per cent,

There is no doubt thrt unorgsnized institutions had

made considersble contributions towards the credit needs of tne economy

in the past even though there are no adequate and reliable data to quentify

them,

The organized credit institutions operste in the organized market under

the conditions of perfect competition.

Betveen the two extremes, i.e.

orgenized and unorganized, ere the semi-organized credit institutions

which often contained some characteristics of both, but whose oper-tion

vgs very limited in scope.

Because of the importance of these unorgsnized

.credit institutions in most developing countries in the past to a large extent

end in the present to a limited extent, it is instructive to give a diagramstic

analysis of their genersl structure:

THE GFNFRAL NATURE OF THF STRUUCTURE OF UNORGARIZFD CRFDIT

INSTITUTIONS IN DEVELOPING COUNTRIES

i_Unorgnniyed Credit Institutions §

J

Town

Urbari or

fessional
gylenders

Non-Professional
Money-lenders

L

Rurel (or village)
Credit Instjtution

Y

J
Family lenders
(e.g, friend )

Profession-l
Monevlender

Pawn Merchants
trokers |

Institutions
.g. Esusu

Treders ]fsu [Otherﬂ [Jlianc.’tords Merchpntﬂ \:)ther Agric. &Eheréi

In any society, it is possible to discover relics of unorganized credit

institutions, (UCI). In fsct many modern bsnking institutions develéped from

such UCIss Thus ﬂeveloping countries':case is not an isolated one. For example,

-
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1
Cyril James (1972) in his book entitled "The Economics of Money, Credit and

Earning" tried to trace thf' history of modern banking to the Ancient world
and discovered that the early forms of banking consisted primarily of
money-changing, which gradually developed into moneylenders. However, these
money changers/lenders were brought under regulation since they became
recognized as important profession in Roman Rnpire and hence became organized
credit institutions. Thus the history of unorganized credit institutions
VPS very long and is associated with the undeveloped nature of a nation’s
economy . Nigeria and other develooing countries, therefore shared this
experience with the contemporary developed countries of the world like Italy,
B'"itain, and France at the time of their monetary development process. The
above diagram shows the general structure of unorganized credit institutions
"in any developing country.

Since these UCIs operate in the unorganized money markets, the nature
and forms of their operations are much in line with the characteristics asso-
ciated "4th the unorganized money market. Thus in his article entitled "Interest
Rates Outside the Organized Money Markets of Underdeveloped Countries", U.

2
Tun Wai (1957)', gave a vivid picture of unorgrnized money markets. He saw
unorganized money markets (UMMs) in developing countries as being generally
imperfect and much less homogenous than organized markets. They are scattered
about in rural areas, since there is little or no contact between the
lenders and borrowers in different localities owing largely to poor communi-
cation system. He ”ent further to sey that the “d.der socioeconomic pattern
of the rural life often reflects the type of relationship which develops
between the ultimate borrowers p.n* lenders. In Nigerian unorganized money
marketdy, the lending and repayments were done in kind rather than Im mo*:ey
before the advent of monetized economy. This was so since the borrowers
were largely agriculturalists and hence the average size oi loan was usually
very small. This is in sharp contrast to the characteristics associated

with the organized money markets where the ultimate lenders are almost

1* C. James (1972). The Economics of Monev. Credit and Ranking-. RonniH
New York.
2. U.i. ,vsiU857), "Interest Rates Outside the Unorganized Money Markets in

Underdeveloped Countries", iMr, btaif Rapers”JVol. VI, No. 1 (November).



77
monopolist!cally the commercial banks and borrowers are usually big firms
and government functionaries. In the UMKs, the lenders include a few
financial institutions such as cooperatives, private and government sponsored
agricultural banks, indigenous bankers, professional lenders, large traders,
landlords, shopkeepers, relatives an”® friends as already sho”-n in the diagram
above.

On the basis of the characteristics of the suppliers and demanders of
loans, it 1is possiole to divide the UMMs into three major components. The
first component consists oi markets in which the indigenous bankers, cooperative
societies and other institutions are dominant and in which the demanders are
largely rural traders as veil as medium-sized landlords end farmers. The
second consists of markets in which the credit needs of small agriculturalists
-with good credit ratings are catered for by usually fairly respectable
moneylenders, traders and landlords in return for a relatively high rate of

1
interest. Finally, the third component is associated with markets in ttiich

exorbitant rates oi interest are charged simply because the demandera of credit

2
are generally poor credit risks for their lack of suitable collateral. This
type of market is usually served by the shady moneylenders. For the sake oi

simplicity, however, the UMMs may be divided into two broad groups instead of

three by merging together the last two components on the grounds that the

same borrowers and lenders are often found in both markets. For example,

a professional moneylenders may give credit to a creditworthy farmer at

reasonable rate of interest and at th< same time to another borrower

at an exhorbitant rate of interest, thereby operating as a loan shark.

Similarly, the ultimate borrower who is credit-worthy may like to augment

the loans obtained frcxn the second market by further loans from a loan shark.
In most developed countries, unorganized money markets are largely pre-

valent in rural areas where they meet the small-sized credit needs of

agricultural canmunity. In large urban centres, however, 1t is possible

Ti see G.1. Karkei (1967), Unorganized Monev Mgrket.g —-in TnH-1 a. . Lalvarm PuhTi.shlng

House. India,.
2. S.F. NAJJEL, A Black Rvzantium OUF.. London 1951.

3. See also an interesting articles on the unorganized Credit Market in developing
Countries by S. Ghatak in the Journal of the Developing Economies, 1975.
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to find professional moneylenders satisfying the credit needs of small business
enterprises as veil as consumer credits to wage earners¥* In some countries
pawn shops operate also in the commercial centres. In Britain, for instance,
there are m”ny pawnbrokers in the big city centres satisfying the needs of
their clients desperately in need of urgent cash but who fina it difficult or
are not qualified to obtain loans from the banks. However, one cannot totally
regard this type of institution es unorganized since many of them operate
within the confines of British law, and many often advertise their business

1
in some local as well as national papers.

In many developing countries, agriculture still remains the mainstay
of the economy, accounting for between 60 and 80 per cent of their national
income. The table below shows the contribution of agriculture to the
gross domestic product of Nigeria in 1950s end early part of 1963. According
to this table, agriculture contributed 49.5 per cent of the gross domestic
product of Nigeria in 1950 as against .0,566 1in respect of manufacturing sector.
The highest contrioution from agriculture was recorded in 1958, with a sh”re
of 68.8 per cent, as against 2.B per cent for manufacturing. Thus it is
certainly necessary that any discussion of credit institutions should take
cognizance of the unorganized credit institutions in any developing country
sinc” these institutions had helped greatly in giving loans to farming
comiTiunity where the banks could not either because of non-existence or because
the farmers were credit risks and hence not in conformity with traditional
principles of banking. In most developed countries, however, the existence
and hence the importance o” unorganized money markets is not so pronounced
since industrial enterprises rather than agriculture contribute at least
90 per cent of their gross domestic products. For example, in Britain and
United States, the share of agriculture in national income is between 5
and 10 per geﬁf. Also, very small proportion of the labour force in developed

countries is engaged in agriculture unlike developing countries where-

1. See the Islington or Backnev Gazette. London of any issue for the advertisement.

2. UNO Food end Agricultural Organization, 1975; also see Vienne Institute for
Comparative Economic Studies. 1976.
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COMPOSITION OF NIGERIAN GROSS DOMESTIUC PRODUCTS BY MAJOR FUONOMIC ACTIVITIES
1950 - 1963 (In Million ¥)

\

ACTIVITY 1950 | 1951 1952 [ 1953 }1954 1955 |1956 |1957 11958 | 1959 | 1960 | 1961 ,awmm 1963
Agricultural Sector mm;.mg 778.2] 10072.2 1059.2}1115.6[1144.6] 1106.3| 1130.4 |1239.4 1226 | 1780 | 1331.2]1388,2|1437
Mining 15.6] 15.2 5.8 15.8] 16.2] 18.0] 19.2| 18.8| 14.q 13.3 16.8] 27.6]| 36.4] 42.6
Manufacturing 7.8 8.0 1.4 12.6| 15.8| 17.4] 24.0[ 26.2| S0.4 61.3 72.2] 78.8| 84.4]| 98.2
Commnicstions Se4 5.4 6.( 5.8 4.8 5.3 6.2 5.8 6.9 6./ 7.0 7.4 7.8 5.8
Building & Civil : .

Fngineering 40.6/ 50.8 38.84 51.8| 75.6| 76.6] 73.0] 86.0| 45.4 64.4 66.6] 55.0| 58.4] 66.4
Ownership of . _ . ,

Buildings 17.8] 18,2 18.4 18.8] 18.8| 19.4] 19.2| 20.6| 15.4 17.3 18.6/ ©20.0| 21.4| 22.0
Transport 57.2] 68.0 70.4 90.8| 101.8| 120.4] 13%0.2| 149.2 mm.m_ 64.8 T4.6] 86.0| 85.6| 47.4
Crafts 31.6] *1.8 32.d 32.2| 32.4| 32.8] 33.0| 33.4] 40.4 40.4 40.8{ 40.8| 40.8| 40.8
Missions 12.9{ 14.0 15.4 15.6| 17.4]| 22.8] 25.41 30.9| 36.4 43.4 46.6] 49.2| 53.7| 55.4
Government 30.0] 32.8 39.4d 33.0| 35.2| 46.8/ 57.4| 61.0| s8.4 72.4 70.0] °T6.0| 80.0} 76.4
Msrketing Boards 82.0] 21.0 56.d 57.6| 85.4| 50.0| 89.8| 23.4 1.4 23.4 11.6] 10.2 6.4 16.4
Banking, Insursnce
and. Professions . r. 3.0 2.4 2.6 3.4 2.4 A.2 4.4 5.0 6.2 7.4 7.4 8.0 8.4 8.6
Domestic Services 8.8 8.8 8.9 9.4 9.6 10.0f 10.9| 11.0 7.4 7.8 8.0 8.0 8.4 9.0
Miscellaneous

Services 1.8 2.0 2.2 2.2 2.4 3,0 3.8 4.0 3.6 4.2 7.4 7.2 8.0 7.8
Distribution..
residusl error, etcd 132.4] 199.0| 246.4 275.0) 209.4| 219.6] 147.4| 213.0 | 216.00 225.2 235.6| 243.4| 257.4] 269.2
GROSS LOMESTIC .
PRODUCT AT FACTOR |1377.4|1482.81 1587.Q 1623.2 |1724.2 [1790.4] 1747.4 {1820.0 ['800.0 1877.0 1962.6]2028.0 [2144.6 [2243.0

COST _

Source: kor 1950 -57:

For 1958 -

63: Federsl Office of Stetistics, Lagos.

"Nigerian Netionel Accounts, by P.N.O. Okigbo

See Figure 5.2 showing the trend in the share of agricultural sector in GDP overleaf.
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the proportion Is much large and often of between 66 and 75 per cent, and

else in most developing countries agricultural indebtedness represented in
the past the major portion of rural indebtedness. For example, a survey-
conducted by the Board of Economic Enquiry in Punjab in 1951 indicated that
in Pakistan, 80 per cent of all the ru”al credits represented agricultural

credits'.

In some developing countries where data on UMMs exist, it is possible
to estimate the -"elrtive size of these markets via the estimation of the value
OI agricultural indebtedness relative to its value in organized markets.
For example, it has been argued th*t such a comparision is possible only in
a fei¥ Asian countries where evidence o” the performance of the UMMs has been
fully documented. It is claimed, for instance, that if agricultural indebtedeness

is higher thrn the claims of the banking system on the private sector of the

economy, it means that unorganized money markets are more imoortant th”n

2
the organised ones'. In Nigeria, this comparison is not possible to m"ke
since there are no adequate and reliable date. However, the only comparison

possible which has been depicted by table 5»" can only be regarded as an
aporoximation in so far as only one type of unorganized credit institutions
was compared with the organized. Even then, since agricultural loans

are rather long term in nature and the fact that banks in Nigeria were largely
disDosed to giving short-term loans rather th”n long term, the amount of

contribution given by the unorganized credit institutions to farming community

was more significant than that of the organized ones in 1940s and 1950s.

,SHow to Measure the Extent of Development of UMMs in Any Economy;

There has bean growing concern among economists on how to measure the exent of

UMMs impact on any economy.

'One possible way of measuring the extent of the development oi UMMs in
a developing economy is to find association between currency in circulation and the
level «f- growth. It can be hypothesized that, other things remaining equal.
1. See for instance, M.K. Lowermilk (1973)

2. See the work of U. T. Wai (1977) on interest rates Outside the organized
money markets of underdeveloped countries.



tne higher the currency In circulation, the higher the growth level of the
economy and the less subsistent i-s the economy, hence the more developed the UMMS.
In general, it is believed that as the currency in circulation within

an economy increases with the level of economic development, 'the greater

will be the extent to which the economy is monetized. But a monetized
agricultural sector does not necessarily mean th”t credit systems are deve-
loped. Another way to measure the extent of UMMs, is to compare the relative
magnitude of the agricultural loans and the amount of currency in circulation
Also, by comparing the agricultural loans with agricultural income and national
income, one m"y be cble to indicate whether such loans a"e too small or too

large. For example, it has been observed that in a number of developing countries
like India, Burra and Mexico, the agricultural loans before the 1929 great
depression was gquite voluminous end that it had been expanding rapidly

2

owing to rising prices of agricultural products. Tun Wai (1977) estimated the
noninstitutional sources of credit in Africa and Asia at 72 per cent of tota] rural
erfdit in each region and that of Middle Fast at 63 per cent as against the low
figure for the fiv” Latin American countries which was estimated at 15 per cent.
For Nigeria and Sierra Leone, Wai suggested that traders, middlemen,' produce
buyers, and moneylenders supply between 40 and 50 per cent of total rural credit,

and 1if loans from other sources are added,*will.amount to 72 per cent.

5. 6 Sources of Credit in Unorganized Money Markets of LDC

As can be seen from figure 5#1, the principal sources of credit
in the UMMs are largely noninstitutional. These are the professional *
moneylenders, landlords, traders and relatives or friends. The reports
on the rural surveys conducted in India, Pakistan and Thailand clearly
confirms the structure shown on figure 5-1 «id in fact, the report shows
that there are usually many persons besides professional moneylenders, >dio
lend at very high rate of interest. As already pointed out, the unorganized
credit institutions had been very important sources of credit in develooing
1. See for instance A.G. Chandaverkar (1977).
2. E.F. Simpson (1937) on Mexico

3» Other sources include friends, relatives, neighbours and landlords.
4 M. Long (1968) on Interest rates and the structure of agricultural credit markets"
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countries before the advent of organized credit institutions end even after
the advent for the foliowing reasons:

(a) In most developing countries, the existing organized credit
institutions largely restrict th'ir lending activities to
commercial centres rather than mral areas which they often
regard as poor risk section of the economy.

