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ABSTRACT

Internationalization of Stock Exchange is an inevitable fact of the globa
securities. Therefore any nation wishing to be truly global player would be left
with no alternative than to internationalize. Decree Nos. 16 and 17 of 1995 of the
Nigerian Government gave power to the subject.

To internationalized, we need Foreign investment in our great country. The
project identified some problem relating to the political economy of Nigeria
particularly in the Finance Sector. The Nigerian Economy has been in prolonged
state of recession since the era of 1980s. A series of the ad-hoc reform measures
cultivated in the introduction of structural adjustment programme (SAP) in 1996
by the Federal Government. The Economy was suffered due to poor management
of some past leaders through looting the government treasury. But debt, both
domestic and external running in billions of Naira, IMF loan accumulated.

It was discovered that Nigeria was rated the worst nation in terms of
transparency under the following areas:

» Fiscal and monetary transparency
» Banking Transparency
» Corruption accounting

* Custody and settlement
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However, the above problem could be a propaganda from the western
countries,

It was found out that the performance of the Nigeria Stock Exchange
globally is progressive as Nigeria was rated the first nation (in the
emergency market) in terms of market capitalization of other IFCG index
stocks in 1995 42.2% and considering the inflows of foreign investment of
about USS 256 hillion naira as at 1996.

Finally, it was recommended that:

* Privatization and commercialization programme be implemented by
the Government to encourage foreign inflow (investment).
a The operators should apply the Decrees No. 16 and 17 strictly as per

Government policy.
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CHAPTER ONE

1.1 INTRODUCTION

Liodd dis, £

Internationalization of stock market is an inevitable fact
of the global securities market. Therefore any nation wishing
to be a truly global player would be left with no alternative
than to internationalize. Perhaps, some fifteen to twenty
years ago, the talk of internationalization would have
attracted very little interest as capital markets were basically
domestic, with several barriers to entry.

Today, the situation is very much reversed as
internationalization has become the norm than exception.
Many markets have become “truly global” nature with
elimination of entry and exist barriers, improved
legal/regulatory and institutional framework, and efficient
facilities. Similarly, cross-border listings, securities issuances
activities global offerings of securities, harmonization of
accounting and disclosure requirements among markets,
have become important features of the international capital
market. Indeed, the link among securitics markets has

become quite pronounced that happenings in one market



could mput swiftly and significantly on other markets. This
development has been driven principally by advancement in
information technology improvement in infrastructural
facilities, issuers quest for low cost capital, the collapse of
communism, and wide-spread market oriented reforms.

Contributorv also, are the evolution of international
standards in accounting and disclosure requirements, growth
of pension funds and International Fund Managers, as well as
investors desire for high returns and diversified port folio.
Internationalization: A Definition

The word “internationalization” is now an important
addition to securities market terms. “Internationalization”
simply means a shift from a predominantly closed (restricted)
market to one which is open (free) to foreign participation and
allows residents to access other markets. Internationalization
of securities market is in other words, the easing of
restrictions on cross-border capital movement and securities -
related intermediation activities,

[nternalization usually takes the following forms:
(a)  Permitting full access to foreign sccuritics firms to

establish presence in a country.



(b)  Lifting of restrictions (m. local financial institutions to
establish subsidiaries or have affiliates abroad.

(c) Admitting foreign securities into the domestic stock
exchange and vice versa.

(d) Allowing foreign issues to be distributed in the domestic
market.

(¢) Permitting residents to buy or scll foreign securities
and;

()  Permitting foreign port folio investment in the domestic
market.

Experience around the world has however shown that
the mere easing of restrictions on foreign investment would
not necessarily bring about the benefits of
internationalization to a country. Political and infrastructural
issues usually feature prominently. Thus, a combination of
factors usually facilitates the internationalization of
securities. Itis worthy of note that Nigeria has taken positive
stepsin the area of economic, political and legislature reforms
which should engage under the internationalization of the

domestic market.



1.2 STATEMENT OF THE PROBLEM
Decree No. 16 and 17 of 1995 which gave powers fo

encourage, promote and coordinate investment in Nigerian

Capital Market, however absence of real-time information

which enable investors adjust their port folio of investment 1S

a problem as per as internationalization is concern. Other

issues which have strong implications for the

internationalizations of securities markets include:

(1) Professionalism of domestic intermediaries.

(i)  The efficiency of the trading system.

(ii) Financial integrity of securities firms.

(iv] Capital adequacy standards.

(vi Internationally acceptable accounting and disclosure
standards; and

(vi)  Adequate and effective investors. Protection mechanism
considering crises/other problem often expressed fears
by many developing countries when contemplating
initiating the internationalization process of the capital
market or foreign investment port folio investment from
the capital exporting countries is the loss of control of

domestic companies or surrender of its ownership due



(vii)

(viii)

(1x)

(xi)

(xi1)

(xiii)

because of past exploitation.

Changes of government policies particularly military
government when taken over, example in Nigeria.
Unstable monetary policies environment.

Macro economic instability /imbalance.

Policy infidelity, for instance the key policies were not
religiously adhered to. A practical example is the
privatization and commercialization programme. Up till
1998 the government has not completed the programme
and though Obasanjo government has even begun to
show signs of improvement towards the entire concept
of privatization and commercialization.

Fear by the Nigerians from foreign dominations to our
firms/company due to low capital base of Nigerian
companies when foreigners invest may have higher
shares than indigenes.

