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ABSTRACT

This study provided an empirical analyss of the impact of financial sector reforms
on Stock Market Development in Nigeria. The study also. verified &16 releva'ncg of Stock
Market for economic growth. To achieve the above stated OBjectives, three eqﬁations
were formulated and using time series quarterly data, Two Stage Le.zllst Squares(2SLS)
estimation technique was cmpldyed to estimate the parameters of _our variables for the
period 1970-1993.

The results of the Stock Market Equation show that financial sector reforms had
contributed significantly to Stock Market Deve[opmenF in Nigeria. For the growth
equation, Stock Market index indica'tes a positiv; a.;xd significant association with

economic growth. :

- ., ~

The policy implication of the t{ndinés are, first, govénunent should avoid financial
repression and lean more towards- iﬁe side of carefully designed and consistently
implemented policy of déreg’ulation since financial reform affé_cts Stock Market
developrhent p.ositively.' Particular attention should be giv;zn to exchange rate and
financial structure policies because of their possible destavilizing effécts if not well
managed. = Second, policy makers should endeavour to encourage Stock Market :

development so as to actualise their vision of sustained and real growth in the futre,



CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND TO THE STUDY:-

Many factors dete_r%ﬁine the level and the rate of development of a given economy,
namely, natural resources endowment, labour supply, and of course capital. An economy
'bl_essed with precious minerals, valuable agricultural land and suitable land - waler mix,
is in a better position to develop than another economy without these, other thin:t:?,s being
equal. In the same manner, a country that does not have adequate supply of requisite
manpower is at a disadvantage. Although,l other factors are quite important in the
development of a modern economy, it is no usé denying the importance of financial
marketsiin general and the capital market in particular(CBN, 1982).

However, the recognition of the important role which financial markets could play
in the developmental aspirations of most African economies is a recent phenomenon. For
example, before the 1960s, the Nigerian economy was basically .agrarian, It depended
largely on agriculwral products for its foreign exchange eérnings. Indeed, characterised
by a centralised marketing boards system, the ultimate pricing and purchase of agricultural
products within the domestic economy in Nigeria was highly centralised in z{nd controlled
by the government. The argument then .was that international market price volatility in a
decentralised marketing arrangement for agri;cultural products may have destabilising
effects on the economy. Hence, to promote domestic price stability, steady foreign
exchange earnings for the government and also to insulate domestic producers of these
products from the risks inherent in world market price instability, a regulated marketing

arrangement was adopted. As a monopsony within the domestic economy, the marketing
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. M '
board dictates the price and as a monopoly in the export sector for agricultural products,
it was the ultimate source of foreign exchaﬁge earnings for thg economy. During ﬂﬂs
period, the financial markets necessary for the finance of agricultural production and
marketing \.&./a,é close to non-existence and the demand for credits therein was gr.ossl;(
seasonal. To be specific, the domestic financial markets }n general and capital market in
particular was undeveloped and visibly u_norganised since the entire financial system was
predominantly foreign owned. What existed was linked to -!;he London market which in
effect meant that short-term and long-term fu1_1cls of the financial institutions operating in
the country were usually transferred OVEIseas for investment in foreign financial assets.
This culminated in a net export of capital at a time when the country needed all ;he funds
it could lay hands upon for development. Nigcria’-s farmers, businessmen and industrialists
had no organised formal market where they could raise short -‘ar.ld 'especiall‘y long: - term
funds for the running of their businesses, and the country, particularly the government.,.
had no effective and organised- machinery for mobilizing its resources for planned
development; nor was thcr_e any effective machinery for monetary policf a;id control. [n
short, many benefits of tu"mancial markets especially the capital market, eluded-the
count}'y(Nwankwo, 1991). Therefore, because of the seasonality in credit demands andjthe
unorganised nature of the financial markets in Ni ge;ia, the capital market did not respond
adequately. to the developments in the real sector, hence, the motivation for f_tt‘ne current
financial secltor reforms becomes evident.

With the discovery of crude petroleum in commercial quantities in the 1970s,
Nigeria witnessed an unprecedented improvement in the Balance of payménts (BOP) in

terms of foreign exchange earnings. This led to an increase in demand for imported goods

by individuals and government, firms also relied heavily on imported inputs for their

i
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producticn. There was rural urban migration of people especially during this period,
thereby resulting in over crowding in cities and loss of labour in tk.xe rural areas. This
over-dependence on crude petroleum export earnings made the economy more vulnerable
to the uncertainties and vagaries in the world economy. Therefore, it could be said that -
the features of Nigerian economy in the 1970s were dictated largely by the growing
importance of crudelpetroleum, the expanding role of the public sector in the economy and
an unsustainable dependence on the external seclor.

Following the large increase in fo It‘:i'glf; exchange earnings from oil, which was
largely monetised, the public sector involvement in direct economic activities escalated.
Fiscal deficits especially after 1974 soared, and because of the increasing over -
dependence on external sector, external equilibrium which was quite visibie early in the
period had virually disappeared by the end of the decade. Inflatioriary pressures mou:'_ltqd
while monetary management began to experience serious difficulties. Alfhough, the
‘industrial performance appeared. to be relatively satisfactory, the dominance of the oil
sector in ‘this performance was rather dilsturbing, while the over - dependence of
manufacturing production on imported raw materials made its achieved performance rather
unsustainable. Also, the dominance of the public sector in economic activities was
promoted by the strategy to utilise the large public resources to expand infrastructural
facilities “and build up the country’s. i_r_ldl_ls_;_triz_i__l base. The -inéreasing role of public -
expenditure in detérmining the course of economic development was boosted by the rapid
growth rate of government owned institutions especially financial. Under government
pressure, banks did lend to state. enterprises and priority sectors at below - market
interest rates. Private industrialists also patronised this cheap source of finance thereb-y

leading to high debt/equity ratio in most companies (public and private). Indeed, the

)
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.4
inability or unwillingness of borrowers to repay their loans in recent years has become a
serious problem. It .‘has led to a preponderance of bad and doubtful debts in the banking
sectors and hence hasten the insolvency of banks. Although, Nigeria had started to
develop a market for short-term debt towards the end of 1970s, a system for: long-term
finance remained unorganised, undeveloped or underdeveloped at best., Therefore, it could
be argued that the interventionist approach was muc;h less successful- in promoting ,,

' financial developinent in this country. Hence, in or~der to promote equity rather than debt
finance, (so that the development aspirations of the country could be aghieved) .financial
sector reforms becomes necessary,

Moreover, the balance of paﬁments position in the 1970s presented a picture of
large surpluses in the early part of the period followed by reduced surpluses 'anEi the
emergence of deficits from the middle part of the period. These trendé_ were determined
by developments in the oil sector as well as changes in government policies. This was
reflected in the increased shared of the oil sector in the export trade from under 60 percent
in 1970 to over 90 percent starting from 1973, While non-oil exports declined
proportionately from 30 percent of aggregate exports in 1970 to less than 10 percent at the
end of the decade. However, it should be observed that an important factor in this
development was the ban imposed by government during the second half of the period on
the expofts of non - oil r};ommodities in order to satisfy the excess demand for these
commodities in the domestic market (import substitution strategy). AnotheF factor
responsible for the‘deterioraj:ing external paymentQ positioln was the mounting public
__expenditurc by reason of its high import content and also due to the stimulus it gave to
private sector imports. It could be argued in particular, that the <iructure of \;vorld demand

combined with oligopolistic pricing policies in the industrial economies resulted into a

!
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long-term tendency for the commodity term .of trade of Less Dcvelqped Countries (or of

primary product exporters) to deteriorate (Killick and Sharpley, 1984). Additionally,
deficits induced by adverse movements in the commodity terms of trade, towards the tail-

end of 1970s, necessarily iniposed negative distribution of the gains from trade. The real

income effect of this adverse trend in relative prices was equivalent to the transfer of

resources from poor nations to rich(Killick and Sharpley, 1984; P.30) . Suéh an adverse

‘trend tends to accelerate what some (e.g. Balassa, 1964) have argued to bé a secular trend

in the terms of trade, and the greater instability of LDCs export prices are the

destabilising factors.

Also, with huge increases in government expenditure, occasioned by the increased
role and direct involvement of the government in production and distribution and the urge
of the government to provide social amenities and j-ob o_pportunities for the teaming
population, the financial sector eiperienced rapid mone.tary.expzinsion in the 1970s
because these e).cpenditures stemmed from the monetization of huge nil revenues. There
was also .significant expansion of bank credit as another stimulus to monetary growth
during the period. Under these circumstances, especially in a situation of increased
aggregate demand when output response to domestic requirements was not sufficiently
elastic, inﬂationz_lry pressures Intensified in the 1970s. A vivid illustration of the general
attitude 6f 'the governm.ent, was. its, deci_s}on_ to award large salary increases with
retrospective effects to its workers in 1975. Private sector enterprises took similar action.
Consequently, inflationary pressufes worseneéi while further erosion of external stability
was encouraged. However, with the collapse by the international oil market in the 1580s
specifically in 1981, foreign exchange earnings of the country fell markedly and the

uncontrolled taste for imported goods and services exacerbated the balance of payments

s
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problems. Indeed_, government resulted to excessive borrowing and money creation in
order to finance its deficits, hence, the financial system was overheated thereby leadmg
to high mﬂatxon But, in periods of inflation, standard economic principle predicts that
portfolio investments tend to be discouraged while investment in physical assets is
encouraged hence the growth and/or development of the financial markets is undermined.
Therefore, it could be stated that the receﬁt financial sector reforms in this country is not
misplaced if the potential roles of these markets (eépecially the capital market) in
élleviatin‘g' the financing problems of the country is considered.

Also the wave of instability passed through the financial sector. Indeed, the
financial sectors of most African econoniies in the 1970s and <ear‘ly 1980s was rgpressed
and highly regulated. The World Bank (1989) observed that: |

Most devclopi'ng countries have periodically held their
Interest rates below market-clearing levels. These artificially
- low interest rates have “repressed” their financial systems,
shrinking financial assets in real térms especially at times of
high inflation. If financial depth promotes economic growth,

artificially low real interest rates may be an obstacle io
development(P.32).

Specifically, a major indicator of ﬁnaﬁcial repression is wide spread prevalence of
negative real interest rates in the organised financial markets - that is nominal interest rates
wiﬂch are lower than the current rate of iﬁﬂation. In most LDCs, nominal interest rates
on ﬁnanéial assets are regulated below the equilibrium levels that market forces would
dictate (see table 1.1 below). Sequel to this, a disequilibrium state of pxcess_dem_and
prevailed in both the financial markets, where the demand for loans eiceeds the funds
. available, and in the real sector where desired investment exceeds mobiliséd savings. This
has often resulted in credit ranonmg(Wong, 1977) and the pu‘petuatlon of price

instability(Leff and Sato, 1980). Although govemment admlmstratlve rules and
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regulations of the financial sector tended to vary in intensil:j( and types across countries,’
there. existed certain elements which were common to the regulated structure. Among
these are ceilings on credit expansion and interest rates, which encouraged capital flight,
nationalization of the entire financial system, restrictions on both inflow and outflow of
capital, lligh liquidity and reserve ratios as well as out-dated laws and accounting
procedure,

Credit ceilings reduces efficiency in two ways: first, they limit all banks equally,
even those that are most efficient at lending or those that have the most dynamic
entrepreneurs as clients. Hence, credit ceiling irnpose’s an uneven rationing criterion
because of the customer - mz}rket nature of bank r;redit. Second, credit ceiling reduces

efficiency by destroying
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TABLE 1.1
NGOMINAL AND REAL INTEREST RATES IN SELECTED AFRICAN COUNTRIES
NIGERIA KENYA BURKINA FASO COTE D’IVIORE NIGER
NOMI | INFLAT | REAL | NOMI | INFLA | REAL- -INFLA | REAL [NFLA | REAL | NOMINA | INFLATIO |[-REAL
YEAR | NAL ION RATE | NAL TION RATE TION RATE TION RATE | LRATE N RATE ‘RATE
RATE | RATE RATE | RATE "‘RATE - RATE _ _

1970 3.00 13.8 -10.8 3.50 1.94 - 1.56 1.66 1.34 9.84 -6.84 3.00 1.43 1.57
1971 3.00 15.6 -12.6 3.50 3.81 -0.31 196 1.04 -1.49 4.49 3.00 3.87 -0.87
1972 3.00 3.2 -1.16 3.30 642 -2.92 -2.89 5.8 0.00 -| 3.00 3.60 9.83 -6.83
1973 3.00 - 5.4 =24 3.50 048 | -598 7.5 -1.84 11.11 -5.36 3.75 11.73 -6.73
1974 3.00 13.4 -10.4 4.32 [7.32 -13.00 8.50 -3.15 17.73 -11.98 3.75 3.59 2.16
1975 3.00 33.9 -30.9 5.13 19.46 -18.33 18.59 -12.71 11.20 -5.32 5.88 9.00 -3.19
1976 2.67 21.2 -18.53 {- 35.13 11.24 -6.11 -3.31 14.31 12.15 -6.15 6.00 23.47 -17.47
1977 2.83 154 -12.57 5013 | 14.65 -9.52 30.05 -24.035 2724 | -21.24 6.00 23.37 -17.37
1978 4.15 16.6 -12.45 5.13 14.98 -9.85 7.77 -1.77 13.14 -7.14 6.00 9.31 -3.31
1979 4.47 118 -7.33 513 .| 9.96 -4.83 15.34 -9.34 16.56 | -10.56 6.00 15.27 =9.27
19380 5.27 9.9 463 | 3575 13.94 -3.19 1234 | -6.15 14.76 -8.57 6.19 3.31 2.38
198! 5.72 20.9 -15.18 8.85 11.62 | -2.77 7.10 -0.85 8.68 -2.43 625 22.93 -16.63

. 1982 7.60 7.9 -0.1 4 12.20 20.35 -8.35 11.94 -4.19 740 035 - 7.75 11.63 -3.88
1983 741 232 -15.79 13.27 1136 |- 191 3.41 -0.91 5.92 1.58 7.50 -2.52 10.02
1984 8.25 39.6 -31.35 11.77 10.20 1.57 4.81 244 429 2.96 . 7.25 8.39 -1.14

_ 1985 9.12 5.5 3.62 11.25 12.96 -1.71 6.88 0.37 1.87 5.38 7.25 -0.94 8.19
1986 9.24 - 5.4 3.84 .| 11.25 4.73 - 6.50 -2.54 8.62 6.73 -0.65 6.08 -3.18 9.26 -

1987 13.09 16.2 2.89 10.31 7.66 2.65 270 7.95 7.00 -1.75 5.25 -6.74 11.99
1983 12.95 133 -25.35 10.33 11.18 -0.85 4.01 1.24 7.00 -1.75 ~ 5.25 -1.43 6.68
1989 14.68 40.9 -26.22 12.00 12.92 -0.92 -0.30 5.70 1.00 542 642 2.80 9.22
19590 19.78 7.5 - 12.28 13.87 15.61 -1.94 -0.79 7.9 -0.79 7.79 7.00 -0.79 7.79
1991 14.92 13.0 1.92 - 1.98 2.50 4.50 1.70 5.30 7.00 -7.08 14.30
1992 18.04 44.5 -26.1 - 29.55 -1.95 9.70 3.54 421 175 -4.45 [2.20
1993 23.24 572 -33.96 - - 0.50 - 2.85 - - -1.25 -

- not available
Source: IFS YEAR BOOK, IMF, 1994
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competition for deposits, Once the ceiling is reached, extra deposits represent idle cash
reserves and so are not wanted. Banks will then stop making efforts to attract deposits and
to provide good services to existing depositors. Alternatnvely, théy may r_;duce deposit
rate of interest. Needless' to say that reduced deposit rate interest may discourage
aggregate savings and hence limit the amount of in_vestible funds available in-the
economy, it may even lead to a misallocation of resources since a substantial amount of
a nation’s financial resources will be outside the financial super structure thereby
favouring the purbhase of physical assets which are largely consumables and
predominantly unproductive. However, the overall effects of credit ceiling is té increase
the spread between gross cost of borrowing and net returns to lenders. (’I‘dbles 1.2).
Indeed, credit ceiling deliberately reduce financial intermediation.

Although, the need for social equity, income’ ref:listribution, maximization ;)f scale
economies, avoidance of externalities and the quest fpr timely dissemination of
information has been the arguments for setting up state - oWned' eil'terprises in less
developed countries, nationalization of predominantly state ‘- owned financial system are
beset with many problems. Among which are proliferation of " unviable financial
institutions, low resource mobilization, risky priority sector lending, low cﬁpitalization
ratios, reduced flexibility of banks to undertake discretionary leﬁding, increasing
administméive requirements, for loan processing, reduced scope of financial institutions to
allocate credit.on the basis of economic crite;ia, poor quality of ﬁeld staff and weak
management and supervision.- Therefore, it could be argued that complete nationalization
of financial institutions as we have witnessed in most African countries reduces financial
sector efficiency aﬁd flexibility as their performance has been observed to be highly

correlated with general Civil Service performance(Morris, 1985).

5
k!
i



10
TABLE 1.2

SPREAD HBETWEEN GROSS COST OF BORROWING AND NET RETURNS TO
LENDERS IN NIGERIA (1970-1593)

YEAR | DEPOSIT RATE LENDING RATE FIRST
SAVINGS (NOMINAL) | CLASS ADVANCES SPREAD
(NOMINAL)
(1) , (2) ‘ (2-1)

1970 3.00 7.00 4.00
1971 | 3.00 - 7.00 4.00
1972 3.04 7.00 , 3.96
1973 | 3.00 7.00 | 4.00
1974 3.00 . 7.00 1 4.00
1975 3.00 6.25 _ _ 3,25
1976 2.67 6.50 3.83
1977 1 2.83 6.00 ¢ 3.17
1978 4,11 | 6.11 2.00
1979 4.47 7.79 ’ 3.32
1980 5.27 8.43 3.16
1981 5.72 §.92 ‘ 3.20
1982 7.60 9.54 ' 2.13
1983 7.41 998 2.57 "
1984 8.25 10.24 T 1.99
1985 9.12 ' 0,43 031 -
1986 | 9.24 9,96 o 0.72
1687 13.09 13.96 _ 0.87
1988 12.95 16.62 , 3.67
1939 14.68 20.44 5.76
1990 119.78 25.30 5.52

| 1991 14.92 20.04 5112
1992 18.04 * 24.76 6.72
1993 23.24 31.65 8.41

SOURCE :IFS YEAR BOOK, IMF, 1994
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Also, in m;)st countries, apart from iﬁade'quate regnlation and supervision which
have peﬁnined risky lending, virtally all banks in most African coﬁhtries experienced the
incidence of non - performing loans. Worse still, most eco_nomies in Africa are afflicted
with rapid and persistently higﬁ inflation. Under such an environment, as argued above,
physical assets tend to be more attractive as investment out‘IeES than portfolio.investments.
Hence, as investment in physical assets assumes increasingly large proportions as a result

of inflation, financial disintegration resuited thereby frustrating the overall objective of the

system in terms of resource mobilization and allocation.

The capital market also came under the pervading influence of the government. By
assuming the role of the major supplier and users of capital funds, the government
determines the pace and course of ac:ti\I/ity in the market. Rates and yields inl'lhe capital
market were also largely administered and kept below the scarcity value of loanable funds
in ghe market by official policy. With respect to government stock‘s, low ratfas' were
maintained to minimise government debt burden:; The volume and price of private
securities in'the capital market were also influenced by the governmenp, Hehce,'resources
.mobilization and allocation is less than optimal (Ikhide, 1993). Financial reforms, .

‘ﬁnancial liberalization or increased financial intermediation, is thus.advocated to help
surmount thesé problems (Shaw, 1973, McKinnon 1973, McKinnon, 1976).

Indeed, the purpose of organised financial markets is to allocate savin gs.efficientl y
for investment in real assets. But inappropriate macro-economic pol'iciesl have prevented
effective and efficient domestic resources mobilization and allocation through the financial
markets of many developing countries over the past two decades(Fry; 1988). High and

volatile inflation in developing countries has been accompanied by increased financial

instability and crash. Hence, given the experience of financial repression followed by

Al
i



12 ‘ :
financial crash, advice on macro economic and financial sector has changed rather rapidly
as experience grew(Fry, 1988; P.345). The‘realization that financial crash occasioned by
financial repression, inhibits economic growth by obstructing efficiént savings, investment
and capital market development underlined the introduction of a comprehensive financial
reform under SAP. Heﬁce, the restructiring of the financial system to provide a
framework that would assure and promote the structural reéllignment of the entire economy
became inevitable. Specifically, in 1 9873_ the authorities in Nigeria commenced an
extensive reform of the financiat system as part of a structural adjustment p'i'o gramme.
Reforms involved the liberalization of interest rate, promotion of market based system of
credit allocation, enhancing competitién and efficiency in the regulatory and sﬁpervlsory
framework. It could be argued that a liberalised financial systerﬁ would stimulate the
vapital marker development through the proper functioning of the price mechanism thereby ’ |
. raising domestic savings, attracting foreign investors (capital .Inﬂow),_pron-lotin'g efficient
financial intermediation, increasing capital formation (investment) and accélerating the rate
of growth .of productive capacity. This argument is premised upon the fact that high
interest rates that is expected to follow financial reforms would encourage investment in
securities thereby developing the domestic capital market and thus” pemﬁtting more
efficient use of open market operations, 'I‘.o support the above argumént, TunWai and
Patric (1973) submitted that financial ;A_r‘ef(?.rms will create a conducive environment for

capital market development in LDCs. In their own words,

An essential condition for an effective capital marker development
is that prices be determined freely by imeraction of forces
determining demand and supply. Yet, the low interest rdte policy
pursued by governments in many LDCs conflict with the principle
and praciice of Jreely derermined marker prices for securities,
notably for bonds. The moral iy that the development of capiral
market requires freedom from government attempts to control
interest rates in that market (P.283).

v
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In add_iﬁon financial reforms are also expected to generate healthy competition in
the financial sector. Competition will lead to ﬁném‘cial innovation V'Which bring about vast .
array of ﬁnanci‘al.instrul‘nents new product design and delivery, To take advantage of
these, a well developed capital market must exist According to Hang - Sheng che:ﬁg(IQSO,

P.45)

.. a well - developed secondary market pre-supposes a high
degree of financial sophistication, based on .,
knowledgeable investment - advisory - services, efficient
. communication networks and reasonable regulatory
authorities to enforce the rules of the game. .-

Incieed, research attempts have been made at e.v'aluating'thre impact of this programme on
thf: banking subsector(Ikhide and Alawode, 1993; 1994 and Ojo, 1993). Howéver scanty
and unsatisfactory attempts has been made at evaluating the success or failure' of this
programme as it affects the capitals market. First, .there 1s the need_ to find out tﬁe extent
to which reform measures aimed at the capital market have yielded the desired results.
Second, most of the attempts at evaluating the impact of financial reforms in Ni geria have
reported performances that are less than desired result (see for example, Ikhide and
Alawo&e, 1994) To what extent is this related to the reforms or lﬁck of it in the capital

market (Cho, 1986)?

This study therefore, ‘focuses on the ilﬁpact- of financial liberalization on this crucial

segment of the Nigerian financial system - The capital market and economic growth.

1.2 JUSTIFICATION FOR THE STUDY:-

The Nigerian financial system is in a dire state. The existing financial structure no

longer appears adequate to achieve the goals and developmental priorities of the country.

!
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I

Tl;js has imor;i‘_.ratet:i the quest for financial reform. However, financial liberalization has
further exposed the inherent Wt;akness in our financial system that is disposed towards debt
financing as against equity financing. In the face of asymmctric information, ‘lea_ding o
adverse selection, insolvency has becomes a common feature in the bankingk'syst?m as bad
‘and doubtful debts have been on the increases. Forl‘ instance, out of about 150 banks and
300 non-bﬁnk financial institutions  which operateéi in N-iger’ia at thé ;zvakc of
l;beralizaﬁorl, 80 and 700 respectively had become insolvent. This pc.>ses serious risk for

our economy,

Aside from this, a well developed capital market ha§ a lot of roles to -plzlly'in
achieving the development aspiratioﬂs of any economy. For concreteﬁes_s, the rcle of a
well functioning capital market in economic development involves: mobilization of
domestic savings for productive investment; promotion of the growth of financial services
and various forms of institutional l'savings such as insurances and pension funcls;'
facilitation of overall efficiency of investment by encouraging higher standard of
accountigg; financial planning and publfc disclosure and the facilitation.of the entry of
domestic enterprises into international capital market. Other roles include ifnprovement
in the gearing of the domestic corporate sector by promoting equity financing, thus
reduc'm_g dependence on borrowing and. making the financial system more solvent;
provision, through eduity ﬁpancing, of a cushion for business against variable cash flows
and possible lo'sses; and the facilitation of institutional de;/eloplnent and of the

!

establishment of venture capital companies (VCCS), Unit Trusts, country funds and

foreign mutual funds.

From the above, it follows that a clear understanding of the linkage between

financial sector reform and stock market as it affects investment, savings, capital flows

3
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and institutional development would help policy makers to designs and implement financial
policies consistent with the developmental aspirations of their economies. Therefore, by
investigating the linkages between stock market development and financial reforms, we
would be in a position to profer useful policy recommendation aimed at improving the
efficiency, stability and globalization of Nigeria’s capital market for the overall
development of the economy. Needless to say that a programme of reforms need to be
evaluated and re-evaluated from time to time in an attempt to monitor the effectiveness:
and 0\.'erall reicvénce of the policy prescriptions emanating from the implementatidn of the
programme as regards .achieving its desired impacts on the target macroeconomic
v'ariablé_s, tl}e study will also complement the research efforts that have been made in
measurin;g the impact of financial reforms with regards to other sectors of the economy.
In addition, the study will provide empirical evidence on the pessimism that still exist in
the literature as regard the relevance of stock markets for long-run economic growth in

less developed countries(Singh, 1991).

1.3 STATEMENT OF OBJECTIVES:- ’

In the context of efforts to improve the efficacy of financial markets in reslource
mobilization, allocation and at the same time maintain macroeconemic stability for
econorﬁic growth, the broad objective of this study is to exam“iné the impact of financial
sector reforms on stock market development and consequently, emb‘irically imvestigate th_e
impact of stock market dévelépment on ;conomic growth in Nigeria. Ta ensure

conformity with the broad objectives of this study, we focus on the following specific

objectives:-

L To provide a comprehensive appraisal of the structure of the Nigerian financial

system.
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ii. To empirically investigate the impact of financial sector reform measures on the

growth of stock market in Nigeria. |

iii. . To examine the impact of stock market development on c;,_conomic growih.

iv. To suggest policy guidelines that will aid the on-going liberalization efforts in
Nigeria towards enhaﬁcing sustained economic growth.