(b) The rural ultimate borrowers too have preference for unorganized
credit institutions as sources of their credit needs even at a
higher rate of interest tnan obtains in organised credit institutions
since the procedures of obtaining credit are much more"simple
than in organised institutions.

The preference for unorganized credit institutions by rural ultimate
borrowers inspite of higher price of loans than organized may be due to many
factors. Firstly, the organized institutions are usually prevalent in urban
and commercial centres, and hence are at considerable distance from the rural
borrowers. The unorganized credit institutions, on the other hand, are
usually available in every village. Secondly, ultimate borrowers obtain their

loans almost immediately from the unorganized credit institutions either for

economic or uneconomic purposes likf marriage »nd litigation, which is largely

I
impossible with the organized institutions. Thirdly, because of the vey
nature of the cost of such loan, there is usually no publicity on the
amount of money borrowed from unorganized institutions. Moreover, there are

virtual absence of intricate and complicated conditions to be fulfilled before
the accommodation of loans by the moneylenders. This is because, the
borro-'-er does not need to provide collateral security as a condition for

2
the loans; a mere verbal promise to rep'-y is considered sufficient. Thus
the non-rec”lrement for collateral security may partly explain the continued
existence of unorganized Institutions in most developing countries up till
today since most people in the rural areas are generally poor and hence
hrve ve”y little in the form of financial or physical assets.
5.5 Source of Organized Credit

The importance of commercial b”"nks as a source of credit to the

rural agricultural sector varies from one developing country to the other

.le  See for instance the Consortium for the study of Nigerian Rural Development
1966 .
2. This view is supported by the work of Chandavarkar (1965)-
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depending on the natureof Dbanking development and the central bank’s policy of

selective credit controls. For exemple in some Latin American countries, commercial
banks have been important sources of agricultural credit for a long time, whereas
1

in some developing African countries, the cooperative banks as well as cooperative
societies have been more dominant as important source of credit in rural areas.

2
This was very evidenced in Nigeria in 1940s and 1950s when the cooperative societies
were very active 1in therural areas of the country. Using the amount of credit
from the cooperative societies to the agricultural sector of Nigeria as representing
the share of unorganized institutions, (and in fact these societies were not well
organized in 1940s and 1950s), in 1948, all the credit from unorganized Institutions
- *0.6 million - was for agriculture as against *7.1 million from the organized
which was totally for business enterprises and government functionaries (See Table
5.1). Ho""“ever, owing to the active intervention of the Nigerian Central Bank,
with its selective credit policy instrument, organized institutional loan

3

to agriculture has been increasing since 1976* Also in some Latin

American and kiddle “astern countries, governments have actually taken up

the supply of credit to agriculture either directly, through the specialized
institutions or in partnership with other institutions. In Nigeria, for instance,
the Federal Government established a specialized institution specifically for
agriculture in 1973 knoim as the Nigeria Agriculture and Cooperative Bank, charged
~“ith the responsibility of providing soft loans to farmers. (See Chapter 10).

5.8 Cooperative Credit Societies;

Cooperative credit societies exist in Nigeria as already mentioned, and also
in most develooing countries, especially in rural areas where tney have been very
helpful as source of loanble funds to rural communities. For this reason, some
writers often find it more convenient and reasonable in the past to classify them
with the unorganized money markets. Today, however, in some countries, many

co-operative credit societies have become more organized and many are performing

4
commercial banking functions. In Ghana and Nigeria, for instance, there are

cooperative banks which operate fully as commercial banks and which developed

basically from the various old cooperative societies operating in those countries.

1. Se*' A.G. Chandavar :ar (19&5)
. See T. Adevmmi (1982)
3. The Central Bank of Nigeria Annual Report and Statement of Accounts, 1977

4. See. Tun, Wai (1977)
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In general, in most countries, cooperative societies mry be a limited
or unlimited form of organization. In some cases small cooperative societies
may combine together to form central cooperative banks which in turn
combine to form an apex cooperative bank. This apex cooperative banks
offer banking services to the cooperative movement as a whole] Examples
of this are the three cooperative banks in Nigeria,i«e. the Northern
Nigeria Cooperative Bank, the Cooperative Bank of Eastern Nigeria and
the Cooperative bank of Western Nigeria, The bulk of the finance of
these cooperative banks normrlly comes from the government and also frcro
the cooperative movements per se.
5.8a Some Shortcomings of Cooperative Banks

A lot of shortcomings heve been identified in the operation of cooperatives
which are of vaiy/ing degrees in accordance with the level of development
of cooperative banks per se,in any particular country. One of these short-
comings relates to the shortage of fund which makes their lending operations
very inadequate with respect to medium and long-term credit. This is one of
the greet problems facing the cooperative banks in Nigeria because of

oA

excess demand for their loans. Another example is the study by Wai (1957) which
revealed that the Cooperative Department Administration Report on the
working of cooperative societies, 1954 showed that the cooperative credit
societies made a substantial amount of short-term loans to people, but could
not adequately meet the needs of those looking for long-term loans because
01 shortage of funds. One other important short-coming of the cooperative
societies 1is that while they represent a very good channel through which
government fund can pass into the hands of farmers, they are generally less
important in the domestic capital mobilization. The cooperative movement
at any one time depends on the nature of agricultural prices and terms of
trade. Thu« whenever agricultural incomes fall, the movements too will
feel its impact.

1. See ihe work of R. Ruozi (1971) on"Savings aM' Agricultural Credit ¥
2. See Wai (1957) ”
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In somm countries, the roir of government often inhibits the
1

effectiveness of the cooperative movements as in Indonesia. In many other
places, land tenure system remains a major obstacle in the establishment of
effective cooperative society and this hinders the channelling of funds to
the agricultural sector. Yet some countries have had a long history of successful
cooperative movements, for examole, in India, Pakistan end Burma, cooperative
movements had been well established since 1904, while Ceylon and Thailand
had a taste of it in 192 and 1976 respectively. In Nigeria, it was much
later with first coooerative society established in 19728.
5.9 THF DFVELOPKFKT OF UNORGANIZFD CREDIT INRTITUTIONb IN NIGFRIA

The develooment of credit institutions and money markets may be associrted
with the development of agriculture from subsistence to modern agriculture.
The rationale behind thi”® is the fact that for m”ny years, agriculture was
the mainstay of Nigerian economy (See table 5.2), contributing more than
two-thirds of the country's gross domestic products. before the arrival
of the colonial master, Nigerian economy was largely subsistence; agriculture
vas based on self-sufficient tyoe since there were no markets in which any

surplus coul” be disposed off. And even if mnrk”ts had existed, the

disposition would be based on double coincidence of wants , since the economy

was largely moneyless. Although some commodity monies had been in use for
2
some time, but these were highly localized. Even within eacn locality

many types of commodity money existed without uniform standard of
measurement. No generally accepted standard of payments could emerge in a
country where tribal wars and loyalty were very rife. Therefore, 1in such
kind of economy, there was little or no need for credit since hope for the
future could not be built as people lived in constant fear of tribal attack.

As time went on, however, some farmers were emerging properous in the

sense that they could afford to hire labour. As a reward for s<"rvice rendered,
1. See R. Ruozi (1971)
2. L. Eric (1975), Money and Credit in Developing Africa , Heinemenn. London.

5. See J.K. Onoh (1982).
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farmers fed his workers and satisfied their basic needs as well as that of
his household.
A Emergence of Rudimentary Market Agriculture

As time went on, people started to settle dovn, since the tribal war
was rescinding. Hence it wrg possible to produce more th”n each household
could consume. Market, therefore developed locally through which the
surpluses were disposed off by way of barter. In line with this deveionment
was the emergence of rudimentary needs for credits as a result of vagries
of weather wvnich could often result in droughts and consequent crop failures.
Also during this period, people were often at the mercy of animal and human
epidemics, and in each occasion of such mishaps, people sought for credit
accomodation which was often given in kinds such as seeds, timber for
house-building or food. Where credits were given in kind, such as foodstuff
or seed like maize, rice or cassava, such loans were often used either
as s”eds for planting or as wapes to the labourers. In other words, such
credits were often used for current farming expenditure or for immediate
consumption either by farmer or by his labourers. Some writers have argued
that such form of credit which developed in the traditional or unorganized
institutions were largely for consumption and therefore not productlve.
However, this is not correct. It is quite arguable that since such form of
loan is in kind and to the extent that it is used for consumption, it is pro-
ductive in so far as such consumption would make the borrowing farmer fit
for work, (in a situation where manual labour is in vogue) and hence a great
possibility of increased productivity exists. Had the farmer no opportunity
to borrow, production would suffer, no matter how small.

In general, one can say that the significance of the unorganized institutions

however rudimentary, might be well illuminatedby asserting that if
farmers failed to consume what was borrowed or to p»y the labourers to do
the work, the productivity of the economy would be b=dly affected. Therefore,

one can conclude on this issue that all agricultural loans are always

T1 See G.l. Karkel (1977)
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productive whether used by the farmer for his family consumption or for
current farming expenditures.

Unlike the impersonality culture associated vrlth the operation of
organized credit institutions, mutual personal understanding and confidence
on the part of lender and borrower is one of the fundamental principles
governing, the lending and borrowing in the unorganized credit markets and
institutions. The lender has the confidence that the borrower would repay
beck later the same amount or ouantity borrowed, no more, no less especially

when the credit transaction is between friends and relatives other than

borrower and moneylender.
I
P The Structure of Unorganized Credit Institutions and Market
in Nigeria before the 1960s.

The structure of unorganized credit institution and markets follows closely
the stages of develooment of the financial system. However, the financial
system per se depends on the development of agriculture since, as already
pointed out, agriculture remained the mainstay of Nigerian econcmiy for a
considerable number of years before and after independence. For example the
share of agriculture in the total national income of Nigeria in I960 was
6?2.9 per cent and in absolute term it was 4i14M .6 million, out of a total
GDP of 2,247.4" (bee table 5.2). It was only in 1970s that the share

1
of agriculture started to be falling markedly. For example in 1974 it fell
to 25.9 per cent and this fall was steady and finally reached the rock
2

bottom sh”re of 18 per cent in 1979. For convenience as well as for analytical
purposes, the unorganized credit markets and institutions can be divided
into five ., from the most rudimentary form to the semi-aodern form of
markets in terms of the characteristics of borrowers and lenders in each market:

1. Relations, Family and friend Unorganized Credit Institutions

2 Twofa Credit Institutions end,Markets

3% The Esusu Credit Institutions end Market

1. Also see Figure 5.2. Tnere vas a slight fall in the share of agriculture
in 1956 which might be due to fluctuations in the price of cocoa in that year.

2. Central Bank of Nigeria Annual Report and Statement of Accounts. 1979.
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4. Traders’ Credit Institutions and Market

5. The Professional Moneylenders and Market.

It should be pointed out, ho”eve”, tn”"t each tyoe of market and institutions
developed as the nature of economy at each particular period warranted it.
Although the markets and institutions have been divided into five types,
but in practice it is difficult to draw a cl”ar demarcation among the”e
five types, and hence this classification should not be taken to imply lack
of coordination or interdependence amnng them. As a matter of fact, they
were linked to each other in some respects. Thus it is not unlikely to see
ultimate borrowers from one market in another market if their demand for
loan in one market 1is not satisfied. The classification adooted here,
therefore is simply designed to bring into focus the structural characteristics
ol the unorganized institutions in Nigeria and how they developed.

(1) Relative, Family and Friends Unorganized Credit Institution & Market

The virtual absence oi any visible professional intermediaries

is one of the chief charactristics of this institution and market. Credit
transaction, 1in general, 1is based on face-to-face arrangments between the
altimate borrowers and lenders. Since loans are usually granied on personal
basis, they are largely unsecured beyond a verbal pledge. Today, in the
relatively unbanked areas of Nigeria, majority of the borrowers are the
householders in need of consumption loans and small business enterprises,
such as small traders snd small-scale prooucers. The borrowers also include
farmers who find it difficult to obtain sufficient funds from the organized
credit institutions.

The suppliers of credit in this market in the past were largely relatives
and friends and such credits were always in kind. Today, the suppliers
are largely heterogenous. They consist of non-commercial moneylenders who

1

are largely relatives, friends and acquaintances and neighbours as well as local

commercial moneylenders. As should be expected, non-commercial unorganized

1. For example, R.B. Morrow (1975) reported that in ?. Korea 60 per cent of rural
credit came from other farmers, 28 per cent from relatives and 12 percent from
traders and moneylenders. (Reserve Bank of India. 1961-62).
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institutions like this extend credit because of kinshin and friendship

1
loyalty. The local moneylenders usually combine moneylending v4th other
business activities and as such do not have either the facilities for
credit mobilization or any formalized procedures of lending. They operate
mostly with their own friends and since they don't usually have broad
knowledge oi a broad market, their lending activities are usually within a
small geographical, region in which they live. Hence they are limited in number
vrhen compared vith non-commercial credit suppliers.

In the past, the unorganized credit institution of this kind did not
charge interest rate on loans. For examole, the relation credit did not
attract any interest because it wrs against the tradition of the society
to demand more than was given. In fact this zero rate of interest on loans
has its roots in religious belief among the. muslim, in particular that it was
highly unorthodox and, therefore, very anti-social to demand interest rate
on loan. It was viewed as adcing to tha burdens of the borrowers.

This kind of unorganized credit institution developed in early p”rt of
18th century, perhaps, when production were mainly based on subsistence
in a moneyless economy.

The extensive road development projects which followed the amalgamation
of hitherto Northern and Southern Nigeria into one unified country opened up

!
extensive trade links with various commercial centres and cities of the
country. These cities and commercial centres of the country relied on the
rural agricultural communities for the supply of food while they concentrated
on their trade and industry. As the demand for food was growing in these
urban centres, the rural communities became drawn into the market economy
of these commercial centres and cities. Already, the British silver coin
had been introuuced as a legal tender on 21st May, 1880 in most of

2

the important towns and cities in the country.