Intervention of common wealth and United Nation most
especially “Sanction”,

Poor rating in terms of transparency based on the

following:



(x1v)

1.3

. Fiscal transparency

. Monctary

. Banking

. Corruption

. Accounting system transparency

. Custody and settlement transparency.

The poor rating was basc on rating conducted by
Emergency Market Investors (EMI) - Financial Standard
Page 1 and 4 of 06/03/2000 refers. This affect our
corporate image before foreign imvestors.

Fraudulent activities in the Nigerian economy. Looting
of treasury by top Government Officials, Corporate
disintegration by some financial institution examples of

banks.

OBJECTIVES OF THE PROJECT

The main objective of the project is to find out the cause
of the stated problem and find way out so that our
economy would improve greatly through the

introduction of internationalization and privatization



programme so that investors from foreign countries
would invest without any implications to the citizen of
the Nigeria,

To recommend or suggest ways that would increase the
performance  of the Nigerian  Stock  Exchange
Commission to enhance its operations.

To give more picture on the true picture of our markets
world wide.

Government programme 0on
privatization/commercialization arc achieved.

To ensure that Government agencies (regulatory bodies)
control the economy.

Job creation to the citizen ol Nigeria are available and
standard of living of an average Nigeria is improved.
To ensure that Nigeria investor’s investment increased
both internally and externally.

To improve our current account position (External
asset) and ensure our debt is reducing.

To create good trading relationship between Nigeria and
other part of the world so that our corporate image in

terms of transparency and, accountability. It is also



hope that less corruption would minimized 10 some

extent.

1.4 SIGNIFICANCE OF THE STUDY

Nigeria has been blessed with abundant natural and
human resources yet the economic growth is “slow” or at least
not commensurate with the available resources. This
rescarch considers internationalization of the Nigerian stock
exchange market as one of the measures to promote rapid as
well as sustainable economic growth.

The study therefore becomes relevant in the sense that
it provides useful information that influx of foreign capitals
that are necessarily required for better growth.

aadudM JBRALIN Libonasnk

1.5 SCOPE OF THE STUDY

Business Executives and MBA/M.Sce. Under graduate
students would find it very useful. Also industrialists and
financial institutions operators would gain alot in the project.
Also government functionaries and SEC/NSE would use it
immensely because of the content attached to it.  Equally,

foreign investors would use it in order to have an insight of



position of the Nigerian cconomy and financial market. This
would motivate the Foreign Investors to come and invest in
the country so that our country cconomy would improve.
Fmancial research institutes could also apply the studies

attached to the project.

1.6 LIMITATION & SCOPE OF THE STUDY

The project is limited to the financial sector of the
economy and the contribution of Nigerian Stock Exchange

when compared with the emerging market countries.



CHAPTER TWO

REVIEW OF RELATED LITRATURE

2.1 CONCEPT OF FINANCIAL MARKET

Financial assets exist in an economy because the
savings of various individuals, corporations, and governments
during a period of time differ from their investment in real
assets. By real assets, we mean things such as houses,
buildings, equipment, inventories, and durable goods. If
savings equaled mmvestment in real assets for all economic
units in an economy over all periods of time, there would no
external inancial, no lnancial assets, and no money and
capital markets. Each economic unit would be self-sufficient;
current expenditures and investment in real assets would be
paid for out of current income. A financial assets is created
and it [inances this excess by borrowing or issuing cquity
sccuritics.  Of course, and other economic unit must be
willing to lend. This interaction ol borrowers with lenders
determines interest rats, [n the economy as a whole, savings-
surplus economic units (those whose savings exceed their
investment in real assets) provide funds to savings deficit

units (those whose investment in real assets exceeds their
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savings). This exchange of funds is evidenced by pieces of
paper representing a financial asset to the holder and a
financial Liability to the issuer.

The purpose of financial markets in an economy is to
allocate savings effliciently to ultimate users. 1 those
economic units that saved were the same as those that
engaged in capital formation, an cconomy could prosper
without financial markets.

In modern economies, however, the economic units
most responsible for capital formation-nonfinancial
corporations - use more than their total savings for investing
in real assets. Households, on the other hand, have total
savings in excess of total investment. The more diverse the
patterns of desired savings and investment among cconomic
units, the greater the need for efficient financial markets to
channel savings to ultimate users. The ultimate investor in
real assets and the ultimate saver should be brought together
at the lease possible cost and inconvenience,

Efficient financials markets are absolutely essential to
assure adequate capital formation and econgmic growth in an

economy. These are financial intermediaries in an economy,
———————————
i ann944



the flow of savings from savers to users of funds can be
direct. Fimancial intermediaries include institutions such as
commercial banks, savings and loan associations, like
insurance companies, and pension and profit-sharing funds.
These intermediaries come between ultimate borrowers and
lenders by transforming direct claims into the indirect ones.
They purchase primary savings and loan association
purchases is a mortgage; the indirect claim issued is hand,
purchases corporate bonds, among other things, and issues
life insurance policies.

Financial intermediaries transform funds in such a way
as to make them more attractive. On one hand, the indirect
security issued to ultimate Jenders is more attractive than is
a direct, or primary, security. In particular, these indirect
claims are well suited to the small saver. On the other hand,
the ultimate borrower is able to sell its primary securities to
a financial intermediary on more attractive terms than it
could if the securities were sold directly to ultimate lenders.
Financial intermediaries provide a variety of services and

economies that make the transformation of claims attractive.