1.4 RESEARCH HYPOTHESES o | d

The hypothesis to be tested include:-

1. That there 1s a positive reiationshfp between financial sector reforms and stock

market development in Nigeria.

2. That there is a positive correlation between stock market development and

economic growth.

1.5 SCOPE OF STUDY

The origin and early 'gro“;th of the Nigeria’s capital market could be traced to 1946
when the ﬁrst development stock was issued. From this period through_l%Os and until
the early 1§70s, the market was characterised by limited financial institutions énd assets -
long -term securities. For concreteness, by the end of 1971, there were 17 commercial,
one merchant and two development banks in the co_uﬁtry with 'few other non-bank
" financial institutions e.g in'suravﬁc-ehlit—)uses,' mortgage institutioné etc. Besides, transactions

in the market consisted mainly of government stocks. The use of corborate finance by
'business organisations‘was a strange idea to most entrepreneurs at that time. Direct

borrowing was fayoured as against equity finance, However, since these loans cannot be

capitalised, alternative sources of finance must be sought . Hence, the search for a more
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permanent source -of finance coupleﬂ with the need to keep pace with the financial
developments in the global society called for a more efficient means of finance. But,
during this period, the financial system was beset with so many institutional' and structural
problems which made it practically impossible for-it to efficiently and effectively satisfy
the needs of the modem investors. There is then the neeq for a total reorganiéation of the
system to achieve increased efficiency. Indeed, it is evident that a comprehensive measure
directed towards restructuring the financial sector in Nigeria was as a result of the
structural and institutional problems which culminated into financial crisis in the early
1980s. Since then, efforts have beeln.directed towards studying the effects of various
financial policies instituted on macro economic variables. However, scanty literature exists
on the effects of ﬁnaﬁci‘al sector reforms on the capital market: Therefore, the scope of.
this study is to'ex‘arr.]ine the effects of ﬁnanﬁial sector reforms on growth of capital market
in Nigeria and the effect of stock market development on economic growth using the datéi
‘base of 1970 ~ 1993. This périod is further sub - divided "'mto‘two i.e 1970 - 1985. and
1986 - 1993, Prior (o 1970, the effect of Nigeria’s capital market on macroecoﬁoniic
variables such as investment or capital formation, was insignificant. Even in 197b , the
value of government stocks stood at N16.4 million while the industrial ones is estimated
to' be ¥§0.2 million. This M0.2 million repr'e_sent abqut 1.2 percent of the value of total
stocks outstanding in the Nigeria's securities market. Although, the number of deals in
industrial stocks (331) was higher than the number of deals in, government stocks (303),
the value of government stocks was obviously dominating. However, it need be stated that
monies raised through the capital market.then were largely used to finance. infrastructural
facilities with little or no multiplier effect on real total output of the nation. Al:so, 1970

marked the beginning of an era of strict economic regulation in Nigeria, as this represen'ts

3
;
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the beginning of oil boom period when govdnment_dominated all sectors of the economy
- including the financial sector. Hence, the choice of that year as ﬂle lower limit of our data
base. Also, we close the period of our analysis at 1993 because, the bcginning of 1994
witnessed the reawalkening of another form of economic regulation which v;xe do not ?ntexld
to study now because its impact oﬁ the economy is too early to study.

The partitioning is informed by the introduction of financial reforms in 1986 which
we expect to have impact on our estimates. It will also enable us to compare the impact
of reform measures on the capital market and the effect of stock market development on

economic growth under different regulatory environments.

Besides, -it is expected that the time frame selected will adequately reflect the
impact of .the fast - clhanging economic atmosphere on financial markets in general and
capital market in particular. This expectation is premised upon the fact that the period
under considération witnessed considerable changes in the history of Nigerian economy.
. For example, Between 1970 and 1985, the financial system wa$ under a strict regulation;
interest rates Were administratively fixed, exchange rfltes were fixed by administrative fiat;
and the growth rate of the banking sub-sector were constrained by various regulatory
frameworks. But as the economic recession reached its peak in 1985, the picture changed
dramatically and up to 1993, a regime of financial liberaiization prevailed. Thus, the
period selected displays enough diversity for us to mak_e meaningful deductions from our
study of the impact of financial reforms on the capital market on the one hand and stock
market development and economic growth on the other. |

1.6 PLAN OF STUDY:-

This study is divided into six chapters. Chapter one provided a backgroﬁnd‘ to the

study. In Chapter Two, Literature Review and Theoretical framework for the study is

3
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lucidly discussed. Chapter Three appraises the Nigerian Financial System while Chapter
Four contains the research methods. In Chapter Five, we present our analysis of result

while Chapter Six contains Summary, Recommendations and Conclusion,

’



CHAPTER TWO

- LITERATURE REVIEW AND THEORETICAL FRAMEWORK

21  LITERATURE REVIEW
2.1.1 INTRODUCTION:-

Here, we review the existing literature on the effects of financial reforms on the
economics of LDCs. Indeed, _discussions in this area of macroeconomic adjustment and
Ir;an;gerflent have taken four majm; dimensions in the literature. It ranges from those that
sought to diagnc;s.e factors that led to financial restructuring in mc;st reforming economics
(Suzuki, 198’11;".[‘"reedman, 1987 and 'Silber, 1983}, those. that sought to unac?rstand whgt
the goals of financial deregulation ought to be (Tébin, 1987, Roberts, 198'}_; Corrigan,
1987; and Khan and Sundararajan-1992); those that sought to suggest a feasible sequence
of financial liberalization program (Smith and Spooner, 1992; Chapple, 1990; Villanueva
and Mirakhor, 1990; Ikhide and Alawode, 1994; etc); to those fhat sought to provide
empirical 'ev_idence on the linkages between financial deregulation and the econom:les of
LDCs (Fernandez, 1985; Diaz Aléjandro, 1985; Demelo and Tybout, 1986; Cho, 1986;
Corbo, 1985; Ikhide and Alawode, 1993, 1994 and Ikhide, 1995). In what follows, we
will take a closer look at each of these issues with a view to identifying a research gap |

calling for further investi_g'ationé. A

2.1.2 THE NEED FOR FINANCIAL SECTOR REFORMS:-

The financial system of a country, regardless of time and place, is maintained to

meet the economic conditions of that country. In the process of economic development,
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how;:ver, there ocecur new economic or technological conditions that foster change of the
financial system: the coherence between the old financial system and the new conditions
breaks down; internal inconsistencies develofa; and the_ financial needs of the economy are
not met sufficiently. In this situation, 'private financial institutions tend -to develop
- iﬁnovation within the old financial system and circu_mvent old regulations in order to
conform to the new conditions. These result in political and economic pressure for
relaxation or abolition of all regulations. In this way, the driving forces of financial reform

are the emergence of contradictions between the old financial system and the new

technological or economic conditions and the reactions of both public and private sectors

to these contradictions.

4

Suzuki (1987) attributed the need for ﬁnan-cial sector reform in Japan to four major
. factors, The first was the- large - scale flotations of government bonds that accompanied
the shift to low growth and the consequent expansion of free -rate, and open ﬁnémcial;
markets in both long- and short maturity assets. A second major reason, according to him,
was the new sensitivity of corporations and individuals to free interest rates. The third
factor was the integration of domestic and foreign financial markets after new incentives
brought about by the. shift to ﬁoating exchange rates and the revision of the foreign
exchange and foreign Trade Control Law in 1980 that made capital trahsactions free in
principle. The fourth incentive for financial restructuring was the active introduction of
new telecommunications technology and 90mj3utcrs by ﬁnaﬁcial institutions which

improved efficiency of portfolio management and reduced costs.

Fry (1988) found that in Korea and Taiwan, like in most other less developed
countries (LDCs), bank deposit and loan rates have always been set below theirhfree -

market equilibrium levels. However, it is widely recognised that such policies particular

hl
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below - market interest rates and selective allocation of credit, are not without cost. One
view associated with Mckinnon (1973), is> that these policies lead to financial repression:
without a market allocation mechanis_;n, savings and credit will ‘be misallocated.
Therefore, the need for financial liberalization in Korea and Taiwan was basically
informed by the desire to ameliorate the costs associated with financial repression.
Specifically, it was argued that the desire for financial reform in most economies was a
result of the pressure for the removal of interest rate ceilings, cfed:lts controls and other

+ Quantitative restrictions.

Freedman (1987) noted that unlike the case in most countriés, the' drive for
%inancial restructuring in Canada was totally unrelated to pressures 'for the removal of
interest rate ceilings, credit controls, or other sluch quantitative restrictions. ’According to
him, the motivation for financial sector reform was basically to provide a’ clear-cut
separation of functions among different types of institutions and also to checkmate the
spread of the conglomerate movement to the financial sector. This is Because, according
tc him, there has been a blurring of functioﬁs as institutions penetratéd each other’s area.
Although, the changing structure sketched out above provided the.initial pressure for a
major legislative restructuring of the financial sector, other factors come to play an
iﬁlportant role over time in intensifying the perceived necessity for a change. Freedman
(1987; pp.66-7) identiﬁ¢d four major factors that drove the process. First, there was a
need to modemnise the legislation of trust and mortgage loan companies and of life
insuranrce companies and to dea! with the questién of the business powers available to each
of these groups. Second, in the light of the spread of closely - held ownership, commercial
- financial links, ar}d common ownership of firms in different industries, there was a need
to re-examine potential problems, of self-dealing, c;)nﬂicts of interest, and broader question

A
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of the desirability of financial - Commerciai links. Third, given the recent failure of a
number of financial institutions, including two small western Canadian b:mks, questions
were raised about the incen.tii/es created by the system of deposit insurance in Canada, and
about the adequacy of the supervisory stru;:ture. Fourth, as the process developed, there
was increasing attention paid to the on-going globalization of financial markets and the
need for Canadian financial institutions to able to compete effectively both at home and
abroad,

Therefore, we can conclude that across all countries, there seem to be some
similarities in the conditions or factors that led to financial restructuring in most reforming
economies. The instabilities-in the ﬁnancial‘ system, the need to remove arbitrary legal
constraints on financial organisations, the mass failure of most banking institations of the
financial s.);stem to cater for the developmental goals and priorities of the country; the need
to internationalise the domestic financial markets; and the desire 10 remove, replace or
modity obsolete legal constraints eoncerning the financial séctor servéd as a motivator for
financial liberalization. In what follows, we take a look at the views of different auﬂmrs

concerning the goals of financial liberalization,

2.1.3 GOALS OF FINANCIAL SECTOR REFORMS:-

For a Ioﬁg time, bankérs, businessmen regulators and lawmakers have all, from
their varied perspectives been aware of problems developing in the structure of most
financial systems. But often, entrenched economic power, diverse views of history, and
differences in.regulatory ph‘ilosophy have led to disagreement on what the goals of
financial sector reform should be. Looking at several of the proposals, one can see bitsi and

pieces of various sets of goals of reforms but there exists only limited uniformity of what

1
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the goals of financial déregulation ought to be in today’s environment. In all these, there

are similarities and differences, but no consensus.

‘Tobin (1987) observed that the existing financial structure no longer appear
adequate to achieve the goals and developmental aspirations of most countries. He

therefore, proposed that the goals of financial reforms should be:

... lo protect the system of monetary payments, assure the
availability of safe and convenient media of exchange and
other assets to the general public, preserve effective
macroeconomic monetary control..., and mainiain the
sovereign power and responsibility of  the federal
government...(P. 168)

In addition, he observed that:

The system of depositories is drifting towards oligopoly

of giant nation wide banks and bankholding companies, and to
conglomerates engaged in a host of financial and non financial
business. An unfortunate byproduct of this drift would be that
government would be so fearful of the consequences of a’ failure ,
of these giants that their survival would be guaranteed - whatever.
the nature of their difficulties... (P. 170)

Hence, another goal of financial reforms would be to “reduce the oligopolistic tendencies”
of the big financial institutions in the economy thereby encouraging competition in the

market place.

Commenting on the fundamental goals of financial reforms and on the nature of
government intervention that is_;l;é'deci_ to achieve these goals, Edward (1987; P.15)
pr.op'osed a set of goals. In his view, identifying these goals is essential to desi g'niﬁg a new
system and to defining the proper scope of government invol?erﬁent. He therefore,

- outlined four goals that any new financial structure should satisfy: (1) A sound and stable |

financial system; (2) The most competitive system consistent with soundness and stability
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(3) Equal (or fair) treatment of all customers (4) protection for the small’ and
unsophisticated depositor.

Khan and Sundararajan (1992) and Corbo (1985) argued that the goals of financial
reforms are to achieve greater independence for central banks in macroeconomic
stabilization and adjustment efforts, enhanced competition in tilc banking system, stronger
balance sheets and a higher quality of bank polrtfolioﬁs,. an effective banking supervision

Il

system, and an efficient clearing and settlement system for payment,

Meanwhile, while agreeing with other authors on the goals of financial reforms,
Corrigan (1987) noted that one goal often goes uﬁstated. The goal 'relates to what he called
“systemic risk”. It involves trying to protect the system as a whole against the possibility
of a highly destabilizing “accident” that could undermine prospécts not jusf in the banking

or financial arena, but in the economy as a whole.

In the final analysis, Roberts (1987) summarized the goais of financial reforms in
five sentences: To ensure access to capital and credit, to all types of participants in
" ﬁnénciél markets; to balance competition with safety and soundness, recognizing the quasi
- public character of financial institutions; to enhance the efficiency of the market system
by preventing conflict of interest and concentration of financial resources, ensuring
impartiality in credit decisions, and a large number of participants; to el;sure that the
financial system exercises its fiduciary. responsibility, particularly by channeling funds into
productive uses and by being a catalyst for economic growth; and to protect c.ust‘omers by
ensuring integrity of institutions and markets and by cushioning the impact of failures.
However, he admitted that although, these identified goals may not be a perfect set, but.
one can argue that they constitute the acknowledged ones in the Ilteratura These same set
of goals should be used in looking for any necessary modifications of the current financial

A
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structure so that the realization of the desired financial system and its associated benefits -

will not be an illusion. In the next section, we look at the appropriate sequencing’ of

financial sector policies.

2.1.4 APPROPRIATE SEQUENCING OF A FINANCIAL LIBERALIZATION

PROGRAM.

The issue of sequencing stabilization policies vis-a-vis structural policies has
| received a lot of attention in the literature. Smith and Spooner (1992) identified a number
of reasons why stabilization measures are expected to pfecede supply - side measures in
aﬁ adjustment program. First, it is argued that the results of supply-side measures take
time to be realized and without demand festraint, the initial increase in balance of
paymcﬁts deficits that accompany demand -side measures may Become explosive and
uncontainable especially where there is a constraint on extefnal inflows. Second,
stabilizétion measures are requifed'to bring about a substantial improvement in the balance
of paymeﬁts. This is made possible by a drastic depreciation of the exchange rate to
promote exports in order to provide funds for the importation of essentia‘.l imports. In
order to sustain Lhé exchange rate adjustment, appropriate monetary, fiscal and income
policy have to be put in place as a pre-requisite to the expansionary supply-side policies.
Thirdly, to enhance the growth of savings and hence investment, it is necessary thai
inflation be controlled. The initial impact of -a devaluation and restrictive monetary policies
is in most cases an increase in the level of prices(Crockett, 1981). More often that not,
when these policies are combined with huge fiscal deficits which are inevitably financed

by borrowing from the central Banks, the result is often destabilizing.

Chapple (1990) dwelt on the timing of financial liberalization within an overall

A
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adjustment program. He outlined an economic liberalization framework with the following

sequence:-

a) Reduce fiscal deficits

b) Liberalize the financial system
c) Liberalize the trade account
d) Liberalize the capital account,

According to him, financial lil?eralization can only be successful if irﬁplemented
after monetary stability has been attained. In developing cc;untries, fiscal deficits constitute
tﬁc major source of monetary expansion. Hence, partcular attention should be paid to

_achieving a signif_lcant reduction in the size of the public sector deficit prior to the
introductiop pf a ﬁ.nanciial liberalization pfogram. Chapple ft.lrther”argued that. unless this
is done; liberalizing interest rates in an unstable macroeconpmic'environment would lead
to explosive increase in both de.bosit and loan rates. [t is only after monetary stability has

been achieved and financial reforms well under way that the trade and capital-accounts can

be liberalized in that order.,

The timing of the deregul_ation of interest rates has also received .a lot of attention

in recent times in reform measures in most LDCs. Villanueva and Mirakhor (1990)

proposed the following strategies for successful financial reform:

a) Countries with an u‘nstﬁble ééoﬁomy and weak bank supervision should achieve
macrostability and strengthen the supervisory framework before,liberélizing
interest rates.

b) Unstable economies having adequate bank supervision should stabilize.wh,ile

maintaining firm supervision. Gradual deregulation could then be attempted.
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c) Stable economics with inadequate superyvision should maintain stability while
boosting regulation and supervision. Interest rates should be temporarily regulated. |
d)*  Only countries that can boast of macro-stability plus adléquate bank supervi;ion
should proceed directly with financial liberalization.

Based on the study by Villanueva and Mirakhor (1990), Ikhide and Alawode (1994)
proposed a “feasible sequence” of financial liberalization, summarized under four steps.
Step 1 underscores the need to restore macroeconomic and financial stability before the
commencement of large-scale financial liberalization. Step 2 involves the introduction of
indirect monetary instrument and a reinfércement of the regulatory f—rameworl; and
prudential bank supervision while steﬁ 3 lla;; to do with the enhancement of competition

among Banks, Finally; step 4 involves the abolition of all direct controls on interest rates

and credit ceilings.

From the studies reviewed so far, it was noted that the importance of stabilization
prior to liberalization has been given a particular attention by almost ail the contributors
probably because of its implications for the success or otherwise of large - fscale financial
reforms. It cbulcl be concluaed therefore, that b_efore a successful financial sector reforms

could be carried out, a stable macroeconomic environment is a pre-requisite while proper

sequencing of financial sector policies itSelf is a necessity. '

2.1.5. EMPIRICAL EVIDENCES ON THE LINKAGLS BETWEEN FINANCIAL

SECTOR. REFORMS, THE STOCK MARKET AND ECONOMIC

GROWTH.

Here, we review empirical findings on the effects of financial sector reforms on
the economies of LDCs with special reference to economic growth and capital market -

developmerit in the reforming economics. Feman\dez (1985) examined the role of financial
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reforms as bart of the expectation manztgem-cnt approach to stabilization in Argenfin.a.
during 1976 - 82. The aim of the study was to mvesfigate whether reform measures can
‘help to open the economy to foreign trade and/_or -reduce inflation. Relying on the use of
ﬁnﬁncial crisis model, based on Fernandez (1983), it was found that the ﬁnancj_al system
expanded coﬁs‘iderably at the initial period of deregulation thereby encouraging
international .trade. But, he reported that this was later followed by crisis.

Diaz-Alejandro (1984) seeks to understand ‘why ﬂnanciz;l reforms carried out in
several Latin American Countries during the 1970s, aimed at e'ndjr_;g financial repression
and also to free ldo_mestic capital markets from Usury laws and otllef.alleged‘gover;lment -
induced distortions, led to unintended consequences. The péper reviewed dilemmas poseﬁ
by intrinsic imperfections of any financial market and examined the legal pre-requisites
for the reasonably efﬁcien% operation of those markets. Alternative ways; of organizing
domestic capital markets under Latin Amer:Lcan conditions were discussed while policies
regarding .the links between domestic and international financial markets were ﬁlso
considered. Relying on intitive deductions based on the review of the experiences of the
Latin American countries before and after liberalization, “Good by - fmancial,repression;
Hellow financial Crash” were the conclusions of Diaz - Alejandro (1984; P. 1). Searching
for the possible explahations of these unintended developments, he discovered that very
low credibility of the government commitment to a truly laissez - faire dorﬁestic financial
system, lack of appropriate pélitical environn}ent? presence of interlocking dire_ctor'atES :
among financial and non- financial firms, 'volatile and indiscriminatelinternational financial

inflow, the use of market forces alone in exchange rate management, and inappropriate

sequencing of reform measures were responsitle for the financial crash that followed

liberalization.
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Hanson and de Melo (1985) evaluated Uruguay’s reforms emphasizing the

outcome of financial reforms and attempts to bring down inflation. Using a simple model

of uncovered interest. parity to examine the adjustments in asset holding
liberalization, it was reported that financial reforms did not lower nominal pero interest
rates in Uruguay. This was attributed to a shnultaneoug increase in world interest rate.
In a similar study for the same economy, de Melo and Tybout (1986) investigated
whether financial market deregulation affects resource allocation and growth. They f(?uﬁd
tlhat‘ the financial reform of Uruguayan economy promoted financial déepening as
Uruguayans shifted their wealth towards financial assets in domestic banks. They also

discovered that savings behavior exhibited a clear shift with financial liberalization and

private saviﬁgs shifted upwards with the implementation of financial reforms.

Cho (1986) studied the effects of financial liberalization on the Korean economy.
He found that financial reforms led to a more equalized access to, and cost of,‘ borrowing
among different sectors of the ecdnoms/. He also discovered that ﬁle increased competition-
among financial institutions led to 2 much more integrated financial system in terms of
access and cost of capitai among various sectors.

Corbo (1985) studied the effect of }eform and macro economic adjustments in
Chile. The éuthor provided a background on the main macroeconomic developments (-)f
the reform period. He used a modified -standard macro - model such as the Dornbusch
and Fischer (1984) to study the effect of liberalization on the position of interest rates,
foreign exchange rates, the competitive natufe. of the banking industry and the degree of
capital flows. It was found that unerﬁployment and high interest rates that followed
liberalization was.due to the lack of a'd;:quate_ supervisions for the financial system. Also,

the use of the exchange rate to stabilize the economy created not only a temporary short
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-term peso appreciation, it also encouraged extqmal borrowing when restricgions on capital
flows were being lifted. In a similar manner, i't was found that the deregulation of
domestic ﬁnancial markets gave commercial banks and’ other financial institutions too
ﬁﬁch freedom. Consequently, financial intermediaries in difficulties increase interest rates
just to attract new deposits and make up for “the short-fall on interest payments to
depositérs created by their non-performing loans. Hence, an envi;'oﬂlrnent in which returns
to investment assets are much higher than returns to investment in equity capital prevailed
which according to.the author is not conducive to the intended objective of financial sector

reforims (reallocation of resources) in Chile.

Ikhide ar;d Alawode (1993,1994) and Ojo (1993) investigated the im.pact of
financial reforms in Nigeria on the banking subsectors. It was found that the number of
distressed banks in the economy has soared after liberalization. This was attributed to
inadequate and inappropriate sequencing of policy measures.

The major shortcoming of all the literature reviewed so far is that none of them
speciﬁcallyldiscussed the direct linkage between financial sector reforms and the growth
of the capital market. Indeed, this constitute a gap in the flow of lmowledge.”

King and Levine (1993)investigat;ed the relationshiﬁ between financial
intermediation and economic development, The objective of the study was to provide a
link between financial interméd‘iati‘dli and economic growm and also to'linlc historical
differences in growth during the post world war 1l period to the measures 6f the‘ extent and
quality of financial iqtermediation in the countries considered. To achieve the said
objectives, the authors conducted two kinds of empirical exercise; First, a bivariate
analys.i-s, which provides correlations of each growth variable with each financial

indicator, then a multivariate analysis, which includes a financial indicator along with the

A
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“usual list of suspect” 'variable in a cross - sectional growth regression. The objective of
the multivariate analysis is to control for the influence of factors other than financial
variables that mi.ght influence growth. From the analysis, two main conciusions arise:
first, the bivariate analysis reveals a strong correlation between financial indicators and
growth, Second, in the multivatiate analysis, ﬁnancial.variablcs re.rlnainr'sign'iﬁcant even
after the inclusion of variables that normally enter as statistically signiﬁca_nt pfedi(:tors
of growth. In their words, they argued that “our theoretical élld empirical analysis su ggest-
that financial sector reform can importantly promote economic growth by improving
the efficient allocation of resources (King and Levine (1993, p.'15'7).

While the results of King and Levine on this subject of research suggest that
financial dcvelopmentlis good for economic development and that ﬂﬁancial r'epréssion has
serious negative effects on economic growth, a number of cautionary caveats are required.
First, Roubini (1993) noted that the effects of policies of financial repression on growth
is mixed. He argued that the experience of several high - growth couptries shows that they
were characterised by highly repressed financial sectors and negative returns to savings.
In countries such as Korea, Taiwan, Thailand and other successful developers, financial
markets were heavily regulated, the government had a fundamental role in the allocation
of savings to particular investment purposes and several capital controls were maintained
for long periods of time.;Therefore, he suggested that rather than taking the conclusions
of King and Levine as conclusive, one should look more carefull‘y at specific government
policies in financial markets and their effécts on inveétmen[ and productivity growth. This
underscores our present research attempt at investigating the impact of financial sector

reforms on the capital market and as a consequence, economic growth, The second issue

has to do with possible biases involved in lumping developed countries with less developed

A
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countries which more often than not have different financial stractures and stages of
economic development. Developed couniries are not the fastest growing, but one might
expect that they have tl_le deepest financial system, Thus, it could be argued that, owing
to structural differences, the coefficient estimates might differ between developing and
developed coun’tr‘.ies. For example, the impact of inflation on growth in a financially
repressed economy may be different from its effect in a ﬁnancially sophisticated economy.
Also, as argued by Gertler (1993) , one miéht expect dirninis‘hing returng to financial
development as financial markets edge towards being perfect. If so, he argued further that
thé marginal impact of financial conditions on growth nnght be stronger in less developed
ccountries than in highly developed countries. Any conclusion thierefore from this kind of
analysis tends to be biased. Hence, our present study is justiﬁe;“i on the ground that, we ._
present empirical evidenpe for a developing country (Nigqria) using. time series
predictions.

