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TOPIC: FINANCIAL INSTITUTIONS 

Financial Institutions are business organizations which deal with money 

and other financial assets like shares, bills of exchange, treasury bills 

etc. Such institutions include commercial banks, Discount houses, 

Central bank, Insurance Company etc. They can be classified into bank 

and non-bank financial institutions; banks are under bank institutions 

while Issuing houses, Stock exchange, Discount houses, Insurance 

Companies are under non-bank institutions. 

They can also be classified into traditional and modern financial 

institutions. 

 

Traditional Financial Institutions 

These are associations of people that come together to contribute and 

save their money. They are the type of co-operative known as ‘Credit 

and Thrift Society’. By so doing, they encourage savings among 

themselves. They are given different names in different places such as 

Isusu, Esusu, Asusu, Soso etc. 

In these organizations, members may agree to contribute and lend the 

money to their members that need it at cheaper rate of interest. Some 
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may be contributing weekly or monthly and give to their members 

rotationally. 

They have been existing before the modern financial institutions, but 

some of them are still in existence today. 

 

MODERN FINANCIAL INSTITUTION 

 

COMMERCIAL BANKS 

Commercial bank is a financial institution that accepts deposits from the 

public and give loans to people. Commercial banks are established for 

the purpose of making profit. Examples are UBA, Union bank, 

Microfinance banks etc. They are public limited liability companies. 

 

Development of Commercial Banks 

Commercial banks developed from the activities of goldsmiths who 

collect valuables like gold and silver (which were used as money) from 

people and safe-keep them for them. 

Goldsmith do issue receipts, ‘for valuables deposited’ to the owners 

which are presented when they wants to collect back their valuables. The 

customers found out that they can use the receipt for purchases. The 

receipt later became the first bank note and serves as means of payment. 

When the goldsmith observed that many depositors did not present their 

receipts for repayment for a relatively long period of time, he lend some 

part of the surplus to people and charge them interest. They made large 

profits from the business. 
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In order to attract more people that deposit their money with them, the 

goldsmith pay interest to the depositors. The more deposits he attracted, 

the more they could lend out and increase his profits. 

These are how the activities and functions of commercial banks started. 

 

Functions of Commercial Banks 

 

1. Acceptance of deposits: Commercial banks accept money from 

members of the public and keep them for safety purpose through 

savings, current and fixed deposit accounts. The amount deposited 

is credited to the customer’s account. 

2. Agents for making payments: They make payments on behalf of 

those who deposited money with them, by the use of cheques of 

the owner’s current account. 

3. Lending agents: They give short-term loans to the public through 

different ways such as direct loans, overdraft, and discount. 

4. Safe-keeping of customer’s valuables: They help in safe-keeping 

of customer’s important documents like shares, wills, certificates 

etc. 

5. Agents for purchase of stocks and shares: they help their customers 

to purchase stocks and shares of companies and government 

securities. 

6. They financial and technical advice to their customers: They give 

them business advice; may be on how to invest their money. 

7. They act as referees: If a customer of the banks wants to do 

business on credit whether with foreign or domestic firms, his 

bankers can stand for him as his referees. 
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8. They solve the problem of foreign exchange: commercial banks 

help their customers to get foreign currencies which enables them 

to purchase goods and settle their foreign debt. 

CENTRAL BANK 

Central bank is the government financial institution that controls and 

supervises the monetary affairs of a country. Every country has only one 

central bank. The major aim of establishing it is not to make profit but to 

carry out major financial operations of Government. 

 

Development of Central Bank 

During the colonial era, the West African Currency Board W.A.C.B was 

operating in four West African English speaking countries. It was 

established by British Colonial Government in 1912 to issue and operate 

uniform currency(pound in British West African countries.The head 

office was in London.It was money-changer which changes British 

pound to West African pound, on the other hand changes West African 

pound to British pound. 

Because of the short-comings of West African Currency Board, when 

the West Africa had independence, most West African countries started 

to establish their own Central Banks to issue currencies and help in 

managing their economies. Central bank of Nigeria started operation in 

1959. 

 

Functions of Central Bank 

1. It acts as banker and financial adviser to the government. The 

Central Bank collects all the government revenues from taxation 
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and other sources. It makes payments on behalf of government and 

advice the government on monetary matters. 

2. It acts as banker to other banks: Commercial banks keep account 

with the Central Bank, they keep some percentage of their deposits 

with the Central Bank as a legal reserve or special deposits. 

3. Issuing of currency: Only the central bank is permitted by law to 

issue currency (bank notes and coins) in the economy which are 

then circulate through the commercial bank. 

4. Control of foreign exchange: It receives the foreign exchange 

earnings of a country and makes foreign currency available to 

individuals and institutions. 

5. It acts as lender of last resort: Sometimes commercial banks may 

run short of funds Central bank give loans to commercial banks to 

enable them meet up cash demand from the customers. 

6. Implementation of government monetary policy: It assists the 

government in executing its monetary policies by the use of 

various instruments such as Open Market Operation, Bank rates, 

Cash deposit ratio etc .These help to regulate the supply of money 

in circulation and price stabilization. 