1 Transaction Costs

Because financial intermediaries are continually in the
business of purchasing primary sccurities and selling indirect
securities, cconomies of scale not availabie to the borrower or
to the individual saver are possible. As a result, transactions
cost and cost associated with locating potential borrowers and
savers are lowered.

2. Information Production

The financial intermediary is able to develop information
on the ultimate borrower in & more efficient manner than the
saver. Morcover, the intermediary may be able to reduce the
moral hazard problem of unreliable information. Another
possible advantage is that intermediaries can protect the
confidentiality of the information.

3.  Divisibility and Flexibility

A financial intermediary is able to pool the savings of
many individuals savers to purchase primary securities of
sarying sizes. In particular, the intermediary 1s able to tap
small pockets of savings for ultimate investment in real
assets.  The offering of indirect securities of varying

denomination makes financial intermediarics more attractive



to the saver. Morcover, borrowers have more flexibility in
dealing with a financial intermediary than with a large
number of lenders and are able to obtain terms better suited
to their needs.

4. Diversification and Risk

By purchasing a number of different primary securities,
the financial intermediary is able to spread risk. If these
securities are less than perfectly correlated with each other,
the intermediary is able to reduce the risk associated with
fluctuations of in value of principal. The benefits of reduced
risk are passed on to the indirect security holders. As a
result, the indirect security provides a higher degree of
liquidity to the saver than does a like commitment to a single
primary security. To the extent individuals are unable,
because of size of other reasons, to achieve adequate
diversification on themr own, the financial intermediation
process is beneficial.

D Maturity

A financial ntermediary is able to transform a primary

sccurity of a certam maturity into indirect sccurities of

different maturities. As a result, the maturities on the



primary and the indirect securities may be more attractive to
the ultimate borrower and lender than they would be if the
loan were direct.

0. Expertise and Convenience

The financial intermediary is an expert in making
purchases of primary securities and in so doing eliminates
the inconvenience to the saver of making direct purchases.
For example, not many individuals are [amiliar with the
intricacies of making a mortgage loan; they have neither the
time nor the inclination to learn. For the most part, they are
happy to let savings and loan associations, commercial
banks, savings banks and life insurance companies engage in
this type of lending and to purchase the indirect securities of
these intermediaries. The financial intermediary is also an
expert in dealing with ultimate savers-an expertise lacking in
most borrowers.

Financial intermediaries tailor the denomination and
type of indirect securities they issue to the desires of savers.
Their purpose, of course, is to make a profit by purchasing
primary securities yielding more than the return they must

pay on the indirect securities issued and on operations.  In



so doing, they must channel lunds [rom the ultimate lender
to the ultimate borrower at a lower cost or with more
convenience or both than is possible through a direct
purchase of primary sccurities by the ultimate lender.
Otherwise, they have no reason to exist.

With financial intermediaries, we have four main sectors
in an cconomy: housechold, nonfinancial business firms,
governments, and financial institntion. These four sectors
form a matrix of claims against one another. This matrix 1s
illustrated in fig. 19-1, which shows hvpothetical balance
sheets for each sector. Financial assets of each sector include
money as well as primary securities. Households, of course,
are the ultimate owners of all business enterprises, whether
they are nonfinancial corporations or private financial
institutions. The figure 19-1 illustrates the distinet role of
financial intermediaries. Their assets are predominantly
financial assets; they hold a relatively small amount of real
assets. On the right hand side of the balance sheet, inancial
liabilities are predominant. Financial institutions, then, are
engaged in transforming direct claims into indirect claims

that have a wider appeal. The relationships of financial to

10



real assets and of financial 1i:11.>ili1ivs to net worth distinguish
them from other economic units.

The more varied the vehicles by which savings can flow
from ultimate savers to ultimate users of funds, the more
cfficient the financial markets to an cconomy usually are.

The more developed the linancial markets, the greater
the choices of saver in putting savings to work and the
greater the financing opportunities available to the borrower.
The utility of both is increased. With efflicient financial
markets, then, there can be sharp differences between the
pattern of savings and the patter of investment for economic
units in the economy. The results is a higher level ol capital
formation, growth, and want satisfaction. Individual economic
units are not confined either to holding their savings in
money balances or to investing them in real assets. Their
alternatives are many; cach contributes to the efficient
channeling of funds from ultimate savers to users.

The allocation of funds in an economy occurs primarily
on the basis of price, expressed in terms of expected return.
Economic units in need of funds must outhid others for their

use. Although the allocation process is affected by capital



rationing, government restrictions, and institutional
constraints, expected returns are the primary mechanisms
whereby supply and demand are brought into balance for a
particular financial instrument across [inancial markets. 1If
risk is held constant, economic unit willing to pay the highest
expected return are the ones entitled to the use of funds. If
rationality prevails, the economic units bidding the highest
prices will have the most promising investment opportunities.
As a result, savings will tend to be allocated to the most
efficient uses.

It is important to recognize that the equilibration
process by which savings are allocated in an economy occurs
not only on basis of expected rerun but on the basis of risk as
well. Different financial instruments have different degrees of
risk.