Montiel (1995) provided a survey of studies on the impact of financial policies on
economic grthh not to provide new results but to motivate additional research. Although,
the paper was to encourage an examination of the potehﬁal role of financial sector policies
in the reactivation of economic growth in sub- Saharan Africaﬁ,_ it provi‘cied a theoretical
linkage between financial development and growﬁ. He argued that innovations in financial
devellopmcnt' can alter the growth of an econémy through three channels: impfoved

. ) -
efﬁciency of -intermediation:_ improved efficiency of capital stock and an increase in the
saving rate. The author noted that bmuse of tlhe mutual interdependence between ﬁpangial
development and growth, the identification of innovations in financial development is not

a trivial matter. According to him, changes in financial sector policies are an identifiable

source of such innovations. Hence, to him, the adoption of policies to facilitate financial

\
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intermedléltion_ (fmzuicial liberalization), can be reéarded as a form of “innovation” in
-financial development. Indeed, with improved ﬁnanciél intermediation occasioned by
financial seetor reforms, the proportion of national savings thﬁt is diverted by the financial
system into “non productive” uses falls ané the rate of capital accumulation consequently
increases. He ‘:tl_lerefore concluded that financial development may exert posllt'we effects -
on ;e(:,_?nqmic gfowfh by inqreasing the efficiency of ceipi_tal stock as well as reducing the
cost of opt;rating thq 'ﬁnanciai system by removing financial repression through a judicious

financial liberalization. P

Wl oo .
. ‘Slarmientoq.( 1988) investigated the behaviour of c.api-tal market in Latin America
‘fc‘)llowing liberalizzl'!:i'on. Eocusing on evidence from Columbia, the author empirically
analyzed the ’libéralization .of certain Latin American capital markets with a view to
i(_if\:{lltli'fyi..lllg}th‘?“?ausqs of the failure experienced in such economies. He attributed the
failures of ﬂnancial markets to the characteristics of the economies and th) institutional
factors, Therefore, he reported that financial liberalization of e”conornies that have been

subject to controls for several years results in greater saving the development of more

efficient activities and a rise in the growth rate.

Building on the recent study by Atje and Jovanovic (1993), Levine and Zervos“
(1996) examines whether there is a strong empirical association.between stock market
development and long-run economic growth, Using pool cross -couiltfy data on forty-one
countries over the period 1976 - 1993, the relz}tionsh‘ip between stock market development
and economic growth was investigated through time series ”re"gressi.ons. It was found that
stock market development is positively associated with economic growth. ﬁowever, they
cautioned that, although their study implied a strong link between stock market
development and economic growth, the results s!hould be view as “suggestive partial

\
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correlation that stimq@z}tes additliona;;esearch rather than as conclusive ﬁndings”. Indeed,

the authors admitted. that their method of analysis (Crossfcoui}try growth regressién‘s) .
- suffers from measurement, statistic;;_al and conceptual problems. In ferms —of nigasufémcnt

problems, country officials sometimes define, collect, and measure variab]eé inc_cl)nls’istent_ly”
across countries. Further, People with detailed country knowledge fr_equently find _
disg\{%parl_lcies‘ between published data ?.Ild what -they"know_happeried'. In terms of statistical
pro_‘ble{ms, 'regrelssion_ analysis assumes that the observations are drawn fro:ﬁ .the‘_same
Rgp};lat}on; yet vastly different countries appear in cros_s-coqntry‘ regressions. Many
c\ountriesl may be §ufﬁcicntly different to warrant sepérate analyses. Conceptually,
gqg:fﬁciegts:lfrgm cross - Ir}:ountry reéressions should be 'mteqﬁeted V\}ith cautioﬁ‘ Whén
averaging over long periods, many changes are occurring simultaﬂéous].y: countries
change policies, é_copqmies experience business cycles, and governments rise and fall.
Thus, aggregation may blur important events and differences across countries. In view of
this, they suggested that aﬁﬁlysts should extend this line of research by examining country
- specific time series relationship between stock market development and economic

growth. Hence, our current research effort is justified on this ground.

However, the pioneering study on the linkages between financial reforms and the
growth of capital market in Nigeria was conducted by Ikhide (1995) . Using “before and
after method” of analysis, relying.on raiios and percentages summarised in tables, he

found that aside from the substantial growth in the area of capital mobilization witnessed
| . :

by the Nigerian capital market during the period of liberalization, the stock market has

also helped to attract the inflow of both portfolio and direct invesiment. In addition, it was.

found that there was an appreciable decline in the debt - equity ratios of firms quoted on

the stock exchange during the period of reforms. From the Japanese experience, it was
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deduced that there is the need for the intervention of the state in fostering the. growth of
the i‘ns'titutions in the financial system as well as setting guidelines for the operafions of
‘such institutions. He noted also that the growth. of a virile capital market ought not in any
way hinder the role of banks in the economy. He however concluded thﬁt the successes
recorded under liberalization programme have been short-lived. |

Interesting as ;his: study lpoks, it suffers frorn a fﬁndamentzrl defect especially the
,method of analysis employed thereby making the conclusions from the study to become
mere tentative deductions wanting further empirical investigations. Aside from being
essentially historical, making mé‘st of the conclusions flowing from the subjective
judg;ﬁent of the author, the study is dexlroid of any scientific base and djagnostic tests upon
which the conclusiqllls_ can be evaluated. Indeed, he admitted that by using “before and
after approac :’:%. it will be difficult to defermine whether observed changes in our variables
of interest can be ascribed to the policies under observation or to other factors implicitly
held fixed or not éonsidered in. the analysis. Also, thé approach fails to answer the
question as-to whether observable changes would have occurred even without the policies
under, observation.

To rectify the problems of the study by Iklﬁde (1995) and to provide further
embirical evidence in this area of macroeconomic management and adjustment, we have
resulted to the use of zm econometric-approach, This approach allews estimates to be made
for the marginal contributions of programs for given initial con%l_itions and exogenous
shocks, since the approach allows for the recognition of other factors uﬁre‘lated to

programs, that also affect performance (Elbadawi, et al, 1994).

It is hoped that this study will fill a gap and provide useful support for the ongoing

liberalization efforts in most developing countries. It will also help to shed more light on

\
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the pessimism that still ‘exists in the literature éonceming the relevance of stock market for
egonomiq Qevelopment in less developed countries.
2.2 THEORETICAL FRAMEWORK

2.2.1 INTRODUCTION

~ The signiﬁcance of financial markets (that is , the complex of institutions and
instruments which brings‘ together lenders- and bor%"qwers) to a cbumry’s economic
_QEyelan}ggt derives from threg, widely hcléi conceptions. In the first place, it is argued
that these markets can play an‘imporral'}t rolc; in mobilising voluntary saving and diverting
these savings into dbvelopmeq&_ [9utl_e.ts._xln- the su;:cond place, it is frequently aéserted that
such a role is not played to the full in the less developed countries or else is discharged
ix}ttaffcctively.‘ Finally, it is contended that in a countrg_jsuch‘as Nigeria,' tilat is largely
agri.c’_t_lltura’l_econgmy ahd more recently crude oil dependent (as from the early 1970s),
there exists distortions in the structure of financial system which impede pfrogress towards
industrialisation and diversuificatibn - the economic course the country has apparently set
for itself.

In this section, we will focus our attention on the discussion of the naturel of the
cqnnccti‘on betwee;n. the entire financial Sjrstem, financial markets and development
planning and endeavour in the light of this discussion, develop a theoretical framework for
development planning strategy in the area of financial economics designedl to facilitate and
to speed up the rate of growth of capital market thereby accelerating the overall economic
growth and in fact, development in Nigeria.

There is some relationship betweep a coun"try’s financial structure and its stage of
economic Qowth(Ojo, 1984). Any definition whether formal or operational .of'a st:,ige in

the development of a country’s economy includes some mention of the money and capital

A
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‘markets and-of financial institutions. In general, more complex and hence, more developed
financial markets are associated with higher stages of growth(Rozental, 1970; P. 293).
But such an association is by no means either clear or unambiguous. It begs the rigorous
definition of both financial structures and stages of economic growth which is capable of
furnishing even a weak ordering relation. For conciseness, very poor countries will
usually have very simple financial structures while very rich countries will show a
converse relation. Therefore, if indeed, financial structure is simply a fortuitous reﬁéction
of a level of economic development already reached by a country; thén, the study of this
-structure becomes of paramount importance, _If‘ however, it-is true that financial |
institutions and instruments can serve as catalysts, if not out right déterminants, of
economic growth, then, such a study acquires operational significance. This is so because
if one understands the ways and means by: which a financial structure accelerates or
impedes the growth of capité.l markets, one can, in principle, devise a structuré which
enhances the acceleration of growth while minimising the impedimeuts(Caméron, 1967).

In addition, the process of cgonomic growr.h;is associated witﬁ industrialisation
(Cameron, 1967; P. 3). This, in turn, suggests the growing requirement for outside funds
both because of increasing needs for mixed capital and because of the spread of the
cofporate form of blljsiness organisation, Thus, the importance of an efficient mechanism

to transfer funds from the surplus to-the deficit units becomes apparent.

In principle, the increasing need of corpgrations and government could be satisfied.
not only by financial intermediation such as those provided by banks, but also by
instrumentalities.of direct finance whereby claims agaliisi business and government are
sold directly to households throngh the organised ciapi'tal markets. The role wbiéh is
unique to the capital market is that of providing equity capital as against debt which is

s
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crucial for industrialisation and long terfn growth. As a source of funds with no
“repayment obligation, equity capital provides enterprises with a cushibn against bé.d times.
For investors, equity represents risk capital, sl'mce.- they bear the risk of losing these fund;
if the enterprises in which they invest fail. When the enterprise performs v@c_li Investors
gain substantially, which serves as incentive for bearing risks. Equity, therefore,
provides a degree of stability and strength to the financial s;mcmre of enterprises (Ikhide,
1995). But the thinness of capital markets in less developed 'counfries tog'ethef with the
whole complex of social forces militating against this type of finance, make tilis extremely
difficult. Indeed, the role which an efficient financial system could play in the channelling
of investible funds into a"more productive mix has long been recogqised in-the literature

on economic growth. Kindlebergér (1958) observed that:

one of the major tasks of the monetary authorities in

development is to support the gradual expansion and

proliferation of the machinery - Commercial banks, saving

banks, investment banking, Insurance companies, private

bond and share- markets, etc. - which link surplus and
deficit spending units(P. 191).

Therefore, it could be argued, in particular, that financial markets and capital
market to be specific, could play a positive role in development planning. Far from being
merely mirror images for a given stage of economic growth, they can contribute
significantly both to the level of voluntary saving and to the more eificient allocation of
savings. From this position, principles and techniques can be evolved whereby the
structure of the financial system is better adapted thereby contribuﬁng to the grovﬁrth of the
capital market in Nigeria. - The literature is replete with proposals for the establishment

of a financial system capable of improving the mobilisation and allocation of investment,

augment the flow of voluntary saving and accelerate capital fermation. (Goldsmith, 1961,
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Gertler, 1938; Buckle.and Thompson, 1992; Ojo, 1984; Patrick, 1966; etc.). But these
proposals are usually not rooted in any clegr-cut concepts of the ways in which [hf;
financial sector should be: structured so as to achieve a higher rate of growth in the capital
market and hénce economic development, We therefore present in what follows, a
theoretical framework capable of explaining the need for financial reforms in Nigeria-as

well as the linkages between stock market development and economic growth,

2.2.2 A THEORETICAL FRAMEWORK

A theoretical framework capable of sui)portir‘lgfa structure of the financial sector
_;:lésignie'd to speed up the rate of growth of Nigeria’s capital ;_narkg:t and hence economic
deVelopment ¢an be construéted in three Ia);ers. The first of these layers isl'composed of
those- criteria ‘of economic efficiency which ilave to do"with optimum allocation of
resources, full utilisation of these resources, and reduction of cohstraints to competition.
Classical economic theory enables one to detect deviations -from. economic éfﬁciency. But.
to the policy makers bent on accelerating the rate of growth, improvements in the
efficiency of existing institutions and instruments of the financial sector. may no‘t be of
overriding importance. In" fact, such improﬁement may actually be counter productive in
those cases where the market arrangements-facilitate the flow of funds into channels which
have very low priority from the stand pomt of developmental strategy. Hence, the second
layer of the I:heoretlcal framework should include an explicit statement of the
developmental goals and priorities against which it can be structured. Fmallay, and this is
particularly true in the developing countries, only a portion of the financial markets is
actually or potentially amenable to devcl;)_pmental guidance. Many of the financial Tlows

take place outside the purview and the scrutiny of develdpmental authorities, who, even
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when armed with knowledge required to reform the financial sector and the power to do
. 5o, may still not be able to influence the vast volume of financing which flows throu gh the
informal markets. The last section on this theoretical issue will take a look at the linkages

between stock market development and economic growth. Each of these theoretical layers

is discussed below:-

2.2.2.1 THE FINANCIAL REPRESSION .HYPOTHESIS: ISSUE OF
ECONOMIC EFFICIENCY - :

The seminal work on financial liberalization was prodﬁced separately by Mékinnon
(1973) and Shaw (1973). The basis of Mckinnon-Shaw’s financial rgpression hypothesis
" arises principally from artificially lo‘w interest rate ceilings. Following classical economic
theory, interest rates provide the reward for waiting, or postponing consumption. Also,
interest rates are not a reflection of supply and demand for money, but rather the
equilibrium between savings and investment. If at any time, savings is more than
investment, the rate of interest falls, 'myestment increases and savings decline tili the two
are equal at the new interest rate. In contrast, when savings is less éhan investment, a rise
in the rate of interest brings about a decline in investment and increase in savings till
savings equals investment. Hence, it was argued by the classicals that higher real rates
increase the flow of savings by removing excess demand thereby enlarging the quantity

of investible funds. In addition, there will be a commensurate increase in the quantity of

investment;

By paying a rate of interest on financial assets that is
significantly above the marginal efficiency of investment in
existing technique, one can induce some entrepreneyrs to
disinvest from inferior processes to permit lending for
investments in improved technology and increased scales in
other enterprises.. .The release of resource from inferior
uses in the underdeveloped environmerit is as important as
new net savings per se (Mckinnon, 1973; P, 15).

In a similar manner, credit rationing by the government also reduces the guantity
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and quality of intermediation, with a commensurate impact on investment:

Rationing is ae.xpensive to administer. It is vulnerable to
corruption and conspiracy in dividing between borrowers
and officers of the intermediary the monopoly rent that
arises from.the difference between low, regulated loan rate
and the market- clearing rate. It can be frustrated by
borrowers who simply do not repay loans and keep their
place in the ration queue by extending maturities. The
rationing process discriminates poorly ameng invesiment
opportunities ... and the soctal cost of this misallocation is
suggested by the high incremental ratios of investment (o
output that lagging economies report (Shaw, 1973; P. 86).

In contrast, increased cofr1petiti0n, private bank ownership, efficient foreign
exchange market, appropriate monetary policy regime and sound. foreign capital
movement -strategies can reduce the emphasis ‘on debt finance, allowing optimal

agreements between suppliers and users of investible funds, thereby increasing the overall

stock market development and efficiency of intermediation:

Optimal monetary policy seeks equilibrium on the markets
Jor muney and savings that minimizes the gap between loan
and deposit rates while it allows supply prices for equity in
banking. One counts upon competitive pressures 1o bring
about agreements between bank and depositors regarding
_efficient substitution between payment services and deposit
rate as well as between banks and borrowers conceriiing,
substitution between allocative services and loan rates. The
rate gap would be minimised for the quality of product upon
which buyers and seller agree under competitive
circumstances and subject to specifications in insurance
programs for deposits and loans (Shaw, 1973; P. 134),

In a nutshell, a syn‘thesis of the Mcki'nnon—Shaw hypothesis by Long (1984) views
thc::‘ﬁnancial‘ sector as an intermediate service input sector in the production proc;ess. To
enhance the growth of real cutput, more of this input must be produced.' H6Wever, in.
many developing countries, government intervention in the ﬁnanciallsystcm, particularly

in the form of interest rate controls in the face of inflation, has repressed the size of the
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finaﬁcial system, Thus, the financial sector in most of these countries had become too
small, in the sense thar the services provided :(1re less than optimal. The consequences of
financial repression have been analysed by Lanyi and Saracoglu (1983) and Fry (1988) and
summarised by Dornbusch and Reynoso (1993) as follows. Firgt, savings yehicles are
underdeveloped or the returns on savings is negative and unstable, or both, Thus, the
savings rate is depressed and money that is saved ténds I;o go into self financed, relatively
unproductive assets, e.g. Inﬁation hedges, or foreign exchaﬁge. Second, financial
intermediaries that collect savings do not allocate these savings efficiently among
competing uses. Sincelint'erest rates on loans are regulated, rattoning occurs and this tends
to reduce the productivity of invesﬁnent. Third, firms are discouraged from investing,
because poor financial policies reduce their returns or. make them excessively unstable.
Where this is accompanied by high and unstable inflation, price controls, and an
overvalued exchange, rate, they add to _the risk of doing business and as such depress
inveénnent in productive assets. .Aside from depressing investment, an unstable financial
system also induces waéteful use of resources for rent seeking (Krueger, 1974) as firms
lobby to secure large transfers from the government, Hence, inefficiency pcrvades the
' financial system. The financial repression hypothesis and its policy implications were an
iﬁlportant components of structural adjustment programine aimed at achieving economic
efficiency in financial rnlarkets. Indeed, efficiency in financial markets can take three
meanings: Operational efficiency, allocative éfﬁciencyl and informational efficier}cy. The
first type of efficiency is concerned with whéﬂwr the market operates at the lowest level
of cost or whether excessive resources are allocated to the operation of the market. In this-
connection,‘ absence of price competition and presence of cartels will lead to economic

inefficiency. Certainly, the financial markets in the less developed countries have their
' -
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share and more of the inefficiencies brought about by monopolistic practices, by under
utilization of resources, by lack of knowledge and skill and by all the other cjrcumstances
which causes institutions to operate below the optimum.

The Second facet of efficiency refers to the role of the markét in the allocation of
resources. The third aspect deals with the question of whether prices reflects all available
information (Buckle and Thompson, 1992)

One of the convenient indices of the extent of these inefficiencies is the discrepancy -
between the reward offered to the savers and the costs to be borne by investors. While
these rewards and costs need not be confined to the purely financial, they tend to be
reflected in ﬂie rates of return, on the one hand, the cost of capitai, on the other. Given
the demand and supply curves for loanablerfunds, it is seen that the market clears at the
points of equality between demand and supply because the extra returns R R, does not
accrue to the savers. Thus, not only is the flow of savings less ihzm it would be in the
absence of the “gap”, but also the cost of investment is greater than it would otherwisé be.
. A gap measured by the distance R,R, probably exists in all countries but is said to be
particularly great in the less developed countries (Rozental, 1970) . This follows from the
contention that in these countries, not only are financial markets imperfect, but in-addition,
non-pecuniary factors affect the costs and rewards such that inefficiencies result in the
mobtlizational, operational and allocative roles of the financial markets.

Consider the diagram below:-
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Costs and Rewards Expressed as a Rate of Interest.™
Supply of Caprtal

Late vy T

Intevese \_ . _ h,\
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o - qu:@s and Investments
*The diagram is adapted from Rozental (1970), p.13.

The diagram shows the demand and supply of capital in less developed countries. Siﬁce
most of these economies are characterised by financial repression, the demand and supply
of capital is, more often than not, out of equilibrium. Specifically, since the demand for
capital will always be greater than supply of capital, rationing will result in a rate of
interest other than the one determined by the market forces. Hehce, distortion will follow
as a consequence and allocation of capital will be less than optimal. That is, the actual

1

interest rate will exhibit some de\;iation from the desired.

Moreover, in the underdev.éloped countries, the Variaﬁce in the distribution of
imerest'rates is larger than in the advanced‘couhtries. In many countries, the rates of
interest prevailing in the money market for certain limited purposes compare favourably
with those obtaining in much more advanced countries (World Bank, 1989). On the other
hand, capital for other pux'*poses, parti.cu.iar—l‘y those connected with the acquisition of
durz;blc assets, is either completely unavailable or available only. at prohibitive -terms.
Furthermore, the interest rates announced by the governments obscure the existence of

much higher rates prevailing outside the orgariised financial systern (Montiel, et al, 1993)

One possible strategy, then, which pertains both to the efficiency of the market
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structure and to developmental objectives would be to reduce the spread'between the
reward to the saver and the cost to the investor, pﬁrticularly for investors interested in
obtaining long-term finance. This is one of the reasons for the call and_thﬁ drive towards
the liberalization of the financial sector In recent years.

Another measure of the extent of the inefficiencies 1:, the t_:xistence of asym'ﬁetric
information in the financial sector, Indped, classical microeconomic theory assumes that
people alWays have full knowledge of the goods and services they require, or that they can
always get the assistance of some agents. I-Ionever, experience shows that this is not
always the case. Very often, markets are charécterised by asymmetric information i.e. it
is impossible for an individual to determine the quality of a good acquired and it is also
impossible or very costly to monitor the actions of an agent. When asymmetric
information exists, market equilibria will in general depart from their first best value.
Indeed, several theoretical approaches to the existence of the banking firm fokcus upon
various information problems and how banks are able to handle them more efficiently than
the capital market and bilateral transactions between savers and borrowers (Llewellyn,
1993), Three asgects of information problems are hi ghlighted: ‘non-availability,
asymmetric supply of information, and situations where the borrowers rF'hooses for

competitive reasons not to make relevant information publicly available but is willing to

share it with a bank. T

Therefore, it could be argued that one of the roles of banks is to overcome
asymmeiric information problems by screening devices, and to exploit inside information
gained through the banker - customer relationship which the borrower chooses not to make
publicly available. Some of the ban!{’s information advantages derives from economipes

of scope whereby information is produced as a by product of other banking business,
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However, banks have been loosing some of their traditicnal aclvanta!ges vis-a-vis
the capital market for corporate sector business. This could produce a further loss of
share of the corporate financing business. For concreteness, it could be argued that the
growfh of securitisation implies a potential decline in the demand for services traditionally
provided by banks, especially for thc; corporate Sector. Lelapd and Pyle (1977) argued that
bank lending to borrowers signals a rating to the capital market and may therefore increase
the availability and lower the cost of capital market finance. This explains why those who
have access to the capital market nevertheless also borrow from banks. A central problem
is the lack of adequate, credible and ;eliable information on the quality of projects for -
which finance is sought. This explains the reason for the establishment of capital markets
in most developing countries thereby contributing to the reduction of the “Moral Hazards”

and adverse selection problems involved with asymimetric information.

'I{oﬁevcr, financial markets are also characterised by the existence of asymmetric
information. Analogous to what happens in the credit market where firms may find limits
on their ability to obtain loans and may therefore forege some profitable investment
opportunity, it is possible that a firm will both undertake projects with a pbsitivé net
present value because of the excessive cost of raisiné, equity capital. According to
Mattesini (1993), when asymmetric Information is taken into account, a firm will usually
find it costly to finance investments by issuing equities since an equity issue is usually
pcrceivéd as a negative signal, either because it is intelpre.ted by the market as an
indicator of the low level of assets of the firm (as suggested by M-ye;'s and Majluf (1984))‘
or because it indicates that a firm is more likely to go bankrupit (as suggested by
Greenwald, Stiglitz and Weiss (1984). When such préblems arise, firms may find it

profitable to forego some profitable investments that would otherwise be undertaken.
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However, asymmetric information is iikely to be more present in banks than in
capital markets, Indeed, banks have a comparative advantage over capital markets when
information on enterprises and their ‘proje‘cts are not easily transferred to the open
markets, when problems arise over monitoring borrowers” behaviour w}len for
competitive reasons firms do not wish to make information publicly available, and when
borrowers do not wish to be subject to the discipline of con_tin'uous pupic sc‘rutiny.
‘However, in the recent years, such roles are declining pro grésslvcly. First, technological“
developments have reduced the costs of acquiring and assessing information. Secondly,
rating agencies have developed both to make infﬁrrnatioh more wisely available and
accessible to assess infonnati::m on behalf of potential investors. Thirdly, disclosure laws
have been extended such that companies now disclose more information which v;/as
previously a private advantage to the bank, has become more of a “public good”. In each
of these ways, bank’s_information advantages have been eroded. Therefore, it could be
argued in particular, that the. impact of technology in reducing transactions, monitoring
and information costs, the emergence of ;ating agencies, new disclosure laws applicable
to companies and financial innovations widening the range of capital markét opl;i(_)n;% all
have the effect of increasing the relative qfﬁciehcy of capital markets vis-a-vis banking in
in‘formation gathering thereby ameliorating the problem of asyhunetric information

grossly present in banks. | S

As argued above, asymmetric informaticn leads to second best equilibria. in the
credit and financial market which create distortions in the allocative mechanism and are
not socially optimal. In most developing countries, it was thought that govermﬁent
intervention could improve on such equilibria. Indeed, it was argued fhat- asymmetric

informaticn represents a source of market failure and implies a need for government
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intervention (Stiglitz, 1993). Hence, the widespread use of government direct-loans and
loan guarantees in almost all developing economies to sectors that are considered more
important from the stand point of the monetary authorities. However, in order to produce
an improvement in social welfare, the intervention of the government must rely on a
different information set than the other participants of the market or must exploit some
extra information not available to others or gather enough political will aimed at removing
the existing impediments again effective intermediation of financiai resqurces in the
economy through liberalizﬁtion. However, since these conditions are not always met in
most cases, govérnment intervention often induce distortions that afe not necessarily l'ess
harmful than the one that government policy intends to correct (Mattesini, 1993; PP, 68-
9). Hence, the current drive towards financial liberalization aimed at reducing asymmetric
information .and hence enhancing effective allocation in financial resources in the
reforming countries.

