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In the banking system, liquidity is often referred to as
the ability to fund increases in assets and meet the
withdrawal of maturing liabilities at a reasonable cost.
However, in this paper, we will dwell on the Central
Bank of Nigeria's (CBN) liquidity management of the
financial system. This is defined as a framework, set of
instruments, and especially rules followed by the
Central Bank in steering the amount of bank reserves
in order to control their price (i.e. short-term interest
rates) consistently with its ultimate goals (i.e., price
stability), (Bindseil, April 2000).

The dynamics between the demand and supply of
money is a crucial driver of interest rates. The
mismatch in this relationship is carefully monitored by
central banks worldwide and is a key factor in
implementing monetary policy (Aoki, Benigno &
Kiyotaki, 2018).

TOOLS FOR SYSTEMIC
LIQUIDITY MANAGEMENT

» Cash Reserve Requirements (CRR)
» Open Market Operations (OMO)

Benchmark Interest Rate
» Standing Lending and Standing Deposit Facility
» Repo and Reverse Repo

Cash Reserve Requirements (CRR): This is the
minimum amount of deposits commercial banks are
required to hold with the Central Bank. As with all
monetary policy tools, this rate will be determined
based on the Central Bank’s monetary policy stance -
expansionary or contractionary monetary policy.

Open Market Operations (OMO): This involves the
buying and selling of money market securities by the
Central Bank to control commercial and merchant
bank reserves. OMO securities are sold when central
banks seek to reduce the liquidity in the banking
system and purchased to increase liquidity.

Benchmark Interest Rate: The Central Bank of
Nigeria’s benchmark rate is the Monetary Policy Rate
(MPR). This is the monetary policy anchor upon which
all other interest rates in the economy is expected to
revolve around. This is the rate at which the Central
Bank is wiling to lend to banks. The
symmetric/asymmetric corridor is set around the
MPR (the lower bound rate at which excess reserves
are deposited with the Central Bank and the upper
bound at which banks borrow from the Central Bank).
The MPR and the corridor are designed to guide short
term interbank rates around the MPR with the
interaction of market players ensuring that money
market rates revolve around these corridors.

Standing Lending and Standing Deposit Facility: The
SLF and SDF provide commercial and merchant banks
a window to access the Central Bank’s liquidity in time
of liquidity shortage and provide opportunity to invest
excess liquidity overnight, thus facilitating and
fostering an efficient payment system.

The setting of the SDF and SLF rate priorities
interbank market liquidity over CBN facilities.

Repo and Reverse Repo: The CBN also provides the
opportunity for Deposit Money Banks (DMBs) to
present eligible assets as collateral to access funding
from time to time to aid interbank trading, smooth
functioning and efficient settlement of transactions
with counterparties.

THE OBJECTIVES OF FINANCIAL
LIQUIDITY MANAGEMENT

Central  banks implement various liquidity
management policies to achieve their mandate. The
three main objectives that are similar for central banks
across the world are:

o To foster Price Stability
o To facilitate productivity, output and economic
growth
o To promote maximum employment.
It's impossible to achieve all three objectives at once
depending on the economic cycle, central banks
usually prioritize two at any point.

THE DILEMNA OF LIQUIDITY
MANAGEMENT IN NIGERIA:
PRICE STABILITY VS ECONOMIC
GROWTH

The CBN has historically been faced with the
challenges of high inflation and economic recessions
concurrently (Sobrun & Turner, 2015). Central banks
battle low inflation in recessions and high inflation in
periods of economic growth. The peculiarity of the
Nigerian economic structure leaves the Apex Bank
with the dilemma of choosing between two
conflicting policy objectives.

The Central Bank of Nigeria has used its monetary
policy tools to prioritize both price stability and
economic growth. It has eased its monetary policy
rate, provided lending guidelines to banks designed to
increase lending, even as inflation continues to rise.
This is a dilemma to liquidity management because
measures to spur economic growth are inflationary,
while the actions to tame inflation are contractionary.
This raises the question of the best approach and
combination of policy tools to be deployed to reach
these objectives. To answer this question, is it
important to understand the factors that have
historically driven economic growth and are currently
driving inflation in Nigeria.

GDP GROWTH AND INTEREST
RATES
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In 2016, the CBN opted to raise its policy rate to
combat inflationary pressure and support exchange
rate stability despite the contraction in output.
However, it eased the monetary policy rate to support
growth while inflation and exchange rate pressure
built up in 2020. Due to the peculiarities of the
Nigerian economy, rising interest rates clearly is not a
contractionary factor (as seen in the graph above).
Given that the current inflationary environment is
driven by non-domestic demand-related factors
(Naira devaluation due to oil dependence of the
economy and food supply shocks), higher interest
rates may not necessarily pose a risk to economic
recovery.

GDP GROWTH AND MONEY
SUPPLY
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There appears to be no direct correlation between
money supply and output growth over the past ten
years. Hence, increasing liquidity cannot be seen as a
driver of economic growth.

GDP GROWTH AND OIL EXPORTS
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The graph above makes this point more
straightforward. Economic growth in Nigeria is more
correlated to external factors (supply/demand
dynamics of the crude oil market) than domestic
interest rates. Monetary policy has to take a reactive
stance to these external factors.

THE NEXT ERA OF LIQUIDITY MANAGEMENT IN
NIGERIA: INFLATION TARGETING

The fiscal policy authority should focus on diversifying
the economy in terms of boosting export earnings for
increased FX receipt, increase direct spending in
productive sectors, human capital development and
incentivise the private sector to create jobs. They
should also support MSMEs to thrive through
investments in power and transport infrastructure.

Monetary policy authorities on the other hand would
need to target rising inflation. Central Bank liquidity
management over the years has not been without
challenges. As advanced economies grapple with low
inflation and low growth, Nigeria should continue to
focus on boosting aggregate demand through
targeted fiscal policy measures and taming inflation
through monetary measures.
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