In order for them to compete for funds, these
instruments must provide different expected returns, or
vields. If all inancial instruments had exactly the same risk
characteristics, they would provide the same expected return
in market equilibrium. Expected return of different financial

instruments are a function of a number of things:



1. Differences in default tisk

2. Differences in maturity
3. Dilferences in the level of coupon rate
4. Differences in taxation of interest, dividend, and capital-

gain refurns.

Finally, the expected return on a financial instrument
depends upon the real rate of nterest in the economy and
upon expected inflation. It generally is agreed that the
nominal rate of interest that we observe on a fixed-income
security embodies in it a premium for expected inflation.
However, there is disagreement about the stability and

consistency of this effect over time,

2.2 FINANCIAL INNOVATIONS AND THE CHANGING
FINANCIAL ENVIRONMENT

The last 10 years have been characterized by
tremendous financial innovation infact, the greatest number
of innovations in our nation’s history. The listing of
developments in awesome; it includes such things as money-
market accounts and moncy-market mutual funds, zero-
coupon bonds, pass through mortgage securities, interest-
rate futures markets, options markets, floating-rate loans,

19



mulli-curreucy loans and l'll.(‘.(lg.;(:ﬁ, point-al-sale  terminal
transactions, and many more.

These innovations encompass new o mproved
products as well as processes,  Recognize that financial
innovations do not just happen, There are reasons for their
occurrence, both conceptual and cavironmental.

The principal force behmd any linancial mnovation 18
the profit motive. In an ceonomic sensce, a new financial and
/ ar complete. Recall from carlier in the chapter that the
purposc of financial markets is to channel savings in our-
socicty  to the  most cflicient.  uses. However, the
mtermediation process isnot costless, Costis vepresented by
the spread between what the ultimate saver recerves for funds
and what the ultimaie borrower pays, holding risk constant,
as well as by the inconvenience to one or both parties. A
financial innovation may make the market more efficient in
the sense of reducing the spread, as delined carlier, or of
lowering inconvenicnce costs, [ this ocours, the overall cost
of intermediation is reduced by definition.

Market completencessis different in concept, a2 complete

market exists when  every contingency in the world

20



corresponds to a distinet marketable security.  Incomplete
markets exist when the number the types ol securities
available do not span these contingencies. More practically
speaking, with an incomplete market, these is an unfilled
desire for a particular type of security on the part of an
investor clientele. If the market is incomplete, it pavs the firm
or finanecial institution to exploit the opportunity by tailoring
security offerings to the unsatisfied desires of investors. By
sa doing, a lower financing cost will be achieved. An example
of satislying an unfilled investor demand is the issuance of
zero-coupon bonds begimning mn the carly 1980s.

As along as the market remains incomplete, a firm or
financial institution should continue to tailor the securities it
issues to the market.,

In steady state, of course, we would not expect to be
able to make the market more efficient and /or complete.
Presumably all opportunities for profitable exploitation would
be exhausted, and no further gains would be possible. As
result, there would be no financial innovations. Indeed, an
unchanging world would be marked by a lack of new linancial

produets and / or processes, The environment simple must



change for there to be exploitable opportunities with respect
to inefficiencies and /or incompleteness. There are a number
of causes for change, and we consider them in turn.
Underlying each is a shift in savings [lows or composition and

or a change in risk or utility with respeet to risk.

J  Volatile Inflation Rates and Interest Rates

Already we have discussed the volatile nature of
inflation over the last dozen years, in conjunction with
fluctuating behaviour of nominal and real rates of interest.
New deposit and investment accounts as well as floating-rate
and variable-rate loans are an outgrowth of changing inflation
and interest rates. The increased risk associated with
uncertain inflation and volatile interest rates may prompt
financial innovations designed to reduce such risk. As ample

time has been devated to these topics, we move one.

4 Regulatory Changes
A second, and very important, factor prompting

financial innovation is regulatory change and circumvention

of regulations.

)



Beginning i the l‘)?ll.s a number of mnovations
occurred simply to get around existing regulations. In the
late 1970s and accelerating rapidly in the 1980s, we have had
a deregulation of the financial services industry.  The
boundaries that previously separated the functions of various
financial institutions ere broken, and the competitive arena
changed dramatically, As constraints were reduced, the
distinction between commercial banks savings and loan
associations, investment banks, insurance companies,
mortgage bankers, large retailers and certain financial
conglomerates, such as American Express, was blurred.
Institutions invaded the previously inviolable turfl of others.
While the major deregulatory legislative changes already have
occurred, the response to these changes is in full swing.
Indeed, the equilibration process is undergoing constant
perturbation and is far from settled.

- Tax Changes

Changes in the tax laws also may lead to financial
innovation. Where once major changes occurred infrequently,
they are much more frequent now, with major tax legislation

being enacted almost every year. When changes impact the

(]
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after-tax returns on financial instruments, new financial
products, and sometimes processes, emerge in response to
the tax law change.
- Technological Advances

The computer age has brought with it a continual
broadening of applications to the financial services industry
and a lowering in costs per transaction. As with other
industries, technology has had a profound influence.