Indeed, financial liberalization aimed at removing the lid on interest rate; ceilings,
enhancing competition in the financial sector, improving the fﬁnctioning of securities
markets, increasing the transparency of vﬁnancial transactions and harmonizing and
simplifying standards of prudential superv'ision, will no doubt help to reduce the

consequences or occurrence of asymmetric information in countries under going economic

reforms (Ikhide, 1995; P, 1), =~ -+ . __
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2.2.2.2 DEVELOPMENTAL GOALS AND PRIORITIES

The developmental bias towards the accumulation of capital assets and, hence
towards long- term finance is firmly established in the literafh;e and often find expressioﬁ
in the dictum that capital formation is a necessary if not a sufﬁcient condition for
economic growth (Jhingan, 1986; Meier, 1961; Handler, and Steinherr,1993etc.). This
. helps. but little in devising an order of goals and priorities. It tells nothing about which
segment of the economy should have first claim on resources - whether public
infrastructure, agriculture, or manufﬁétuﬂng - or what should be the emphasis within each
of the segments, More importantly, it tells nothing about the requisite shift in priorities,
borth sectoral and structural, which corresponds to the étages of growth of the entire
economy. At early stages of develobmcnt in Nigeria, the country relied on the export of
primary produce for foreign exchange. But with the discovery of oil iﬁ cominercial
quantities, there was an agrarian change leading to a change of focus towards crude oil
development as a backbone o'f tie economy. With the collapse of the internz_ltipnal oil
market in 1 981, foreign exchange earnings from oil declined markgdly and economic
management in the country suffered an unprecedented set back. As a result of this,
priorities of development planners shifted away from crude.oil depentient stratégy to the
development of manufacturing and agricultural sectors, It WZIIS argued that these .two
sectors were accorded these recognition- because agriculture will --produce food,
employmert and raw materials for economy while manufacturing for export will provide
the desired foreign exchange to finance imports of machineries necessary for industrial
take-off. Hence, Nigeria’s former reliance, on exports of crude oil as a primary vehicle

of growth will have to be decreased in favour of greater emphasis on manufacturing

capacity, particularly manufacturing for export if the country is to continue to grow in the future,
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Indeed, those concerned with the country’s development strategy think that
increased emphasis on manufactufmg ,which relies more on local entrepreneurship and
local resources and less on imported skills and equipm_.en]: describes the best path for |
Nigeria’s development to follow. It need be stated that if we are to reach the industrial
take-off sﬁ1ge in the foreseeable future, inducement must be provided to shift the emphasis _
from investment for short term commercial gains to the growth of investment in long term
activities where the capital-market serve as a vehicle. That is to say, the government will
encourage only the type of capital ouﬂéy which is based on long-term profit involving the
establishment of permanent undertaking with an eye towards future expansion. Indeed, a
basic theoretical framework for capital market analysis is the provision of equity as against
debt financing. Our development objectives must therefore focus on the role and
advantages of equity (long-term) as against debt (short term) '!ﬁnancing. Needles to say
that the oqgoing debt crisis tends to emphasis the importance of equity rathef than debt,
particularly in the financing of risky projects with long {gestation period, heavy reliance
oﬁ debt has adverse macroeconnomic-and microeconomic congequences. At the macro
level, it has caused severe debt—serviciné implications. More importantly, it has
contributed to the occurrence of bank insolvencies. Increasing interest rates in Ehe face
of moral hazard and adversé inéenﬂt.;é effects; has led to the bloomirig of bad and doubtful
debts in the portfolio of banks as bank customers who have got bank loans at high interest
rate are not necessarily those who can pay such loans. High interest rates will tend to force
firms to go to the capital n}arkets to raise equity finance rather than borrow from banks
and thus provide long term debt financing and risk capital through the issue of bonds and

shares. This is indispensable for long term economic growth (Ikhide, 1995; P. 42). For
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these desires to be .realisable, financial sector needs to be restructured so as to provide a
conducive environment necessary for the growth of the capital market which will be able
to efficiently and effectively mobilise and allocate financial resources to developmental

goals and priorities of this country and thereb& accelerate the overall economic growth.
2.2.2.3 FORMAL AND INFORMAL FINANCIAL MARKETS:
Armed with a set of_devek)pmentaf priorities which in the case of Nigeria,
emphasiic the formation of small and medium scale manufacmring -plants which produce
for export those goods and scrviccs“ in which the country has.' a comparative cost
advantage, the planning anthorities can begin to improve the etficiency of the financial
markets and to attempt reforms and modifications of these markets so as to make them
more responsive to those developmental needs. But the effectiveness of these modifications
and reforms is restricted by the fact mat in most of the developing countries, a large
number of financial transactions are conducted outside the formally organised markets.
In many sectors of the economy the financing of enterprises is outside the purview and
scrutiny of developmental authorities. In fact, it may be convenient to consider these
markets.over which the authorities do not exercise supervision to be conterminous with
the informal ones. In as much as the informal markets tends to be amorphous,
unorganised and unofficial, there is-little legislation and regulatioh vL/hich covers their
operations; hence, not much is known about th{: institutions and 'mstrumen'ts making up
the informal markets beyond the wide spread conviction that their scope and importance
is indeed wide (Rozentai, 1970; Agenor, 1990; and Montiel, et al , 1993). Given the size
of the informal credit and foreign exchange markets in many developing countries, theilr

presence will have important macroeconomic effects. Such markets can be expected to
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play important roles in determining the manner in which exogenous énd policy shocks are
digseminated throughout the economy, especially the capital market which is responsible
for the mobilization and allocation of productive resources in the economy. Failing (o
integrate them in the short-run macroeconomics of developing countries may therefore
result in inadequate analysié and misleading policy advice.

The terms “informal” “parallel” “black” . “unorganised”, “fragmen
“unde_rground”. “segmented”, and “curb” markets have all been used interchangeably in
the literature to describe various forms of economic activities lying outside the officially
regulated or monitored realm. In this manner, all activities that lie beyond the pale of
official regulation or control is considered to be informal in nature. For concreteness,
informal credit and foreign exchange markets consist of a large numbgr of diverse
activities encompassing all forms of unregulated transactions. The informal credit market
includes the lending and ‘bo'rrowing transactions of very varied types of individuals and
intermediaries, such as professional and non-professional money lenders, private finance
firms, indigenous bankers, rotating saving and credit association, traders, landlords and
households.. To be specific, it could be argued that the economies of most lesé dev;aloped
countries are dominated by the informal sector, mostly ﬁnanc.ial. In this case, capital
markets more often than not focus on the large equity based ﬂrms.. Small scale enterprises
whi’ch form the core of the informal sector find ir,‘ difficult to enjoy the advantages of
equity based developmental framework becaus}e of the inability of these firms to meet the
stock exchahge listing and other requirements in the capital market which are conéiderlad
stringent, as well as the enormous cost of going public, However, financial liberalization
by encouraging equity as ‘\against debt ﬁnﬁncing (which form the main source of fund for

small and medium-scale enterprises) may further mar the growth of small and medium

%
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scale enterprises and thus ‘squeeze them out of existence thus further marginalising the
small scale investor. Since banks or debt financing tends to be skewed in favour of the
informal sector, financial liberalization which deemphasises debt financing to the
advantage by equity financing may impact negatively on the informal sector. Therefore,
the formal financial sector should be restructured so as to accommodate thé small and
medium scale enterprises whiéh constitute the engine of growth in the developmental
efforts of this country,

Although the choice by the small and medium scale enterpriées to operate in the
‘informal sector or more importantly to rely more on debt finance may essentially be |
informed by the desire of most entrepreneurs to keep their businesses aWay from public
scrutiny and also by coniplicated entry and listing requirement which discriminates against
them. But , it is perhaps beyond dispute that with liberalization, all these prohibitive
listing requirements, which hitherto, serve as a barrier to entry, will be remove'thereby
encouraging the small and medium scales enterprises to raise equity capital from the
organised capital market.

On the other hand, the parallel currency market is a mechanism through which
. foreign exchange is offered for sale at a rate differgnt from the one of!ﬁcially fixed by the

authorities. It includes the activities of the road-side foreign exchange dealers and other

unofficial transactors. : T

However, iﬁf01mal~ﬁnancial markets seem to perform a useful economic functions
in developing countries. Needless to say that they allow access to a credit, although at
high interest rates determined by the market forces, to the small borrowers, who will
otherwise be unable to borrow because of the prohibitive collateral securities required by

banks, in some cases, they also allow small savers to obtain high interest rates on this

f !



55
savings and hence could be an inducement (o save. But, at the macro economic level;
concern have been expressed for the efficacy of monetary and fiscal policy in an economy
where such markets are large. To the extent that transactions in the informal markets tend
. to be based primarily on currency, the large currency holdiﬁ'gs Lhat. are accumulated
therefore have the potential of reducihg the authorities’ .control of the money supply.
Attempts at monetary creation, for instance, may be frustrated by a flight of currency from
the banking sector into the informal sector, hénce, limiting the -bankcrs’ ability to creale
deposits. _

On the fiscal side, the government may find that the informal market frustrates its
effort at revenue collection as the bulk of informal transactions are officially unrecorded. -
Government revenue collection effects in most developing countries, characterised by the
existence of informal markets, must therefore, be concentrated on the formal sector.
However, attempts to‘increase revenue in that sector by means of increased taxation, say
on the interest earnings of that sector, induces a switch to and therefore, an increase in
activity in the informal sector. Consequently, the tax base of the government becomes
smaller and more unstable as informal markets grow in size (Montiel, er al, 1993; P. 26).

Similarly, the existence of a large parallel currency market has Jimportant
consequences for the functioning of a developing economy. The major arguments that
have been advanced in favour of these markets are the following: first, by ;ﬂlowing
financing of parallel market activities, parallel currency markets make available
commodities (food, intermediate inputs, durable goods, etc) which would not have
otherwise been forthcoming, due to the existence of rationing in the official market for
foreign exchange and/ or trade restriction. second, the existence of infbrmal markets for

foreign exchange provides employment and income opportunities to many small traders.
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There are however, a variety'of diét.ortions created by the existence of parallel
currency markets. First, the expansion of a paraliel market for ,for_eign exchangé weakens
the effectiveness of capital controls impose by the central bank. Formally, it hay effects
similar to increase in capital mobility which may help accélefate capital flight and may
lead to an increase in the degree of substitution between domestic and foreign currencies.
The potential for currency substitution becomes an effective way 61" avoiding the inflation
tax on the holdings of domestic cash balances. Second, parallel foreign exchange rates,
domestic prices are likeiy to display a Significant degree of instability, which ‘may
adversely affect economic decision making. Third, since there are two prices at which
foreign exchange can be bought and sold, exports whose proceeds are repatriated at the
official exchange r‘ate'arc taxed relatively to other exports, Consequently,i the parallel
market premium may be seen as an implicit tax on exports (Pinto, 1989; 1991)

More summarily, there is a cost of enforceme-nt, of counteracting 'paréllel market
activities somewhat"and punishing offenders. Needless to say that parallel. féreign
exchange market promotes a loss of tariff revenue ('due to smuggling and under invoicing),
a loss in income tax and domestic indirect taxes and a reduced flow of foreign 'exchange
to the central bank, which lowers the capacity to impo'rt of the government, paralle]
markets encourage rent - seeking activities (corruption of government officials, for

instance), which lead to a sub-optional allocation of scarce resources.

The foregoing analysis suggests that exchange restrictions are often largely
inoperative. Instead of increasing the foreign exchange reserves at their disposal, the
controls imposed by the authorities often only succeed in diverting a substantial part of the

foreign exchange underground, implying that they not only fail to solve the problem, but

they actually worsen it. The logical and obvious implication is that if parallel markets
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emerge in response to the impositib‘n of controls, the most effective way to reduce their
size is to eliminate these restrictions and let prices reflect the full scarcity of foreign
exchange. Hence, the move by most developing countries to financial sector reforms
aimed at reducing the various bottlenecks in-the formal financial sector that are counter

productive to optimal allocation of economic resources.

A

2.2.3 A THEORETICAL NOTE ON THE LINKAGES BETWEEN STOCK
MARKET DEVELOPMENT AND ECONOMIC GROWTH.

' The relevance of financial system for economic growth especially in the cievcloping
countries has been a subject of controversy in both the theoretical and empirical JiEerature.
One line of research argues that the financial system is uﬁimportant.for economic
growth(Sterm, 1989; Lucas, 1988; eic.), while another line of researchl. provides a
conceptual description of how and empirical evidences of when, the financial system
affects economic growth('Bagehot, 1962; Schumpeter, 1932; Cameron, et gl, 1967;
Goldsmith, 1969; Mckinnon, 1973 anci Shaw, 1973). Building on these seminal
contributidns by those who ascribed important role to the financial system in accelerating
economic growth, King and Levine (1993a; 1993b), DeGregorio and Guidott} (1995) and
Levine and Zervos (1996) show that measures of banking and stock market development

are strongly correlated with economic growth in a broad cross-section of countries.

According to this line of research a well-functioning financial system is crucial for

sustained economic growth,

Indeed, a burgeoning theoretical hterature provides evidence concemmg the
specific role of stock markets in economic growth (Levine and Zervos, 1996 P.323).
According to them functioning of equity markets affects liquidity, risk diversification,

acquisition of information about firms, corporate control, and savings mobilization. By
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altering the quality of these services via financial liberalization, the efficient functioning

of stock markets can alter the rate of economic growth in the positive direction.

To be specific, stock markets may affect economic activity through their liquidity.
Many high-retim projects require a long-term commitment of capiial. Invegtors, h-owever,
are generally reluctant to relinquish control of their saviné‘s for long periods. Thercforé,
without liguid stock markets, or other financial arrangements that promote liquidity, less
investment may occur in the high-return projects. Levine (1991) and Bencivenga, Smith
and Starr (1996) show that stock markets may arise to provide liquidity. That is, savers
have liquid assets (such as equities) while firms have permanent use of the capital réised
by issuing equities. Liquid stock markets reduce the downside risk and costs of investing
in projects that do not pay-off for a long time. With a liquid equity market, the initial
investors do not loose access to their savings for the duration of the investment projects
because they can cheaply, quickly and confidently sell their stake in the company.
Therefore, more liquid stock markets ease investment in the long-run, ﬁotentia_lly more
. profitable projects, thereby improving the allocation of capital and enhancing prospect for .
long-term growth.

Risk diversification through globalised stock markets is ano'ther vehicle by which
stock market development may influence econouic growth. Many authors have shown that
stock markets provide a vehicle for diversifying risk(See for example, Sainf—Pz_lul, 1692
and Deveux and Smith, 1994). These models also show that greater risk diversiﬁcatién can
influence growth by shifting investment into higher - return projects. Intuitively, because
projects with high expected returns also tend to be comparatively risky, better risk
diversification through internationally integrated stock markets will foster investment in

projects with higher returns.
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In terms of raising capital, it is argued that large, liquid and efficient stock mafkets
can ease savings mobilisation, By mobiliziné savings, stock markets enlarge the set of
feasible investment projects. Since some worthy projects requires large capital injections
and some enjoy economies of scale, stock markets that ease resource mobilization can
boost economic efficiency and accelerate long- run economic growth. Ma;er (1988)
presented a contr;'a.ry view on the importance of stock markets for raising capital. He
argued that new equity issues account for a ;.rery small fraction of corporate ‘iﬂnvestl.nent.

In the final analysis, stock market development may inﬂﬁencc corporate control,
Diamond and Verrvecchia (1982) and Jensen and Murphy (1990) show that efficient stock
markets make it easier to tie manager's compensation to stock performance. A closer link
ﬂclps to align the interests of managers and owners. Laffont and Tirole (1988) and
Scharfstein-(1988) further argued that.takeover threats induce managers to- maximize-a
firm’s equity price. Therefore, well-functioning stock markets that ease corporate

takeovers can mitigate the principal agent problem and promote efficient resource

allocation and growth.



CHAPTER THRER

THE NIGERIAN FINANCIAL SYSTEM

3.1 OVERVIEW OF THE FINANCIAL SYSTEM:

The Nigerian financial system is made 'up of a wide array of institutions and
entities which.can be classified into a number of ways. It consists of both the organised
and the unorganised sectors.

The organised financial system in Nigeria comprises of a large number of
institutions and instruments which are under the ﬁuwiew of the regulatory auihoriiies. It
consists of the Central Bank of Nigeria (CBN) which is the apex financial institution,
Commercial and Merchant banks, Development finance institutions, Thrift and Insurance

organisations, a Stock Exchange and a Securities and Exchange Comimnission.

Prior to the establishment of the CBN in 1959, the main banks in Nigeria were
local branches of banks of the metropolitan countries whose lending and related activities
were largely confined to the financing of expatriate businesses which consisted largely of
the export of primary products and import of manufactures. The banks as such, were
enclave institutions that had little to do with economic developments’ effort of the
country. Indigenous merchants were deprived of credit from these enclave financial
instimtions. However, to ensure that resources are allocated in accordance with the
development strategies, the government decided t.o remodel this financial system. 'Towards
this end, new financial institutions were created to provide fundihg at Jow interest rates
to the sectors that were to be at the forefront of industrial development and /or directed
the existing institutions to do so. ‘The government themselves borrowed heavily from the
financial system to finance budget deficits and the needs of state-owned enterprises, Banks
were also directed to open rural branches in order to mobilise deposits and provide credit.

to widely dispersed small holders.

The interventionist approach was much less successful in promoting financial.
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development, Under government pressures, banks did lend to state enterprises and.pr;ority
sectors at below - mafket interest rate, but spreads were often too small to cover the
banks’ costs(Qjo and Adewumi, 1992). Many of the directed loans were never repaid,
interest rate controls discouraged savers and holding domestic financial assets and
discouraged institutions from lending longer-term. In ngerla Public borrowmg from
Commercial Banks displaced lending to the private sector. In short, government have
made control over finance an important tool of their development strategies. It was
believed that without intervention, the financial system would not be cooperative partners

in the development effort(CBN, 1989; p.28).

However, during the past one decade, the structure of Nigerian financial sysiem
changed substantially under the combined impact of profound changes in the economie
environment, market forces, technology and alterations in official regulations governing
the banking and securities market. Indeed, there has been remarkable changes in terms of
the number and ;/ari'ety of financial intermediaries, the depth and breadih of institutions
as well as the structure of its capital and ownership. The sams observatiori holds for the
regulatory framework within which the system operates. Nevertheless. it has been
observed that the Nigerian financial system remains refatively under - developed as it is
yet to acquire that degree of financial intermediation which the economy requires for rapid
development(CBN, 1989; p.28)

By 1960, the 12 commercial banks operating in the country had a total asset of
N235.8 million and about 190 branches throughout the country. The only merchant bank,‘
Phillip Hill (ngena) Limited (which later merged with the N1ger1an Acceptances L1m1ted
(NAL) ), d1d very little business. There was no specialised development banks but there
were a few non~bank financial intermediaries operating on a very modest scale. They.
included a few insurance companieé, regional government - owned corporations and loan

boards, cooperative societies and thrift institutions, the Lagos. Building Society (Later
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reconstructed into the Federal Mortgage Bank) and the Post Ofﬁ'ce Savings Bank. The Post
Office Saving Banl was the single lzi}gest non-bank financial intermediary at that time with
over 160 branches spread all over the country. However, it rﬁadé limited impact on the
economy because its funds were invested largely in London, a pracfice which negated one
of the most important aims of setting up savings institutions in less developed countrie;s
namely, the mobilization of capital for domestic investrhent.

At the end of 1993, there were 66 commércial banks with a branch network of
2275. Merchant banks at the end of 1993 numbered 54, with a total of 116 branches. The
five development bankers, viz: Nigerian Industrial Development Bank (NTDB), Nigerian
Bank for Commerce and Industry (NBCI), Federal Mortgage Bank (FMB), Nigerian
Agricultural and Cooperative Bank (NACB) and Nigeria Export - Import Bank (NEXIM)
also operated in Ni gerizi as at the end of 1993, These are Development finance institutions
charged with the responsibility of providing loan and industrial finance by attracting
foreign resources, mobilising domestic savings and alloéaﬁng investment funds efficiently.
Additional Institﬁtioms have been established with the structural Adjusﬂnént Programme
to meet up with the ever increasi‘ng credit needs of segments of the society who are not
‘adequately-catered for by the existing institutions. T.hr:se are the Coinmuni'gy Banks whose
capital requirement are provided by the communities in which they are located and the
Peoples’ Banks which are supposed to provide. for the needs of small- and medium - scale
'entrepreneurs in the society.

Thrift institutions have also achieved some prominence in the financial system.
Theée‘ comprises mainly insurance companies, pension funds and the savin gé banks. The
main pension Institution in Nigeria is the National Provident Fund (NPF), which was
established in 1961 as a compulsory savings scheme with the objective of running as a
social security program by providing protection to contributors in their old age, invalidity

or temporary loss of employment. The Federal Savings Bank (FSB), was established in

\
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1974 with the aim of providing a ready means for the deposit of savings to encourage
thrift.

Aside from these major financial institutions, the financial system is also in-
undated with a collection of young and small institgtions who play a major role in the
intermediation process. These include finance companies, leasing companies, mortgage,
savings and loan associations and ventures capital companies. Most of these have come
into prominence in the wake of the financial innovation that peﬁaded the system with the
onset of financial liberalization. In 1992 alone,.more than 47 finance comﬁanies were
granted licenses to operate. As of that date, about 618 finance houses were in operation.

The Nigerian Deposit Insurance. Corporation (NDIC) came into existence in 1989,

It was set up majorly to provide deposit Insurance and related services for banks with the

objective of promoting confidence in the banking industry.

Other institutions in the financial system include (i) The Urban Devglopment Bank
set up in 1992 to provide financial resources to both ﬁle pu_blic and private sectors of the
economy for the development of qrban dwellings, mass transportation and public utilities
(ii) the discount houses which are special non-bank financial institutions aimed at
providing discounting/rediscounting facilities in government short-term securities. In
particular, discount houses are to promote the growth and efficiency of the money market,
enhance the implementation of open market operations by facilitating the issue and sale
of short-term government debt instruments by tender and also accommodate banks short-
term. financial need. Their main source .of finance is equity (paid - up.capital and
reserves), money on call and overnight advances from the CBN. By September 1992,
approval - in - principle had been granted to three discount houses. (iii) The bureau de
change which were set up in 1939 to act as dealers in the spot. market for Iforeign
excliange. Indeed, the need to broaden the foreign exchange market at the onset of SAP

and improve the access of small transactors to foreign exchange necessitated their
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establishment. (iv) The National Economic Reconstruction Fund (NERFUND) was set
up in 1989. It is a funding mechanism aimed at bridging the gap in the provision of local
or foreign funds to small - and medium scale enterprises. It is jointly owned by the
Federal government of Nigeria, the CBN and other foreign partners.

The financial max;kets is the other segment of the financial system. It consists of
the money and the capital market. The money market has been developed with two main
objectives in mind: to provide the public and private sectors with means of raising short-
term money and invest cash and to se;'ve as a conduit for the management of liquidity and -
money 'by the monetary authorities. The major institutions operating in the market are the
Central Bank, Commercial banks and private companies dcalin_g mainly in commercial
'pa'pers. The interbank market has also become more prominent with the SAP. The size of
the money market has increased substantially both in terms of the number. and
heterogeneity of ihstruments traded since 1987 when SAP began(Ikhide, 1997). Today,
Mufual funds, Unit Trusts, Investment Companies opérate both in the money and capital

markets(Ikhide, 1993).

Unit trust Scheme are institutions established ﬁlainly for the mobilization of the
financial resources of small and big savers and managlement of such funds to achieve
rélatjvely high returns with minimum risks through efficient portfolio diversification. The
first Unit trust Scheme was launched in December-1990 and by the end of 1992, ten units
schemes had been launched. Hence, the Nigerian financial s&stém over the years has
become increasingly deep, broad and sophisticated in structure and well protéc;ed as a
catalyst in the process of ecoﬁomic growth and development. The main environmental

factors over the 1970s and 1980s which brought about changes in the financial system can-

be summarised as follows:~

(a) there was a stroné trend over this period particularly the 1980s, towards

deregulation of the financial system. The aim here was to introduce greater competition
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into the financial system with a view to increasing efficiency. Alongside this deregulation
was a parallel trend to tighten up prudential regulation of the financial system, with the
aim of protecting the user of financial intermediation services. So, the late 1980s saw
deregulatioﬁ as far as pricing of services was concerned accompanied by increase.d
regulation for purposes of prudential control and investor protection. i

(b) The economic environment particularly in 1970s and. 1980s, was very volatile.
High and volatile inflation and interest rates led to great uncertainty in ﬁnancjal decision
making, This led to changes in the dévelopment of new financial instruments to manage

!

the greater risks.

(c) A substantial rise in domestic and international imbalances led to a greater demand
for financial intermediation services. International imbalances on a large scale occurred
followiog the oil price increases of 1973/74, which led to OPEC countries’ sﬁrplqscs and
balances of payments Deficits for many non-oil exporting dcvclooing countries.

A review of the Nigerian financial system will oot bc complete without a reference
to the informal financial sector in Nigeria. The informal financial sector plays an
important macroeconomic role in Nigeria. As a result of financial repression, unorganised
credit and foreign currency markets have become an essential part of the financial
intermediation process. These markets are informal because they have no legal standing
and are not subject to regulations by the government. However, given the size of informal
credit and foreign exchange markets in many developing countries like Nigeria, their
‘presence will have important macroeconomic effects to the extent that failing to integrate
them into the short-run macro economics of Nigeria may result in inadequate analysis and

misleading policy advice.

The informal credit market consists of a large number of diverse activities
encompassing all forms of unregulated transactions. It includes the lending and borrowing -

transactions of very varied types of individuals and intermediaries such as professional
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and non - professional money lenders, private ﬁ_nance firms, indigenous bankers, rotating
saving and credit associations, pawn shops, trades, landlords aﬁd households(Horsch,
1989a). Their characteristic low information and transaction costs coupled with the easy
access that they provide to low income groups who may nof have access to formal finance

are some of the factors that have continued to ensure their survival even in a very

competitive environment.

3.2 THE NIGERIAN CAPITAL MARKET:-

This study focuses on financial libéralization, stock market development and
economic growth. In view of this, a little more attention is devoted to the treatment of
capital ,rﬁa:ket in this ‘section. Indeed, the development of a capital market in Ni‘géria .
' actually began with the establishment of the Lagos:Stock Exchange (Now Nigerian Stock

Exchange) in 1960. Broadly, the Nigerian capital market can be divided int‘o two- the non-
securities segment and the securities segment. The non—'securiﬁes'ségmenf consists of
savings baﬁk, moitgage banks, Development Banks and irisurance companies. “

The capital market proper consist of the securities 'segmént. The major bartici_pants

in fhis market are the governments, public com'panies, institutiox}al investors and
individuals. Thére are about 20 stock brokerage firms dealings on ﬂle stock exchange on
behalf of their clients as of 1985. The figure rose to 21 in 1986 and as of 1992, the
number has risen to —140. Yet, transactions on the stlock Exchange continue to be relatively
few in number and low in value E::)iﬁpéred with more developed markets(CBN, 1993)
because of the paucity of securities available for trading in the Nigerian capital'rmarket.
_Federal Government development stocks dominate the market in terms of value while
private sector sccurities are 1h0re in rllumbler (see table 3.1). This observed trend was due
to the fact that during this period, gﬂvcmrﬁcnt was investing more in the economy. Most

of these investment are principally on infrastructural development aimed at creating a

T

5
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conducieve environment for sustained economic developments. However, priv-ate
individual's investment was minimal ‘-in value since government was involved in virtually
all economic activities in the country.

