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Abstract 

The study examines the impact of monetary policy on the 

operations of deposit money banks (Evidence from Nigeria: 

2004-2017). The study adopted the Ordinary Least Square 

(OLS) analysis method for the estimation process. Data 

were extracted from the Central Bank of Nigeria Statistical 

Bulletin and Zenith bank plc statement of accounts and 

regressed with the aid of Eviews 8.0 econometric software 

package. It was found from our study that Money supply and 

Treasury bill rate both have positive and significant impact 

on the operations of deposit money banks in Nigeria. We 

therefore recommended that policy makers should work 

hand in hand with the government in formulating, 

evaluating and implementing new monetary policies that 

will have a positive impact on the Nigerian economy. 

 

 

Introduction 

For most economies, the objectives of monetary policy include price stability, 

maintenance of balance of payments equilibrium, promotion of employment, output 

growth and sustainable development. These objectives are necessary for the attainment 

of internal and external balance, and the promotion of long run economic growth. The 

importance of price stability derives from the harmful effect of price volatility which 

undermines the objectives. There is indeed a general consensus that domestic price 
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fluctuations undermine the role of money as a store of value, and frustrate investments 

and growth, (Ajayi and Ojo 1998). 

Fisher (1976), states that the success of monetary policy depends on the operating 

economic environment, the institutional framework adopted, and the implementation 

of monetary policy which is the responsibility of the central bank of any country. In 

Nigeria, the mandate of the CBN as specified by the CBN Act of 1958 include; 

issuance of legal tender currency, maintaining external reserves to safeguard the 

international value of the currency, promoting monetary stability and a sound financial 

system and acting as banker and financial adviser to the federal government.  

However, the current monetary policy framework focuses on the maintenance of price 

stability while the promotion of growth and employment are the secondary goals of 

monetary policy. The performance of monetary policy depends on some legal 

framework upon which it operates. The legal framework is quantitative (general or 

indirect) and qualitative (selective or direct). This affect the level of aggregate demand 

through the supply of money, cost of money and availability of credit. The first 

category includes among others; open market operation, and required reserve ratio 

which are meant to regulate the overall level of credit in the economy through deposit 

money banks. The selective credit control aims at controlling specific types of credit 

and this include changing margin requirement and regulation of consumer’s credit 

(Jhingan, 2003). 

In any economy, the conducts of both policies are normally rooted through banking 

institutions which play a vital role in the intermediation process. The role of bringing 

lenders and borrowers together, while the central bank plays a very important role in 

determining the price of money. Therefore, monetary policy is important in its own 

right from the view of monetary economists and policy makers in terms of its impacts 

on the economy (CBN, 2002).  

The monetary authority formulate guidelines geared towards the enhancement and 

development of policy variable designed to ensure optimal performance of the banking 

industry and ultimately to achieve the macroeconomic goals or objectives but in the 

implementation of such policy variable certain conflicting issues are to be addressed 

ranging from the ability to comply with various monetary policy goodliness as well as 

satisfying depositors and shareholders. In fact, deposit money banks are reluctant in 

their responsibility to comply with the rules and regulations set by the central bank 

such as the cash reserve ratio (CRR), bank rate, liquidity ratio, selective credit control, 

etc. 

The controversy bothering whether or not monetary policy actually impact on the 

operations of deposit money banks in Nigeria is a problem this study sets to solve. 
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Objectives of the study 

The objectives of this study are to specifically; 

a. Determine the impact of money supply on deposit money bank’s total loan and 

advances. 

b. Ascertain the impact of cash reserve ratio on deposit money bank’s total loan 

and advances. 

c. Examine the impact of Treasury bill rate on deposit money bank’s total loan 

and advances. 

 

REVIEW OF RELEVANT LITERATURE 

Monetary policy is defined by the Central Bank of Nigeria (CBN) as combination of 

measures designed to regulate volume, supply and cost of money in an economy, in 

consonance with the level of economic activities. 

Monetary policy according to Nwankwo (2007) can be defined as measure or 

combinations of measures designed to influence or regulate the volume, price and 

direction of money and credit. He contended that money comprises of six different 

policies dealing with the volume of money and credit, its price or the rate of interest 

and its allocation. 

Otiti (1982) sees monetary policy measures as a deliberate action adopted by the 

government to regulate and control the supply of money so as to promote the 

achievement of national objectives. 

According to Anyanwu (1994), monetary policy is a government policy about money. 

It is a deliberate manipulation of cost, availability of money and credit by one 

government as a means of achieving the desired level of prices, employment, output 

and other economic objectives. The government of each country embarks upon 

policies that increase or decrease the supply of the economy by affecting the aggregate 

demand, money supply affects the level of consumption and the rate of economic 

growth, an increase or reduction in the cost of money, interest rate affects all the 

variables too. 