Electronic funds transfer, automatic teller machines,
point-of-sale terminals, personal computers permitting in-
home financial transactions, and teleccommunication and
have changed dramatically the way financial products and
processes are provided and the way they are priced.
Structurally, costs have been lowered throngh automation,
and technology has reduced the need for bricks and mortar
on the part of financial institutions. Often the accuracy and
speed of a transactions is improved, which increases
customer satisfaction, whether that customer be a depositor,
a corporate borrower, an investor, or a corporate issuer of
stock, Technological advances have provided a fertile field for

financial innovation.
KASHIM IBRAHIM LIBRANK
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o Economic Activity

Finally, changes in the business cycle can prompt
financialinnovation. In a period of economic prosperity, there
is greater incentive to offer new financial products and
processes than there is in a recession. In the former period,
financial institutions are cager to try new ideas in their
ongoing guest for growth. Increases - residential
construction in particular may open up opportunities for new
financial products. In a steep recession, such as that
occurring in 1981-1982, the emphasis tends to shift to risk
reduction. During these times here is an increasing
preference for liquidity. While certain types of financial
innovations are possible with this focus, more will occur in a
period of economic prosperity, all other things staying the
same.  In summary, changes m economic activity change
preferences and the need for funds, which affect the incentive
for financial innovation. Recognize that the level of economic
activity also affects interest rates, which in turn, influence

financial innovation.



2.3 TYPES OF FINANCIAL MARKET (CAPITAL MARKET)

Introduction

The significance of the capital market is that it is an
important source of medium to long-term funds for the
acquisition of fixed assets and the financing of long-term
projects. In addition, the capital market provides a
mechanism through which long term loans and investments
can be liquidated. Specifically, therefore the capital market
performs the following generahzed functions:-

. An efficient allocation of scarce invisible resources

L] The creation of a continuous market (and therefore
liquidity) in quoted securities; and

e The aiding of new financing.

The capital market can be classified into the primary
(i.e. new issues of securities) and secondary (trade in old
issues of stocks) markets. In Nigeria, the primary market is
regulated by the Securities and Exchange Commission (SEC),
while the secondary market is regulated by the Nigerian Stock
Exchange (NSE). The two institutions constitute the main

regulatory bodies of the Nigerian Capital Market.
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Until 1993, when the on-going, deregulation of the
Nigerian capital market commenced, SEC was responsible for
pricing and allotment of new issues while the Quotations
Committee of the NSE approved only issues which will be
listed on the Exchange's Official List. The issuing Houses and
stockbrokers package ssues for governments and public
companies; however, the CBN acts as Issuing [House for
Federal Government Stocks.

Initial issuance of securities on the Primary Market can
take any of the following forms:-

(i)  Offer for Subscription

These are direct issues to public by floating a number
of shares or debenture stocks. The proceeds of issues go to
the issuer, a company, or government to finance expansion
and / or modernization.

(i)  Offer for Sale

A public offer of shares in a company bv existing
sharcholder(s), the proceeds of which go to the sellers of such
shares.  Most of the public offers under the Federal
Government Privatization Programme fall under this category.

The amount realized from the partial or total sale of Federal



Government holdings which were offered for sale went to the
Government via the Technical Commuittee on Privatization and
Commercialization (TCPC), now Burcau for Public
Enterprises (BPL).
(i) Rights Issue

Offer to buy more shares generally made fo existing
sharcholders and sometimes at concessionary prices. Many
quoted companies now use this method to raise additional
capital needed for their operations and so avoid the
excruciating interest rates hitherto charged in the money
market.
(iv) Introduction

Where a company secking quotation already has met
with the Listing Requirements, the exchange may permit its
security to be mtroduced into and listed on the market.
LASACO Ple. and First Aluminum PLC were listed by
introduction because they already had satisfied the Listing

Requirements of the exchange.



The Secondary Market

Operates after the issue has been completed and the
sccurity listed on the Stock Exchange. Secondary markets are
vehicles for providing lLiquidity to investors. In Nigeria,
sccondary market transactions in quoted securities are
carried out by licensed stockbrokers on the six Trading Floors
of the Nigerian Stock Exchange located in Lagos, Kaduna,
Port Harcourt, Kano, Onitsha and Ibadan, Buving and selling
of shares are down bv the brokers on behalf of their
numecrous clients. The transfer of shares ends with the
delivery of certificates to the new buyers. Securities traded
presently include the Federal Government Stocks, Debenture

Stocks, Preference Shares, State and Local Government

Bonds and Equities (ordinary shares of quoted companies).

2.4 CONCEPT OF NIGERIA ECONOMY

The economy of anv nation is made up of all the
productive units that produce goods and services. These
units are many and varied but they all came about as a result
of the needs and wants of the society. But the pattern of

production, especially ownership, is governed by the economic
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system in place. The economice system 1s the framework that
cnables the productive units to operate.

This brings to the fore the question of measuring the
performance of the economic system.

The total flow of all goods and services within a country
1s known as the national income and there are three ways to

measure it.

1. As the total goods and services produced 1 a given
period.
2. As the total incomes carned in a given period.

3. As the total expenditure in a given period.
These methods give a more less same figure which is
then used to determine the direction of the economy and

charts its future course.

The Nigerian economy has experienced a lot of
expansion and contraction over the vears. Prior to the oil era,
the major source of growth was the mereasing output of agric.
exports such as cotton, groundnut, palm produce, rubber and

cocoa. During this agric. era, agricultural production



accounted for more than 40 percent ol the Gross Domestic
Procduct (GDP). From the 1980s however the growth in the
cconomy came from the marketing of crude petroleum.
Nigeria especially benefitted immenselv from the 1973 oil
embargo against the West by OPEVC members during which
oil prices shot t the rooftops.