In terms of institutions, the capital market consists of a primary mark?et which is
dominated by the investment (merchant) Banks, brokcré and dealers’ and"ventures
capitalists and a secondary market dominated by the stock Exchange. While the primary
markets main concern is with the primary issues, the secondary niarket handles already

existing issues. In what follows, we take a look at the organs of the Nigcrian capital

market.
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TABLE 3.1

NIGERIAN STOCK EXCHANGE TRANSACTIONS

- YEAR NUMBER OF DEALS VALUE (MMILLION)
GOVT INDUSTRIAL TOTAL GOVT INDUSTRIAL TOTAL
1970 303 331 634 16.4 0.2 16.6
1971 204 748 952 32.7 3.5 36.6
1972 ° 258 640 398 26.2 1.0 27.2
1973 285 ‘537 822 .91.9 0.5 92.4
1974 256 2,807 3,063 49.4 1.3 50.7
1975 203 501 . 704 62.8 0.9 63.7
1976 321 696 1,017 111.3 0.6 111.9
1977 337 1314 1,651 178.8 1.2 180.0
1978 243 2,230 2,473 187.2 2.5 189.7
1979 124 3,099 3,223 249.7 47 2544
1980 220 6,918 7,138 380.8 7.9 388.7
1981 18 10,081 10,199 298.7 6.0 304.8
1982 184 9,330 10,014 207.0 . 8.0 215
1983 292 11,633 11,925 384.8 1 13.1 397.9
1984 194 17,250 17,444 240.9 T 156 256.5
1985 340 23,231 32,571 295.3 213.3 318.9
1986 270 27,448 27,718 471.6 20.3 497.9
1987 . 238 20,401 20,639 340.0" - 42.4 3824
1988 96 21,465 21,561 99 4 33.0 132
1989 174 33,273 33,447 507 63 570
1990 102 25,828 25,930 155.0 83 238
1991 45 44235 44,280 43.0 94 137
1992 71 48,958 49,029 78.0 239 317
1993 39 40,359 40,398 50.0 353 403

SOURCE: CBN, STATISTICAL BULLETIN, VOL 5, JUNE, 19%4.
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3.2.1 ORGAN OF THE NIGERIAN CAPITAL MARKET:-
The majo‘r organs of capital market in Nigeria include the Nigerian Stock Exéhange
and the Securities and Exchange Commission,
3.2.1.1.  THE NIGERIAN STOCK EXCHANGE:-

The secondary market is generally called the Stock Exchange and it is‘the prime
operational institution fn r.hé capital market. Established in 1961. by the Lagos State
Exchange Act, Athc Lagos Stock Exchange was reconstituted il.ltOH the Nigerian Stock
_Exchange in 1977 and today has six trading floors in Lagos, Kadu_na, .‘Port Harcourt, -

Kano, Onitsha and Ibadan,

In terms of organisation, the Nigerian Stock Exchange comi)'rises the following:-

i Council members responsible for the day to day management of the Exchange
and
it. - Dealing members who afe the Stock Brokers licensed by the Councils fo deal

in government and indusfrial securities quoted on the Excljangc and whose
" conduct are guided by the Exchange rules and regulations.
The Nig;erian Stock Exchange was established to perform the following functions:
1. To promote the machinery for mobilizing private and public savings and making
them available to productive investment through Stocks and Shares
2, To provide a meeting place for dealing members to buy and sell existing stocks and
shares, as well as proyide opportunities for raising new capital

| R
3.  To facilitate the purchase and sale of securities

4, To facilitate dealings in government securities and thus provide government with

funds for develbpment purposes.

5. To cooperate with associations of stock brokers and stock:Exchanges in other
countries and to obtain and make available to members information and facilities

. likely to be of advantage to them to their clients
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6. To protect the public from shady deals and practices in quoted securities through
its rules, regulations and operating codes with the objective of operating fair
dealing and

7. To investigate any irregularities or alleged irregularities in the dealings of
members and their clients, any complaints made against membere by other
membe'rs or any other parties provided that such differences, dispute or complaints
shall relate to or touch on the Stock broking business or activities of such members
and to deal with and decide upon such irregularities, differences, dispute, or
complaints and to make necessary steps for the enforcement of its decisions and

awards (Nwankwo,1980; Alile and Anao, 1986).

3.2.1.2 SECURITIES AND EXCHANGE COMMISSION (SEC):-

‘ Formerly called the Capital Issues Commission (CIC), the SEC was eetablished by
the SEC ACT .71 of 27th September 1979, which was re-enacted by the SEC Decree 29
of 1988. The SEC as an apex regulatory organ of the capital market has the objectives of
promoting an orderly and efficient capital market in Nigeria by providing a conducive
climate for savings and investmeng necessary for economic development; ensuring fair and
appropriate prices for stocks and shares; and ensuring adequate protection of the investing
public. | |
Before deregulation, SEC’s function included the detefmination of the price and
time at which companies’ securities are to be sold; approving the amount of such
securities’ registering all securities dealers, investment advisers, registers and establishing
market places in the industry such as stock exchange branches with a view to maietaining
proper standards of conduct and professionalism in the securities business, giving approval
in respect of Iflergers, acquisitions ‘and all forms of business combination; ensuring capital

market development and maintaining overall surveillance of the market.
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With deregulation however, SEC:S function is restricted to regulatory and
developmental roles. Under the current dispensation, SEC is to ensure that rules and
regulations guiding professional conduct in the market are followéd to the letter and also
to provide an environment for the development of the capital market th.rough;the various

enlightenment campaign émbarked upon in recent years.

However, from inception, the capital market had apparently not succeeded in
generating sufficient securities from companies and institutions - a situation that has
tended to give rise to a shortage of securities, partiqulafiy equities. One reason for this is
the inability of small - and medium - scale enterpriées to meet the stock Excha_nge listing
requirement:é which are considered striljgent, as well as the enormous épst of going public.
The second - tier securities market (SSM) was thus launched on April 30, 1985 majorly
to serve the interest of s;mall - and medium - scale enterprises in raising long-term funds
for expansion and modernization. As at the end of 1993, thex:e were 28 companiés listed
in the sector. Five of these companies have already graduated into -the First - Tier
securities market. The basic distinction between the first - tier and sc::ond - tier is the
relaxation of conditions for _enlis;.ment. The relaxed entry requirement for en‘listmeﬁt in
the Stock lﬁarket enjoyed by those who got listed as potential members are:

i. Companies should have 3 years trading record instead of 5 years for the first -
‘trier. |

ii. At least 10% or 350,000 of equit'y capital must be made available to the public
as against 25% or 3125,000 required in the first - tier.

iif.-  Companies must have not less than 100 shareholders instead of 300.

iv. Companies must submit audited half year and annual statements instead of

qﬁarterly statement required in the first-tier

V. A flat annual quotation fee of 32,000. In the first - tjer', fees are based on' the

b
i

share capital of companies{(Onyindo, 1986).
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While the ;'atmount to be raised by coﬁpmies in the first - tier market is limitless

-and depend on their borrowing capacity, the amount that could be raised in the SSM is
limited to N5 million. However for both the  First-Tier and the SSM, en

registered as public limited companies,

3.3 FINANCIAL SECTOR REFORMS IN NIGERIA®

Finance sector reforms in Nigeria has taken five major dimensions: reform of the
financial structure, monetary policy reforms, foreign exchange reforms, liberalization of
capital movement and capital market reform.

(a) Reform of the Financial Structure:- Measures undertaken here are majorly
designed to increase competition, strengthen the supervisory role of the regulatory
authorities and strengthen public sector relationship with the financial sector.’
Some of the measures undertaken include:

i Grahtihg of licenses to more banks:- More banks were granted licenses to operate.

~in  the economy. This is to enhance banks’ efficiency through increased
competition, Hence conditions for the licensing of new banks were relaxed. In
response, the number of banks increased markedly from 40 in 1986 to 120 in

1992. A comparable increase in the number of non—Bank financial institutions

occﬁrred. o
ii. Strengthening .supervision__of banks and increasing their viability through adequate

regulations regarding minimum capital requirements, specifying the range of assets

and liabilities they can acquire, introductioq of uniform accounting stan‘dards for -
banks to ensure accuracy, reliability aﬁd coxﬁp::lrability. Two banking laws were

promulgated with effect from June 1991, the' CBN Decree no 24 6f 1991 and the

This section benefited greatly from the studies of Ojo, M.O. (1993) anc
Ikhide, S.I. (1997).

\
i
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anks and other Fmancral Instltuuons Decree (BOFID), No 25, '1991. In addltlon,
the Nrgerlan Deposrt Insurance Corporation (NDIC) was established, with the

responsxblhty of rnsunng banlrs deposits agarnst bank fallures and ensurlng safe

and sound bankmg practlces through effective monitoring and supervrsxon of banks

in collaboranon with the CBN

Deﬁnmg the role of the financial sector:- In thrs case, all government accounts in
commerctal banks were to be transferred to the central bank with the intent to
discourage unhealthy compeution in savings mobilization, prohrbmon of the
practice whereby banks granted domestic loans on the security of foreign exchange

deposits held abroad or on domiciliary accounts. There was also the introduction

‘of an auction - based system for the issuance of treasury certificates aimed at

promoting a greater reliance on market forces in the determination of yields on
government debt instruments through market - determined interest rates and the

decision by tt_le: Federal Government to sel! its share holdings in some commercial

' “and merchant banks thereby reverting such banks to private ownership.

Monetary policy reforms:- These are policies primarily designed to stabilize the
economy in the short-run and to induce the emergency of Aa market - oriented
financial sector. They include the following: |

Rationalization of credit controls:- Although credit ceilings on banks are not
completely removed, the sectoral credit allocations targets were compressed from
18 in 1985 to 2 in 1987, i.e:~ nriority..(agri_culmre and manufacturing) and non-
priority (others). ‘Other credit measures put in place were the eliminationmof
exceptions within the ceiling on bank credit expansion, giving similar treatment to
commercial and merchant banks in relation to required liquidity ratios and credit
ceiling, the modification of caeh reserve requirements which 1:s now based on.the

total deposits, (demand, savings, and time deposits), rather than on the time .
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deposit only, dnd the re-introduction of stabilization securities. These are non-
negotiable and non-transferable debt instrument of the central bank which banks
are mandated to purchase at intervals in orﬁer to control their excess reserves. It
was designed to mop - up the excess liquidity in the banking-system.'

Deregulation of interest rates:- In January 1987, a partial deregulation of interest
rates was attempted, but by August, all rates became market - determineéi‘. The
central bank adopted £he system of fixing only its minimum rediscount rate to
indicate the. desired dire(;tioh of interest rate changes. Interest rate liberalization
was aimed at enhancing the ability of banks to change market -based loan rates and
also guarantee the efficient allocation of scarce resources. Tn 1989, banks were
encouraged to pay interest on demand deposits. However, the rates to be paid was

to be negotiated beiween banks and their customers.

The shift from direct to indirect system of monetary control:- In June 1993, Open-

it w

Market Operation (OMQ) were introduced. Under this scheme, OMO was to be

conducted exclusively through licensed discount houses which are supposed to

' constitute the open market for government securities. The introduction of OMO

was meant to repla.ce the use of direct controls for manag"mg liquidity in the
economy.,

Foreign Exchange market Reforms:- Previously the sale and purchase of foreign‘ ‘_
exchange was rigidly controlled through the use of import licenses and the
exchange rate was fixed by ‘administrative fiat, This culminated into an

overvaluation of the Naira. In ordermto restore appropriate exchange rates ang

- correct the overvaluation of the Naira, the authorities began the auction sales of

foreign exchange to licensed Dealers. A first- Tier market was retained to take
care of transactions related to government debt - servicing, contributions to

international organisations and transfers to Nigeri:«in missions abroad. In 1988, the .
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government permitted the establishment of private foreign exchange bureaux. This
was aimed at absorbing some of the demand pressures for foreign exchange and

to accord recognition to small dealers in foreign exchange.

Liberalization of Capital Movement:- All existing restrictions on capital transfer

were abolished with the deregulation of the foreign exchange market. Hence, all
applications for capital transfer abroad were to be backed by appropriate

documents and settled at the prevailing exchange rates.

The reconstitution of the secun-'ities and exchangé commission,

Tax policies:- The reduction of the Qithholding tax on dividend, and the
reduction of tile fiscal burden with respect to the proceeds and -yields from debt
and equity. | |
Regulatory Méasures:- These include measures aim-éd principally at ail‘lleviating the
difficulties involved in listing, Disclosures and checking insider trading.

Other measures that impacted on the capital market include:

Privatization; The privatization of public institutions which started under the
reform programs made a lot of impact on the market.

Debt conversion program: Debt swap were first developed as part of the restricting
program _of Nigeria’s external debt which reached a crisis proportion with the

Structural Adjustment Programme. Debt to equity swap has had so;ne impact on

the capital market since they are a form of securitisation.

!

APPRAISAL OF FINANCIAL SECTOR REFORMS IN NIGERIA:-

An appraisal of financial sector reforms in Nigeria can be carried out from four

major perspectives which form the basis of their adoption. They include improved

financial efficiency, monetary stability, globalization of the financial systexﬁ and

consequently expanded real economic activities. The reforms were expetted to produce



76

positive effects on the financial sector regarding its organic -growth, innovations and
coml:;etition, financial savings, as well as the quality 6f bank portfolio and management.
Monetary stability was to improve through moderate growtﬁ in liquidity aﬁd domestic
prices, sustainable interest and exchange rate regimes and increéséd and diversified foreign
asset earnings. In alignment with other.economic policies and' as a direct c'onsequence
of the financial reform policies, real economic activity would be enhanced threugh higher
investment, output and employment, and reasonable stability in the external sector.

.' Following financial sector reforms, increased structural growth has been witnessed
in the number of financial institutions operating in the country. This was due to the
réduced administrative constraints fowards the establishment of banks and other non-bank
financial institutions as one of the components of financial liberalization, In addition to
' this, other institution such as the commﬁnity bank, the ﬁeopl‘e's banks, mortgage finance
houses, the Nigerian Expé)rt - Import Bank,(NEXIM) and spe'clal‘ funds have emerged to

“fill gaps in the ﬂﬁanc_:ia_l sector eSpec@ally ip the areas of financing small - and medium -
| scale enterprises and specific sectors which could not be effectively catered for by the
traditional banking éector. Asa resuit of consequent competition for financial savings,
following 1iberalization, many institutions have successfully launched financial products
to attract savers. |

Yeat, the structure of the sector is still lopsided. For example, the ten largest
commercial banks control over 60 percent of total deposits in the sub-sector. With the
~ fragility of new entrants and distress in some existing one‘s, an oli gdpolistic structure-has
.emcrged whereby movements m critical variables such as interest rates have not been
consistent with the obsefved trends in domestic liquidity. This caused the CBN to

prescribe interest rate mark-up standards since 1989.

Aunother important objective of financial reform is improved financial conditions

of institutions. The Nigerian experience with financial reform and liberalization clearly
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shows that the initial stages of the progremme was characterised by greater financial
. distress, but it is good that the financial reform process helps to identify this problem and

reduced it to the barest minimum level,

As the core of financial sector reforms, monetary policy reforms was aimed at
supporting the entire financial system through the promotion of a cotnpetltive system and
. in particular through the development of a market-based system ‘of financial control. It
was expected that relative macro- economic stability would be aehieyed. However the
feality of monetary management in Nigeria revealed thét while a marlcet-'l based financial
sector has visibly emerged, macro- economic instability has been on the inctease. :
Observed movements in domeeticl liquidity, inflation, credit allocation, interest and
exchange rates volatility havé engendered maero—economic instabtlity. Indeed, increased
excess liquidity in ttle economy and the associated inflationary pressures led to the

issurance of stabilization securities to banks to sterilize the excess llquldlty (Ojo, 1993).
The liberalization of interest rates in 1987 Jnduced an immediate rise in all 1nterest
rates, which was sustained up to 1992 with the levels of real interest rates turning positive
most of the period ( Table 3.2). Regulation of iltterest rates was restored in 1991 but was
quickly reversed early in 1992 as the ceiling on lending rates in particular failed to achieve
intended purpose. Apart from this, the attempt by the CBN to mop up excess liqtlidity
through the issuance of stablhzanon securities increased the .tempo of increases in all -
mterest rates. . The continued presence of insolvent banks which engaged in dtstress
borrowing‘ for survival accentuated the increases in interest rates especially in the inter-

bank funds market in which a few large banks, having control of deposits, were able to

dictate the rates.

In the foreign exchange market, the distortions in exchange rates have been
reduced to a large extent while foreign exchange allocation procedure involving active

participation of banks has been installed. However, exchange rates have been volatile and
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i . TABLE 3.2
Rates \ & 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992
.'\\: o A : .
Minimum Redi@mat f’/’/ 8.0 6.0 8.0 8.0 10.0 10.0 10.0 12.8 12.8 185 185 155 175
S A, : , =
Tioasury Bills Ratss 5.0 5.0+ 10 - 7.0 8.5 © 85 8.5 11.8 11.8 175 18.5 145 21.0
Treasury certificates rates . . .
{a) Ona-ygar maturity 5.5 8.5 75 75 a.0 9.0 a0 12.3 12.3 164 18.2 15.5 220
(b} Twa-year maturity 6.0 6.0 8.0 2.0 85 95 8.5 12.8 12.8 17.8 18.5 15.5 225
A COMMERCIAL BANKS
1. DEPOSIT RATES
{a) Tima (i} 3 months’ 5.8 5.5 73 i3 9.3 a3 9.3 14.9 134 189 18.8 18.7 208
(i) 3-6 Manths 8.0 6.0 15 7.8 8.5 8.5 9.5 153 . 12.1 218 .20.4 16.1 223
{iti) 6-12 Moaths 6.3 6.5 18 7.8 93 9.8 9.4 16.8 143 214 208 16.9 22,1
{iv) Gvar 12 Manths 8.5 6.6 8.0 8.0 ic.0 10.0 100 15.8 14.3 1.2 204 16.9 205
{b) Savings Ratas 6.0 6.0 75 75 85 9.5 95 140 145 16.4 17.8 14.7 16.1
2. LENDING RATES -
(a} First Class Advancas 75 7.8 10.3 10.0 125 93 105 17.5 16.5 26.8 26.8 20.2 29.3
{b) Producs Advancas 8.5 9.3 7.8 . 938 7.0 85 105 19.0 173 253 n.a. na, n.a.
{c} Other Advancas a5 10,0 11.8 115 13.0 11.8 12.0 19.2 17.6 246 26.5 21.0 31.2
B. MERCHANT BANKS
1. DEPOSIT RATES - - - 145 22.0 2358 18.0 38.0
{a) Tima (i) 3 moaths - - - - 15.0 24.0 225 184 38.2
_{ii) 3-6 months - - - - - 155 25.0 239 18.4 37.0
fiil}) 6-12 months . . - - . 185 28.0 24.1 18.9 355
{iv) Ovar 12 months
2. LENDING RATES : . )
{a} First Class Adyances - - - 16.0 30.0 268.5 214 46.2
{b) Produca Advancas - - - 17.0 15.0 26.7 21.0 48,7
{c) Othar Advances . - - - 17.0 30.0 29.0 210 h0.6
FEDERAL SAVINGS BANK 1/ 6.0 6.0 . 8.0 1.7 95 a5 9.5 14.0 14.5 16.4 178 14.7 n.z

1/ Fadaral saying hank started full commarcial banking aparation in 1988;
Seurce: CBN, Fconomic and Financial ravisw; Statistical Bullatin, Varions issuas.

n.a. = not availably
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persistently depreciating (Table 3.3). Thj-s has been due to the inadequate foreign
exchange supply in the face of excessive demand pres.sures- induces by ‘the_ rapid liquidity
growth, The country's huge external debt burden has also limited the supply of foreign
allocations of foreign e;\cchangc to the foreign éxchange.market since 1989“have been more
them 80 pércent short of demand, resulting in largé and persistent depreciation of the naira
exchange rate, as well as an enlarged resort to the parallel market with thé attendant
widening premium and malpractices 5y op(;rators.

- Therefore, the appraisal of thé; “monetar-y effect of financial sector feforms in
Nigeria reveals considerable pressures and instability of the financial environment. The
major factor in this respect was the adverse effects of govéminent fiscal operations

characterised by imbalances and bulding public debt service (Table 3.4, 3.5, 3.6).

Capital movement liberalization is anothér crucial aspect of financial sector reforms
in Nigeria. Pfior to liberalization, there was no data on portfolio investment in Nigeria,
although data exists on Airect foreign i,nvestmentl. With the reduction or outright
elimination of constraints to capital inflow following liberalization, the Nigerian stock
market has recieved a boost. However, caution has been exercised on the free movement
of captial. This is because, portfolio investment constitute a mobile capital. When the
environment is good, they comes in, and when the reverse obtains they migrate. And
because of the danger their exit might pose for the economy, a lot of supervisory networks
and surveilance has been put in place to checkmate any adverse effec_t of capiﬁl outflow,

Specifically, portfolio investient are-only allowed out of the Nigerian stock market on

* conditions. Shortly after
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TABLE 3.3

FOREIGN EXCHANGE BUDGET AND DISBURSEMENT AND EXCHANGE RATES

1880 1981 1982 1883 1984, 1985 1986 1987 1988 1989 1990 1991 1392
FOREIGN EXCHANGE ALLOCATICN
{$ Millicn} .
Budgat 11,656.20 20,667.50 14,261.80 9,951.80 10,488.00 8,964,580 6,944.30 | 4,974.00 7,140.00 6,479.00 7,789.00 11,855.00 | 7,936.00
Disbursement 17,325.30 25,315,00 18,879.20 15,094.50 11,686.90 | - 11,724.30 5,481.90 5,270.30 6,306.80 6,729.50 9,376.90 11,347.50 8,033.30
Changa Batwaen Budget & R o )
Disbursemait 1/ - -5,669.10 -4,648.60 4,517.40 -5,142.70 -1,183.80 -2,760,00 362.40 -296.30 833.20 -250.50 -1,287.90 507.50 -102.30
EXCHANGE RATES-{N/$) : . ; -
Offictal 0.6082 0.6052 0.6733 * 07506 0.7672 0.8924 1.7323 3.8691 45367 * 73851 8.0374 9.8650 21.848
Parallsl Markst n.a. n.a. n.a. n.a. n.a n.a. n.a. 4,6008 6.0484 * 10.7000 9.4990 12.8142 22.243
Buraau da Shanga n.a. na. n.a. n.a. n.a, n.a. n.a. na. na. | - 10.13000 9.55400 12.81040 22.802
RATE OF DEPRECIATION ‘
(OFFICIAL) '
[+ YAPPRECIATION () 3.26 0.00 -10.08 -10.32 217 -14.03 48,43 56.35 1250 -38.33 -8.39 -18.57 -54.90

1J{+) when Budgst axceads Dishurssman

n.a. = Not Available

Source: Adapted from Ojo, M.0. {1883), P.43.

-

t and {-} when it fails short of it.
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TABLE 3.4

SUMMARY OF FEDERAL GOVERNMENT FINANCIES (N MILLION)

1880 1981 1982 1983 1984 1986 1986 1987 1988 1989 1830 1991 1892
REVENUE: ’ .
0il Revesnua 12383.8 8564.4 78149 72530 8269.2 10923.7 8107.3 19027.0 19831.7 391305 55211.9 63155 115332.6
Nen-0il Ravanue 2880.2 3615.8 39485 3285.7 29220 3765.4 41947 6027.8 77633 8667.3 13362.2 18325.2 232244
Total Fed. Callacted Ravenua 15234.0 121302 11764.4 10508.7 111312 14689.1 12302.0 25099.3 2758, 477983 §8578.1 78640.7 138617.0
Total Fad. Retained Ravanus 12138.7 7269.6 7606,0 6234.1 6996.0 9723.3 79694 16129.0 16525.2 26893 .6 38033.0 317745 51774.2
EXPENDITURE:
Total 23695.7 212388 15368.2 11525.0 11686.7 12680.0 16756.8 22018.7 27748.5 41028.9 61148.1 675304 1077233
Racurrant 15300.1 15541.9 74174 5§56.5 6275.7 72153 7680.0 16648.2 194094 258942 36219.8 382435 69270.3
Debt Sarvice 839.5 5621.1 8902.1 7509.2 113455 19307.7 39545.1 46014.4 §7359.5
Cagital 8395.6 5696.9 79603 5868.5 5412.0 5464.7 9076.8 63725 8340.2 ,16034.0 249295 29286.2 38453.0
i
BUOGET BALANCE 7
Ovarall Daficit (- . ;
Surplus(+) -1976.2 37085 €104.1 -6070.0 -2815.1 3039.7 -8254.3 -5889.1 -122245 ] -15134.3 -22116.1 357559 -55848.1
| :
FINANCING
Extarnal Loans 2553 464.4 2635 1106.9 1184.5 1045.9 708.1 832.7 1918.7 5719.0 1563.8 273.0
Intanal Loans 636.2 3827 340.2 7376.8 3450.2 227140 4892 8339.4 10240.5 100200 27042.0 321071 57030.5
Bznking System 872.6 2363.6 2989.2 §616.1 289.2 24814 4989 4617.2 77733 " 6581.4 236771 31101.8 66802.0
Cantral Bank 310.1 31873 1975.9 3324.9 -6456.0 820.5 6199.7 1475.6 9156.7 10708.6 18172.8 32843.5 567849
Comm. Bank 562.5 -823.7 1613.3 2291.2 353.8 1670.9 5700.8 31416 -1335.3 -4043.4 5246.7 -2070.3 1311.9
Non-banking Systam -236.4 11634 4128 1760.7 588.2 2144 0.3 35918 24663 . 343856 33648 10053 1281.5
Other Funding 2 1083.7 -282.9 24388 3413.7 -2019.6 -283.2 J047.0 3283.0 1.7 -1390.4 -6923.9 29218 -1134.4
Total Rev, [GOP (%) 305 255 248 19.8 19.2 222 193 23.1 19.0 213 254 344 30.8
“Total Oil Rav. {GOF (%) 247 133 16.4 13.8 14.2 16.5 12.7 175 136 174 | 205 208 _ 258
Total Non oil Rav. /GOP (%) 58 2 8.4 6.1 5.0 5.7 6.6 5.8 5.4 33 45 13.5 5.2
Total Expanditure/GDP - 418 450 324 21.8 208 18.2 263 20.2 19.1 18.9 227 234 239
Tota! Dabt Service]GOP 1.6 1.5 13.9 6.9 7.8 8.6 146 15.9 15.0
Overall Daficit/GDP 4.0 79 12.8 97 4.5 45 104 54 8.4 6.7 8.2 12.4 9.8

Sources: CBN, Statistical Bullatin (various issuas).
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. TABLE .5
DOMESTIC PUBLIC DEBT CUTSTANDING (N MILLION)
1980 19381 1982 1983 1984 1985 1386 1987 1988 1989 1990 1991 1992
1. COMPOSITION '
OF DEBT _
i. Treasury Bond ) 11,350.0 20,000.0 20,0000 20,0000 -
ii. Treasury Bills 2114.0 57820 8615.0 13,476.0 15,476.0 16,976.0 16,876.0 25,226.0 - 35,476.0 34,126.0 25,476.0 57,763.1 103,317.5
iii. Treasury . . -
Certificates 27278 2,207.8 1,668.8 48944 6,413.1 6,664.1 6,664.7 6,664.1 6,794.8 6,944.6 34,214.6 34,214.6 34,2145
iv. Development 3,069.0 3,363.0 3,657.0 38510 3,783.0 43140 4,£09.0 4.909.0 4,759.0 4,624.0 4,401.0 42210 3,961.0
Stocks . - ]
v. Others 29 29 29 29 2.9 2.9 15 1.5 15 15 15 15 na.
2. HOLDERS
i. Banking System 5,838.2 B,181.8 11,191.0 16,8071 19,699.6 22,1910 22,689.9 27,597.6 36,578.7 42,160.1 65,337.2 96,935.0 140,960.4
a. Cantral Bank 2,859.3 6,046.6 8,022.5 11,3474 10,7014 11,6219 17,7218 19,197.2 27,6882.7 38,381.3 56,564.1 89,4126 134,406.9
b. Cammarcial 29788 2,136.2 3,168.6 5,459.7 8,998.2 10,669.1 4,968.3 T 8,099 1.7145 3,670.8 89173 8,847.0 8,535.1
Banks - : . . .
¢. Marchant 290,85 181.5 98.2 35h.8 679.4 1,008.4
Baaks . !
i. Non-Bank Public 2,080.3 3,263.1 3,656.,5 b,417.2 5!975.4 5,761.0 65,7613 9,193.0 11,4524 14,831.0 18,265.9 19,261.2 20,542.7
3. TOTAL DEBT ' ) ! N
OUTSTANDING 10,399.0 11,436.51 14,847.5 22,2243 25,675.3 27,9920 28,451.2 36,790.6 47,031.1 57,061.1 84,083.1 116,200.2 161,943.1
i. Loans on-ant to - :
State 1f
Governmant and
Public Agencies 2,448.5 2,746.6 3.046.6 3,346.6 3,346.6 3,613.3 3,495.4 3,485.4 34964 3,499.4 n.a. n.a. n.a.
ii. Fadaral Govt.
Domestic Dabt nat -
of Loans gn-Lent 7.962.4 8,689.9 11,8005 18,872.7 22328.7 24,338.7 24,855.8 33,295,2 43,635.7 53,565.7 §4,093.1 116,200.2 161,483.1

na = Nut- Availakla

Source: CBN, Ecanomic and Fnancial Review (Various issuas); Rassarch Dapariment Occasional Papers, No. 8, 1993.
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TABLE 3.6

Adapted from OJ'O.,MiQ-Uq‘%%).\.P' 42.