11 See C.R. Wharton, 119&2) on "Marketing, Merchandising andMoneylending,
in Malayan Fconomic Review. Vol. VII, No. 2 October.

2. See R. Fry (1976) Bankers in west Africa , The Story ofthe Bank of British
West Africa Ltd., fnndon.
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The resultant production for markets following the use of silver
coins as medium of exchange coupled with the increasing demand for agricultural
products heralded an intense need for credit on the nart of thr fanners.
It should be pointed hout th't the cultivation of such feod crops like yam,
cassava and rice are very tiresome and needs a lot of labour input. Since
these crops were the staple food of totmdwellers as veil as the rural dwellers
by thet time and still are, the need for finance among farmers to increase their

1

production can never be overemphasized. The fact was that contacts
farmers and traders with their merchandise generated an added desire on the
part of the farmers to increase production so as to get enough money to buy
such things as bicycle, clothes end other things of thrir desire. The traders
too demanded more credit to be able to satisfy the needs of their customers.

At the early stage of development, the credit needs which arose were
cuite small and yet very important. These needs were usually met in either
of th”"se three ways; (r) part of the future harvest could be pledged to
“prkers or be paid with the money borrowed either from thr family, friend or
relatives and in some cases, from the local moneylenders who lent on commercial
basis with the proceeds of the harvest as collateral. In a majority of
cases, the contribution from the Esusu Credit Institutions could ease the
credit needs of the farmers. In some parts of the country 1likr northern-
Nigeria, the high demand for foodstuff was often met by the local government
authorities through the system of "land-lease" of machines which allowed the

2

farmers to pay a fixed rental charge for the machine after the sales of
their produce. However, the economic use of machine demands very vast area
of land and hence the credit needs were less satisfied by the local government.
In fact the rigorous procedures involved often put off many potential users of

that form of credit. Thus Many farmers satisfied their credit needs by

direct personal contacts vith family or friends who were in a position

1. See also A.G. Chandavarkar (1977).
2. See the nonsortlum for the Study of Nigerian Rural Development (1966a) pp.
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to satisfy their credit needs. Where the needs for credit still remained

unsatisfied, farmers could make use of the opportunities offered by Iwofa-Credit

institutions. The family credit will be taken up later with empirical evidence,
(i1) Iwofa Credit Institution & Market

This kind of credit institution involves the need for ultimate borrower
or onA of his children, in particular female, to work on the farm or household
of the moneylender till the debt is paid. The service of the person pledged
as collateral, represents a form of interest on loan. Since it offers very
cheap labour, this system of credit is still very prevalent among the rich
and poor alike in tne remote parts of Nigeria, especially the southern part.

(1ii ) The Fsusu Credit Institutions

The Fsusu Credit Institution is essentially a native of Nigeria
although it also appears in other developing countries under several names
and guises. For example in Korea, it is called the "Rotating Credit Club"
or "Kye Market". In essence, Esusu 1is a form of ratating credit association
commonly found in African, Asian, Fast and South-Fast Asian countries, but
under different names like 'Ko*, *hai*, 'Dashi' etc. with their different local
meanings.

The Esusu Credit Institution is more or less a device through which
traditional forms of social relationships are mobilized in order to meet
non-traditional economic needs. This institution has provn largely within the
peasant social structure to harmonize agrarian economic ppttems with the
commercial ones. Today, it acts as a bridge between peasant and trader
attitudes tow;rds money and its uses.

In general, the operation of this kind of institution had its fundamental
root in the social club formation in Korea. However, as the pace of economic
development quickened, this kind of institution lost its traditional element of
mutual help, community solidarity and harmony* The continued presence of this
kind of institutions has been noticed in other developing countries. For

oA

example, hascom'" an anthropologiest, has tried to explain the presence of

TI See P.0O. Cole, Studies in the Modernisation' of tha B”piiblift of
Korea, 1945 - 1975 Harvard Universitv Press.
2, . See also W. R. Bsscon, (i
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this institution among the Indians in West Indies in terms of cultural
transmission. It is held that the spread oi the institution w s due largely to *
the Yoruba-speaking elements who settled in those parts of the world.

Although this kind of institution did not impose any interest rate
charges on its operation, yet is has been widely recognized as a channel for

I
mobilising small savings to make 17rge sum of money. Esusu credit institutions
gave contribution to member farmers which in the oast had enabled them to
purchase cattle, fruits and land for agricultural extensions as well as
for housebuilding. Bascom has clearly emphasized the advantages of this
institution when he argued th”t the "Fsusu geve members enough money to
1

enable them to m"ke expensive purchases or to meet debts of a considerable size."

Today, the Esusu institution has been transformed from its former role
of mutual help and maintenance of community solidarity and harmony into
informai but economically rational financial institutions in many countries.
To be sure, the Fsusu institutions are a kind of instalment system for deposits
and loans. The scheme covertly or overtly “as originally designed to pool small
savings to make a large sum of money. The principle on which the scheme is
based results in a lump-sum fund contributed in variable amount by all the
members according to their individual economic ability. Nowadays, the
institution is based on an interest payment calculation from each members
to whom the money is loaned out. Each member, therefore , is a saver-depositor and
the longer the duration of a member's deposit or the later his position in the
secuencp of rotations, the higher will be the rate of return on his instalment
deposit. As a borrower, the longer the duration of his loan repayment,
the higher will be the rate of interest to be paid. Usually the interest rate
calculation in most Fsusu are not so rational. This largely depends epon
one member's position in the secuence of rotation for loan as will be explained
later in this chapter based on the personal experience of the writer.

See W.R. Dbascon (1949; on "The Esusu; A Credit Institutions of the Yoruba" in the
Journal of the Royal Anthropological Institute, Vol. LXXXil, 1949 p. b3 cf.
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One very important regulation in the Fsusu institution is the fact that
it precludes its members from debts which would have resulted h°d the members pone
all out to borrow money from the moneylender at a very high rate of interest.
It is one. of the conditions of membership thrt anybody T-ho breaks this
important rule would no longer receive any financial help from the club and
that might result in expulsion of such persons.

The Fsusu uredit Institution should be seen as an improvement on the
family, friend and acquaintances unregulated credit institutions, "'he transition
of agriculture from subsistence to market agriculture 1is associated with the
development of credit institutions from unorganized to semi-organized and finally
to organized institutions. Fsusu institution, therefore, could ba regarded as

standing in the mid-way between the two extreme forms of institutions.

“en the farmers started to take a broader view away from the purview of their
territorial boundaries, export economy emergedand they started to produce for
export markets. In addition new articles like radio, bicycles andmany other
fanciful hardwares were being imported into the country. Th”se imports
created strong demand from the farmers especially fo” the bicycle, which
was later translated into increased export production . Where it was not
possible to increase production to the desired level because of shortage of credit,
other forms of credit soon developed.
Export production and Credit Needs

Transport constraints considerably inhibited export production in
1950s and 40s. However, with th” commencement of operation of railways,
export production started to grow in importance. Groundnuts was one of the
chief cash crops of the country an- the production of this was formerly
limited to local consumption. It was hardly possible to move groundnuts from the
producing areas in the north to Lagos, the only export port by thrt time

situated in the south at a distance of about 850 miles without good

1

transport system. Thus in 1900 only 600 tons of groundnuts were exported

as compared with 520,000 tons in 1957 when the railway started operation.

1. See IBRD 11954). "Economic Development of Nigeria” Baitimore.
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This figure later rose to a record level of 715,000 In 1957. Palm oil
export stood at 6000 tons in 1900 and by 1937 rose to 46,000 tons. By
1
1958 the figure stood at 190,167. It is interesting to note th"t over
90 per cent of the export production came from the rural peasant farmers using
t'heir drude method of agriculture.

As economy vas moving away from subsistence to export production, credit
needs of farmers because highly intensified. The farming population in Nigeria
at that time vas more than eighty par cent of the workforce and this
puts the farming population in great need for credit either for the extension
01 tneir farms or for the purch'>se of imported commodities and modern
technioues of production. The groundnut farmers, for example had genuine
desire to buy ploughs and tractors but no credit. Similarly, the cocoa
farmers in the Southern Nigeria needed credit to build storage facilities
for their products but no credit. Because of the poor ro-d-network, the p”~lm oil
producers in the south needed bicycles to carry thrir produce to market
from where they would be loaded for exports, but no credit also. The small
amount of credit wnich trickled to the large majority of farmers came from the
unregulated or unorganized credit institutions and this varied in size and
costs. The organized financial institutions might also have assisted
indirectly, probably through provision of credit to well-known merchants %dth
adequate collateral and vho in turn lent this to farmers. Unfortunately
no record of this is availabla for this study.

(iv) Traders or Merchant Credit Institution

The merchant's credit represents a link between the unorganized
and organized credit institutions. One can regard merchant's credit
institution as informal credit brokers which clustered around the business or
commercial centres. In most cases, th”se informal credit brokers often
disguised as legitimate business concerns in order to avoid taxes and

encounters with leg=1 authorities. As a group, these merchant moneylenders

U See the Economic Survey of Nigerlu., 1959. Qovemment-printers” Lagos”®
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exerted consideraole influence on their borrowers and set terms and interest
rates on loans. They often exchanged information about borrowers ana
ultimate lenders, often made loans to each other and had market-sharing
arrangements. Unfortunately, some people interviewed about this only

gave account of the operations of these moneylenders but there was no

record of their activities.

These merchant moneylenders made lo”“ns to large exoort farmers who sold
their produce through the midolemen. These middlemen were merchants of
agricultural products in disguise but largely moneylenders in themselves.
These middleman moneylenders always tried to secure long term customer
relationship idth th”ir producers by granting them credit at high rates oi
interest which could even be more than the rate obtained in organized
credit institutions by 20 per cent according to one of the produce buyers
interviewed in connection witn tnis study. These merchant-cum-lenders
(so to spy) were often very intimate with the farmers' credit needs and
so were able to borrow money from banks “nich they lent out to farmers.
The role of merchant credit institutions was aptly described by Qallelt#
et al as follows:-

"In 1952, the cooperatives had not the suoply of loanable
funds nor the experience in credit to replace him. The
state was offering a limited suoply of funds for development
purposes. The banks were not in touch with the farmer and

had not the organization to handle-a vast number of petty
loans in thousands of villages."1

Thus the banks preferred to lend to these merchant-cum-moneylenders rather
than the poor risk farmers. The merchrnt-moneylenders in turn lent to farmers
on a very small-scale. In a few cases, they often borrowed customers in the form of
credit-purchKse system to enable them to buy tractors and other farming
implements needed in their farms pending the harvest time.
The merchant-cum-moneylenders often actea us commission agents to town

merchant-cum-moneylenders. The village merchant would collect the raw

Tl beF R.B. Gailelt and I.U. Dina (195%;, on "The Nigerian Cocoa Marketing
Board", Nigerian Cocoa Farmers.
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materials or agricultural products from his clients and suoply same to
tovm merchant. More often than not, in an attemot to ensure the smooth and
uninterrupted flo't" of supply of products from the farmers, the merchant
often put it doa-m as one of the conditions for loan that the farmers should either
sell to him or through him “t the agreed price. Although credit from the

1
merchant-cum-moneylenders carried high rate of interest, there is no doubt
that they had greatly helped, regardless of the size of credit, farmers witn
loan to improve their productivities, even where banks coula not for security
reasons.
(v) Professional Moneylenders and Some Bnpirical Evidence on their Activities

Most of these moneylenders specialized in small-loan business in to”ns and
commercial centre” of the country. They often extended small loans for
consumption and working capital to small retailers, wholesale traders, and owners
of various smrll service enterprises in urban areas.

The Nigerian moneylenders were not very many and had limited resources
“hich dictated the scope of their lending activities. The smaller moneylenders
granted petty lo”ns to workers and labourers at very high rate of interest
which varied from one lender to another. However, those moneylenders with
large resources mostly advanced lo”n for trade and commerce. While big
moneylenders existed in tovms, the smell moneylenders were found in villages
serving the credit needs of farming communities. Although there were some
banks in some city centres sucn as Lagos, Ibadan, Port Harcourt and Kano,
tne chief source of credit to the indigenous businessmen still remained
largely the merchang moneylenders. This is not to say that the organized
institutions did not contribute to credit needs of the economy by that time,
but the scope of such contribution was relatively small owing largely to the
banks' conformity to the traditional principles of banking. Even then, most
OI the merchant moneylenders relied heavily on organized institutions for
the bulk of their working capital since they were able to provide suitaule

See United NatiPHZ (1965), pp. 30-1 for examples in Gambia, Sudan and

Sierra Leone, Moneylenders charge between 5G and 300 per cent on loé&As.
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collateral securities, especially landed properties. The rate of interest

charged on loans by moneylender vas invariably high, a»" at times up to 50 to

70 per cent but some time between 20 to 50 pe” cent. The high rate 01 return
or interest charged by a moneylender is very common in mo”t IE'C countries. The
reason for charging high rate 01 interest might be due to the fact that the
moneylender borrowed from the organized institutions at a high rate of
interest, composed of pure rate of interest (i.e. the rate that eouates

the supply of an- demand for loanable funds in this context) plus administration

and risk charges. The moneylender in turn lent money to the farmer, probably

for six months from sowing to harvest time only, while for the rest of the

year, his money was not put into any use and hence no interest income. In order

to compensate for the period when his was lying idle, then he would have to

charge perhaps twice the normal rate in order to cover the opportunity cost
2

of his money. Many studies have shown that this tendency of high rate of
inta”est charged by moneylender is common with the developing countries as

indicated before. For example, Msbet's study of rural credit survey in

Chile ( Nisbet 1966 F.15) showed that moneylender commonly lent until hwrvest
time, from six to nine months and hence one should expect higher interest

charge on loan to farmer.

Various reasons have been adduced fo" the continued dominance of the

unorganized credit institutions, especially moneylender, as a source o"

credit to the indigenous businessmen in Nigeria or any other developing country

for that matter. The most important of these reasons was recognized to be the

credit policies and the urban-oriented operations of most organized credit

institutions. In 1940s and 50s loans were restricted to only those

indigenous businessmen which the banks considered not to be poor risk
and virtually nothing to the agricultural sector directly. Thus the only
source of credit opened to agricultural sector was the unorganized institutions,

some of which borrowed from the banks and relent to farmers.