The practice of monetary policy using tools / instruments to regulate the quantity of 

money supply to achieve stability in the economy is based on the premise that there is 

a stable relationship between the quantity of money supplied in an economy and 

economic activities. Even though, the way and manner with which the central bank 

regulates its money supply vary from place to place the approach can be divided into 

two main groups. The first group advocates that monetary policy should target price 

stability as its single important objectives. The other macro-economic goal agitates for 

due regulation of money supply and in extension in the control of persistent price 

increase to ensure sustainable and balance development in the economy. 
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Objectives of Monetary Policy 

The objectives of monetary policy include; 

i. Maintenance of relative stability in domestic prices.  

ii. Attainment of high rate of or full employment.  

iii. Achievement of rapid and sustainable economic growth.  

iv. Maintenance of balance of payment equilibrium.  

v. Exchange rate stability.  

 

Instruments of Monetary policy 

i. Open Market Operation (OMO) 

The major instrument of indirect monetary control in Nigeria is the 

OMO. The OMO was introduced at the end of June 1993 and is 

conducted wholly on Nigeria treasury bills (NTBs) including 

repurchase agreements. These operations involve the sale or purchase 

of government securities in the open market depending on whether the 

economy is inflationary or deflationary respectively. The effect is that 

when the monetary authorities sell securities to the market banks 

reserve decline and when they buy banks reserves increases. In this way 

open market operations reduce or enhance the banking system's ability 

to create credit and hence monetary control in an economy with well-

developed money and capital markets.   

ii. Reserve Requirement (Reserve Ratio)  

The reserve requirement otherwise known as the reserve ratio can be 

manipulated by monetary authorities to reduce the ability of 

commercial bank to make loans to the public by simply increasing the 

ratio and enhancing their leading position by reducing the rate. In this 

connection reserve requirement is both an instrument for liquidity 

management and prudential regulation. The reserve requirements are 

cash reserve ratio while the former is computed as a percentage of the 

total deposit liabilities. The cash reserve requirement is a very potent 

instrument and has been progressively increased from 6% in 1995 to 

8% in 1997 and then to 12.5% in 2001. Reserve requirement is one of 

the most powerful instruments of monetary control, if it changes the 

required reserve ratio changes the ratio by which the banking system 

can expand deposit through the multiplier effect. If the required reserve 

ratio increases, it thereby reduces the liquidity position of the banking 

system.  Cash reserve requirement was first used to reduce excess cash 
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holding by commercial banks. The commercial banks were required to 

maintain a minimum cash deposit with the central bank ranging from 

5% to 12% of their total demand deposit and time deposit on which 

they are paid interest rate below 2.5 percent.    

iii. Discount Rate  

The discount rate is the rate of interest the monetary authorities or the 

central bank charge the commercial banks on loans extended to them. 

If the central bank wishes to increase liquidity and investment, it 

reduces the discount rate. This in turn, reduces the interest rate charged 

by commercial banks thus resulting in attractive borrowing or low cost 

of borrowing and hence expansion in liquidity and instrument and vice 

versa.   

iv. Selective Credit Controls  

Selective credit controls or guidelines involve administrative order 

whereby the central bank using guidelines, instruct banks on the cost 

and volume of credit to specified sector. This selective credit controls 

are example of the use of monetary policy to influence directly the 

allocation of recourse, indicating a lack of faith in the working of the 

free markets. The aim of the flow of bank credit from speculative and 

other purposes to socially desirable and economically useful uses.  

v. Moral Suasion  

This involves the employment of persuasions or friendly persuasive 

statements, public pronouncement or outright appeal on the put of 

monetary authorities to the banks requesting them to operate in a 

particular direction for the realization of specified government 

objectives. For example, the central bank or the government may 

appeal to the banks to exercise restraint in credit expansion by 

explaining to them how excess expansion of credit might involve 

serious consequences for both the banking system and the economy as 

a whole. 

 

Factors Militating against the Effectiveness of Monetary Policy in Nigeria 

The effectiveness of monetary policy in Nigeria have been constrained or militated by 

various internal and external factors. These factors include: 

i.  Instability of the Financial Sector: This is as a result of political instability in 

the macro-economy, which has attributed to bank distress and lack of 

managerial efficiency, resulting to financial institutional failures. 