E)(TERH{AL PUBLIC DEBT QUTSTANDING
YEAR TOTAL DEST - DEBT SERVICE {N"Millian) TOTAL BEBT AS PROPORTION OF' DEBT SERVICE/EXPORT
, RATIO (%)
(N"Million) 18" Million) GOP (%} EXPORTS {%)

1880 1,866.8 34448 101.6 47 ' 13.9 0.7

1981 1,331.2 36677 - 513.6 5.23 127 43

1982 8,819.4 13,124.1 7752 1874 101.1 B9

1983 10,577.7 14,130.7 1,335.2 21.40 141.0 s
1984 14,536.5 18,034.1 2,640.5 28560 | © 1600 2.1

1985 17,290.5 7 17,2975 . 3,718.0 25.05 1542 33.2

1886 41,461.8 18,631.3 2.502.2 26.23 : 186.9 294
1987 100,787.6 23,445.1 3,500.6 33.02 . | 3333 1.9

1988 133,958.3 29,725.1 - . 8,140.7 38N ' ‘ 4294 281

1989 240,393.6 31,4240 : | 15,577.7 3740 4147 26.9

1890 | 297,8943 33,174.0 - 30,895.8 36.70 . 2421 éE.B

1991 328,590.4 33,3645 35,291.8 35.49 275.0 23.0

1992 544,254.1 27564.8 45,0534, M40 219 200

Souvrcgar
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liberalization, capﬁtal proceds arising from subsequent disposal of investment may be
repatrated after a minimum of 10 years at the rate of 20 percent a year. Specifically,
guidelines for re;patration of proceeds from sale of shares include:
® Instalmental repatration as follows:

(a) amount not exceeding ¥N300,000 shall on approﬂval be transfered.

(b) The excess over N300,000 shall bé transfered at the. rate of N300,000

every six months. |

(i)  Evidence of "Approved status” or importation of capital.

With the March 5, 1993 deregulation of foreigfl exchange market, existing
restrictions on capital transfer as outlined above were abolished. However, evidence of '
importation and exportation has to be provided to the Federal Ministry of Finémce before
repatration.could be effected. In additon, all applications for .capital transfer abroad must.
be backed by appropriate documents and settled at the foreign exbhangc market rate. In
all, portfolio ilnvestment -inﬂoiv Has increased with capital movement liberalization.

To be sustaiﬁed in a positive way, financial sector reforms must be accompanied
by an improved level of real economic activity reflected iﬁ positive changes in domestic
output, investment and employment, as well as external trade and payments. Available
data indicéte that real economic activity has expanded in the reform period. Economic
growth in the first two years of the reform was inadequate as the positive increase in
output in 1986 (2.2 ‘perccnt) turn negative in 1987 (-0.3 percent). This development was
in response to the shock' of a sudden dep_reclétion of the naira cxchangé rate which
increased production costs particularly _in the manufacturing sub-sector. After this initial
decline, the eéonomy picked‘ up in 1988 when a 7.0 percent increase in output was
achieved. Betweén 1989 and 1992, domestic outpﬁt increased at an average rate of 6.1
percent per annum. In spite of the moderate growth in doﬁlestic ;)utput, employment

generation has been inadequate resulting in larger numbers of unemployed persons
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particulérly graduates of secondary and tertiary institutions.

In the final analysis, developments in Nigéria's external sector ha_ve been mixed,
but have been generally more favourable than in the pre-reform period, The balance of
payments position which was rather weak up to 1988 mrned strongly.. bositive between
1989 and 1991 (Table 3.7). But a larger deficit in the balance of payments w_afs recorded

in 1992 due to mounting political and economic pressures in the domestic economy which

are unfavourable to external trade.
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) TABLE 3.7 _
BALANCE OF PAYMENTS
(&' Millian)

DESCRIPTION 1880 1981 . 14882 1983 1984 1985 1988 1987 . 1988 1989 1990 ! 1981 © 1992
Current Account 2,3553 "1 -39984 ‘ -4,879.5 -3,1379 - 441 2,2154 -2,999.1 2953 | -965.7 8,232.3 44,7312 | 12,6554 3_9,422.[]
Merchandise; - ’ '

Visible Trade ’ 6,132.7 -703.5 -1,810.2 -7814 2,299.8 5,065.1 3,4439 13,968.1 |.11,425.0 30,770.3 70,114.9 44,6779 81,1000.4

Services -3,462.2 -2,848.4 -2,779.9 -2,07E_|.7 -2,001.9 -2,617.7- | -6,2228 | -14,167.7 -12,786.0 | -24,714.0 -28,998.3 -3,834.4 -b4,258.5

Unrequitted Transfers |~ -315.2 -346.5 -289.4 _ -286.8 -263.8 -232.0 -240.4 -96.7 386.3 1,140.8 36146 1 71.291.9 12,680.1
Capital Account ‘974" | o295 | 34709 | 27377 | ms | 25550 | 19008 | 167433 | 184473 [ 302219 | 492453 | 27,4829 | -138,7566
Errors and Omissions 5.5 48.1 10.3 1008 1389 -94.3 -767.7 -1,226.2 -1,382.0 -1,0039 -1,247.8 -969.1 20724
Overall Balance ' e ’
Surplus {+} Deficit {1} : 2,402.2 -3,020.8 -1,3983 | -301.3 354.9 3491 -784.0 1h9.2 -2,294.1 8,727.8 18§,498.2 5,869.2 -§5,272.6

Source: Adapted from Ojo, 1.0. (1993}, P.47.
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4.2 ANALYTICAL TECHNIQUES AND SOURCES OF DATA

: This study will utilize secondary data on variables such as GDP growth rate,
market capitalization, real interest rate, exchange rate, number of banks, portfolio
investment, credit to the private sector and broad money. Data on these variables was
sourced essentially from the publications of the securities and exchange comm‘i'ssion, the
Nigerian Stock Exchange and the Central Bank of Nigeria. We also made use of
publications of the International Finance Corporation (IFC) and Fed:er;"'d office of statistics

_of Nigeria. | |

qu methods of analysis was employed: bivariate and multivariate analysis. The
bivariate analysis is to examine the degree of association between eaéh of the explanatory
variables in this study and the dependent variables. The multivariate analysis is essentially
an econometric regression method. Indeed, in choosing “the eétimatioh' technique
‘employed in this study, we took into consideration the nature of the equation and the
suitability of the various estimating techniques. For an inieracting model_'such as ours, the
method of ordiil‘ary least squares (OLS) cannot be employed. Indeed, despite the obvious
advantages of optimal properties (;;vhich include unbiasedness, l;east variances, etficiency,
Best lineal; unbiasedness (Blu), Least Mean - square -error (MSE) aﬁd sufficiency) over
other technique such as the two stage least square (ZSLS),' three stage Least Square
‘-(BSLS)-, indirect Least Square (ILS) maximum likelihood estimator (MLE), the application
of OLS to an equation belonging to a system of simultaneous equation, will yield biased
and inconsistent estimates(Pindyck and.RubiflfeId, 1976). This. precludes the use of OLS
in our study. Since our equations are of the simultaneous nature, this study employs the
two stage least squares estimation technique (o estimate models ﬂtfed to the time serie§
data for the Nigerian economy. “

The two stage Least Square (2SLS) method is a single - equation method being

applied to one equation of the system at a time. The method provides a vcry’useful



89

estimation procedure for obtaining thn valuns of structural parameters in over-identified
-equations(Wonnacott arid Wonnacott, 1979). It utilizes the information available from the
specification of an equation systems to obtain a unique estimate for each structural
paraméters. In short, 2SLS method involves two things: one, the application of OLS to the
reduced form equation in order to obtain an estimate of the exact and‘t.ne random
components of the endogenous variables. Two, replace}_nent of the endogenous variables
of the equation with their estimated values after which ordinary feast squares is applied to
the transformed original equation to obtain estimates of the structural parametets(Pindyck
and Rubinfeld, 1976).

Indeed, 2SLS eliminates the problem of an over supply af instruments by using '
oombmatlons of pre-determined variables to create new instruments. Althou gh, in small
sample, the transformation does not eliminate the simultaneous equation bias, in large
sample such.as ours, however, and as the sample size becomés larger, the bias tends
towards zero. That is, the 2SLS estimates are aSytnptottcally unbiased. Also, in large

samples, the estimates of 2SLS are consistent and asymptotically efficient(Wonnacott and

Wonnacott, 1979).

.

The estimation of the equations gave summary statistics of the coefficient of
multiple determination (R®) and t-value of coefficients, The Durbin - Watson statistics was
used to test for auto-correlation in our systems of equations while the F—stati:stic was used
for testing the overall explanatorS/ power of the model.

However, it has ‘been suggested that the conventiona! t-test of signiﬁcanne of
parameter estimates of a simultaneous equationsmodel may not be a valid test but,can only
be taken as suggestive for twb main reasons. In the first place, not much is known abont
the finite' sample properties of 2SLS (Kmenta, 1971; P. 583) . -Secnndly,' available
ev1dence suggest that 2SLS tends to yield somewhat conservative t- value meaning that the

method tends to understate the significance of a’particular coefficient. Hence much
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émphasis cannot be placed on the' notion of' significance. Instead, greater attention are
often attachéd to a priori specification such as signs of coefficients in evaluating 2SLS
results. “ |

| Other swﬁsﬁcal tests often used in assessing results of 2SLS are the cogfﬁcient of
multiple determination (Rz) and the sampling error of estimates. The R? is a measure of
the degree of variation in the dependent variable that are explained by the independent
variables, The higher the R? the more useful the mode! will be for both policy design and
predictive purposes. Most of these tests are utilised in this study.

To compliment the above multivariate analysis, a bivariate analysis was also
conducted using information from the correlation matrix gene}ated by the computer. The
intention here, is to be able to determine the degree of association existing bé_tween each
of the explanatory variables and the dependent variableé. This, we believe will make our

study more robust,

In the final analysis, we can summarise the usual regression criteria employed to

evalyate our 25LS estimates:

(1) The theoretical criteria with regards to the signs and maghitude of the estimated

coefficients.

(2)  Statistical eriteria regarding the explanatory power of the model as measured by

the following:-
1)  R? which’is the adjusted coefficient of multiple determination. The
| coefficient of multiple determination (R is a measure of the degree of
variation in the dependent variable that is explained by the independent

variables. The higher the R”_, the more useful the model will be for policy

and predictive purposes.
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(ii) The standard errors of the c-éthnatés used in judging the reliability or
significance of the regression coefficients.
(iil)  The F-statistics, used to test the overall explanatory power of the model
(iv)  The student ‘t’ siatistics which enables us to examine the relative
| significance of each independent variable.
(v) The Beta coefficient which enables us to'examin; the relative importance
: of the explanatory variables. - r |
3. E)ther econbmetric criteria such as the Durbin-watson statistic which measures the

degree to which the regression residuals exhibit serial correlation.

In what follows, we hereby present our model specification.

4.3 MODEL SPECIFICATION:-

Attempts at reforming the financial sector in Nigeria have fallen under five major
headings - reforms of the financial structure, monetary policy reforms, foreign exchange
reforms, liberalization of capital movement and capital market reforms(Ikhide, 1995; P.

33). We therefore present our model specification along this path,

4.3.1 FINANCIAL REFORMS AND STOCK MARKET DEVELOPMENT

Hanson and de Melo'(1985), used competitive interest rate as 4 measure of
competition in the uruguaying ¢qo_1_1_omy, we included instead, the number of banks (NB)
as a measure of the mmpeﬁﬁve nature of the. Nigeria’s financial system. In Nigeria, before
ﬁﬁeralizatiou of the financial sector, interest rates were fixed by administrative fiat and as
such financial institutions were not allowed to manipulate it and in such, an environment
sucl_l as ours, the number of banks'rather than the ;nterest,rates would be a be&er measure
of competition in the financial system. As more banks are chartered as a result of ﬁna;lcial

structure reforms, there tends to be more operators in the stock market and as such

i
P
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activities going on in this market will be‘ enhanced. Hence, we expect a positive
relationship between financial structure reform and stock market development in Nigeria.
This will allow us to capture the impact of financial structure reforms on the stock market
development,

Real interest rate (r*) was included as one of our explanatory variables to capture
the effect of mbnetary policy reforms on the capital market. Real interest rate as opposed
to nominal interest rate, which do not account for the inflation rate ‘in.the ECONomy, Serves
as an equilibrating agent for the various sources and uses of investible funds. Hence, for
" our purpose in this study, we shall use the modified Mckinnon’s proxy for real rate of‘
interest. The relevant rate of interest (r*) as used by M_ckinnpn is the real jfield On money,
i.e the real deposit rate of interest. This he measured by subtracting expécted inflation (II°)
from the twelve - month time deposit rate of interest (@) such that |

r* =d-1I°
Lagged inflation rate (II, ;) is used as a proxy for expected inflation rate bécause this is
more relevant for intertemporal decision making. Hence we write that
Ir* =11,
It is expected that real interest rate will impact positively on the growth of the capital
market,

Also, the exchange rate, as a measure of foreign exchange maricet reforms,
constitutes an impol_‘ta.nt aspect of financial sector reforms in Nigeria (Montiel, et af, 1993
- Ikhide, 1995). It is one of the keyTiﬁkages between a small, open economy and the rest
of the world. It connects individual countries through the micro - and macro - economic
channels of the goods and the asset markets(Dorﬁbusch, 1885). Since the domestic wealth
holders must choose how to hold their wealth either in domestic financial assets or in a
range of foreign assets, exchange rate links the domesﬁc economy to the world payment.

system. Therefore, the nominal exchange rate (e) was included in our uode] as a measure

)
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of the extent to which the Nigerian financial sector (especialiy the capital market) is
integrated with the world’s financial system. If domestic retutns on financial assets traded
in the capital market fall short of returns from foreign assets, capital flight will take place
thereby reducing the growth of the domestic capital market. Therefore, the e, was
included as a policy instrument in the model mainly to say something about th;: extent to
which foreign exchangé policy in Nigeria encouraged or discouraged capital flight in the
country and also to measure the international cofnpctitiveness of Nigeria financial assets
(and by '.'implication, the Nigerian capital market),

The ease with which foreign banks and securities dealers have access into the
Nigeria securities market determines its growth rate. Hence, portfolio investmént (Pinv)
“-ras included as an index of capital movement liberalization in Nigeria. Therefore,
reduction of constraints to capital inflow (e.g removal of informétidn asymmetry), will no

doubt impact positively on the growth of capital market.

Another important reform measure tha:t affeét the ‘Nigerién capital market is the
privatization programme.; This involves the transfer of ownership of erstwhile public
institutions to the private individuals. Indeed, privatization requires the creation of a
mechanism to reassign ownership rights over assets from the state sector to private
parties. In market economies or those aspiring to be one, the reallocation of property
rights is normally carried out through free buying and selling in markets(Erunza, 1985a).
Privatization programme is expected to affect positively the activities taking place in the
capital market. However, since th_ié policy measure may be difficult to quantify (measured
-empirically), we have decided to include a dummy (DpR) to capture thé impact of
privatization on the growth of capital market in Nigeria. DpR is equal to one dﬁring tlie

" reform era and zero elsewhere (pre - reform period).
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4.3.2 STOCK MARKET DEVELOPMENT AND ECONOMIC GROWTII:-

Each theoretical model in the literaturewfocusses on one characteristic of the.
functioning of stock markets, such as size, liquidity or Integration..Consequently, one line
of researcﬁ is to evaluate empirically characteristic by characteristic, the predi‘qtiqns from
each model. For our purpose, we focus on the ‘size of the market. This index reflects the
issue capacity of the market ovér time, Therefore, we measure the size of stock market
- using market capitalization. Theory suggests that .the size of stock market is positively

correlated with the ability to mobilize investible capital and diversify risk and hence

economic growth.

Another variable included in our growth equation is the money supply broadly
defined to evaluate whether financial depth is significantly correlated with econoinic
growth, King and Levine (1993a, 1993b) and De Gregoria and Guidotti (19|95) identified

a significant correlation between financial depth and log-run economic growth rates in
l- broad cross - country samples. To measure ﬁnan(;ial depth, these authors use money
~ supply broadly defined such as M,. We also adopt this measure of financial depth. M, is
defined as liquid liabilities of the financtal system. Liquid liabilities consist of currency
held outside the banking plus demand and intérest . bearing liabiliiics of banks and non
banks financial intermediaries. It is hoped that this measure of financial depth will impact
positively on economic growth, "

In the final analysis, another financial variable included in our model is credit to
the private sector.- Theory suggests "a positive correlation between an active investing
private sector in"an economy and economic growth, Hence, when more credits are
supplied to the private sector, it boosts economic activities thereby enhancing economic ‘
growth. |

We have decided td exclude ot_her'detenninants of economic growth such as labour

force, capital and technological progress, not to under state their importance in enhancing

P
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é(_:onomic grthh; but rather the choi__cé is ,iﬁformed by our desire to isolate the role of
financial factors in economic growth. Consequently, we summarise the model equations:-
(a) Market capital.ization:—

AMC = f(r*, ey, NB, Pinv, DPR, CPS, M,, GDP) explicitlyz_ '

AMC = B, +.B,Ar* + B,Ae, + BANB + B,APinv + §,DPR+

BACPS + BAM, + BAGDP + € cveecievreenciemeninenenra, 1)
consequenily, |
(b) EMC = f(r*, ey, NB, Pinv, DPR)
expli'citly,. ’

EMC = B, + B,Ar* + B,Ae; + B,ANB + (,APinv + B,DPR + e......(2)
(© Economic Growth measured by GDP growth:
 AGDP = f(EMC, ACPS, AM,)
explicitly, .
AGDP = B, + B,EMC. + B,CPS + B,AM, + €veverrrrnrveennee s (3)
such Fhat . .
| A%, = X, - X
The fiunctiona! relationship ‘adopted here was informed by both statistical and
egonomic theory. Equation (1) relates marke£ }:apitalization Tto real interest rate, exchange
rate, number of banks, portfolio investment, credit to thg private sector, broad money,
Gross domestic product and a-dummy.-to capture the effect of privatization on Stoc}c market.
development. In equation (2), estimated market capitalization is specified to deper}d 611 the
reform variables alone (i.e real interest rate, Iexchange rate, number df banks, portfolio
investment and a l;iummy). Equation (3) regresses GDP on estimated market capitalization,
credit to the private sector and money supply (broadly defined).

Our a priori expectation in the equatipn (2) and (3) in the model above are:-

\

i
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Bis B2 By Py and fis > 0

- where
MC = Market capitalization
EMC =  Estimated market capitalization
GDP .= GDP growth rate whichil_neasurec.l economic growth
r* = Real interest rate proxied by d - II° |
d = "Fweive - month noninal deposit rate
o = Expected inflat"ion rate measured as l‘agged inflation rate (II, ).
ey = Nominal exchange rate |
NB = Number of Banks
Pinv = Portfolio investment
Cps = Credit to the private sector
M, = Money supply (broadly defined)
e, = Error or the disturbance tex;m
A = Denotes first diffe:r@ncing operator to eliminate the effects ofl trend and

seasonal variations which are typical of economic variables- especially

financial.



CHAPTER FIVE '

EMPIRICAL ANALYSIS

51 INTRODUCTION

The results of the estimated equations are presented in tables 5.1, 5.2A and 5.2B
below. The R? is the adjusted value of the coefficient of multiple dctermination ; D-W.
stands for the Durbin - watson, d, statistics; the F is the conventional F - statistic (that
tests the overall explanatory power of the model or put' differently, it tests jointly the
overal!l significance of the estimated equations’ parameters), \‘Nhile the figures in the -

parenthesis are the t - values.

Equation (1, 1/, 17} in tables 5.1, 5.2A and 5.2B, represents the first stage of the
; . ’ !
regression in the pool - data, pre-reform and the reform periods of our analysis

respectively:

In what follows, we present specific data analysis of the second stage of the

regression results which constitute the core of our study.

5.2 FINANCIAL LIBERALIZATION AND STdCK MARKET DEVELOPMENT
IN NIGERIA: AN EMPIRICAL ANALYSIS.

To investigate the impact of financial liberalization on-the Nigeria stock market,
a model was formulated in which estimated market capitalization was regressed on reform

variables, the results of which are summarised in equations (3, 3’ and 3") of Tables (5.1,

5.2A and 5.2B). The summary statistics show that R* and R* are generally high. It ranges
from 0.6993 for the reform period to 0.7597 for the pre-refdxm period, thus indicating that
about 69.93 per cent to 75.97 per cent variation -in the market capitalization are explained

by the policy variables i.e interest rates, exchange rate, Number of banks, portfolio

1

investment and privatization, leaving about 31-25 percent unexplained. The Durbin -
S

B
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Watson statistics are quite good showing 2.05 for the pre-reform equation, 2.16 for-the
reform period and 2.15 for the pool - data period . This indicates absence of
autocorrelation in our.analysis.

The 'balculated F - statistics in all the periods, (47.49 for the pool—data_ period,
62.19, for the pre-reform period énd 15.l70 for the ref(_)rrh period ) are greater than the
theoretical | F, thus indicating the good explanatory power of our models. Hence,
predictiolns from our analysis could be looked at as very reliable from the statistical sepsé'.'.l

Contrafy to our a priori specification, the regression result shows that the real rate
of interest is negatively related to market capitalization, but as expected, significant at 5
p;er cent levels, This means that as real’ interest increases‘, market capitalization falls. This
can be interpreted to mean that despite high interest rate following deregulilation which
ought to discourage debt financing and favour equity finance, which can only be got in the
stock market, debt financing was also patronised at the cxp;:nse of equity financing in
Nigeria. Two reasons can be adduced for this. One, tﬂe f:ornplex procedure and stringent
gonditions' required for participating in the Nigerian stock market could be a major
disincentive for investors wishing to patronise stock market. .Two, inadequate publicity
and poor public enlightenment on the parts of tﬁe supervisory authorities concérning the
activities going on in the Nigerian stock market could be another factor. :

The conclusion that can r'ead'ﬂ'y flow from the above @nalysié points to the fact that
market capitalization and in fact, stock market development is insensitive to interest rates
in a developing economy such as Nigeria but in the negative diréction. This assertion is

supported by Friend (1963) who argued that in a developing economy, " ...the net impact

of real interest rate movement is either negative or insignificant."(P. 672)
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TABLE 5.1
2SLS REGRESSION RESULTS FORTHE P OOLED DATA: 1970(2) - 1993(4)
%ﬁﬁ?g;? " VaRmBLe | stanT | INDEPENDENT VARIABLES ‘ SUMMARY STATISTICS
_ . _ At | Aeg ANg | APinv. | Dpg ACPS | AM, AGDP | EMC ° R? R* F | D-W
Miststage | 1. “AMC 71 |-1838 [ 9837 [ 11290 |01 |-131.56 [025. 0002 | 0.047 09242 09180 | 131.1 | 2.20
S 00260 | 3.18) | (1.03) | (64D [ (5.19) |(085) .| 966 | (0.093) | (422) 4
2nd stage | 2 "AGDP 33.49 : 0.4479 | -0.0188 23702 | 0.6007 | 0.5919- | 45.63 | 2.35
- (0.060) (139) | (0.157) (3.186) |
20d stage. | 3 EMC 63.103 | 21.25 | 92845 | 110.59 | 0.0785 | 125.80 0.7274 | 07152 | 4749 | 2.15
: 0.5336) | 2.15) | (663 | 363 [@13) | (05685
* Figures in parenthesis are the t-values. 3
TABLE 5.2A
2SLS REGRESSION RESULTS FOR THE PRE-REFORM PERIOD: 1970(2) 1985(4)
ggﬁfgi?” gmng g’?:[m INDEPENDENT VARIABLES SUMMARY STATISTICS
At | A AN, APV o L aces | aM, AGDP | EMC, R? | F | Dw
llst stage - AMC, 103433 | -13.998 | 3033309 | -70.539 | - - |oase [-0.0169 [-0.0164 |- 02291 | 01603 | 277 | 2.20
. (149) | (2043) | (143 | (1:093) (1.88) | (0.1935) | (0.3756)
2ud stage . AGDP 33.49 : ) - : = (00798 (00315 |- 0042 | 0.026 |-0.031 |005 | 1.67
| (0.060) : ©0213) | 0.117) (0.033) -
2nd stage | " EMC, 12502 | -18.69 | 340127 | -7129 |- - - - - : 0.7597 | 0.7516 | 62.19 | 2.05
" 2 lai3e {630 | @3 ‘ b

Figures in parenthesis are ine i-values.
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TABLE 5.2B
. 2SLS REGRESSION RESULTS FOR THE REFORM PERIOD: 1986(1) - 1993(4)
REGRESSION | DEPENDEMNT CON- . - :
EQUATI ON VARIAR TE STANT , INDEPENDENT VARIABLES SUMMARY STATISTICS
) Ar* Aeg ANg APinv. | Dpr | ACPS AM, AGDP | EMC, R? R IF D-W
1st stage I AMC -63.36 3265 |0.3838 | 107.73 | 0.1267 | - 0.2459 | -0.0068 | 0.049 |- 0.9535 | 0.9419 { 70.38 | 2.05
' 0.298) | (2.929) | (0.0027) | (4.19) | (4.123) (6.7177) | (0.2899) | (3.103)
2nd stage 2" AGDP 31469 |- - - - - 0.5592 | -0.0437 |- 2.12 0.5873 [ 05578 | 13.28 | 2.23
(0.149) 0.997)° | (0.0727) (1.64) - L
2nd stage 3" EMC, 108.95 |-3032 | 86852 [ 11142 |0.090 |- - A - - - [06993.]0.6659 | 1570 | 2.16
(0.5605) | (1243) | (3.191) | (1.9437) | (1.307) :

Figures in parenthesis are the t-values. ) :
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As such, in an underdeveloped financial system where the capital market is
shallow compared with the banking sector, monetary policy and in fact, ﬂigh rates of
interest will not be an appl;opriate instrument for encouraging stock market development.