1. For example, it is claimed that in Gambia, Sudan Slarra..Leone, moneylenders

get between 50 and 300 oer cent on loan as interest (United Nations (1965) .-PP. 50-1

2. See A. Bottomley (1975) on -Interest. Eptes Petarminpt.inn 1n araaa

3. See also G. Nisbet (196b) p. 13 on "Interest rate and imperfect uompetition".
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Thr high interest rate associated vith the loans from unorganized institutions
is often referred to as "Userer Credit". Unfortunately, since the interest
rates were often paid in kind, and also because th" borrowers and renders
preferred to ke”P their activities secret, the ouantitative analysis of these
rates ot interest cannot be made. A lot of researches h”ve been conducted
on the calculation of concealed interest rates in the unorganized capital

1 .

markets of some developing countries such as India, out no research in Nigehia has
been done oa this score owing to lack of data. It is largely because of
lack of data in most developing countries with regard to the interest rates
charge by the unorganized financial institutions that prompted Dbottomley (1975)
to conduct a study on how interest rate was determined in underdeveloped
rur»l areas. Going through a lot of literature on the unorganized money
markets of many developing countries, he came out with an hypothetical lending
cost structure on loans to a borrower vdth a constant return to scale. berhr>ps
the most interesting point in his analysis was the fact that he was able to
show the urDan bank cost of loans in comparison with the moneylender's cost.

According to his analysis, the lower the amount of loan, the greater will be
the cost. Thus for a moneylender loan, the average cost for a loan of #100
will be 50 per cent while that of bank attracted a cost oi 100 per cent, thereby
putting moneylenders, cheraper sourcecpf credit tr ultimate borrower. This is because
small loans are often very costly and difficult to administer for the banks.
With the loan of #500, both moneylender and bank charge the same amount of
interest which is 23 per cent, on the average. However, as the magnitude of
loans 1is increasing, it becomes more obvious that the moneylender credit
is more costly than bank credit. Thus for a loan of #1000, the cost of 10
per cent for the banks while for moneylender credit, it is 20 per cent.
Thus in so far as the majority of small farmers are in existence in any
developing country with their associated small loan demand, unorganized
financial institutions like moneylenders will continue to be major sources of

See Also the Report of the Committee of Direction - Ail India Credit Survey,

in the Reserve Bank of India. (Bombay).
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credit to rural dwellers.

One can also explain the high interest rates phenomenon In terms Of
suDoly and demand for loanable funds in unorganized canita! market of
any developing country like Nigeria. Any analysis of high interest rates
in unorganized money market should include all the factors thwt can affect
the suooly of and demand for loanable funds. A lot of literature exists
on the SUD “ly of and demand for loanable funds in the unorganized capital

1

markets of developing countries, for example, Bhadim (1975) attempts
to find explanations for the high interest rate on short-term consumption
loans in some West Benra. villages during 1970 to 197~. The same author, in his
article entitled "On the formation of Usurous Interest Rates in Back'-ard
Agriculture" , tried to analyse how the high interest ~*te was attached to

2
credit in unorganized capital markets. Bottcxnley (*965) attributed the high
interest rate to the increase in supply price of credit as a result of
greater administrative cost to lenders. However, in another paper, the same
author (as already pointed out) found another reason in terms of lender's
risk element.

Perhaps the most interesting article on this supply-demand explanation of high
rate of interest is that of Wai (1957)» In his article, he considered many
relevant factors which affect the demand for end supply of credit in rural
areas of less developed countries and exposed the exploitative way of formation
of usurious interest rates. Bhadim (1975), utilizing the factors highlighted
by Wai (1957) developed an argument in form of a formal model to show how the
several essential factors responsible for the formation of usurious interest
rates are connected with each other. In this paper, it is instructive to
look at the high interest rate in terms of scarcity of loanable funds since
this is rather more reasonable and rooted in microeconomic price theory.

Moreover, since there are inadequate or no data on how the interest rate
is being determined in the rural.areas of most developing countries, including
Nigeria, it is considered more rational to look at the rate of interest

1. See tiie interesting work of Bhaduri (1973- and 19771
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in terms of supply and demand theory. Clearly this 1is in contrast to the so-
called thaory of the customary rate of interest following one of the authors in his
explanation for the high rate of interest in an unorganized money market. For

1
example, W. T, Newlyn and B.C. Eowan did not think thrt supply of and demand

for loanable funds are responsive enough to changes in supply and demand conditions.

Hence they concluded th-t interest rates were likely to be determined mainly
by law or convention. The two vu'iters believed that this happens in all economies
in which lending and borrowinrs are contracted by private bargains rather
th%n two markets. However while this might b* tne in the short-run, it
might not be true in tha long run as economic and social conditions may change.

Even then, the theory of customary rates failed to explain how or why the
custom of high rates developed. This represents the rationale for taking a
different view in this oaner on the whole issue of why the interest rates
were so high in Nigeria 1in *940s and 50s in the unorganized money markets.
Moreover, while some vrit'-rs have tried to expl”™”in high rate of interest

2

phenomenon from the demand side only, others from the supply side, this
study is combining the supply and demand factors together to explain how
the interest rate level in unorganized capital market in the ppst was determined.

In the diagram below, the vertical axis represents the rate of interest or cost
or credit in the unorganized markets while the horizontal axis shows th” amount
of credit granted at any point in time. The supply curve oi loanable funds
is a bit steep indicating that moneylenders or the unorganised financial
institutions in general are assumed to be financially constrained since
the provision of credits depends largely on their ovu limited financial resources.
Moreover, the state of Nigerian economy by then was such thrt many people were
poor and only very few people could afford to lend their money out to people.
And among those unorganized financial institutions, only few could seek
more funds to augment their own for their lending business. As this is general

for all developing countries, on example from India Rural Credit Survey will

T. ¢See Newlyn and Kwah (1954)
2.. ' See Bottomley, (1975) .
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drive this point home.

According to the survey, only 28 per cent of the moneylenders interviewed

1(p.178)
showed the willingness to try and obtain funds in addition to their own resources.
This cannot be a surprise since majority of the farmers, in general, prefer to
borrow money from relatives and friends wvith little or no string attached rather
than from moneylenders with high interest rates. For example, four studies
2
conducted on Thailand cited by Donner (1971) revealed that 46 per cent of credit to
farmers were from relatives and friends, out of which 35 to 40 per cent came fron
the former while between 39 and 57 per cent from the later. In another study on
South Korea, Morrow (1973) showed that 60 per cent of the private rural credit
funds were from other farmers, 28 per cent from relatives and friends and the
remaining 12 per cent from traders and moneylenders.
4

The study conducted on Pakistan by Lawdermilk (1973) showed a considerably
low share of rural credit originating from moneylenders. According to the study,

63 per cent of the credit came from friends and relatives, 17 per cent from the
well-to-do rural people, 13 per cent from the cooperatives and only 4 per cent
from shopkeepers and moneylenders. However, in Sri Lanka, ' moneylenders provided
29 per cent of the rural credit as against 26 per cent from the relatives and
friends.

All the above studies seem to justify the nature of the supoly curve for
loanable funds in the rural areas of Nigeria in the past. Credit supoly from the
family and friends would be ver\% small indeed since it is unlikely they could augment
their suoply with the borrowed fund from banks largely because of lack of suitable
collateral and the more so because there was no interest payment on loans from them.
However, the few moneylenders who were in serious business in various parts of
the country might have the opportunity to obtain funds from the banks at interest
and relent same in addition to their own resources at very high rate of interest.

Since most the credit supply from the family, friends or relatives-was-largely
in kind and invariably withojt interest rate payment as already pointed out, it

is necessary to consider the relatively small number of moneylenders as the true

source of suoply of credit for investment or productive purposes in the

Reserve Bank of India (1954; on India Créait survey
2. See Donner ('>971), 3» the work of Morrow (1973) on Korea and 4* G. Guntilleke
(1973a) on Sri Lanka.
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rural areas of Nigeria, and to which our suoply of and demand for credit analysis
is eoplicable. The moneylenders per se might have limited resources, hence they
would have to consider their personal exnencitures before they could lend money.
Thus the volume of loans any moneylender can grant largely depends on the sources
of his incomes such as repayment of both interest and capital. It also depends
on the credit terms of lending; 1if the term of credit is very short, one would
expect an incre-se in the turnover of loanable funds, since as the borrowers are
returning the orincipal end interest, (assuming there is no default risk), the
more loans will be available for others.

For the demand side, one snould expect the demand for loan to be elastic
since savings by farmers are likely to be very low owing to their low incomes.
Most of the borrowers were largely small farmers who borrowed not only for
investment in land, cattle or for working canit”l for the purchases of seeds
and fertilizers, but also for their minimum basic needs like food, shelter,
and clothing. Thus the demand for loans would be very high in a country
in which large majority of the population depended on agriculture with associated
low income and hence low savings, which implies that capital would be scarce.

It is generally believed th-t in developing countries, scarcity of caoital
in the past could actually affect the rate of interest. For example, an
empirical study on the structure of interest rates in agricultural credit
markets by Long (1968) and that of Bottomley and Nudis (1969) have both
argued that scarcity of loanable funds must necessarily raise interest rates
regardless of the benevolent or non-benevolent attitude of moneylenders.

As already pointed out, apart from scarcity of capital, the rate of interest
charged by the moneylenders also usually includes returns for the risks they
take by lending on promises or doubtful securities*f U. T. Wai (1956)).

The example above and many others seem to suococort the explanation of high
rate of interest in the unorganized money markets in Nigeria in the past.

Since the majority of small farmers could not borrow from organized money markets
for lack of collateral, they had no options after seeking from relatives or friends

than to borrow from the moneylenders who offered them loans at very high cost.

1. See Long (I968); 2. Bottomley and Nudds 41969),
Also see Tun ~%i (I956) on the brilliant oi'-cussion of risks entailed in
lending in unorganised credit markets.
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s.If)Analysis of [fitm Interest Rete with the aid of a diaf’ram:

It can be seen from the diagram 5»” belo”~’ that ov"ing to scarcity of
loanable funds because very limited number of domestic severs who

tunned to moneylending business, the rate of interest vas set at r\ Since

Investment Demand and Supply of Loans

cost of
borrowing

Quantity oi investment
(Diagram 5,3)

it is assumed here that the ultimate borrowers would not pay more than

they themselves individually would have earned from such loans, (assuming
that the loans "~ere for investment purposes), only those borrowers who were
very desperate would be able to borrow at this cost, e¢'e-hereas many "ould have
also preferred had the interest rate been lower than r |\ Since the

4
loan was for investment, at r rate of interest, only 0OQ" investment was

possible owing to scarcity of capital. Assuming tnat the economic conditions

had become more favourable such that ultimate borrowers are moi'T eager to

borrow' to take advantage of the economic prospects offered by the economy

and all have reasonable collateral to assure ultimate lenders of repayments at
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due date. Moreover, assuming liirthrr that the same favarouable economic
conditions generated a spillovei on the lending business as well as
on all other economic sectors such that many more people are now engaged
in lending business. While the individual financial constraints remain
relative as it was, in aggregate more funds become available as a result of
increased sources of credit by way of more lenders. Consequently one would
expect the rate oi interest to fall to r", resulting in a considerable increase
in ouantity of investment which now stands at 0Q".

This analysis of the price of investment capital in the unorganized
money market 1is, no doubt very simple and hence does not accommoaate
some of the realities of the situation, for example, it does not show what would
happen to the interest rate in the presence or organized capital markets
This will be taken c”re of in the analysis of a possible linkage between
the two types of money markets. In reality, it should be pointed out that
there pre certain other contributing factors associated with high interest
rate on loans in unorganized money market of Nigeria. One 1is that most of
the borrowers in rural areas were largely small farmers and hence their
credit needs were relatively small. Because of this, some moneylender might
impo*”e a fixed handling charges and this would raise up interest rate
on loan. While this is the common practice vith banks on small loans, it is
not likely that moneylender could impose such fixed penalty for small loan.
As a matter oi fact, moneylender would prefer offering small quantity of loans
to as many clients as possible since it would tantamount to the spreading of
risks. Thus in case of default, he would not loose all his money since not

all the clients would fail to pay.

Bnpirical Evidence on tne Riek-pf Default as an explanation fgjr High Interest
Rates in Unorganized Markets

There is mountain of evidence to support the view that in unorganized

money maji“cets, default rates are much higher than in the organized markets, ana hence
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a higher.rate of interest in the former. However, the evidence is not clear

to support this claim with respect to repayment of loans granted by moneylenders,
but there is a mountain of evidence for high rate of default with respect to
official loans from government to the rur«l farmers. For example, study by

1
St,ickley and Satana (1973) reveals that in Turkey, there was a default
rate of 37 per cent on agricultural credit and in Sri Lanka, it vas reported
that in 1963 default rate rose from 9 per cent to 16 per cent in 1969 on
the government's agricultural credit scheme (Guntilleke et rl. (1973a)? p.277).
Perhaps the highest record of deliquency on government loan ws that
recorded by >fyers (7973) for uangladesh in which the detault rate in seven
ye-rs rose from 1 ner cent to to 28 per cent In 1967 (Stickley and Hayer (1975),
pp. 2, 30) and finally reached a record high of 83 per cent during the
struggle for independence. However studies conducted in some other less
developed countries showed a lov’er rate of loan deliquency. For example,
the study by Donald (1973), p. 15), shoved that default rate on official
credit to small farm in Colombia stood at 15 per cent. The study by Wai and

4
Hoover (1973), P-36) recorded a default rate of 14 per cent for Malaysia,

but the study by Rbth and Goodall (1966) ou Tcuador showed 2.65 per cent default rate
It has been argued that the fact that default rates always tend to be
larger in unorganized capital markets of the developing countries than the
organized should not be taken to mean a lower standard of morality and unwilling-
ness to repay on the part of ultimate borrowers. The major cause of this
tendency lies in the unavoidable fluctuations in agricultural prices and
hence farmers' incomes. Crop failures may cause lover income to farmers and
hence disposition to default on loan borrowed. For example, in Sri Lanka,
it was reported that 3" per cent of agricultural borrowers gave crop failure
6

as the cause of their default (Guntilleke et al. (1973a), p.80, (1973b)).