Subsequently, violent in government, dictatorship and the low level of 
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participatory democracy sustain the ineffective of the financial system 

especially with regard to its ability to perform its international roles. 

ii. Poor State of Economic Infrastructures: This result from past neglect 

especially in rural areas where there is absence of financial resources for the 

success of the financial market. 

iii. Non-Harmonization of Monetary and Fiscal Policies: Monetary expansion is 

used to overcome a recession, or a depression or a deflationary gap. It is used 

to attain favorable balance of payments, pressure on the exchange rate, etc, 

both measures are used to decrease the cost and availability of credit in the 

money market, and improves the economy. 

iv. Increase in Government Expenditure: A deficit in the balance of payments 

implies an excess of expenditure over income. Between 1990 and 1993, the 

level of federal deficits increased tremendously and resulted in a high level 

of growth in monetary aggregates, which put excessive pressure on money 

supply. The monetary authorities were constrained in controlling generally 

domestic price level through the use of monetary policy instrument. 

 

Empirical Review 

Friedman and Benjamin (1989) also discuss the relative effectiveness of the monetary 

policy in some developed countries. In their study, they found out that monetary action 

had a greater influence on the national GNP. However, the result from the study cannot 

be generalized for the developing countries since they have significantly different 

economic and political structure. 

Anderson and Jordan (1968) tested empirically the relationship between the measures 

of fiscal policy, monetary actions and total spending for United States. These 

relationships were developed by regressing quarter to quarter change in GNP on 

quarter to quarter changes in money stock and the various measures of fiscal actions 

namely; high employment budget surplus (R-E), High employment expenditure (E) 

and high employment receipt (R). The analytic activity occurred faster than that of 

monetary action. 

Anyanwu (2002) stressed that in developing economic in which Nigeria is a typical 

example; the emphasis is always on fiscal policy rather than monetary policy. In his 

work he estimated the variables of monetary influences are much larger and more 

predictable than fiscal influences. This result was confirmed with the use of better 

coefficient that changes in monetary action greater than fiscal action. In essence, 

greater dependence should be on monetary action. Therefore, an integration of 

monetary and financial private sector as well as integrating the financial sector with 

real productive sector must be a goal to be vigorously pursued by monetary authorities. 
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Nkoro (2003) in his analysis between liquidity rate and the rate of money supply 

studied on the effectiveness of monetary policy as a tool of controlling economic 

activity in Nigeria between 1985 and 2001, to establish that monetary policy measures 

have aided the reduction of price level in the economy. However, his analysis shows 

the co-efficient of determination to be 16.1 percent which denotes a weak relationship 

between the two variables regressed.  Hence the conclusion from the study cannot be 

dependable since the variable used are not affect the economic growth. 

Folawewo and Osinubi (2006) fine-turned the views of different economists in 

research work done on how monetary policy influences economic activities. 

According to him, liquidity, interest rate, credit and exchange rate (short and long-

run). In this way, the initial monetary impulse is transmitted to the economic activities 

consumption and investment etc. The credit channel works mainly by portfolio 

adjustment in books household and forms balance sheet in favor of assets that have 

higher returns during this period of monetary fluctuations. Under normal 

circumstances, those assets commanding higher demand would be produced more and 

thus stimulate the economy. A special case of credit channels is the bank loan in which 

a credit squeeze forces banks to ration credits. In such a situation, customers who 

depend on bank loans would economy activities would be curtailed. In relatively open 

economics, exchange rates transmit monetary changes to internal and external sector 

of the economy. Basically, the existence of interest rate differentials, resulting from 

monetary policy measures, induces substitution between domestic and foreign goods 

and services. The various channels do not work in isolation but reinforce one another 

in promoting the objectives monetary policy. 

Ajayi and Atanda (2012) reviewed the effect of monetary policy instruments on banks 

performance to determine the existence of long run relation between 1980-2008, 

adopting the Engle granger two step co-integration approach. Based on the regression 

model that regress bank total loan and advances on minimum policy rate, cash reserves 

ratio, liquidity ratio, inflation and exchange rate, the empirical estimates indicated that 

bank rate, inflation rate and exchange rate are total credit enhancing, while liquidity 

ratio and cash reserve ratio exert negative effect on bank total credit.  The main 

conclusion drawn was that monetary policy instruments are not effective to stimulate 

credit in the long run while banks total credit is more responsive to cash reserve ratio. 

Akanbi and Ajagbe (2012), investigated the analysis of monetary policy on 

commercial banks in Nigeria from 1992 to 1999 using a regression model.  They used 

net profit as dependent variable while the independent variables are lending rate, 

liquidity ratio, cash reserve ratio and interest rate.  Their findings show that Net profit 

has an inverse relationship with lending rate while liquidity and cash reserve ratio 
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exerted a positive relationship with the dependent variable.  They further stated that 

increase in interest rate will lead to decrease in lending rate. 