Another policy variable examined in our study is the exchange rate (ep). As
_expected, the coefficient of the exchange rate, used here as an index of foreign exchange
market reforms, came out with the correct positive signs in the three periods of our
analysis. Aside from having the right signs, they are all significant at the 5 per cent levels
meaning that as the t;:x_change rate improves, capital inflow takes place thereby impacting
pc->sitively on the growth of stock market. Another conclusion that flows from this is the
fact that oné can argue :vitkl high level of confidénce that the Nigeria’s stock “market has _
the potential of being able to compete favourabl&t well with moreé -developed stock
markets, if the right forelgn exchange rate policy is put in place. Hence, we can conclude
that the foreign exchange policy it Nigeria has encouraged capital inflow to the economy
and as a consequence encouraged stock market development.

The next independent variable considered in-our analysis is the numﬁer of banks
used as an index of financial structure reforms in Nigeria. The result confirms our a prior{
specification in' terms of signs of coefficients in the equation for the three periods covered
by our analysis except for the pré-reform -period where a negative sign was exhibited
contrary to expectation. However, the coefficients in all these periods are signjﬁca_nt at
5 percent levels indicating that in general, number of banks and 1n fact, financial structure.
reforms is an impprtant variable in explaining stock market development in Nigeria. From -
the above, it follows that a favourable domestic financial structure that encourages more

and more banks to be chartered will lead to increased financial intermediation in the

i
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economy. Since they also have to decide on the term structure of their investment, more
operators, occasioned by increased number of banks, tend té participaté in the stock
market thereby contributing to its development. prever, for the pre - reform period,
where the number of banks- coefficient exhibit a wrong s1 gn, the result confirms our
practical knowledge of the Nigerian financial system characterised by widespread
repression. Indeed, during this period, the l;anking sector was dominated by government
banks with. their civil servant orientation characterised by gross inefficiency. Since the
government through credit guidelines dictates where, how and in what diréétion the
investible funds mobﬂised through the banks should be targeted (short or lohg-.’tcrm), their
participation in the capital market was therefore minimal. Hence, one can conclude that

during the pre-reform périod characterised by a repressed financial system, stock market

rdeveloprﬂcnt is not responding adequately to the number of banks operating in the country,

We also investigated the effects of capital movement liberalization on the growth
of the capital market in Nigeria via its index, portfolio investment. As argued earlier, the
ease with which foreign banks and securities dealers have access into the Nigeria’s

securities market determines its rate of growth. Our result shows that the coefficient of

‘porifolio investment is signiﬁéant at 5% level for the pool data, insignificant for the

reform period and in both cases, it has the expected positive signs. F(;ir the pre-reform

s

period, wiz-are unable to generate any estimate for portfolio investment because there was

no-data for portfolio investment in Nigeria prior to liberalization,

A major conclusion from this analysis is that capital movement liberalization has

impacted positively on stock market development in Nigeria. Hence, reduction or absolute

v

elimination of constraints to capital inflow, following liberalization, has improved

economic activities and the growth of the stock market in Nigeria.

]

i
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| Anothér reform measure ‘captured by our aﬁalysis is the effect of privatization on
-stéck market development. Using a zero-one dummy function as a proxy for this variable |
{since it cannot Be measured empirically), we found that for the pool' data, it exhibits the
right positive sign as expected but it is insignificant at 5 percent level, The positive
assoctation indicates that with privatization many formally government owned institutions
(especially bank;) are sold to private individuals via the stock market thereby promoting
its groMﬁ. Hence, it could be asserted that with sustained and uninterrupted regime of
privatization that encourages increased private participation in:thc economic activities of

the country, stock market are likely to witness an increased boom in the future.

L

However, for the pre-reform and reform periods, estimates cannot be got for the

measure of privatization. This is because the data used here are essentially constants.

To test for structural shift in our és.ti'mates, .wc computed _the‘chow - test. Since our
calculated F(2.81) is greater than the tabulated F 4, (2.25), we conclude that estimated
market capitalization has cl_lan'ged overtime. During .the .ref.oxm _pefiod, market
capitalization has witnessed a tremendous growth than what existed pre-reform. Hence,

this discovery is in consonance with the main theme of this study. It also reinforce what

Ikhide (1997; P. 75)) found that “The cépitél market witnessed.. substantial growth ...
during the peried of liberalization.” In all the major reason for the good results observed
for the pooled-data period (1970-1993) and-the reform period (1986-1993) is that the
positive effects bf liberalization has outweighed the negative effects of financial reﬁression
in Nigeria. | | |
The relative importance of our policy variables is also exa‘rminc‘d using the f3-
coefficient estimates summarised in table 5.3. Figures in parenthesis are the 'fanks for ‘eécli *

. of the variables. The ranking however shows that in the pool-data period, an exchange fate

3
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and by implication foreign exchange policy reform is the most important measure
determining stock market development in Nigeria while privatization exercise takes the
second position. While the measure of financial structure reform (NB) takes the 3rd
position, an index of monetary policy reform (r*) and portfolio investment (neasure of
capital movement liberalization) takes the 4th and the fifth positions respectively. From
the above, it is very clear that foreign exchange market reform should be given special
: aitemioﬁ in the liberalization process before privatiiation, financial structure, monetary

policy and capital movement reforms are considered in that order.
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TABIE 5.3

RELATIVE IMPORTANCE OF THE EXPLANATORY VARIABLES IN THE
' STOCK MARKET DEVELOPMENT EQUATION

DEPENDENT INDEPENDENT VARIABLE ' PERIOD OF
VARIABLE ANALYSIS
' Ar* Ae, ANB APiny DPR
EMC 0.2251 139.4336 3.6081 3.097X10-6 | 29.8436 1970(2)-
@ (1) @) ©) ) 1993(iv)
EMC 0.3274 19,521.064 | 12.3641 o o 1970(2)-
(3) (1 (2) : 1985(iv)
EMC 0.4347 138.9971 3.7557 3.554X10-6 | -** 1986(1)-
@ (1) | @ (4) 1993(iv)

Coefficient of Xi times standard deviation of Xi
B-coefficient =  -——-—————mm—mmm——————

Standard deviation of Y

Xi = explanatory variable

Y = dependent variable , '
= portfolio investment in Nigeria was nil pre-reform period

-¥% = we used a Dummy (represented by a zero-one function) to capture the effect of

privatization and the dummy is equal to zero pre-reform and one-during the reform

period.

For the pre-reform period, foreign exchange policy reform also maintains the

leading position followed by financial structure reform and monetary policy reforms in

explaining stock market development.

The same picture is got for the reform period as exchange rate, number of banks,

reul interest rate and portfolio investment takes position 1,2,3 and 4 respectively.




106

In addition to the multivariate analysis interpreted above, we also conduct a

bivariate analysis between each of the policy variables and stock market development the

result of which is summarised in Table 5.4. Interest rate is consistently negatively

correlated with market capitalization in all the periods of our analysis. However, the

degree of association is only strong during the pre-reform periods. In other periods, the

correlation is weak, For the exchange rate, the correlation coefficient indicates strong and

positive association between foreign exchange policy and siock inarkei developmeni in all

the periods of our analysis except the pre-reform period. The correlation coefficients are

generally low for-the measure of financial structure reforms in the three periods of our

analysis. Dummy for privatization is weakly but positively correlated ‘with market

capitalization. Finally, the correlation between portfolio investment and index of stock

market development is strong and positive.

TABLE 5.4

EMC RESULT FROM BIVARIATE ANALYSIS

DEPENDENT CORRELATION COEFFICIENTS PERIOD OF
VARIABLE ANALYSIS
Ar* Ae, ANB - AP, DPR

EMC 03949 | 07670 | 0.3382 0.5893 0.2893 1970(2)-

~ 1993(4)

EMC 07442 | 10,4743 | 0.2075. ] ; 1970(2)-
- 1985(4)

" BMC 0.4648 | 07772 | 02013 0.6003 g 1986(1)-
1993(4)
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53 STOCK MARKET DEVELOPMENT AND ECONOMIC GROWTH IN
NIGERIA: AN EMPIRICAL RESULTS.

To assess whether stock market in Nigeria is merely a burgeoning casino where
more and more players are coming to play bets, or whether stock markets are ir;portantly
linked to economic growth, 'this study formulated a model to h'lve'stigate the relationship
between stock market development and economic growth. The resﬁlt of the regression i;
summarised in equations (2, 2/, and 27) of Tables 5 .i, 5.2A and 5.2B. For these
equations which regress GDP on Estimated Market Capitalization, Credit to the Private
Sector and Money Supply broadly defined, the R? are found to be generally low especially
for equation 2 in the pre-reform period (0.026). The value of R* in the pool-data and the
reform periods are 0.6607 and 0.5873 respectively. For the pool-data, this value of R?
show that about 60.07 percent of the variation: in economic growth in Nigeria is explained
by stock market development, credit to thé private sector and money supply broadly
defined leaying about 40 percent u;lexplained. For the reform period, R* value of 0.5873
indicates that 58.73 percent of the changes in GDP are explained by thcf: independent
variables leaving about 42 percent unexplained, However, for the pfe-reform period, it
means that about 2.6 percent of the changes in economic growth are cxplained by credit
to the private sector, money supply broadly defined and stock market development
leaving about 97 percent !unexplained. This result suggésts that ‘ide'ntiﬁed financial
Vari-:;lbles are grossly unimportant for economic development during the repressed i)CI'iOd.
Hence, other factors influencing growth such as labour .force, capital andl effect of
technological progress which are excluded from our analysis would have bee.n responsible

for the low R? during the pre-reform period. Therefore, it could be argued that financial
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factors became relevant for economic growth only after liberalization.

The Durbin-Watson statistics ranges between 1.67 in the pre-reform périod to 2.35
in the pool-data. It is 2.23 for the reform period. All these indicates absence of
autocorrelation in our analysis.

To test for the overall explanatory power of our model, the F-statistic computed
for the pool-data is significant. This is because the calculated F, ;4 (45.63) is greater than
the tabulated F,,s (2.53), thus indicating that all the estimated coefficients are jointly
significant. For the reform period, the picture is the same sincé the calculated F(13.28)
1s, preater than the !thc;‘:.gretical F, 2 (2.71). However, for the pre-reform period, the
computed F-statistics (0.05) is smaller than the theoretical F, 5(2.53), meaning that the

-coefficients in the ‘equ'ati‘qn for this period are jointly insignificant. This reveals that for
predictive ﬁu rposes, the equation for the pre-reform period cannot be relied upon while
equations for the other two periods are judged to be statistically good for forecasting
purposes’.

Aside from the above summary sta‘tistics discussed above, the effects of some
ﬁgancizﬂ variables on economic growth are also considered. In these growth equations we
found that positive r,eiationship exists between economic growth and the credit to the
p;ivate sector in all the periods of our analysis. This is as expected. When credits are
provided to the private sector for purposes of profitable in\/estinent, increased general
economic activities tend to promote economic growm._Thisvpositivel association is

consistent in all the periods of our analysis.
The second explanatory variable whose effect on economic growth was examined

was money supply broadly defined. Contrary to our expectation, it exhibits a negative

relationship meaning that as more money are supplied to the economy, it dampens

il
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economic activities and hence, economic growth. Our knowledge of the Nigerian economy
shows that this result is justifiable on the ground that in the past years, money supply
naﬁowly or broadly defined, are used essentially either to finance deficits in government
budgets or that they are spent on white-clephémt projects with low marginal contribution
to economic growth. Therefore , we are not too surprised that m'one‘y supply exhibits this
kind of behaviour. |

The sterling and in fact one of the major discoveries of this study is the positive
relationship between market capitalization (which is a measure of stock market
development) and economic growth in the three periods of our analysis. Aside from this;
positive relationship, the coefficient estimates are significant at 5 percent levels except for
the pre reform period that is insignificant at 5 percent level. Although , it must be
acknowledged that stock market became significant only during the reform period, but
insignificant pre—refgrm, the potential relevan(;e of the stock market pre-reform can in fact
be gauged by the positive sign exhibited by the coefficient of market capitalization. This
discovery confirms the recent empirical study by Levine and Zervos (1996; P. 333)
conducted for a cross-section of countries and a descriptive study boﬁducted by Ikhide
(1997; P. 92) for the Nigeria economy. They posited that “stock market is pﬁsitively and
robustly associated with long-run economic growth”. 'Hence, we can conclude that capital
market is significantly relevant for economic growth in Nigeria. In view of this, the
various ongoing reform policies directed towards the development of Nigeria's capitzil
market is a right step in the right direction.

To test for structural shift in our estimates, we computed the chow-test. Our test
indicates that there has been a shift in our estimates post liberalization, since our calculated

F(2.61) is greater than the theoretical F, ;5(2.53). Specifically, there has been a shift in
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economic growth post reform. This shift in economic growth, for our purpose is attributed
to the various financial sector reform policies and the development of stock market in
Nigeria. However, the s&ucmrc of this growth is not readily clear from this present studf.
The relative importance of the explanatory variables in our model was examined
by computing the Beta-coefficient for the various co-efflcient estimates (see-Table 5.5).
The rank for each of the explanatory variables is presented in parenthesis. The ranking
shows tt;at in determining economic growth, market capitalization, an index of stock
market development, consistently remain the most important variable in our mode!
followed by credit to the private sector and broad money takes the last position. In view
of this discovery, it is consistent to state that efforts should be directed more than ever
before on how to develop the capital market so as to accelerate economic gr’owtﬁ in this

country. This is definitely to compliment the role expected of other predictors of growth,
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TABLE 5.5
RELATIVE IMPORTANCE OF EXPLANATORY VARIABLES IN
THE GROWTH EQUATION
DEPENDENT INDEPENDENT VARIABLES PERIOD OF
VARIABLE ANALYSIS
ACPS AM, EMC
AGDP 2.99x10* 4, 6‘7){10'7 3.66x10 1970(2)-}993(4)
@) @) )
AGDP 2.68)310" 7.60x10° 4.63x10° 1970(2)-1985(4)
(2 3) (1)
AGDP 3.69x103 1.30x10¢ 3,21x10° 1986(1)-1993(4)
| @) 3) .-

The figures in parenthesis are the rank for each coefficient in the model

B-coefficient = Coefficient of Xi times standard deviation of Xi
Standard deviation of Y

Xi = explanatory variable

Y = dependent variable

Our bivariate analysis between each of the explanatory variables and economic
growth is summarised in Table 5.6. The analysis shows that stock market development
indicaior is strongly and positively correlated with economic growth for all the periods of
our analysis except the pre-reform period which has a weak though positive correlation
with economnic growth. Credit to the private sector displays the same behaviour while the
correlation coefficient between money supply variable and economic growth is generally

low for all periods although positively correlated. This analysis reinforces our earlier

discussions on the association between economic growth and the identified financial

factors.
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TABLE 5.6

‘GDP RESULTS FROM BIVARIATE ANALYSIS

DEPENDENT CORRELATION CEFFICIENTS PERIOD OF
VARIABLE ANALYSIS
ACPS AM, EMC
AGDP 0.7457 0.1496 0.7695 - 1970(2)-1993(4)
AGDP 0.0481 0.0044 0.0404 1970(2)-1985(d)
AGDP 0.7395 0.0198 0.7566 1986(1)-1993(4)




CHAPTER SIX

SUMMARY, RECOMMOENDATIONS AND CONCLUSION

6.1 SUMMARY AND RECOMMENDATIONS:

In this chapter, we present the summary and policy r’ecomrfier;dations_,_which is
followed by conclusion of our study. The last section "of the chapter contains the
suggestions for future research. Since the objective of this study is to investigate the
impact of financial sector reforms on stock market development on the one hand and stock
market development and economic growth on the other, we started by re\‘riewing the basic
macro-economic environment existing in the. country that motivated the need for financial
liberalization. It was found that the iﬁability of the financial system to be responsive to
developmental goals and aspirations of the country in terms of efficient resource
mobilization and allocation motivated the urge for liberalization. Also, both internal and
external distortions..were found to be contributory factors to the inefficiencies in the
Nigerian financial system. Following liberalization however, the inherent weakness of

Nigeria’s financial system was further exposed as many of the financial institutions that

started operation at the wake of liberalization became insolvent.

In Chapter Two, we present a comprehensive appraisal of the N igerign financial
system. It was found that following liberalization, the number of institutions operating in
the financial sector has increased significantly, -and the financial system became more
competitive than ever before. This was found to be a consequence of the (efoﬁn exercise

x
which led to the removal of unnecessary constraints and other usury laws that inhibit
efficient financial intermediation and competition. As such the roles of all regulatory

institutions in the financial systems are redefined to be in line with the new financial

environment that now prevails in the economy.



114

Chapter Three contains the literature review and the théoretical framework of our
analysis follows immediately in this chapter. Our study is situated in the Neoclassical
financial repression hypothesis which attributed the failure 6f the financial system to
widespread controls and regulation of all prices in the sector thereb& leading to.inefﬁcier;t
allocation of resources. To get around this problem, this sc;hool of thought recommended
financial liberalization in which all control.s are removed and prices are allowed to be
determined by the market forces.

In Chapter Four, we present our models and Chapter Five contains the results
therefrom. Specifically, we empirically investigate the impact of financial sector reforms
on stock market development and also examine the contribution of stock market
development to economic growth. To be ab;le to do this, we employed both bivariate and
multivariate methods of analysis. The results from both the bivariate and multivariate
analysis indicate many interesting discoveries. We can summarize our mgjor findings as
follows:-

(D In general, financial sector reforms have enhanced stock market c;levelopment in
Nigeria. This confirms our first hypothesis earlier stated in this study that there is
a positive relationship between financial sector reform; and stock market
development,

(2} To measure the specific-impact of each of the reform variables on stbck market
development, we found that cxchang(_: rate liberalization has encouraged stock
market development by attracting foreign capital inflow to the economy. Aside
from this, 6_ur data suggest that the Nigeria’s stock market has the potential of
being able to compete favourably well with more developed stock markets, if the

, right foreign exchange policy is put in place.

v
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It was found that a repressed financial structure will be a- disincentive to stock
market development. This is because, during the pre—refofm period, eharacterised'
by a repressed financial system, stock market development was found to be
insensitive to the measure of financial structure reforms (number of banks).
However, for the podled—data and the reform periods, the result indicates positive

and significant association between stock market development and financial

structure reforms.

Reduction or absolute elimination .of constraints to capital movement (capital
inflow) following liberalization has improved economic activities and stdck market
development id Nigeria. This position is justified by the significance of coefficient
of portfolio, investment in our model. > o -
Our result shows that sustained and uninterrupted regime of privatizatioh.whieh
encourages increased private participation in economic activities of d}is country are
likely to boost stock market development in the future.

Another conclusion that can be drawn from our study is that mdnetary policy (i.e.
interest rate manipulation) may be an inappropriate policy instrument for
encouraging stock market development especially in an underdeveloped fidaricial
system characterised by a shallow capital market compared with the banking sector.
This is becadse, its nét effect will either be negative or insigniticant after all.

Prior to liberalization (pre-1986 per{od), financial factore are insignificant
determinants of economic growth. This is informed by the low value of R? (0.026)

for this period. However, financia! factors became important determinants of

economic growth only after the commencement of liberalization programme

. in 1986.
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(8) In the final analysis, another major dl.scovery of this study is the significant and |

positive correlation between stock market development and econémic growth in a{l

the three periods of our analysis. Hence, LDCs wishing to-achieve rapid economic

growth and development should direct all efforts towards the develppment af
domestic equity markets in view of the potential role it can play in long-run
economic growth.

From the above, two policy issues stands out clearly. The inrst has to do with the
role of a well coordinated macro-econimic programmes in ensuring ﬁle success bf financial
liberalization. " The secend is concerned with the role of tlrle regulatory bodies in directing
pblicies during the process of reform towards the actualization of the desired goals.

| .For financial liberalization to be su-cces‘s'ful, a precondition ié macro-economic
* stability. If the macro-economic conditions of an economy is right, 'ﬂnancial liberalization
would be successful and the possible instabilities that oftgnj-folldw deregula‘tion would be
easily contained or avoided. Bu£ if- macro-economic environment is not right, the economy
is likely to move from instability to deeper instability. Hence, policy markers are adviced
to ensure macro-economic ‘stability before attempting financial liberalization, |

When financial liberﬂimtion is to be implemented however, the first responsibility
of the authorities is the promulgation of relevant laws to guide the conduct of the operators
in the system, otherwise, the profit- motivat;d_gapitalispe (operators) will frustrate the aims

of the government through illegal dealings.

Aside from this, some aspects of financial liberalization should be given special
attention to avoid instability in the system. Specifically, exchange rate policiesj should be
well concieved and carefully implemented. This is because of the role it plays in"linking

the domestic economy with the world payment system. Any -inappropriate foreign
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exchange policy may frustrate other financial policies introduced in the sysfem. Also,
capital movement policies especially as it affects portfolio investment, shéuld be specially
monitored and supervised. This is to avoid the demise which Asian economies are
experiencing now. In these economies, they were busy liberalizing the economy without
puting in place adequate regulatory measures to avoid the negative effects of portfolio
investment inflow into their economies.

In the final é.nalysis, specific policies should be designed aimed at encouraging
stock market development in less developed countries so as to achieve sustained and

accellerated economic growth in the future.

6.2 CONCLUSION:

The major conclusion that can be drawn from our study is that financial sector
reform measures have contributed immensely to stock market development in Nigeria.
This presupposes that financial repression is counter productive and should b;: avoided.
Also, our empirical stmdy reveals that stock markets can play a frontline role in achieving
sustained and acclerated economic growth in any economy (especially less developed
countries) if stock markets are developed, glrobalised and properly monitored to avoid |

sharp practices of the operators under a deregulated environment.

6.3- AGENDA FOR FUTURE RESEARCH: ~
The study has been able to confirm that financial sector reforms has encouraged
stock market development in Nigeria and more importantly, stock market has impacted

postiively on economic growth in Nigeria, However, the structure of this growth cannot

be determined from this current study. This should constitute an area of concern for future



118
research. There is the need for future research to take a closer look at the contributions
of each of the sectors of the economy to this percieved growth,

In the growth equation, we only focused on financial factors i.e Estimated Market
Capitalization, credit to the private sector and money supply broadly defined (M2). This
is not to undermine the important roles v\./hich other prpdictors of growth such as Jabour
force, technological progress, and of course capital stock (capital formation) can play in
‘detennining economic growth, but rather the choice was informed by the _dcsire to isolate
the impact of financial factors on economic growth. Future research may want to take a
. look at this area in which case botl} financial and non-financial factors br predictors of

growth will be included in the analysis.



119

RIEFERENCES

Agenor, Pierre - Richard (1990), “Stabilization Policies in Developing Countries with
a Parallel Market for Foreign Exchange: A Formal Framework” ,IMF Staff
papers, Vol. 37 (September) pp. 560 - 92.

Alile, H. 1. and Anao, A. A. (1986), The Nigerian Stock Market in Operation, Nigeria
Stock Exchange, Lagos.

Atje, R. and B. Jovanovic (1993), “Stock Markets and Development”, Europcan
Economic Review, Vol. 37. No. 2/3 (April) pp. 632-40.

Bagehor, W. (1962), _Lonbard Street. Homewood, Ill, : Richard D. Irwin.

Balassa, B. A. (1964), Trade Prospects for Developing Countries, Homewood, Ilwin

Bencivenga, V. R., B. D. Smith, and R. M. Starr (1996),"‘Eqﬁity Markets, Transactions
Costs and Capital Accumulation: An [lustration”, The World Bank Economic
Review, Vol. 10 No. 2 pp. 241-65.

Blinder, A. S. (1987), “Credit Rationing and Effective Supply Failures”, Economic
Journal, 97, (June) pp. 327-52.

Blommesterin, H. J. (1993), “Financial Sector reform and Monetary Policy in Central
and Eastern Europe”, in Fair, D. E. and Raymond, R. J. (eds.) The The New
Europe: Evolving Economic and Finan¢ial System in East and West, West,
Kluwer Academic Publisher, Netherlands, pp. 363-89.

Bifd, G. (1984), “Balance of payments Policy in Developing Countries”, In Tony
Killick (ed): The Quest for Economic Stabilization: The IMF and the Third
world, Heinemann Educational Books, pp. 85-127.

Bruno, Micheal (1979), “Stabilization and Smgﬂation in a semi-industrialised economy”.
In Dornbusch, R. and Frenkel, J. A. (eds): International Economic Policy:
Theory and Evidence, Baltimore, John Hopins Universicy Press, Baltimore.