Whet this means is that as the income of farmers are increasing, the ability

to borrow and repay loans will also increase. bottomley and Nudds have
11 See tne work on Turkey by Sticley and batana (1?73;
2. See G, Guntilleke. et ai. (1973a) on Snail Farm Credit in Sri ©~ a

5, D.hyers (1973); 4. Wai and Hoover (1973); 5. Roth and Goodal (i960)
o, G; Guntilleke, et al. (1973b).
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argued that a rapid increase in the net income of farmers than the cost of
borrowing would result in an increase in their ability to repay as opposed to
their willingness to repay. Thus there is a strong possibility of a positive
association between increases in borrowers' net income end levels of repayment
and in fact Von Pischke (1974), pp.109, 158. has shovm that the correlation
is smaller than expected. In most of the studies conducted to find
any association between the farmers' income and the volume of,loans,“the general
conclusion aonears to be the occurrence of posivite association. For
2

example the study conducted by Adams, (971 ), pp.1l64-65 showed a credit
income ratio of 0.55 for United States where farmer's incomes are very high
as against 0.15 in many of the poorer countries in 1967 or 1968. This
supports our earlier assumption thrt as economic conditions become favourable,
the volume of loans would increase, and the co”t of borrowing would fall.

In Nigeria one other contributory factor to high interest rate
on loan is associated with land tenure system which prevented land from being
used as collateral by farmers. The consequence was the continued reliance on
unorganized financial institutions 1like moneylenders for credit needs of farmers
since these did not normally empahsiz”d the need for collateral as a condition
for granting of loans.

The cost of borrowing was so high in Nigeria in the past that the government

made unsuccessful attempt to regulate the interest rate charged on loan b}’

moneylender by requesting them to register. In addition, a ceiling was
also imposed on the rate of interest to be charged. Thus it was stipulated
that 18 kobo should be charged on every N2. This law w?s further strengthened

in 1949 and made maximum rate of 12.5 per cent on 1lst mortgage or property,
15 per cent on the 2nd and 45 per cent on promissory notes. However, the
moneylenders cleverly circumvented the law and often gave receipt with lower
interest rate than actually charged to their clients. This is not surprising
in an economy with low domestic savings and hence very low level of investment

funds. Wai (1977) also reported evidence of malpractices of moneylenders in

African aud Asian Countries.
1. See Von Piscnke (1974) ;2. D.W. Adams (19717 6n"Agricultural Credit in L. America
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Before closing this section, it is necessary to point out that of all

the unorganized financial institutions operating in the unorganized capital
markets of Nigeria in 1940s and 50s, Esusu Credit Institution moves more

nearer to the organized type or financial institutions. If it is accepted

that a Rood credit institution should mobilize the savings of the people in

order to ensure an adequate sup )ly of loanable funds, Esusu Credit Institution;,

comes very close to achieving this particular objective. Since a typical
Fsusu institution always had meetings regularly in which opinions were

shared as to the need for thrift, it might not be an exaggeration to say that
this institution was very important in meeting the credit needs oi

small farmers in a situation where savings and investment opportunity were

very limited. The only source of credit to small farmers besides friends
and relatives was the moneylender, some of whom might De very unscrupulous
in their dealings with these small farmers. Its role as a past provider of

soft lopns to small businessmen and farmers, therefore, cannot be over
emphasized. Out of '00 farmers interviewed in Nigeria in the course of
tnis study, only 5 indicated that they were able to borrow from organized
credit institutions, in particular State Finance Corporations while others
obtained their loans from moneylenders and other informal sources. The five
who indicated obtaining lo”ns from organized institutions were relatively
large farmers, tnree of them we”e cocoa farmers while the other two
groundnut farmers. This supports the finding of Brown (''975) in his study
of rural farmers in Costa Rica which shows that very large farmers were
able to obtain loans from finance corporations at an interest rate of between
1? and 24 per cent as against between 18 and 56 per cent paia on loans from
moneylenders by small farmers.

Most of these informal credit institutions are still existing in
Nigerian economy today, but with lower scope of operation. Unfortunately

their activities in the economy cannot be nuantify, but interewiew held

I1 ana IL oct ie farmers cannot obtain loans from organized institutions since

their credit needs are very small “nd hence very high adminsitrative costs.

A

For example, the Nigerian Western Region Finance Corporation inccured 47
of its revenues between 195& and "963'on administrative costs of loans to

small fsrrrers (Oluwa”“”nml and *1=0) 19¢5. Nigerian Journal of Economics & S.

See A. L. Brown (1973).

A general appraisal of esusu credit institution in NIGFRIf BASED UN INTEFRVIKW

S.
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with 50 merchant/moneylenders in Kano, Maiduguri, Ibadan and Ilorin

clearly indicated that there are still large number of these moneylenders operating
in various parts of the country, most of whom will not like their activities

to be known. In order to get the information about their activities, the

writer had to pose as a borrower in each of the interviews which were often

broken off when agreement on interest rate and repayment method could not be reached.

In one such interview with Mr. Abdullal Musa in Maiduguri (Musa versus
Adewumi), agreement could not be reached on 25 per cent interest on N200 loan
payable in 6 months# This moneylender (Mr. A. Musa), actually owns a petrol
filling station to cover up his moneylending activities. The interview with him
was only possible through somebody who knew him very well and through whom he
was connected with many of his customers. This man indicated that their
customers were all over the country from various’ sectors of the econony, some
of whom borrowed to pay for dowry,-or court fines and some for consumption purposes
or for burial*. It was indicated that only few customers borrowed for productive
purposes.

Since the puroose of this chapter is to show the importance of the unorganized
financial institutions in Nigeria before the advent of modern financial institutions,
it will suffice it to say that where is no doubt that these unorganized institutions
had played a major role in the suoply of finance needs of small farmers and business-
men in Nigeria at a time when banks were largely unwilling to give loans to small
farmers and businessmen whom they considered as poor risk. However, the establishment
of some financial institutions for the purposes of providing soft loans to farmers
and businessmen by the government seems to have reduced the influence of these
informal credit institutions to some extent in the area of provision of credit.

Lack of adequate data has precluded the quantification of the role of government
in Nigeria before 1970s in the provision of credit needs for small fj*rmers and
businessmen who could not succeed in obtaining credit from banks.

Inspite of the data limitation, however, the Central Bank of Nigeria succeeded
in gathering some information from the annual reports and balance sheets of various

government institutions in order to provide some figures on government contributions t
Chandavarkar (I9&5)*s findings in India support the above; 14 moneylenders out of

613 interviewed in India had no other occupation (P. 524).
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credit needs of the economy. Thus in 1960 the aggregate credit granted

by the government institutions was million and by the end of March,
1966, it Had; risen to *78.8 million, "representing an average yearly increase
of *7 million. Although the magnitude of government contributions to the
credit needs of the economy was very small as will be seen in the later
chapters, there is no doubt that the.government has taken a step in the right
direction.

5.13 The Possible Interactions Bet™>-een Unorganized and Organized Money
Markets and Institutions in Nigeria.

DurinR the colonial era, the organized financial system ws designed @nd
fostered to accommodate the financial needs of the foreign businessmen vho
lived and transacted their business largely in the urban and industrial centres
Oi the country. Most of the organized financial institutions, especially
banks ooe'”ated only in urban areae while leaving the rural are”s to be taken
care of by the unorganized financial institutions. This situation persisted
in Nigeria for a long time and for this reason the Federal Government of
Nigeria decided to act in order to bring tne banking services to the rural
areas of the country through the Rural banking Programme instituted by the
Central bank of Nigeria in 1978 which shall be discussed later.

Most of the commercial bank investments were in foreign financial
assets since the Nigerian money market was yet to be developed. The
non-existence of organized money market means that the indigenous businessmen
and the nascent industrialists had no where they could raise fund for their
business other than the small number of foreign commercial banks operating
in the country. Those with surplus funds which they did not renuire for
immediate use (most of them expatriates) had no option than to repatriate
those funds for investment overseas in London especially during the off-season
and drew on them when the economic prospects warranted it. It was after

the Nigerian independence that organized capital market was firmly established

See Central bank of Nigeria Annual Report. 1970.
See T.A. Uyedejl (1977) on strategy of Industrial Development in Nigeria.
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I

thereby providing local investment outlets for the surplus funds in Nigeria
as well as for the investments of funds repatriated from abroad following the
government's generous ofier of incentives to that effect.
However, inspite of the establishment Of Nigerian Money Market, the
unorganized money market still continued to exist, the phenomenon which
can only be explained in terms of the credit oolicies of the organized
financial institutions and their urban-oriented operation to the utter
neglect of the rural areas. Although there are no adequate data, it is
1
reasonable to assume that what obtains insome less developed countries also
obtain* in some others,, although with slight differences. Hence, 1India's
experience can be assumed as ccxnmon among developing countries with, respect to
the relative contributions of organized and unorganized financial institutions
to the credit needs of the economy. It was estimated by the Indian uentral
Banking Enquiry Commission that in the 1950s the share of the unorganized
credit institution was about 90 per cent of the total credit in tue economy.
furthermore, the All-India Rural Credit Surveys in the 1950s and 19&0s showed
no significant change in this ratio inspite of the massive expansion of
institutional banking facilities. Thus while unorganized institutions
accounted for 85 per cent of the total credit, the organized banking institutions
accounted for only 15 per cent.
t><Ing to lack of data, the link between the organized and unorganized capital-
markets has not been adequately established by any researcher on rural agricultural
credit of developing countries. However, there has been a suggestion by
Wai (1957; on how to measure the degree of interaction and this involves the use
01 commercial banks' direct or indirect loans to agricultural sector of the
economy as an indicator. Thus the larger the credit extended by the commercial
banks to agricultural sector, the closer would be the link between the two types of
capital markets. The weakness of this suggestion is the likely distortion
associated with this criterion since it is highly oossible that commercial
Tun Wai (1977) estimated the share of institutionalcredit in total credit for
India as having risen from 7 to 25 per cent between 1750 and 1970, while that
of Pakistan from "6 to 20, that of Sri Lanka from 8 to 19 and that of Taiwan 18 to

73 per cent. He suggested a share of between 40 and 50 % of totalrural credit

as being supplied by unorganized for Nigeria and Sierra Leone.
a J“pgprve PanV Tnd”"n.f1ShS). o. 1509.
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bank lending to agricultural sector might fall largely in the hands of big
landlords and estate agriculture owners who might be reasonably regarded as
part of the modern economic sector while leaving the small peasant farmers
largely unaffected. In spite of this, however, one cannot totally dismiss this
criterion as useless in so far as the money is spent on the rural agricultural
sector. Using this criterion, Wai (1957) found that inmost developing countries,
commercial bank loans to agriculture were less then 10 per cent and in which case,
the link between the two markets was concluded to be rather slight.

Following Wai (1957) criterion in this analysis, the findings stated in Table
5.2 emerged. According to this table, between 1960 and 1966, the commercial bank
loans to agriculture were very considerable. In 1960, it was 19.8 per cent of
the total bank loans. Steady increase was recorded in the share of agriculture
in the total brnk loans which reached its peak in 1965 with a record high
of 25.5 per cent. However, a decline set in in 1966 and in 981, it stood
at just 10 per cent, implying a very slight link between unorganized and
organized sector. The high records of share recorded in 1960 up to 1965
might be largely due to the distortion associated with this criterion already
mentioned above. For example, there were a number of foreign firms which
o”ned large agricultural plantation in Nigeria, especially in respect of palm
produce and tobacco. These firms could easily get loan from banks since they were
foreign-owned and because they could easily provide collateral for the loan.
Moreover, another explanation for the high records of share of agriculture in
the total bank credit is the fact that the government, shortly after independence,
was aware that except something was done, the bank would continue to give little
credit to agriculture as before. Thms through the Central Bank of Nigeria,
which was itself established just a earlier than country's independence,
the government persuaded the commercial banks to give more loans to agriculture.

Another way to measure the degree of connection or interaction between

the t0 tyoes of capital market in any developing country is to look at the

1. See Central Bank of Nigeria Annual Report, 1961.
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magnitude of loans from banking institutions to the semi-organized financial
institutions such as orivate agricultural banks, cooperative credit societies.
These semi-organized financial institutions, like the moneylenders, often
borrow large sum of money from the organized financial institutions and
relend to farmers in small lots. In order to measure the magnitude of such
loans from banks to semi-organized institutions, one has to compare the
outstanding agricultural loans to such institutions "4th the national income
earned by the agricultural sector and with the currency in circulation.
Since agriculture engaged more then three ouarters of the country’s working-populatio
one should expect to see a significant linkage of about 75*per cent using
the percentage of agricultural loan to the gross domestic product
from agriculture and to total currency in circulation in the economy as indicators.
According to Table 5.2, in 1958 the commercial bank loan to agriculture
was only 1.8 per cent of the agriculture gross domestic products (AGDP) anf~-
21.7 per cent to total currency in circulation. The implication of this "
figure is that organized institutions'cohtributed insignificantly to agriculture

£
which suggests. * insignificant linkage between the t'™'o types of money markets.
In 1966 and 1967, commercial bank loan to agriculture "“tood at 1.8 and 2 per cent
of Agriculture, GDP reso”rri”ely and the . corresponding percentage of bank
agricultural lo-n to total currency in circulation stood at ~S.6 and 26.5
respectively. The reason for the lower percentage recorded, for 1967 was..because of
Nigerian Civil War which lasted from 1966 to1970. The .highest'bank Ion.
as a percentage of AGDP vas recorded in 1965and it was just '2.7, jj] absolute

term, -the highest organized loans.to agriculturewas in 1965 when it stood'at N68.5

millionj representing Jjust 25.3 per cent ofthe total egricultural loan in that yeai

u';4ch implies that the unorganized institutions supplied the remaining percentage.