Agbonkhese and Asekhome (2013) investigate the impact of monetary policy on bank 

credit creation in Nigeria covering a period from 1980-2010, using the ordinary least 

square (OLS) method of econometric analysis, the result confirm that there exist a 

positive linear relationship between total credit creation and the explanatory variables 

consisting of total deposit and treasury bills rate while the reserve requirement ratio 

and interest rate had a negative relationship with total credit creation. 

Ndugbu and Okere (2015) investigated the impact of monetary policy on the 

performance of deposit money banks –the Nigeria experience (1993- 2013). 

Employing the ordinary least square and co-integration analysis, the result shows that 

amongst all the monetary policy variables (bank deposit rate, bank lending rate, cash 

reserve ratio and liquidity ratio) considered in the model, only bank deposit rate has 

significant relationship though inverse relationship. On this basis, the study 

recommends among others, that the Central Bank of Nigeria (CBN) should moderate 

the deposit rate as a tool for regulating deposit money banks operation. Secondly, there 

should be need to modify the monetary policy instruments to reflect and respond more 

rapidly and easily to local economic conditions. 

 

Theoretical Review 

There are several monetary policy theories, only a few will be discussed. 

1. The Classical Theory of Monetary Policy 

Money according to the classicists is a veil. It is neutral in its effects on the 

economy. It simply affects the price level. An increase in the money supply 

leads to an increase in price level but the real income, the rate of interest and 

the level of real economic activity remain unaffected. 

The relationship between money and the price level is explained in terms of 

the quantity theory of money. The classical quantity theory of money states 

that the price level is a function of the supply of money. Algebraically, 

MV=PT, where M, V, P and T are the supply of money, velocity of money, 

price level and the volume of transactions (or real output) respectively. The 

equation tells us that the total money supply MV equals the total value of 

output PT in the economy (Jhingan, 2003). 

In this theory, the classical believes in long-run economy, where full 

employment is attained. They recognized the existence of unemployment in 

the event of downward rigidity of money wages. Such a situation could be 

corrected by an expansionary monetary policy. Suppose the monetary 

authority increase the money supply, given the velocity of money and the level 
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of real output, with the income in the money supply, liquidity rises with the 

people who increase thedemand for goods and services, this in turn raise the 

price level. The rise in price level reduces the real wage which provides 

incentives for employers to expand employment and output towards the full 

employment level. 

2. The Keynesian Theory of Monetary Policy 

In the Keynesian analysis, monetary policy plays a crucial role in affecting 

economic activity. It contends that a change in the supply of money can 

permanently change such variables as the rate of interest, the aggregate demand 

and the level of employment, output and income. Keynes believed in the 

existence of unemployment equilibrium. This implies that an income in money 

supply can bring about permanent increases in the level of output. This rise in 

supply of money, its first effect is on the rate of interest which tends to fall. 

Given the marginal efficiency of capital, a fall in the rate of interest will 

increase investment. The increased investment will raise effective demand 

through the multiplier effect thereby increasing income, output and 

employment. What cause the rate of interest to change in the Keynesian 

monetary policy? The rate of interest is determined by the demand for and 

supply of money. If either the demand for money or the supply of money 

changes the equilibrium rate of interest would change. The supply of money is 

determined by the monetary authority which is normally fixed in the short-run. 

In other words, the money supply curve is perfectly inelastic.  

 

The demand for money is the desire to hold cash for transaction, precautionary and 

speculative purposes. The speculative demand for money depends upon the rate of 

interest or bond prices. Thus Keynes believed on the basis of his experience that 

monetary policy operated under certain limitations upon which it effectiveness depend 

on first, if the increase in supply of money reduces the rate of interest provided the 

demand for money does not become infinite (i.e. Perfectly elastic), and second, the 

reduction in the rate of interest increases investment demand provided it is not inelastic 

to the rate of interest becomes ineffective. 

 

METHODOLOGY 

The research design adopted for this study is the analytical/causal research design. 

This establishes relationship between the dependent variable and independent 

variables. Data from 2004-2018 were sourced from Central Bank of Nigeria (CBN) 

statistical bulletin, while data used for total loans and advances which is the only 

variable that is not directly observable was obtained from the audited financial 
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accounts of zenith Bank Plc, and analyzed using the Ordinary Least Squares (OLS) 

regression analysis method. 