Buckle, M. and J.L. Thompson (1952), 'The United Kingdom Financial. Sj/stem in

Transition- Theory and Practice, Manchester Umversnty Press, Oxford,
U.K.

. Cameron, Rando (1967), Banking in the Early Stages of Induqtrlahzauon Oxford -
University Press, Oxford. pp 1-9,




120

CBN, (1982), “The Financial Markets in Nigeria”, Bullion, Vol. 7, No. 3 (July
September) pp. 22-29.

CBN, (1989), Economic and Financial Review, Vol. 28, No. 1, Lagos, p. 28.

., (1990), “Structural Adjustment and the Role of the Central Bank: The

NigerianExperience and Future Directions; Economic and Financial Review,
Vol. 28, No. 1 (March)

, (1992), “The Role of Regulatory Bodies in Capital Market Development: The
Nigerian Experience, “ Bullion, Vol. 16, No. 4., Oct/Dec. !

, (1992), “Monetary Policy in Nigeria in the 1980s And Prospects in the
1990s”, Economic and Financial Review, Vol. 30, No. 1 (March).

, (1993), “The Nigerian macroeconomic Environment and Development of the
Capital Market:, Bullion, Vol. 17, No. 3 July/September.

Chapple, S. (1990), “A Sequence of Errors? Some Notes on the Sequence of
Liberalization in Developing Countries”, UNCTAD Discussion papers, No. 31.

Cho, Y. J. (1986), “The Effects of Financial Liberalization on the Development of the
Financial Markets and.the Allocation of Credits to Corporate Sectors: the

korean Case”, Discussion Paper, Development Research Department,
Economics and Research Staff, World Bank.

Chow, G. C. (1960), “Test of Equality Between Sets of Coefficients in two Linear
Regressions”, Econometrica Vol. 28, pp. 591-605,

Corbo, V. (1985), “Reforms and Macroeconomic Adjustments in Chile during 1974 -
84, “World Development, 13(8), August. ‘

Corrigan, E. G. (1987), “Financial Restructuring An QOverview” in Wyoming, J. H.

(ed.) Restructuring The Financial System, Federal Reserve Bank of Kansas
City pp. 207-14.

Cottani, J. and D. Cavallo (1993), “Financial Reform and Liberalization”, in  Policy
making in the open Economy, Concepts and Studies in Fconomic
Performance; Rudiger Dornbusch (ed), EDI series in Economic Development.

Crockett, Andrew D. (1981), “Stabilization Policies in Developing Countries: Some
Policy Considerations”, IMF Staff Papers, 28(1), March, pp. 54-79.

Dc Gregorio, J. and P, E. Guidotti (1995), “Fman(nal Dcveiopment and Economic
Growth” World Development Vol 23, No. 3 pp. 433-48,




121

de Melo, J. and J. Tybout (1986), “The Effects of Financial Liberalization on Savings

and Investment in Uruguay”. Economic Development and Culmral Change,
24(3).

Dembinski, P. and Schoenedberger, A. (1993), Financial Markets: Impossible Mission?,
The Foundation Pour le progres de 'Homme (FPH), Sept.

Devereux, M, B. and G. W. Smith (1994), “International Risk Sharing and Economic
Growth, International Economic Review, VOI: 35, No. 4 (Aug.) pp. 535-50.

Diamond, D. W and R. E. Verrecchia (1982) “Optimum Managerial Contracts and
Equitibrium Security Prices”. Journal of Finance, Vol. 37 (May) pp. 275-87.

Diaz - Alejandro, Carlos (1985), “Good-Bye Financial Repression, Hello Financial
Crash”, Journal of Development Economics, 19(1-2) Sept/Oct. pp. 1-24,

Dornbusch, R. (1985), Special Exchange Rates for Capital Account Transactions,

Working Paper 1659, Cambridge, Mass: National Bureau of Economic
Research.

Dornbusch, R. and A. Reynoso (1993), “Financial 'Fac;ors in Economic Development”,
In R. Dornbusch (ed.) Policy Making in the Open Economy: Concept and
Case Studies in Economic Performance, Oxford University Press.

Dornbusch, R. and S. Fischer (1984), Macroeconomics, Third Edition, McGraw Hill,
New York.

Dougal, H. E. (1965), Capital Markets and Instimtions, Prentice-Hall, Ihc_. New
Jersey, pp. 10-45. '

Eastmand B. D. (1984), Interpreting Mathematica! Economics and Econometrics,
Macmillan, London, pp. 59-106.

1

Edwards §. (1987), “Sequencing Economics liberalization in Developing Countries,
Finance and Development, (March).

Elbadaw, [ G. D. and G.. Uwujaren (1994) Why Structural and Adjustment has not

Succeeded in Sub-Saharan African. Policy Research Working Papers, WPS
1000, World Bank.

Erunza, V. and E. Losq (19852) “The Behaviour of Stock Prices on LDC Markets”,
Journal of Banking and Finance, Vol. 9. pp. 561-75.

Fair, D. E. and R. J. Raymond (1992), The New Europe: Evolving Economic and

Financial System in East and West, Kluwer Academic Publisher,
Netherlands, pp. 1-20.




122

Fale‘gan, S. B. (1987), Redesiening Nigeria’s Financial Systern: A Study of Nigeria at
Financial Cross - road in applied fianncial Intermediation, University Press’
Limited, Ibadan, Nigeria.

Fernandez, R. B. (1985), “The Expectations Management Approach to Stabilization
in Argentina during 1975-82”, World Devclopment Vol 13. No. 8. pp.
871-92.

, (1983), “La Crisis Financieva Argentina: 1980- 1982” Desarrollo Economlco
Vol. 89, pp. 79-97

Freedman, C. (1987), “Financial Restructuring: The Canadian Experience’, in Wyoming,
J. H. (ed.) Restructuring the Financial System, Federal Reserve Bank of
Kansas City, pp. 63-79. ‘

Frenkel, J. (1982), “The Order of Economic Liberalization: A Comment”, in K.

Brunner and A. Meltzer (eds) Economic Policy in a World of Change,
Amsterdam, North Holland.

Friend, irwin (1963), “Determinants of the Volume and Consumption of Saving with
special reference to the influence of Monetary Policy” in Impacts of

Monetary Policy Commission on Money and Credit. Englewood Cliffs,
N.J. Prentice Hall. pp 671-73.

Fry, Maxwell J. (1982b), “Model of Financial Repressed Developing Economics”,
World Development, 10(9), Sept. pp. '-731-750

., (1988), Money, Interest, and Banking in Economic Development The Johns
‘Hopkins University Press, Baltimore. :

Gadziala, Marry Ann (1993), “Globalization of Securities Markets and Comprehensive
Financial Services Reform in the United States”, in Mi ikdashi, Z. (ed.),

Financial Strategies and Public Policies: Banking, Insurance and Industry, the
Macmillan Press Ltd. pp. 72-9.

Gertler, M. (1988), “Financial Structure and aggregate Economic activity”, Journal of
Money, Credit and Banking, part 2, (August) pp. 555-88.

Gertler, M. (1993), “Commentary on Financial Intermediation and Economic ‘
Development”, In C. Mayer and X. Vives (eds) Capital Markets and Financial
Intermediation, Cambridge University Press, N. Y,

Goldsmith, R. (1969), Financial Structure and Development, New Haven, Conn, Yale
University Press.

Good hart, C. E. A. (1975), Money, Information and Uncertainty, the Macmillan Press
ITD. London.




123

Greenwald, B., Stiglitz, J. E. and Weiss, A. (1984), “Inforinational Imperfections in
the Capiml Market and Macro-economic Huctuatlons American Economic
Review, 74, (May), pp. 194-200.

Gurley, J. G. and E. Shaw (1955), “Financial aspects of Economic development”,
American Bconomic Review, 45, Septemnber, 515-38.

Handler, H. and Steinherr, A. (1993), “Capital needs and Investment Financing in
Eastern Countries”, In Fair, D, E. and Raymond, R. J. (ed.), The New
Europe: Evolving Economic and Financial System in East and West,
Kluwer Academic Publishers, Netherlands, pp. 363-89.

Hang - Sheng Cheng (1980), “Financial Deepening in Pacific Basin Countri(.:s”,
Federal Reserve Bank of San-Fransisco Economic Review, Summer, pp.
43-56.

Hans - Jorg Rudloff (1993), “International Capital Market Evolution and Prospects”,
In Mikdeshi, Z. (ed), Financial Strategies and Public Policies pp. 157-162.

Hansen, J. A. and de Melo, J. (1985), “External Shocks, Financial Reforms, and

Stabilization Attempts in Uruguay during 1974-83, World Development,
(1398), August, pp. 917-939.

Hellman, T. K. M, and J. Stiglitz (1994), Financial Restraint: Towards i New Paradigm,
Preliminary Draft of a World Bank EDI Workshop.

Hess, I. D. (1984), “Imperfect Information and Credit Rationing: Comment”, Quarterly
Journal of Economics, 99, (November), pp. 865-68, o

Horsch, H. (1989a), “Securities Market Development in Korea”, EDI Working paper
series, Finance Industry and Energy Division. The World Bank.

Horsch, H. (1989b), Policies for Developing Financial Markets EDI working Papers:
Economic Development Institute of the World Bank.

IFC, (1988), The Development of Capital Markets, Capital Markets f)epartmem,
Washington, D. C. IFC, March.

, (1989) Purposes, Issues, and Approaches in Capital Market Development,

Working Draft, Washington, D.C. IFC, Capital Market Department
October.

Jhingan, M. L. (1986), The Economic of Development and Planning, 25th Revised
Edition, Korark Publisher, PVT LTD, pp. 319-33.

Ikhide, S. (1997), Financial Sector Reform and the Growth of Capital Market in
Nigeria, IDE, V.R.F. Series No, 291 (Feb.).




2 ’
N P i
s . o N

A T Ty
! P / . RS
B . N

. / [
5. . -
.,

) X
124 E K“ ) \ 2}
iR 2N / H
Ikhide, S. and A. Alawode (1993), “Impact of Stabilization progra mes on the Growth
of the Money Market in Nigeria”, The Developmg\Economlcs,/Vol 31,
No. 2 (June). LT

, (1994), “Financial Sector Reforms, Macroeconomic Instability and the Order
of Economic Liberalization; The Evidence from Nigeria”, African Economic
Research Consortium, Nairobi, Final Project Report (Dec.).

Ikhide, S. 1. (1993), “Financial Liberalization and the Inflationary Developing: Is
There a Link in Adjusting Developing Couritries? “International Review of
Economics and Business, Vol. XL, N.2 - February.

Ikhide, S. I. (1995), “Financial Liberalization and the Growth of the Capital Market
in Nigeria”, Final Report of a research project submitted to the Institute of
Developing Economies, Tokyo, Japan, (September Chapters 1, 3 and 4.

- Jensen, M. C. and K. J. Murphy (1990), “Performance Pay. and Top-Management
Incentives’, Journal of Political Economy, Voi. 98. (April) pp. 225-64.

Kapur, B. K. (1976), “Alternative Stabilization Policies for Less Developmg Counmes
Journal of Political Economy, August.

Keller, Peter (1980), “Implications of Credit Policies for Output and the balance of
payments, IME Staff pavers, 27(3), Sept.

Khan, M. S. and V. Sundararajan (1992), “Financial Sector Reforms and Monetary
Policy” In Structural Adjustment and Macroeconomic Policy Issues:
Moderator: V. A. Jarfarey, IMF, Pakistan Adm. Staff College, Washington.

Khan, M. S. and Knight, M.D, (1982), “Some Theorztical and Empirical Issues .
relating to economic stabilization in developing countries,” World
Development, (Sept).

Killick, T. and Sharpley J. (1984), “Extent, Causes and Consequences of Disequilibria
in Developing Countries”, in Tony Killick (ed), The Quest for Economic .
Stabilization: The IMF and the Third World, pp. 15-54.

Kindleberger, C. P. (1958), Economic Development, McGraw-Hill, New York, Pp.
190-195.

, (1993), “Financial Inlei:mediation and Economic development” in C. Mayer and

Z. Vives (ed.) Capimal Markets and Financial Intermediation, Cambridge
University Press Ltd.

King, R. G. and R. Levine (1993a), “Financial, Entrepreneurship, and Growth: Theory

and Evidence.” Journal of Monetary Economics, Vol. 32, No. 3 (Dec.) pp
513-42.




1 125

, (1993b), “Finance and Growth: Schumpeter Might Be Right”, Quarterly
Journal of Bconomics, Vol. 108, No.3 (Aug.) pp. 717-38.

Kinsela, R, (1992), New issues in Financial Services, Blackwell Publisher, Oxford.
U.X., Chapter 1.

Kmenta, J. (1971} Elements of E¢onometrics, Macmillan Press, New York p..583.

Koutsoyiannis, A. (1977) Theory of Econometrics, 2nd Edition, Macmlllan Press
Limited, pp. 101- 104

Krueger, A. (1974), ‘The Political Economics of the Rent-Seeking Society”, American
Economic Review, Vol. 64 No. 3. '

Kuznets 'Simon (1958), “Capital Formation and Economic Growth: A conference of
the Universities”, Princeton University Press Princeton, PP- 1-21

Laffont, J. and J. Tirole (1988), “Repeated Auctions of Incentive Contracts, Invéstment,

and Bidding Parity with an Application o Takeowners”, RAND Journal
of Economics, Vol. 19 (Winter) pp. 516-37.

Lanyi A. and R. Saracoglu (1983), “Interest rate Policies in Developing Countries”,
IMIF Occasional Paper 22, Washington, D.C. IMF,

Leff, N. H. and Sato, K. (1980), “Macroeconomic adjustment in developing countries:
Instability, Short - run growth, and exiernal uependency , Review of
Economics and Statistics, Vol. 24, No. 63 (May).

Leland, H. E. and D. H. Pyle (1977), “Information Asymretries, Financial Structure,
and Financial Intermediation, Journal of Finance, (May). pp. 371-87.

Levine, R. (1991), “Stock Market, Growth and Tax Policy”, Journal of Finance. Vol.
46, NO.4 (Sept.) pp. 1445-65.

Levine, R. and S. Zervos (1996), ‘Stock Markets Development and Long-Run Growth”
The World Bank Economic Review, Vol. 10. No. 2. (May) pp. 323-40.

Llewellyn, D. T. (1993) ‘Secular Pressures on banking in developed Financial System:
Is traditional banking an Industry in Secular Decline?’ in Fair, D.E. and
R.J. Raymond (ed.), The new Europe: Evolving Economic and Financial

System in East and West. }luwer Academics Publication, Netherlands. pp.
169-52. '

Long, M. (1984), “A Note On Financial Theory and Economic Development’ in D.

Adums, G. Douglas and Von Pischke (eds.) Understanding Rural Development
with Cheap Credit, West View Press.




126

Lucas, R. E. (1988), “On the Mechanics of Economic Development”, Journal of
Monetary Economics, Vol. 22, No. 1 (July). pp. 3-42.

Manuel, Guitian (1993), “From the plan to the Market: banking an Financial Reform
aspects”, in Fair, D. E. and R. J. Raymond (ed), The New Europe: Evolving
Economic and Financial Systems in East and West. Kluwer Academics
Publishers, Netherlands. 2

Mattesini, F. (1993), Financial Markets, Asymmetric Information and Macroeconomic

Equilibrium, Dartmouth Publishing Company LTD, U.S.A. Chapters, 1, 2
and 3,

Mathieson, D. J..(1979), “Financial Reform and Capital Flight in a Developing
Economy”, IMF Staff paper, Vol. 26. No. 3 (Sept).

, D. J. (1980a), “Financial Reforms and Stabilization Policy in a Developing
Economy, Journal of Development Economics, 7(3) Sept. pp. 359-359.

Mayer, C. (1988), “New Issues in Corporate Finance”, European Economlc Review,
Vol. 32 pp. 1167-88.

Mayer, S. C. and Vives, X. (1993), Capital Markets and Financial Intermediation,
Cambridge University Press, U. K. pp. 150-60.

Mayers, S. C. and N, S. Mayluf, (1984), “Corporate Financing and Investment
Decision When Inventory Have Information that Investors Do Not Have”,
Journal of Financial Economics, Vol. 13, No. 2. (June) pp. 187-221.

Mckinnon, Ronald, I. (1973), Money and Capita! in Economic Development (Washington;
D. C.), Brookings [nstitutions).

, {ed) (1976), Money and Finance in Economic Growth and Development: Essays
in Honour of Edwards S. Shaw (New York: Mancel Dekker).

Meier, G. M. (1961) Leading Issues in Economic Development, New York, Oxford
University Press. ' .

Mikdashi, Z (1993), Financial Strategies and Public Policies - Bankmg, Insurance and
Industry, The Macmillan LTD. U.K.

Modigliani, F. and Miller, M. H. (1958), “The Cost of Capital, Corporation Finance

and the Theory of Invesiment,” American Eocnomic Review, (June) pp.
261-97. '

Montiel, P. J. (1995), Financial Policies and Economic Growtil Theory, Evidence and

Country - Specific Experiences from Sub-Saharan Africa. AERC. Specral
Paper Eightween, Kenya.




127

. Montiel, P. J., Agenor, P. R, and U.1. Haque N. (1993), Informal Financial Markets -

in Devuiopmg Countries; A Macroeconomic Analysis, Blachwell Oxford
UK, pp. 1-44.

Morris, Felipe (1985), “India’s Financial System: An Ovcrvlew of its principal structural
features”, (Washington, D.C., World Bank Staff Working paper, No, 739).

Myers, Margaret G. (1970), A Financial History of the United States,. Columbia
University Press, New York.

Nwanlkwo, G. O. (1991), Money and Capital Market in Nigeria Today, University
press, Nigeria.

Obstfeld, M. (1994), “Risk - taking, Global Diversification, and Growth”, American
Economic Review, Vol. 84, No. 5. (Dec.) pp. 1310-29.

0Ojo, M.0O. (1993), “A Review and Appraisal of Nigeria’s Experience with Financial
Sector Reforms” Central Banlc of Nigeria Research Deparurient , Occasional
paper No. 8 (August).

Ojo, 0. O. (1984), “Financial Intermediation and Growth”, Inaugural Lecture Series
68, University of Ife press, University of Ife, Nigeria.

Oyindo, B. (1986), “Promoting Money Market Development in Nigeria”, CBN,
Economic and Financial Review, Vol. 28, No. 2 (June).

Partington, (1989) Applied Economics in Banking and Finance, Oxford University
Press, Fousth Edition, Chaprers 1 & 2.

Patrick, M. T. (1966), “Financial Development and Economic Growth in Under-

developed Countries,” Economic Development and Culwural Change, Vol.
14, No. 2 (January).

Pindyck, R. S. and D. L. Rubinfeld (1976), Econometric Models a'lnd Economic
Forecasts, McGraw Hill, 2nd Edition.

Pinto, B. (1989), “Black Market Premia, Exchange Rate Uniﬁbation and inflation in
Sub-Saharan Africa”, World Bank Economic Review, Vol. 3 {September)
pp. 321-38.

i

, (1991), “Black Markets For Foreign Exchange, Real Exchange Rates, and

Inflation, “Journal of International Economics, Vol. 30 (January) pp. 121-
35.

Popiel, P. (1985) Development of Money of Capital Market, EDI working paper senes |
Finance, [ndustry and Enerpy Dl\’lSlOIl EDI, Worid Bank.




128

, {1991}, “Developing Financial Market in Sub-saharan Africa,” in Popiel, P.
(ed), Financial System and Development in Alrlca EDI Series, World
Bani, pp 201-224.

Roberts, S. M. (1987) “Commentary on Proposals for Financial Restructuring in
Wyoming J. H. (ed.) Restructuring The Financial System Federal Reserve
Bank of Kansas City, pp. 193-205.

Roubini, N. (1993), “Commentary of Financial Intermediation and Economic
Development” In C. Mayer and X, Vives (eds.) Capital Markets and
Financial intermediation, Cambridge University Press, N. Y.

Rozental, A. A. (1970), Finance and Development in Thailand, Preager Publisher, Inc.
U.S.A Chapters, 1, 3 and 8.

Saint - Paul, G. (1992), “Technological Choice, Financial Markets and Economic

Development” European Fconomic Review, Vol, 36. No. 4 (May) pp. 763-
81. :

Santomero, A. (1984), “Modeling the Banking Firm?”, Journal of Money, Credit and
Bankmg Vol. 16, No. 4, (November). '

Sarmiento, E. (1988), “The Failure of the Capital Market: A Latm American View”.
in Urrutia, M. (ed.) Financial Liberalization and the Internal Structure of
Capital Markets, The United Nations University, pp. 82-109. '

Scharfstein, D. (1988), “The Disciplinary Role of Takzovers”, Rewew of Economic
Studies, Vol. 55 (April) pp 185 - 99,

Schumpeter, J. A. {1932) The Theory of Economic Development. Translated by
Redvers Opie. Harvard University Press, Cambridge.

Schydlowsky, D. M. (1979), Containing the cost of stabilization in semi Industrialized
LDCs - a Marshallian Approach, Boston University Centre for Latin
American Swdies, Discussion paper series No. 32, (Dec.).

Sharpley, J. (1984), “The Potential of Domestic Stabilization Measures in Developing

Countries”, In Tony Killicks (ed): The Quest for Economic Stabilization: The
- IMF and the Third World, pp. 55-85.

Shaw, Edwards (1973), Financial Development in Economic Dwelopment (New York
Oxford University Press).

Sllber W. M. L. (1983), “The Process of Financial Innovation, AER, Vol. 73, No.
_ Z(May



© 129

Smith, L and N. Spooner (1992), “The Sequence of Stfuctural Adjustment Policy
Instruments in the Agricultural Sector”, In Chris Milner and A. Rayner (eds.);
Policy Instruments in. Africa, Macmillan, London.

Stein, H. and P. Lewis (1996), “Banking deregulation in Nigeria: The Genesis of a
Financial Black Hole.” Paper Presented on the seventeenth International
Conference on Socio-Economics, Washington, D. C: (April).

Stern, N. (1989), “The Economics of Development: A Survey” Economics Journal,
Vol. 99, No. 3, (Sept.) pp. 685.

Stiglitz, 1. E. (1993), “The Role of the State in Financial Markets, Proceedings of the

World Bank, Annual Conference, On Development Economics, 1993, pp.
19-52.

Suzuki, Y. (1987), “Financial Restructuring: The Japanese Experience”, In Wyoming,
J H. (ed.) Restructuring the Financia! System. Federal Reserve Bank of
Kansa City, pp. 103-119,

Tobin, J. (1965), “Money and Economic Growth” Egmomatricé, Vol. 33, No.4
(Oct.). .

, (1987), “The Case for Preserving Regulatory- Distinctions”, Federal Reserve
Bank of Kansas City. pp. 167-83.

Tunwai, U. and Patrick, B. T. .(1973), “Stock and Bound issues and Capital Markets
in Less Developed Countries”, IMF Staff paper, 20(2). July pp. 283-284.

Van Horne, J. (1985), ‘Of Financial Innovation and Excesses”, Journal of Finance,
(July) pp. 621-31.

____, (1978), Financial Market Rates and Flows, Prentice - Hall, Inc. London.

Verstuysen, E. (1988), “Financial Deregulauon and the Globahzanon of
Capital Markets”, PPR Working papers WPS 40, World Bank.

Villanueva, D. and Mirakhor, A. (1990), “Strategies for Financial Reforms” IMF
papers, Vol. 37. Sept

Wong, G. H. (1977), “Demand for Money in Developing countries:, Journal of
‘Monetary Economics pp. 59-86.

Wonnacott, R. J. and Wonnacott, T. H. (1979), Econometrics, John Wiley & Sons, |
- New York.

World Bank, (1981), World Deve opment Report 1981, New York: Oxford University
Press for the World Bank, August.

___, {(1989), “Financial System and Development”, World Development Report
1989, Oxford University Press, for the World Bank.




	M_YINUSA_Dauda_Olalekan6
	M_YINUSA_Dauda_Olalekan
	TABLE OF CONTENTS
	ABSTRACT
	CHAPTER ONE INTRODUCTION
	1.1 BACKGROUND TO THE STUDY
	1.2 JUSTIFICATION FOR THE STUDY
	1.3 STATEMENT OF OBJECTIVES
	1.4 RESEARCH HYPOTHESES
	1.5 SCOPE OF STUDY
	1.6 PLAN OF STUDY

	CHAPTER TWO: LITERATURE REVIEW AND THEORETICAL FRAMEWORK
	2.1 LITERATURE REVIEW
	2.1.1 INTRODUCTION
	2.1.2 THE NEED FOR FINANCIAL SECTOR REFORMS
	2.1.3 GOALS OF FINANCIAL SECTOR REFORMS
	2.1.4 APPROPRIATE SEQUENCING OF A FINANCIAL LIBERALIZATIONPROGRAM.
	2.1.5. EMPIRICAL EVIDENCES ON THE LINKAGES BETWEEN FINANCIALSECTOR REFORMS, THE STOCK MARKET AND ECONOMICGROWTH

	2.2 THEORETICAL FRAMEWORK
	2.2.1 INTRODUCTION
	2.2.2 A THEORETICAL FRAMEWORK
	2.2.3 A THEORETICAL NOTE ON THE LINKAGES BETWEEN STOCKMAIU(E'f DEVELOPMENT AND ECONOMlC GROWTH


	CHAPTER THREE THE NIGERIAN FINANCIAL SYSTEM
	3.1 OVERVIEW OF THE FINANCIAL SYSTEM
	3.2 THE NIGERIAN CAPITAL MARKET
	3.3 FINANCIAL SECTOR REFORMS IN NIGERIA
	3.4 APPRAISAL OF FINANCIAL SECTOR REFORMS IN NIGERIA

	4.2 ANALYTICAL TECHNIQUES AND SOURCES OF DATA
	4.3 MODEL SPECIFICATION
	CHAPTER FIVE EMPIRICAL ANALYSIS
	5.1 INTRODUCTION
	5.2 FINANCIAL LIBERALIZATION AND STOCK MARKET DEVELOPMENT IN NIGERIA: AN EMPIRICAL ANALYSIS
	5.3 STOCK MARKET DEVELOPMENT AND ECONOMIC GROWTH INNIGEIUA: AN EMPIRICAL RESULTS.

	CHAPTER SIX: SUMMARY, RECOMMOENDATIONS AND CONCLUSION
	6.1 SUMMARY AND RECOMMENDATIONS:
	6.2 CONCLUSION
	6.3 · AGENDA FOR FUTURE RESEARCH:

	REFERENCES