This clearly supports our argument about the importance of unorganized institutions
in Nigeria in the past. Because of lack of data, if Is difficult to explain how

the interest rates were determined in each of the two types of market. Hovever,

See Oluwasanmi and Alao (1965), on "The Role of Credit in the Transformation
of Traditiona Agriculture", Nigerian Journal of Economic and Social Studies (March).
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(Table 5.2a) ‘

LINKAGE BETWEEN ORGANI7ED AND UNORGANIZED CREDIT INSTITUTIONS IN NIGERIA, 1958 - 1967

(IN MILLION N)

1 2 3 4 5 6 7 8 g 10" 14 12 13 14
R B71G7n 79 Total B/Loan porcen~ 'y, a1 9 : .
Total | Agrie, loam ercen- . [percen- ’ - Agric. ,
"Agric. - from Wmmo of | Agric, |#A/Loan as M&. &w.m..o of Wm M.m loan as | Interest Rates Remark
w Loan | Oregnd.{ Unorgnditotal GDP. as Ratio aow sal. 2 m,m”u S, }%of col} Orgnd. | Unorgnd,
1] Instie= | Insti- |Aeric. of AGDP, AGD to coul. |~ o Hd ] .2 to
N tutions] tutiongl|loan Nmn. 6 a5 MMB%L ¢ol. 10
¥mn ., Nmn, LTI
1958 | 76.6 23,5 | ®s.1 30,7 | 12%9.8 0.062| 1.9 6.2 108.9 21.7| 70.9 |- -5- |#* 50 Highly insigni-
: . M ficant linkage
1959 | 78s5. | 187 | 39.8 | 23,8 |1226.0 0.064| 1.5 | 6.4 |108.917.2] 72.1 5 50 | - do =
1960 [113.7 | 22.5 | 91.2 19.9 | 1280 0.088 1.7 8.89 | 154.1 14.6§] 73,7 6 40 "
1961 [119.7 25.2 | 94.5 21.0 | 1331.2 0.089| 1.9 8.9 160.2 15.7]  74.7 6.5 35 " )
1962 |153.7 | 36.9 | 117.6 23.4 | 1388.2 0.11 | 2.6 | 1.0 |172.6 20.7] 8.0 6.5 | 30 |Signiticant ,
1964 |244.9 | 60.4 | 184.5 24.6 | 3291 0.074| 1.8 | T.4 [214.9|28.1| 113.9 8 25 | InsigniFicent °
1965 |270.1 €8.3 | 201.8 ' 25.3 3345.8 0,081 2.0 8.07 {175.3|39.0] 154.2 7 25 . " i
:ﬂmm 232.0 54.8 1177.2 23.6 3052 0.076 1.8 T+61 |185.3|29.6] 125.2 8 20 |Insignificent &_
1967 [242.8 | 53.6 [189.2 | 22.1. | 2609 0.093| 2.0 | 9.3 |o05.1|56.5| 120.1 8 20 ”

-

- # The low figures recorded for the loan from organized institutions to agriculture in respect ot 1966 and 1967 were due to

z»nou.wwuc»awtmu:_mmml._wqo.mxaovﬁu.ou..wumosﬂdgo%»bo»u.ocumson.asawmtmmmmpwmgwmu.wwsmmu»n.ou_‘.obu&oguwoub
beceruse of the same reason. . .

Compiled from various sources: CBN Annual Report and Statement or Accounts for 43&95 years

The rederal Oftice of Stetistics.
The Nigerian statistieal. Bigest of various years
e&ou#\@g EPNOnuu.I EFQ.RN.V« ON )Nnou.o‘u.-.ﬁﬁn..o .




115

it is possiule to develop a model with an application of several assumptions
to explain the interest rete gnd quantity of loan phenomenon in the two
tyoes of market and more so to explain the possible interaction between
them.

5.15 A Model to Explain the likely Interaction between Organized
and Unorganized Capital Markets and Institutions

In order to build uo a model like this, it is necessary to make some
assumptions in order to make the analysis as realistic as oossible. The
following assumptions are, therefore, made:

(i) That in each 01 the two types of market, there are only
V0 types of financial assets; in the unorganized market, there
are the real assets and credit while in the organized market,
there exist commercial bank loans awd oth*=rwise known as

the high-povpred money according to i“riedman

(ii) that there exists one-interest rate for the whole economy,
which can be construed as the normal marginal productivity of
caoital. This might also be regarded as « return on investment.
In this model, the short-run dictates the suooly of re”l assets,
while tha rate of interest follows closely the base rate for the
whole economy and this is denoted by BR. Theoretically speaking
therefore, the promissory notes, financial bills and cheques as "-ell
as other securities flowing into the unorganized caoital markets are good
substitutes for real assets. If the conditions in the market dictate,
the rate o” interest on bank loans,, for instance, the level of economic
activities may increase and hence leads to greater demand for credit
in the economy, this might load to automatic exitinction of the
unorganized capital markets or the reduction of their scope of
activities to the extent of making them highly insignificant in the

in the economy. Her.*:ever, 1if the deposit rgtes of interest as well

as loan rates are fixed at a level well below the equilibrium rates,
this would le”d to credit rationing. The consequence of this will be
the emergence of the black capital market or the unorganized capital
markets will e>pand in scope, thus implying the two typps of

capital markets have now develooed into two separate and independent

credit markets ' diffrrrnt char-*:eristics. Because of this,

1. See M. Friedman (1970) "A Theoretical Framework for Monetary Analysis"
Journal of Political Economy, Vol. 78, (March/April).
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bank deposits and unorganized securities are not substitutable for
each other in the asset holder's portfolios. It follows also that the
bank credit and ti.e unorganized market loans are not perfect

substitutes in the borrower's portfolio.

(iii) that unorganized credit and modem or organized markets c—"n be
substitutes in the eyes of the ultimate borrowers. Put differently,
the borrower is indifferent between the two alternatives. However,
the two can also be complements, depending on the nature of the
financial system in general rather then the nature of the two kinds

of liabilities.

and (iv) that in the real world situation, there are various tyoes of loans
from the banks and from tne unorganized credit institutions with
varying rates of interests according to the relative degrees of risk.
However, for convenience as wpH g simple analysis, these rates have been
converted into one - representative rate of interest which is hereby

called the base rate (ER) for both markets.

There is no doubt that all these assumptions are unrealistic. However,
this model is intend'd to bring into sharp focus the likely interconnections
bet"-"een the organized and unorganized money markets and institutions. All the
underlying assumotions of the model are mainly designed to simplify the analysis
without necessarily altering the essential aspects of the workings of the two
markets and, of course,Bthe basic conclusions of the analysis.

In accordance with the foregoing assumptions, the asset demand and supply
functions of the model may be spedified as follows:

Public demand for currency and bank deposit model:

SC = Stock of currency
Hence SC = c” where C” stands for demand for currency (5.1)
R = Commercial bank Reserve
= Demand for deposits
Hence R = (5.2)
Equations 5.1 “nd 5.2 are identities and they imply that in equilibrium,
the tot'’I public demand for currency is the total stock ofcurrency (SC) and

the total public demand for bank deposits is the totalbank Reserves (R) .
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Currency Demand:

C* - f£(BR, r*» r®. I, W) (5.3)

r 3 bank deposit rate

expected rate of inflationwhich is the expected rate of percentage

P

change in domestic cost of living index or expected price instability,
T = nominal national income
NW Net :4calth which is the current value of total”tangible wealth minus

current liabilities (i.e., outstanding loans).
Demand for deposits:

0~ =f£(r,'1Q, D) £5.4)

v'herV, r~« deposit rate of interest

0

required reserve ratio
D = the total deposits i.e. the d'ima ¢ total of demand depositsas well
as time deposits.
Money Supply:

M®

SC + R (5.5)

where Money supply exogenously determined in the system.

Bank Credit Market;

DD = (5.0)
di= £(bR, r'l, 1®. I, W) (5.7)
TD - T ! (5.8)
™~ =f(BR, ', ® T, W) (5.9)
BD = DD + TD (5.10)
I® =10 - r¥(r, Q), BD.+B**) (5.11)
= f(BR, m®, « , T) (5.12)
w® - (5.15)
BR . xox (5.M)
where DD = demand deposits
TD = Time deposits,

Ay

BD 3 Volume of bark deposits

This 1is the Net Money Doctrine of Shaw, (1960) when he argued that being in
debit inhibits expenditure, and hence only current sector wealth is relevant
to private sector spending. See J.G. Gurley(1960) "The Radcliffe Report and
and Evidence (a review article)", American Economic; Review, 45, 515-558.
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I® = total bank loan supoly

- total bank loan demand

= Bank borrowing from the central bank

= demand for bank demand deposits

D" demand for time deposits

The demand functions for demand deposits and time deposits are
specified in equations (5.7) and (5.9) respectively. Equation (5.9)
defines the total volume of bank deposits and the supply function of bank credit
(L®) 1is derived implicitly from the commercial bank balance sheet identity and
this is given in equation (5.11). Equation (5.12) specifies the demand
for bank credit function while eouation (5*14) indicates the relationship

between the bank deposit rate or base rate and the loan rate wh”"re u is a constant.

Unorganized Financial Institutions Credit Market:

UL® = f(aE, di , T, W) (5.15)
Y
UL'T = f(BR, rf, Y, W) (5.16)
UL = UL®
(5.17)

where UL® and UL" are the unorganized credit supply and demand
respectively. Thus, eouations 5.15 end 5-16 are supply and demand functions
of unorganized credit market. The working o” the model as

specificied by equations 5.7 to 5.17 is hereby presented in a diagramatic
form below. The exogenous v ri”bles in this model a-e M®, Y, W, r", Q
and Bb which implies that they are all determined outside the system.

The demand curve 'UD' is sloping dovmvard in the diagram below in line with
the the assumption in the model that, other things being equal, the demand for
bwik credit will be negatively relatqgqd to loan rate (r"). Thus an increase
in BR, other things being erual, would result in a shift in demand curve
*DD* to the right indicating that the cost of bank credit has now become
relatively cheaper. The supply of bank errdit schedule, *bS' is directly
related to the public demand for indirect securities issued by the

A

commercial banks. This 1is assumed to be positively related to loan rate «r
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given BR and other exogenous variables in the system. It is expected that

a leftward shift of ’SS' schedule would occur as a result of an exogenous

increase in BR «rhile holding other variables constant. This would induce

thp" vealthholders to shift out of the bonk deposit markets into the unorganized

financial market. On the other hand, an increase in bank borrowings from the

Central Dank - B” - would result in a shift of *SS’ schedule rightwards just

as a reduction in required reserve (0) would result.

The equilibrium point in the organized financial market is represented

in the di“gr"m by = L® = In the absence of any outside influence 1like

the government regulation# or intervention through the Central Bank, there

would be no excess demand or supply at pointr”o and hence there would be little

or no demand for credit from the unorganizedcredit market. On the other h”nd,

if the government or the Central Bank lower the BP or set the bank lo”n rate

3nd deposit rate (r") at r” below the equilibrium rote, this intervention

voulia result in an excess demand for b”nk credit situation. The excess demand

is measured by - 07 in the diagram 5.4 below. In order to maintain tne

price of credit at r*” the Central Bank would have to accommodate the

commercial banks with additional loans, or in the alternative, reduce the

Q. This would make the supply schedule to be perfectly elastic at r* . If

this cannot be done, a situation of credit rationing among ultimate borrowers

would occur. Various means would have to be employed through credit rationing

to do away with the excess demand - Q”. In this situation, tne ultimate

borrowers who could not get credit accommodation from this market, as well as

the ultimate lenders who consider the new deposit rates as being too low, would

then meet in the unorganized credit market.

Now assuming that this low rate of interest situation has been in operation

for some times in the whole economy, then tne tendency is high that the excess

demand for bank credit would spill over into unorganized markets as demand for

credit. This situation is represented in diagram 5.5 by the demand schedule



118

D D1 which is related fundamentally to the DD in disgram 5.4. Now if the

1

organized credit market liabilities and the unorganized credit market 1liabilities

are perfectly substitutable for each other. The magnitude of the spill over

mey be obtained by subtracting Q1 - Qo at aIl levels of r(:l from the demand curve

. 182 51
(ost of credit S /
1 /
Cost of
Credit = /
BR
BR .. .
o]
I
[
|
|
|
: AN >
- — -BRT' 1 ) D2
|
I
: |
] |
! 2 H
Q1 ‘ Qo Q2 ' v Y
Bank Loans Unorganized F.I. loans
(Diagram 5.4) (Diagram 5.5)

Model Showing the Interaction Between the Organized and the Unorganized
Credit Markets

DD.

As already discussed, the cosi of credit in unorganized money market
is very excessive in most cases. This is because the ultimate lenders in
this market are subject to varying degrees of risk of detault associated
with the economic characteristics of the ultimate borrowers. Furthermore
where there is a form of government regulations on the activities of
moneylenders andlother lenders, these ultimate lenders are also subject to 2n
additionsl risks associated with t;xe violation of the usury regulations and
income-tax evation. The unorganiéed credit market also involves high costs of

information because of its imperfect nature. because of all these, ultimate

lenders are expected in this model to aemand a risk premium over the rate ot
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return they could earn had they put their money in the bank (organized

credit markets) . This risk premium is a form of compensation to them for the
informal loans they supply. The amount of risk premium charged is a positive
function of the volume of loans granted since, otner things being equal,

the larger the amount of loan a borrower borrows, the higher wixl be the
likelihood of his being unable to repay. However, in the diagram 5.4

the risk premium is assumed to be invariant to the size or terms of loans

and 1is measured by and BR”. Thus BR" is comparable with r"" in this
diagram which implies that there would he no supply of loans forthcoming

from the organized to the unorganized credit markets. At BR”, however,

the supply of loans schedule in the unorganized market will be positively
related to BR. The magnitude of loan supoiy emanating from the organized
market can be ascertained if it is assumed that bank deposits and unorganized

market securities are perfect substitutes in the lender's portfolio.

This can be obtained by substracting from the SS schedule in the
d
diagram 5.4 at all levels of interest rates r” . The equilibrium level
in the unorganized markets 1is obtained at point where the rate of interest

BR is in force,
o

1.,. See Eottoiiiley (1975).
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From all the evidence from the literature, there is no doubt that
unorganized credit institutions have made important contribution to the

economic development of the rural areas of Nigeria before the adventof

organized institutions and after. Unfortunately, the lack of proper redords
precluded us from giving.the quantitative analysis of their contributions. However,
1

we shall examine the possible linkree and complementarity the” have with banks.

5.15 The Fossible Complementarity and link between the Unorganized and Organized
credit Institutions

We have tried to analyse how unorganized credit institution# developed

in Nigeria. We have also discussed their importance in the economy, especially
in thé& rural areas of the country w&ere they provided the rural farmers with
the credit they needed for their planned expenditures. We snail no™ examine the
link between the t™0 types of financial institutions as shown in
Table 5*5. The concern here 1is to carry lurtner the assumption of substitutabi-
lity of loan from unorganized institution and that of the organized. Thus
the ultimate borrowers would be indifferent as to the sources of thelo”n since
the same interest rate operates in the t™0 markets as already assumed.
For tne purpose of this analysis, it might be reasonable to regard the soeci=lizad
institutions in Nigeri- as part of the unorganized markets bec-use of the
characteristics of their customers, while the commercial banks represent
the organized markets in order to establish the complementarity between the
"0 markets. In fact Tun Wai (1977) has suggested this line of reasoning
for tho measurement of c mplementarity between organized and unorganized
credit markets in developing countries.