7. Servicing of National Debt: The Central Bank pays back loans 

owed by the Federal government. 

8. It promotes economic development by financing projects on behalf 

of the government. 

  

 

Instruments Used by the Central Bank to Control the Activities of 

Commercial Banks 
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The Central Bank controls Commercial banks through the use of 

instruments of monetary policy. The instrument include 

1. The Bank Rate: This is the rate of interest at which the Central 

Bank discounts bills for commercial banks. If the bank rate is high, 

commercial banks would increase interest rate and that would 

discourage the public from borrowing. But if the bank rate is 

reduced, it would encourage borrowing. 

2. Open Market Operation: This is refers to as buying and selling 

of securities from and to commercial banks. Securities include 

Treasury bill and bonds. If the amount of money in circulation is 

too high, the Central bank will sell securities to commercial banks, 

thereby reducing their ability to give out loans to the public and 

this will help to reduce the amount of money in circulation. 

Bu if the amount of money in circulation is too small, Central bank 

will buy securities from commercial banks thereby increasing their 

lending capability and the amount of money in circulation will be 

increased.  

 

3. Special Deposits: This is additional deposits apart from statutory 

deposit which Central Bank may require commercial banks to keep 

with it. Through the instrument it will reduce the lending power of 

commercial banks, as well as reducing inflation in economy. This 

happens if cash-deposit ratio could not control inflation. 

 

4. Cash –deposit Ration or Cash Reserve: This is also known as 

liquidity ratio. This is refers to as the percentage of total cash of 

commercial bank required by law to be kept with the Central Bank. 

They keep the cash as reserve. 

If the amount of money in circulation is too large and has to be 

reduced, the Central Bank will increase the cash-deposit ratio. But 
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if the amount of money in circulation is too small and has o be 

increased, Central Bank will reduce the cash-deposit ratio. 

 

5. Directives: Central Bank may instruct commercial banks the sector 

of the economy they should direct their lending policies. It may 

direct them to give more loans in certain sectors or it may give 

instructions to commercial banks to reduce or stop lending to 

certain areas of the economy. 

6. Funding: This refers to the conversation of short-term securities ( 

example; treasury bills) to long-term securities(example; bond). If 

the conditions of the economy are not yet improved for the refund 

of the loans obtained through the sale of treasury bills, they may be 

converted to bonds. This controls the amount of money that is in 

commercial banks. 

7. Moral Suasion: This refers to gentle appeal by the Central bank to 

commercial banks on the kind of lending policy they should adopt 

regarding the expansion or contraction of money supply. 

 

 

 

 

 

MORTGAGE BANKS 

 

   Mortgage banks are financial institutions that give long-term 

loans to people that want to build or purchase houses. They are not 

many because of the restricted functions they perform. Example: 

Federal Mortgage Bank. They are also known as building societies. 

They are funded by the government. Loans given out are usually 

for long term. 
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Functions of Mortgage Banks 

 

1. They provides long-term capital for people to build their own 

houses, especially those that have account with them. 

2. They offer financial and technical and technical advice to 

investors. They have experts that give advice to investors in 

order to be successful. 

3. They encourage growth of industries that produce building 

materials. 

4. They accept deposits from people and organizations, especially 

those who wish to save part of money required for building their 

own houses. 

5. They execute government housing policies. For instance, they 

assist government in developing housing estates. 
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MERCHANT BANK 

 

A merchant bank is the bank whose function is to promote the growth of 

commerce and industry. Example; Acceptance Limited. 

 

Functions of Merchant Banks 

1. Merchant banks help public companies to issue new shares. 

2. Underwriting of Shares: They guarantee an issue of shares. If there 

are shares left unsold , they buy them and sell them later when 

there is a higher demand for the company’s shares. 

3. They accept bill of exchange: This means that they undertake to 

pay discount house if the debtor did not pay back at the maturity of 

the bill. In this they sign across the face of the bill. They charge 

commission for doing that. 

4. They provide technical and financial advice to investors. They 

advise them on how to carryout successful business. 

 

DEVELOPMENT BANK 

 

A development bank may be defined as a financial institution set up 

purposely to provide long-term loan for various developmental projects 

in areas like Industry, Commerce and Agriculture. Examples are; 

Nigerian Industrial Development Bank (N.I.D.B), The Nigerian Bank of 

Industry, the Nigerian Agricultural  and co-operative Bank etc. 
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Development banks are usually government owned enterprises and they 

obtain their funds from the government. They do not accept deposits 

from the public. 

 

Functions of Development Banks 

1. They provide long-term loans for capital projects. Most 

development projects require long-term loans. 

2. They advise both the government and industrialists on how best to 

carry out their business operations 

3. They supervise the projects they give loans for their establishment 

in order to ensure that the money is not diverted to other non-

developmental purposes. 

4. They conduct studies on the economy. They conduct extensive 

study on the industrial sector in order to determine the viability of 

industries in a country. 

 

INSURANCE COMPANIES 

 

An insurance company can be defined as a financial institution involved 

in the protection of persons and objects against risks. They collect large 

amount of money called premium form individuals and organizations in 

order to insure live and properties. 