Thus, by 1979 the mining and quarrying scctor
accounted for about 37.5 percent of the GDP thereby pushing
agric. to the background.

On the whole the Nigerian economy is characterized by
a number of socio-cconomic problems. These problems
include import dependence, week industrial base, dependence
on a single economic sector - oil, regional inequalities,
massive rural - urban migration, inefficient public utilities,
unemployment and under - employment, and the complete
absence of a vibrant middle class. An analysis of all these
problems indicate that most of them are due to structural
characteristics of the economy.

All the above problems notwithstanding, Nigeria® GDP
and hence economy showed some sign of improvement lately.

The GDP for 1996 grew by 3.25 percent as compared to a
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mere 1.3 percent in 1994 and 2.2 percent in 1995, The
growth in 1996 reflected improved production in the vital
sectors of the economy.

Over the years the Federal Government has made
efforts towards charting the course of economy development
of country by the formulation of various development plans.
The objective of these development plans include:

(a)  Stable prices

(b)  Even distribution of income

(c)  Reduction in unemployment

(d)  Indigemization of economic activity

(e)  Balanced development

()  Inecrease in the supply of high level manpower

(g) An increase in per capital income,

Components of GDP

To simplily the measurement of the National Income the
nroductive units of the economy are usually divided into
sectors. A sector conuist of firms or industries producing
similar or related products, These scctors therefore make up

the components of the GDP.



Find below the performance of GDP components for
Nigeria in 1960/61 and 1970/71.

TABLE1 COMPARATIVE PERFORMANCE OF THE
ECONOMY GDP COMPONENTS 1961 AND

1970/71.
Components of GDP 1961-62 1670-72 | Change | Component
Percentage
Charge
1971.70.
1. Agriculture and Forestry 01.6 44.7 16.9 29.9
1.1 Agniculture 48.0 4.1 14.5 0.4
1.2 Lvestock 5.4 3.4 2.4 25.2
| 1.3 Forestry 5.4 3.1 23 2.1
| 1.4 Finishing 1.8 4.2 2.4 325.2
2. Mining and Quarrying 1.8 11.9 10.1 1082.8
2.1 01l B 11.0 10.2 2430.4
2.2 Metalliferous Ores 4 2 .2 122
2.3 Goal .08 005 076 900
2.4 Ouarrying 5 b - 1221
3. Manufacturing and Craft 2.2 7.0 2.3 157.4
3.1 Manufacturing 3.6 0.5 29 519.1
3.2 Crafts 1.6 1.0 -.b 3.5
4. Electricity & Water Supply 0 .50 07 122.2
4.1 Electrieity 4 47 07 104.4
4.2 Water Supply 0.4 = 00 300.0
5. Building and Construction 4.4 5.2 8 110.5
6. Distribution 12.2 (2.2 0.0 78.5
6.1 Marketing Boars -3 o b 3 43.2
| 6.2 Other Distribution 12.5 12.1 -4 72.9

L

A IBRAKp
PN
< 20\
A

éfi- RECEIVED




7. Transport & Commumceation | 5.4 3.3 -2.1 8.8
7.1 Transport 4.9 2.9 -2.0 0.5
7.11 Road Transport ) -1.4 -8
7.12 Railway 1.0 4 -0 -28.1
7.13 Harbours ke .0 .1 92.1
| 7.14 Water Transport N 5 0.0 16.6
[ {a) Inland 75 001 75 77.8
i) Overseas 006 .01 -.05 (4.3
| 7.15 Airport 1 B 0.0 158.3
7.2 Communications - b -2 33.3
7.21 Post and Telegraphs 4 3 -1 22.7
7.22 Broadcasting .08 a1 02 80.0
8. General Government 3.3 7.8 1.5 326.6
9. Education 3.0 3:1 = RO.6
9.1 Government 46 1.4 04 451.9
G.2 Missions Private 1.1 1.1 0.0 84.6
9.3 Universities 1 4 3 571.4
9.4 Others 03 2 AT 1.16.7
10. Health .b 93 o353 178.0
10.1 Government 5 60 16 156.4
10.2 Mission Private % 27 R & 253.1
11. Others < 2.8 & 135.2
TOTAL 100 100 78.8

Source:

Since the late 1960s, agricultural production has shown

a persistent decline as a percentage of the gross domestic

product, GDP, from 62 Percent in 1960 to about 18 percent




in 1979. The decline in agricultural production has been

attributed to the ollowing factors:

(1) The emergence of erude petroleum as a major source of
government revenue.

()  Greater emphasis on manufacturing and other modern
sectors as a strategy for rapid economic growth; and

(111}  The drift to urban areas.

The official policy of import substitution also caused
agricultural exports to collapse, as local demands for raw
materials outstripped the supply whilst food imports
escalated are to the drift of the rural population to the urban
centers in scarch of ‘o1l money’.

Mining Sector

The expansion in the mining sector (especially the oil
sub-sector) has causes a serious distortion within the
cconomy. Consequent upon the ‘monetization’ of huge
revenues, the Government embarked on rapid development
of the infrastructure. However, the growth, development and
expansion of the oil sub-scetor has been exogenously

determined, thereby making the economy vulnerable to
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changes in the world economy. The experience of the past few
vears has brought out clearly the dangers of relying solely on
a single source of revenue for economic growth.

In its efforts to diversity the cconomic base, the
Government is now determined to revive agriculture. Other
major projects like petrochemicals and the liquefied National
Gas. LNG, are also being considered seriously in order to
reduce the country’s over reliance on oil.