Tha complementarity "-elations could oe more pronounced in most developing
countries "«'here the rates of interest in organised financial sector are kept
below the eouilibriura rates insoite of the high expected rate of inflation.

One reason for this subsection is to examine the possibility of this seeming

1. We want to examine now the unorganizea and organized institutions can be
possibly linked and complemented each other.

2. See T” Wai U9Y7).
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complementarity relationship and to discuss its implications for short-run
as veil as long-run financial oolicies. Since there is no reliable information
on the volume of credit emanating from the unorganized credit markets, and
the only information about the rate of interest is scattered about in the
literature, one is precluded from having any meaningful empirical examination of
the hypothesis of complementarity. Thus all one can do is to provide qualitative
and some indirect quantitative evidence..

Discussion on complementarity relation between loans from commerci-1
banks and those from the unorganized institutions is often related to the ways
in which business enterprises finance each component of their real expenditures
such as fixed and inventory capital, trade credit, and other liquid assets
in the two typ”s of markets. Thus, through the modifications of the model
developed for interaction between the two markets, one can examine the
capital relationships between firms’ re*l expenditures and financing decisions.
For th<® sake of simplicity, 1t is necessary to assuma that the business
enterprises expenditure decisions are made before the financing decision. This
assumption, which is common in partial analysis like this is based on the

1

ground that commercial banks do not ration their customer”. The two
decisions, of course, are likely to be made simultaneously in a general
enuilibrium framework. Although the partial equilibrium analysis is being
used in this case, yet the assumption already made may not hold if there is credit
rationing in the commercial bank loan market, since the availability of credit
and its cost often determine the sc”le of business operation in terms of the
volume of sales and production inputs. But it is highly likely that with
access to funds in other markets such as unorganized credit mrrkets, the
commercial loan market rationing would be offset and may completely be avoided.

The assumption of separate decisions on the part of the business enterprise

with regards to expenditure and financing may be considered reasonable and

therefore, acceptable if it is considered that f”rms or business enterprises

1. See the Consortium for the Study of Nigerian Rurai Development (1?0bo/.
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first decide on expenditure on investment and afterwards modify their decisions
in accordance :”th any borrowing constraint they may f-ce in the commercial
loan market. Even after the firm has ascertained its finance need, it still
has to decide what would be the source of the amount needed. This will be

the work of management to decide the finance needs of the firm between the
available sources such as unorganised or the organized capital markets.

This will inter alia, depend upon the structure of the enterprise's assets

with regards to maturity, liquidity, acceptability as collateral, and the
relative cash and availability of loans from the two types of marKetp#

If it 1is assumed thrt the term and cost of commercial bank loans are more
favourable than those of the unorganized institution (and in reality they are),
one should expect that the funds, required by firms to finance their expenditure”
would largely come from the organized markets, i.e. commercial loan markets,

perhaps without having to go to unorganised markets, hovever, 1in reality,

it is not certain whether th® firm would be able to obtain the size of loan it;

requires. If it is not possible for the firm to obtain all or part of its
finance need, it has to face two options. With respect to its real expenditure
and financing decisiony, "“he first option is to reduce its re”l expenditures

according to the size ol the lo”n it has already got, or the second option is to
adjust 1its net assets. Hovever, it is not clear which assets it should reduce
and by how much. The two options does not s’em very realistic since some invest-
ment may be inform of c-nital investment which cannot be broken up into small
pitc”s. One alternative option wnich seems more realistic would be for the

firm in finance need to enter the unorganized money markets to obtain the
remaining finance it needs. However, the firm's entry Into this kind of

markets poses >two important questions, first concerns the magnitude of loans
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required from the unorganized markets and tne second relates to the
collateral or the classes of its assets which the unorganized markets loans
would most likely finance.

In Nigeria oefore independence, commercial banks hardly extended .credit
to the indigenous businessmen or farmers because of fear of possible default.
Default risk is very common in the developing countries' rur-1 areas. In the past
*most farmers could not provide suitable collateral to enable them Dborrow"-
fa'om organized capital markets even at relatively cheaper cost than the
unorganized. The only option opened to them vas the unorganized market where
they could obtain the loans they needed since provision of security was never
an imoortant condi'”~ion for granting credit in {*is market. For example,
Chandavarker (1965) study of India revealed th”t an estimated four-fifths
of debt owed to orofession”l and agricultural moneylenders were unsecured.

And in Nigeria, four-fifths of loans granted by moneylenders were also
unsecured. (Consortium (1966) p.13) This 1is one of the reasons why the
\
interest rat”s are so high in unorganized capital markets relative to those
01 the organized. Of course/ some studies have shown that some moneylenders
2

do charge lower rate of interest. For instance, Sansom (7970) revealed
that moneylenders charged 3 per cent to 4 per cent a month on secured loans
while they charged 5 per cent on loans which were not secured in South Vietnam.

3

hanandikar (1956) study of Indiavreported that for secured loans, the rate
charged by indigenous barkers varied between 6 and B nercent per annum,
depending on the nature of the security as against ‘8 to 37.5 per cent
charged on unsecured loan.

The Nigerian commercial banks "—ere wholly foreign-ovmed with their
head offices overseas. Since they were in business to make profits, they
preferred to gr”nt loans to foreigners and foreign firms who were able
to provide suitable collateral at very low rate of interests. For example

4
in 1955, commercial banks charged only 3 per cent on loans maturing in 6 months

as against 50 per cent on loans from unorganized credit markets.
See A.G. Uhandavarkar (1965) ; 2. R.L. Sansom, (1970)
See S.G. Fanandikar (195b) on banking in India.

See J.K. Unon 09b2; on Money ~"nd banking in Africa, Longman London.
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As already pointed out earlier, the commercial banks also lent money to
moneylenders at lov" interest rates who in turn relent in small bits to farmers
at high interest rate. In the di,scussion of complementarity between
the organized and unorganized credit markets, one has to take cognizance
not only of interest rate ?nd ability to provide collateral securities on
the part of ultimate borrowers >but'also the credit policies of the respective
markets. The credit policies of commercial banks in Nigeria before
independence was not conducive to the economic needs of the country since
the banks were operating in Nigeria under the same principles of banking
obtained in the developed overseas countries. Thus their rigidity to these
orthodox principles of banks only djenied credit to indigenous businessmen
and farmerswho were in dire need of credit. Thus the low interest rate or
low cost of borrowing and provision! of collateral “lone could not solve the
credit needs of the country except the commercial banks modified their
credit policies to incorporate the developing nature of Nigerian economy.
According to Table 5.1, 1in 1948, out of the total agricultural credit
in the economy which stood at *7.7 million, commercial banks contributed
92.2 per cent while the unorganized;markets contributed the rest. As the
banks were giving more and more loaps to the moneylenaers, who in turn lent
i
same to tne ultimate borrowers, the! share of the unorganized markets continued
to increase and in f*ct reached the record high of 22.5 oer cent in 1954.
Complementarity between the loans from each of the two types of markets
may also be considered in terms of aggregate investment function under a number
of assumptions. One assumption 1is that there is only one aggregate investment
function in Nigeri* "“hich may be considered based on either the present
value maximization orthc celebrated Keynesian marginal efficiency of investment
2

criteria. 'One can also assume that business enterprises which may be farmers

wit” large acres of farmlands have no disposable income of their oi-m and

Also see the work of M. Long (1973) and th-t of A. Bottomley (1975) on

the,causes of high interest rate on agricultural credit.

See F. Davidson (ly'/d). The Money and the re”l World. Macmillan Fress.
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hence rely on the loans they could obtain from the organized and unorganized
institutions. The implication of this assumption is that the enterprises
total demand for loans is a function of total investment. The total
investment per se depends on the lerél of interest rates, income, level
of economic activities which indicates they future economic prospects, and other
variables.

This assumptions is quite reasonable in case of Nigerian Farmers who in
fact hrve no other income of their own except the proceeds they can
get after the harvest of their farm products. As a matter of fact, some
farmers, 1in general borrow money for consumption and repay back after the
sale of their harvest. This case is not limited to Nigeria, but includes mspj
other developing countries. For instance. Tun Wai (1977) reported that for
15 developing countries”he studied, about one-third of the demand for
loans in the rural areas was for consumption, wuile borrowing for investment
or productive purposes included borrowings for such current expenditures as
purchases of seeds and payment for labour and taxes. Borrowing for payment of
labour and taxes represented between 0.5 and 2 per cent in Nigeria and 2.5
per cent in Punjab, Pakistan. The capital expenditure for which the loans
were ushaily required in Nigeria in the past included t”e purchase of farming
eouipment, land or cattle. However, as the economic development is taking
place, new and better methods of agriculture are being adopted, borrowing
for consumption purposes are on the decline. However, one should expect
that included in the total credit to farmers is usually some fraction for
consumption before the crop is harvested.

Another important assumption foi* this analysis is that firms are not
subject to non-price rationing in the unorganized credit markets. This
implies that any farmer or businessman who could pay the price would not
go witr.out getting loans in this market, but in reality there is usually
an element of costly information Dbecause of the secrecy associated with the

moneylending business in Nigeria.
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The investment schedule in diagram 5.7 1is based on all the foregoing
assumptions. Frcxn the earlier equations 5»tl and,15.15, It is possible to
derive an aggregate supoiy of funds for the whole economy as depicted by curve
SS. Curve II shows the tot'll demand for funds or investment goods for the
whole economy The interest rate remains constant at r® uo to the point

Thus the distance 00" measures the quantity of lo”ns obtainable from
the organized credit markets, i.e. commercial banks. This quantity represents
the commercial bank loans to foreign firms and nationals, moneylenders,
cooperative societies and some few indigenous businessmen who could afford
the provision of suitable collateral for the loans. The aggregate amount
of loans beyond represents loan borrowed from the unorganized markets
at the cost determined by the level of interest rate in operation in tnose marj’ets.
The intersection of the two schedules indicates the level of investment for
the whole economy.

Suppose it is assumed that there is an increase in commercial loan rate

A

r* to r” resulting "n excess dem-ni f'or credit still yet in the commercial
/
brnk loan market”. In reality, this kind of phenomenon was witnessed in

Nigeria between 1970 and 1980 "-"hen the economy was booming because of high
0il revenues accruing to the government resulting in high government
expenditure on investment projects. Inflation rate was very high and in
an attempt to control it, as well as bank credit, the Central bank of Nigeria
raised the GEN rediscount rate designed to reduce the ability of or willingness
of commercial banks to gr®nt credit. Since the banks borrow largely from
the Central bank, they in turn increased their lending rate by a minimum of

1
2-J per cent. The increase in bank rate is expected to induce, in the first
instance, the ultimate lenders to accumulate bank deposits since the deposits
rates were also raised. Thus if interest rates are truly intruments for

more effective mobilization of savings through the offer of realistic rates

on monetary savings, one should expect a flow of f4nd from the unorganized

See Central bank of wigeria, Economic and Financial Review, December, 1981.
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credit markets to the organized commercial banks in form of bank deposits.

Thus interest rate-induced increase in demand for bank deposits would

enable commercial banks to expand their lending activities by increasing

their suoply of loanable funds, holding commercial bank credit policies

constant. Consequently there would be a shift in suocoly of loan schedule

SS upward to SS', while the investment demand curve II would remain intact

as in diagram 5.7 below. The overall effect of this increase in r” would

be to reduce the level of investment. Since the excess demand still occurs,

+he consequence of this increase would be a further .reduction in the yp.lume of

loan from the unorganized institutions, resulting in increase in loan from organized,
The foregoing analysis 1is based on aggrep”te investment function”.

However, there are deficiencies in the an-lysis ev”n though it depicts

to a very large ex+ent the actual workings of the two markets in Nigeria

as well as many other developing countries. One such deficiency lies in the

f*ct that it fails to analyse the different characteristics of the two

markets in terms of thp loans they offer. For example loan.terms- may either

be long or short, vhile one type of market may prefer small loans to large

ones. The analysis also fails to make distinctions between fixed and working

investment capital. This is quite unrealistic because the underlying

theoretical structures ol these investment types are different from each other.

In fact they have different mode of behaviour over the business cycle

according to the theories and empirical studies of fixed inventory

investment behaviour. It is therefore necessary to present the analysis

using a disaggregated investment functions.

5.16 Analysis of Complementarity between the Unorganized and the Organized
Credit Markets Using Disaggregated investment Function

It should be pointed out th”t the assumption of the existence of
aggreg-t¢ 1nv”~sment function only indicates that firms' decisions on how

to satisfy thoir finance needs from either of the two markets will denend
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on the relative cost and availability or the two liabilities and this is
invariant to the nature of the assets the firms intend to finance.
Diagram 5.7

Investment Demand and Supply of Loans

Cost of Credit

BR

>
0 Total Loan Supply

With the disaggregation of the investment between fixed and working capital, the
structure of firm's assets then becomes one of the variables which can influence
firm’s decision on the relative amount of loan it can obtain from both markets.
One assumption necessary for this analysis is that for the inventory behaviour
the desired stacks of inventory deoend on the expected sales of the firm and
that they are insensitive to either the cost or the availability of funds.

The com-on practice of firms in Nigeria from time immemorial is to
regard loans from bank” as long-term liabilities against which they

must provide collateral of fixed real assets. Because of this firm loan
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behaviour and the relatively low cost of bank loans, it should be expected

that a relatively large proportion of fixed business investment would be

financed by the organized credit institutions, i.e. commercial banks, and

very small by the unorganized markets. However, one would expect that the

unorganized credit market would finance larger percentage of the working

capital reouirement since the working capital of business firms embodied in

the inventory normally have a shorter gestation period between borrowing of

funds and the proceeds from sales due to these funds, but this would be more costly.