There are certain risks which can be insured against. These include fire, 

theft, accidents, untimely death, etc. 

 

Functions of Insurance Companies 
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1. They serve as pool of risks. The insured pay premiums which are 

pooled into a fund. Compensation is paid to those who suffer 

losses from the fund. 

2. They encourage growth of commerce and industry. They do that 

by agreeing to compensate a business undertaking against certain 

types of loss. 

3. They offer both short-term and long-term loans to individuals and 

organizations from the premium paid by their clients. 

4. They provide technical, managerial and financial advise to 

investors. 

5. The premium paid for life insurance is a form of savings for the 

future. 

 

 

 

 

 

 

 

STOCK EXCHANGE MARKET 

 

The stock exchange market is a market which deals with the buying and 

selling of securities such as shares, debenture and bond. Example; 

Nigerian Stock Exchange.  
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There are two main dealers in the stock exchange- the brokers and the 

jobbers. The stock brokers deal directly with the public. They act as 

agents that buy and sell securities on behalf of the public. They charge 

interest for doing that. 

The jobbers are the major dealers who does not deal direct with the 

public rather, they transact business with brokers. They quote two prices 

for a particular security- a higher price for selling and a lower price for 

buying. His profit is known as jobber’s turn. 

 

 

Functions of Stock Exchange 

1. It assists firms and government to raise long –term capital for 

investment. This is done by bringing together the funds of many 

people that buy securities and make them available to firms and 

government that they buy their securities. 

2. It provides market for easy selling and buying of long-term 

securities. Firms can easily sell their shares while individuals can 

easily buy or sell their shares. 

3. It stabilizes the prices of securities. The jobber holds stocks of 

securities and supply always in such a way as to prevent frequent 

price fluctuations. 

4. It protects members of the public against fraud. This is done by 

constantly monitoring the economic performance of the various 

firms whose shares are quoted on the stock exchange. 

5. It offer investment opportunities for those with small income base, 

It advertise the prices of securities thereby enabling the members 

of the public to invest their idle funds. 
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MONEY MARKET 

Money market is the financial market for buying and selling of short-

term loans (that is market for lending and borrowing of short-term 

loans). It made up of institutions which provide short-term finance for 

business transactions for periods from few months to two years. 

 

Institutions that operate in money market include 

a. .The central bank 

b. Commercial banks 

c. Discount house 

d. Acceptance house 

e.  finance house  

f.  insurance company’s 

DISCOUNT HOUSES; 

These are institutions that pay bills before their maturity dates. They do 

not pay the full value of the bill, rather, they subtract from the face value 

of the bills they discount, and that will serve as their commission. 
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ACCEPTANCE HOUSES; 

These are institutions that accept bills of exchange. That is, they 

guarantee that the bills will be paid on the due date.. they sign on the 

face of the bill to prove that the bill is genuine. They charge 

commissions for accepting the bill. Merchant banks are an example of 

acceptance house. 

 FINANCE HOUSES; 

They are formed to finance hire purchase. They also buy commodities 

for consumers if they request. They also resell to them on hire purchase. 

The difference between the prices they bought the commodity and the 

price they sold is their commission; because they sell higher than the 

price they purchased it. 

 The money market uses certain financial instruments to transfer 

money from lenders to borrowers. These are treasury bills, bills of 

exchange, and call money funds. 

BILL OF EXCHANGE; 

This is a short term security use to finance international trade. Here, the 

customer pays for commodities imported, not in cash, but with a bill 

payable in usually 3 or 6 months. This can be sold in the discount market 

to provide immediate cash to the supplier. 

TREASURY BILL; 

This is instrument use by government to borrow money on short-term 

basis from money market. It is issued by the central bank and made open 

to the financial institutions for purchase, after maturity date, the interest 

plus the original value will be paid together. 

Call  Money ; 
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This is extra cash apart from cash ratio kept by commercial banks 

for daily transaction. It is either, the commercial banks keep it with 

Central bank or lend it out to the Acceptance house. 

 

Functions of Money Market 

1. Money market enables investors to borrow money on short-

term financing of their projects. 

2. It enables financial institutions and investors to invest their 

money on short-term basis and earn some interests. 

3. It facilitate the provision of circulating capital for business 

transactions.  

 

CAPITAL MARKET 

A capital market is made up of financial institutions that provide 

medium and long-term loans for investment. The money lent and 

borrowed in this market is used to finance capital projects. It consist of 

people and organizations who wish to lend out money or to borrow on a 

long-term basis. Loans give are usually for more than two years, 

Financial Institutions which operates in the capital market include; 

a. Development banks 

b. Insurance companies 

c. Investment banks 

d. Stock exchange 

e. Mortgage banks or building societies 
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f. Central bank 

 

Instruments used in the capital market are; stocks and shares, company 

bonds and government bonds. 

 

Functions of Capital Market 

1. It provides capital for long-term investments in industry and 

commerce. 

2. It provides managerial and financial advice to investors. 

3. It provide opportunities for people and organizations to invest their 

money on long-term. 

 

 

 

 

 

 