It is estimated that Nigeria's gas reserves are in the
region of 3,120 billion cubic meters. Gas experts have agreed
that Nigeria has one of the largest reserves in the world. With
regard to oil reserves the estimate of reserves is 2.400 million
tones. This 1s equivalent to 17,500 milion barrels of crude.
If this is exploited at the rate of 1.3 mbd Nigeria's reserves

would lat of 37 years.

Manufacturing Industry

Manufacturing and Industrial sectors have also been
expanding over the years. The share of these sectors in GDP
increased from about 5 percent in 1960 to about 10 percent

in 1980. This rapid growth observed in the manufacturing



sector 1s due largely to the import substitution policy of the
Government. The led to restrictions on various imports and
consequently there has been a spurt of domestic investments
i manufacturing beginning with consumer goods and inter
mediate goods. Major areas of substantial investment include
breweries, beverage, textiles, toiletries, bakery, sugar and
confectionery and  soft drink  botiling. Investment n
intermediate goods has been mainly on consumer durable
such as vehicle assemblies, metal manufacturers, electronics
and other houschold equipment.

Due to the heavy reliance on imported raw materials
and spare parts, the Government has recently shifted the
emphasis towards the iron and steel industries which should
form the industrial base of the country. To this end, a major
iron and steel project has been completed at Aladja while the
gigantic Ajakuta iron steel works project 1s still vet to be
completed. These two major projects are in addition to the
Inland steel rolling mils located at Katsina, Jos and Oshogbo.
Also in the agro allied industries, investment in tractors,
fertilizers and other agricultural equipment are taking place

in many parts of the country. For example many fertilizer



blending plants have been established and industries that

produce agric. chemicals.

External Trade

Despite some restrictions on international trade, Nigeria
1s basically an open cconomy. There is to a great extent, a
free flow of goods and services. Total imports as at 1981 were
estimated at N12 billion. Breakdown of the imports by end-
use shows that capital goods and raw materials constitute
more than 55 percent of total imports, while consumer goods
constitute the remainder. The growth in the import of capital
goods and raw materials have been necessitated by the huge
investment in the infrastructure and other basic industries
since the beginning of the 1960s.

Total exports as at 1981 for example were estimated at
K10.5 billion, with oil exports constituting nearly 98 percent
of total exports. Agricultural exports were almost non
existent as output is consumed locally. The same situation

still persist today.



In terms of direction of trade, more than 53 percent of
Nigeria's total trade (imports and exports) is carried out with
Western Europe. This is followed by America (33.99 percent),
while trade with other Alrican countries is only 2 percent of

total trade.

Building and Construction Sector

Building covers residential  houses  and  office
developments, while construction refers to public highways,
ports, airports, railways, dams and other related projects.
This sector has recorded rapid growth rising from about 4.8%
of GDP in 1960 to 11% in 1980,

There have been massive investment in this sector since
independence. During the last two decades, the Federal
Government has undertaken and extensive expansion of the
networks of roads linking the North and South on the one
hand and East and West on the other. Also international
highways linking Nigeria and other parts ol Africa have been

constructed.



The growth in external trade in the 70's brought a lot of
pressure on the Government as the port facilities became
inadequate to handle the increased volume of trade. This
made the Federal Government to expand port [acilities,
especially at Apapa and Tin Can Islands, Warrt and Calabar.

Equally important is the growth on air travel, both
domestic and international.  The has also necessitated
investments in both aircraft and airports. Virtually every
major town in the country is now linked by arports. The
growth in urban towns and the quest for education resulted
in increased demand for residential buildings and schools
blocks. Other areas of construction were heavy investments
have taken place in the last decade are railwavs,
communications, water supply electricity and building of

dams.

.

Financial Sector W

The financial sector which embraces banks, imsurance
and other funds mobilizing institutions constitutes the main
engine of growth in the economy. This sector has grown

considerably from 10 percent of gross domestic product 1960
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to about 36 percent in 1979, The growth was made possible

by three principal factors:

(1) The growth in urban centers and the concentration of
population in these areas meant an increase in the
demand for financial services.

(i)  The Government has relied increasingly on the financial
institutions to provide finance to exccute its large
capital investments.

(i)  Corporate organizations are increasingly relying on
banks and other financial institutions to fund their
business activities.

The Nigerian financial sector especially the banking
sub-sector has of late been racked by a lot of erisis. Many
banks had been known to be operating without adequate
capital and has accumulated a mountam debt that can hardly
be recovered. As a result of this, various decrees and agencies
were established from 1988 to check the situation. First the
Nigeria Deposit Insurance Corporation (NDIC) was set up so
as to ensure close supervision of the operations of all the
banks. This followed by the prudential guidelines which

requires banks to shore up their capital bases. Then there

41



was the banks other financial institutions decreed (ROEID)
bank decree which gave more powers to the CBN in its
supervisory rate.  All these measures however proved
inadequate as banks continued to loan recklessly. The
situation reached a state in which several banks were on the
verge of going under the depositors were beginning to panic,
This means that bank runs were in the offing. A bank runs
has catastrophic effect on the entire economy and no
responsible government would allow that to happen.