 

Model Specification 

Based on our review, the model of past study by Agbonkhase and Asekhome (2013) 

was adopted and modified. The model to be estimated is specified in its functional 

form as: 

TLA = F (MS, CRR, TBR)                                                         (1) 

Equation 1 above can be stated in an econometrics form as shown below; 

 TLA= α0+α1MS+α2CRR+α3TBR+Ut 

Where;  

 TLA = Total Loans and Advances. 

MS = Money Supply 

CRR = Cash Reserves Ratio 

TBR = Treasury Bills Rate (Proxy for open market operation)  

 

A priori expectations:   

Total Loan and Advances (TLA) is expected to have a direct relationship with Money 

Supply (MS) and inverse relationship with Cash Reserve Ratio (CRR) and Treasury 

Bill Rate (TBR) i.e. α1>0, α2, α3<0 

 

LONG RUN REGRESSION RESULT  

Variables Coefficient T-Ratio Prob 

MS 132.011 6.072 0.009 

CRR 8354.772 0.808 0.478 

TBR -25387.62 -2.614 0.08 

Adjusted R2  0.99              DW Stat 2.87 

F-Stat  128.803 (0.0011) 

SOURCE: Researcher’s Computation using E-View 8.0 

 

The result above reveals that after adjusting for the degree of freedom the model 

explained about 99% systematic variations in total loans and advances (TLA) as shown 

by the adjusted R-square of 0.99. 

On the basis of the overall statistical significance of the model as shown by the F-

statistics, it was observed that the overall model was statistically significant since the 

calculated F-value of 128.803, with the probability of 0.0011 is greater than the critical 

F-value at 5% level of significance. Thus, all the explanatory variables jointly have a 

significant impact on real gross domestic product in the long run and the existence of 
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the hypothesis of a significant relationship between the dependent variable and the 

independent variables in the long-run is validated.  

On the basis of the individual statistical significance of the model as shown by the t-

ratios, the result shows that two of the explanatory variables; money supply (MS) and 

treasury bill rate (TBR) and have significant relationship with total loans and advances 

(TLA) in the long run since their calculated t-values were greater than the critical t-

value at 5% level of significance respectively. Cash reserve ratio (CRR) has no 

significant impact on total loans and advances (TLA) in Nigerian banking sector in the 

long-run.  

The result also reveals that two of the explanatory variables; money supply (MS) and 

treasury bill rate (TBR) have the expected positive signs. The coefficients of money 

supply of 132.011 indicate that a unit increase in money supply will bring about 

132.011 in total loans and advances. The coefficient of treasury bill rate of -25387.62 

signifies that a unit increase in treasury bill rate will lead to 25387.62unitdecrease in 

total loans and advances.  

Finally, the Durbin Watson statistic of 2.87 indicates the presence of autocorrelation 

in the model. 

 

CONCLUSION AND RECOMMENDATIONS 

The study empirically examined the impact of monetary policy on the operations of 

deposit money banks in Nigeria from 2004-2017. A simple linear model was specified 

wherein total loans and advances was used as our dependent variable, while money 

supply, cash reserve ratio and treasury bill rate were our independent variables. Using 

the ordinary least square regression analysis method, it was found that; Money supply 

and treasury bill rate have a positive and significant impact on deposit money banks' 

total loans and advances, while Cash reserve ratio has a positive and insignificant 

impact on deposit money banks' total loans and advances. 

Based on our findings, the following recommendations were made; 

i. Policy makers should work hand in hand with the government in 

formulating, evaluating and implementing new monetary policies that will 

have a positive impact on the Nigerian economy.  

ii. Both expansionary and contractionary monetary policies should be used 

effectively in the Nigerian economy to regulate money supply, liquidity 

ratio and cash ratio, which would help control inflationary and deflationary 

pressures.  

iii. A monetary policy adopted should aim at stabilizing and stimulating a 

realistic exchange rate for the banking sectors in the Nigerian economy; 

and Stipulation of Minimum Discount Rate by the Central Bank of Nigeria 
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(CBN) should be such that would promote growth and development of the 

banking sectors in the Nigerian economy. 

iv. Deposit money banks should put more emphasis on the internal factors to 

financial performance. These internal factors include capital adequacy, 

asset quality, management efficiency, earnings ability and liquidity 

management. Effective and sustainable monetary policy capable of 

ensuring growth and development in the banking sectors should be 

adopted;  

v. In addition to effective deposit rate, incentives should be given to the public 

in form of higher interest on deposit in order to encourage and mobilize 

more funds from the public; Banking sectors should strengthen and 

improve on its awareness mechanism to educate the public on the need, 

benefit and essence of imbibing the banking culture; Administration of 

monetary policy should be such that is flexible to enable the commercial 

banks to discharge their duties effectively to the public 
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