As already explained, loans from the unorganized credit markets are always

more costly than those from the organized and generally of short-term nature

since on the average, the size of such loan is usually small in developing

1

countries. For example, 1in 195® 43 per cent of surveyed agricultural

loans were less than 028 and 88 per cent less than ~ 4. This tendency is general
2 %

to all developing countries. For example. Hunt (1966) in his study on

Uganda, reported that the average size of loan to ordinary cooperative members
between 1964 *nd 19&5 was around 020, The figure for the mean size of surveyed
private individual loans in agriculture in Equador was 033 and for Chile
and Ceylon in 1960, the figures were 084 and 026 respectively (United Nations
(1963), pp. 41 43+ Because the loans were always awarded in small units
according to demand by the borrowers, they were always very expensive to administer
and hence made the cost of credit still more expensive. For example, the study
of the then Western Regiona Finance Corporation by Oluwasanmi and Alao (1966)
revealed that the corporation devoted 47 per cent of its revenues to cover
adminimistrative costs of loans between 1958 and 1963.
I

Having given the reasons why the firms would have to pay high cost for credit
from the unorganized market like any individual, it is now oDvious to
know what the effect of credit rationing by the commercial banks can have on the
firm’s inventory. However since cost of loan is really not relevant to inventory
financing, it is the firm’s fixed capital investment which would feel the impact.
This is because in response to credit rationing in the organized

1. V.S. Vigo (iy58); 2. D. Hunt, U986;; 2 United nations. Oyéj;.
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credit markets, firms in general, would likely inrthe”process of adjusting,
curtail investment in fixed capital while leaving their assets intact.

Should the rationinp persist for long, this would affect the level of fixed
investment. Ih the short-run, one should expect the unorganized credit

markets to serve a buffer function in the supply of credit for fixed investment.
The Inrge firms "“ith good creditworthiness might be able to renew their
short-term loans and make these available for fixed investment. It should

be expected th”t this tendency "puld be stronger, the larger the di“crenancy
between the rate of return to capital and the rate of interest in the
unorganized credit markets. In the long run, however, the proportion of fixed
capital financed by unorganized markets is likely to be very quantitatively
Insignific-nt since sources of funds to these markets are very limited to

their individual savings and in some cases to the amount of money they can
borrow from organized markets in addition. But if this is th«" case, the unorganized
markets, too, are subject to credit rationing by the organized markets like

firms “hich now turn to them for credit in this analysis. Since there is

not enough evidence to support this claim, one can reasonably argue that

the loans from the unorganized institutions to “the firms would be insignificant

on the following grounds. Firstly, in general usurious interest
rate operates in unorganized capital markets “nd because of this business
firms ’-puld be reluctant to clan on long term investment with finance obtained
from these markets. Secondly, the ultimate lenders, although allowed the
role-overs of their loans, will be in general, reluctant to tie up their
resources with a oarticular borrower for an extended period of time. This might

¢ndanger the anonymity as lenders in the unorganized markets and hence
lead to subsequent encounters with the tax collectors as well as colonial
authorities. The recent currency reform in Nigeria embodied in the Decree

1

01 April 6, 1984 entitled "Anti-Sabotage Decree" was in recognition of the
1. see Central Bank of Nigeria, Annual Report. 1984
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unorganized caoital markets in Nigeria and the need to stop their
illegal dealing not only in local currency but also in foreign exchange.

This decree like other regulations before it, might reduce, volume of credit in rural

areas and create uncertainty among lenders as to the dangers of surprised government*:

1
crackdown on the activities of operators in the unorganized capital markets.

Thus as a way of nrotecting themselves against such danger, the moneylenders
in the unorganised markets would, therefore, like to maintain their portfolio
in liquid form.

Another reason concerns the ruthlessness of the moneylenders. Thus
at the first sign of poor performance of their borrowers, ev”n though it was
just for a while, these moneylenders might decide to pull out their loans.

2

For example. Tun Wai (7737) in his article on interest rate outside the
organized mrrket stated that in mrny develoning countries, moreyl”rdgrs

often appropriated the collateral whose value was much in excess of the loan

in the “vent of failure to repay at aooropri?>te time. Lastly ?nd perhaos
one of the most important reasons , is thp seasonal nature of most credits

from the unorganized mrrkets and which are therefore subject to fluctuations.

With all the foregoing assumotions and some evidence from the literature
in support, there is no doubt thrt both the organized and un organized
caoital markets cm complement e”ch other. With disaggregated business
investment and fixed investment being constrained by the availability of
commercial bank loans, other things being equal, an exogenous decrease in
™ would lead to the expansion of loans in the organized markets and hence
“n increase in demand for investment goods, which through national income
multiplier would increase the level of income.

It is clear that in the short-run, this increase in demand for investment
cennot be matached by an erual increase in production because of the proauction
lag, Consecuently, as should be expected, the latent result of any Increase
on commercial bank loan will be an unintended decumulation of the inventories,

Wehich gives the firms the opportunity to reduce thair unorganized markets

See Blizt gnd ,Long (1965) for more aetails about the economic imniications

of usury regulations.

See Tun Wai (1957)
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liabilities. There will be a discrepancy between the desired andactual
level Ol inventory stocks because of the initial decumulation and the
consequent increase in the expected sales resulting from the expansion of
investment and the associated increase in income. Consequently, the firms R
iiri11 hwve to start building up their inventories to a new desired level higher
thrn before. The financing of inventories, therefore, will be through the
trade credit and oth®r liouid assets at the firms’ disposal and partially
through the loans from the commercial Dbanks. In case of Nigeria, most of
the financing would be done through the unorganized markets, assuming the
firms were.insensitive to cost of credit differential between the organized
and the unorganised markets. And in fact, studies hrve shown that bulk of
the credit needs of rural areas are being financed by the unorganized mrrkets
and that the borrowers are inv-riaoly in favour of loans from the unorganized
than the organized because the loans aregiven without delay as a result of
1

much paoer work associated with organized credit institutions”

Ona* may conclude that in the short-run, firms in general, will reduce

S

“heir security holding in the unorganized markets, but in the long "“un, they
will borrow more from them as "he desired level of inventory stock gradually
rises. Ho”over, at the new point of esuilicrium, it is not clear whether
firms’ short-term liabilities from unorganized market would rise, fall or
remain unchanged. 'Tiere will, of course, be a rise 1in interest rate.

Finally, it should be expected that the expansion of loans in the
organized markets will have impact on small finns. For instance, through
linkage effect, it '-dll stimulate demand for more investment by those small

firms which have no access”to commercial bank loan”® They w”*uld, therefore,
have to finance their inventory investment through the unorganized markets
thereby increasing the demand for loans in those markets.

The foregoing analysis 1is designed to suppopt the hypothesis thrt
in Nigeria, and for that matter, in most develoning countries, a high

See A. Bottomley (1975).
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Interest rate policy may not necessarily reduce the volume of loans in the
unorganized money markets at least in the long run in azS economy with’two active
but distinctive loan markets. Moreover, it also confirms the hypothesis that
the unorganized financial institutions and markets have played & gr”at role

in the provision of finance needs of the Nigerian economy, especially with
respect to agricultural finance. Many studies on otner developing countries
have also indicated the important role played by the unorganized financial
institutions in the pro—*rton of finance in the agricultural sector. This

is why Tun Wai (1977) wrote:

"For the majority of developing countries, noninsti+utional sources

of rur”l credit are still more important than Instltrrtional sources.
Noninstitutional sources of redit in Africa rnd Asia amount to about
12 per cent of tot”"l rura%lcredit in each region, followed by the

Middle Fast (o3 per cent).

CONCLUSIONS

The unorganized institutions in Nigeria as well as in many developing
countries constituted a major source of credit for the rural agricultural
commuBities for so many years and they were very important during the time
when tnere was no organized credit institutions. In fact, tnese unorganized
institutions were very useful sources of credit to peasant farmers in Nigeria
since the Dbanks were not willing to lend money to agricultural sector for lack
of collateral securities. The unwillingness on the part of commercial banks
to lend money to agriculture led the Federal Government of Nigeria to establish
one Agricultural Bank wnich is designed to provide soft loans to farmers as will
be discussed in cnapter 10.

The structure of unorganized institutions varies from one country to
the other. However, there are many similarities, some of which are the hign cost and
size of loans, tne characteristics of tne moneylenders and the type of their
customers. Unorganized institutions are generally notea for their nigh cost
rate of interest, the reason for which may be adduced to the risk involved, tne
size of loans, and the conditions of demand and supply. In Nigeria, as well as in
any other developing countries, the size of loans demanéed by farmers are usually

small and nence can be diiflcult to administer by banks. Farmers, therefore.
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are not the type of customers the banks generally want. The moneylenders

axW other types of unorganized credit institutions such as Family, friends
relatives, cooperative societies and créait unions provide important source
of credit to farmers as well as small businessmen. Traders also grant credit

to farmers against their harvest.

Although lack of data on the activities of the unorganized
institutions precluded us from presenting a quantitative analysis of their
operation, with the aid of a model and the empirical studies in those
develooing countries where data are available, we have been able to
present a Qualitative analysis of the unorganized institutions in isigeria.
With the model developed, it has been shown that there is a possibility
of interactions between the unorganized and organized money markets and
institutions in Nigeria. It has also Deen shown that tnere is a possibility
of complementarity as well as linkage between the two types of credit institutions.
Since the discussion on complementarity relation between loans from commercial
Danks and those from the unorganized institutions is often related to the ways
in Which business enterprises finance eacn component of their real expenditures,
such as fixed and inventory capital, trade credit, and other liquid assets
in the two tyoes of markets, we have modified tne modei developed for the
interaction between the two markets to explain tne possibility oi complementarity.
From the analysis, it is clear that as long as the organized and
unorganized institution co-esist in Nigerian economy, the ultimate borrowers
have a choice to make between borrowing from banks or from unorganized institutions.
Even in developed countries, there are various credit institutions providing
loans to small businessmen and other small borrowers. The unorganized institutions
in Nigeria will continue to function for a long time to come. However, one can
say that as more and more peocole become literate and as banks are more willing
to liberalize their loan policies, the unorganized institutions in Nigeria will

become less and less important source of créait to small borrowers and farmers.

Put more succinctly, with the increasing pace of economic develooment, there would

be a proportionate fall in the -emand for credit from the unorganized markets (See
1
Cihatak, 1976).

j1. S. Ghatak, (1976), Rural Money Market in India 'Macmillan,
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CHAPTER VI

THE DEVELOPMENT OF BANKING SYSTEM IN NIGERIA

INTRODUCTION

In the last chapter, the role of the unorganized financial markets and
institutions in developing countries in general and in Nigeria in particular has
been examined. Most writers on Nigerian monetary development have always been
silent on the possible role those unorganized institutions had played in the past
in the provision of finance needs of agriculture which stood as the mainstay
of Nigerian economy until early 1970s. Another reason for examining the
unorganized institutions is that most of the indigenous banks which were
established in 1940s and early 1950 actually evolved from these institutions
according to the interviews the writer had with some officials of indigenous banks
in course of this study. This is an area which has been neglected by most writers
and therefore, the purpose of last chapter is to bring into the focus the
importance of these unorganized institutions to the small businessmen and rural
farmers in Nigeria before and some years after independence.

It should be pointed out that in all countries, there are elements of
unorganized credit institutions in different forms and degrees. For example,
in Britain, there are various small credit institutions which give credit to people
who are in need and who perhaps, because of the size of loan required or inability
to obtain loan from the banks. Some people who use the credit services of these

1

institutions often pledge their social security weekly allowaiices as collateral.
In addition to this, there are various pawn brokers and credit agencies which
often borrow money from the banks and relend in small lots to people. Also in
America, France and Italy, there are various brands of these credit institutions.
The only difference between them and those in developing countries is that
most of them are registered with the government and hence their activities are
well known.

The focus of attention in this chapter is on evolution of organized financial

institutions in Nigeria. Because of the importance of commercial banks, this chapter

See also L.A. WILLIAMS (1900), A. Gompetitor.!s View la.

Competitors. Cambridge Seminar, Institute of Bankers, London.
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examines the growth of commercial banking in Nigeria as a starting point being

the heart of the vehicle through which payments are made, credit allocated

and monetary policy is often conducted, and'hence the favourite-of almost every

writer on financial institutions. Because there are many writers on how

banking institutions started in Nigeria, the specific purpose of this chanter

is to try to examine critically the salient factors in the development of banking

and how these compare with those of other countries. For exrmnle the factors

responsible for the failures of many indigenous banks in Nigeria as compared

with banking debacle in United States will be examined. \This 1s a very important

point in that it helps to explain why most banks established in the later part of

1960s.have not experienced failure and "1y the structure of commercial banking in

Nigeria is as it is tod"y. Unfortunately many writers failed to look at this

point and hence this study attempts to fill the void. The present commercial

banking structure is such that only the old formerly foreien-owned commercial

banks are still very dominant "“ith their operation nearing monopoly or oligopoly.
This chapter is being.divided into three sections. Section I deals with the

concept of a bank in comparison with a commercial bank and how banking started

operation in Nigeria. Also in this section, a model is developed to explain

the major determinantsof money supply in Nigeria in the 1light of the operation

of I'est African Currency Board while in Section II deals vdth the expansion of

banking in Nigeria and b”nk competition among the emerging foreign banks. Finally,

section III examines the development of indigenous banking business in Nigeria

and government regulations on banking operations.

SECTION T
6.1 THE CONCEPT OF ABANK .AND A COMMERCIAL PANK
The term *Bank ’can be given several definitions. In abroad sense.
Any financial institution*operating a short-term deposit account for customers
might be technically termed a bank. This means that sny Fuch institution is

subject to the risk of its deposit liabilities being substantially withdrawn
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probably with very short or without notice by their depositors. Since
differences exist in the nature of deposit liabilities and in the characteristics
Ox the.assets oi the various financial institutions, economists customarily
distinguish between commercial banks and savings b”nks. Thus the characteristics
of a pure commercial bank in the actual sense of th-t word, is short-term,
and highly volatile nature of its deposit liabilities, caoable of being
u”ed as money in normal course 0" events. This means th”t such a bank would
have a relatively high degree of preference for short term assets in substantial
magnitude in order to meet the deposit withdrawals by its customers. In
addition, it would hold large quantity of short-term commercial loans. On
the other h”nd, a bank dealing witn savings purely would be characterized
by long-term, lo”“er-volatility savings deposits since such bank has a lower
degree of banker’s risk. The institution of this kind will be "ell disposed
to longer t<"rm assets such as bonds, equities and mortgages. buch an
institution always invest their surplus funds on projects or capital
formation which involves long term financing.

The commbercial banks, by tradition, have been identified with

institutions th”t accept deposits from customers, but so also are other

kinds of financial institutions. However, one unique characteristic of
commercial banks is the statutory right of redeeming withdrawal ™equests

I
with thein own notes. Unfortunately such rirht has never been granted
to other fin”nci”l institutions. In adoition the use of chenue facilitates
thn system of payments in thn economy and this puts commercial banks
in an enviable position among all other types of financial institutions.
Since their demand deposit liabilities form the major proportion of the
money supply in =ny economy, banks remain unique in all co