As a result of above the Abacha government had no
choice but to enact the Failed Banks’ decree with a view to
recovering bank debts and other sundry amounts
fraudulently removed from the bank coffers. Another aim was
to sanitize the system. The operation of the decree is still
going on the some success has been posted with regard to

recoveries.

Structural Adjustment Programme

In the early 1980's Nigeria’s economy was in deep crisis
so much so that by October 1985 the Government had to

declare a state of economy crisis. Factors that let to this



crisis are well known - but include the over reliance on oil
(whose prices in the world market crashed to the lowest in
1980) and the reckless spending of the then ruling civilian
government. The International Monetary Fund (IMF( was
approached to provide succor bu the negotiations were deed
locked.

The IMF laid down a number of conditionalities that the
government was not willing to comply with. In fact, the issue
was thrown to the public for debate and the consensus
turned out that most people were against taking the loan,

As an alternative solution therclfore the government
designed a homegrown program which was thought to be
capable of getting the country out of the woods. This was the
Structural Adjustment Program (SAP) which was launched in
January 1986. This program was meant to produce effective
and more lasting solutions to the basic economic problems of
the nation. The program was also meant to help revamp the
economy - quickly. In short SAP has three objectives:

L. To restructure and diversify the productive base of the
cconomy in order to reduce dependence on the oil

sector and imports.
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To achieve a fiscal and balance of payments viability
over the medium term.

To lay the basis for a sustainable non-inflationary
growth over the medium and long terni.

Several measures were taken or initiated so as to

achicve the above objectives. These include:

The introduction of the Second Tier Foreign FExchange
Market (SFEM) so as to find a realistic value of the
naira.

Promotion of greater use of local raw materials coupled
with the rationalization of imports and excise tariffs,
Rescheduling of Nigeria’s external debts.

Improvement of internal revenue generation and
collection.

All the above led to a stringent package of austerity

measures. For example prices ol both domestic and foreign

consumer goods shot to the rooftops. The resultant suffering

and hardship on Nigeria was such that the stability of the

nation was ﬂll'(‘.:ﬂ(:ll(‘.(l.;Sll'ikt‘h‘ and riots became rampant.

Government had to come out with SAP relief measures so as

to reduce the suffering.
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Review of the Economy

The Nigerian economy has been in a prolonged state of
recession since the turn of the 1980's. A series of ad-hoc
reform measures culminated in the introduction and adoption
of the Structural Adjustment Programme in 1986 by the
Federal Government as an economic recovery strategy. This
was aimed at redressing the series of macro-cconomic
imbalances and structural rigidities confronting the ecconomy
at the time. At the time SAP was introduced, the economy
was in a bad shape characterized by widespread
unemployment, serious balance of payments deficit, import
licensing, inefliciency, rising inflation and sluggish outpnt.
The Structural Adjustment Programme was a beautiful blue
print, designed to correct the distortions in the economy,
promote efficiency and put the economy on a self-sustaining
growth path. The implementation, however, fell far short of
cxpectation. Even where minimal successes were recorded,
concerted efforts were not made to consolidate such gains.
On the whole, the economic deregulation programme helped
to create a more favourable environment toward the

dismantling of administrative controls and a greater
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inclination towards market f(l.l‘(‘(‘.'b}. A number of factors that
militated against successful economic reform include:
(1)  Policy Infidelity

Some of the key policies were not religiously adhered to.
A practical example is the privatization and commercialization
programme.

Up till now, the government has not completed the
programme and has even begun to show signs of ambivalence
toward the entire concept of privatization.

(b}  Unstable Monetary Policy Environment

Monetary Policy Environment has been very unstable
and that has adversely alfected the performance of banks.
The management of monetary policy has been  quite
worrisome, with shock doses administered from time to time.
For example, the liquidity crisis in banks following the
consistent issuance of stabilization sceurities up till1994
contributed to the poor financial condition of many banks.

(c) Macro-Economic Instability/Imbalance

Macro-economic instability has become a disturbing
feature in the management of economyv. The instability has

been created by lack of harmony between monetary and fiscal
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policies. While monetary policy has been contractionary, fiscal
policy has been expansionary up to at least 1994, T able
shows the rising trend of budget delicit which has put
consistent pressure on money supply and price levels over the
vears. Financing fiscal deficits has been identified as the root
cause of excess liquidity in the financial system and which
Issuance  on

has necessitated the banks ol mandatory

stabilization securities to mop up such excess hquidity.

Table 2:

FISCAL DEFICIT (1990-1994)

YEAR 1990 1991 1992 1793 1994
Fiscal Deficit (Nm) | 22,116.1 35,7562 39,5832.5 107,186.0 70.818.5
GDP (N) 90.36 90,30 94,42 99.60 100.98
Deficit /GDP ratio | 8.5 11.0 10,2 154 79

Source:

Generated from CBEN Annual Reports

The table shows that a deficit /GDP ratio of 8.5 percent was

recorded in 1990, 11.0 percent in 1991, 10.2 percent in 1992,

15.4 percent and 7.9 percent in 1993 and 1994 respectively.

The financing of these deficits was mainly through the

banking system, especially the Central Bank. The immediate

implication was sustained injection of huge amounts of money

into the economy, which has resulted in the overshooting of the

targeted growth of money supply.
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Table 3:

MONEY SUPPLY 1990 - 1994

YEAR 1990 : 1991 19092 1903 1094

M1 Narrow Money (Nm) | 37,2337 | 49,3645 79,4005 116,390 7 172.004.7
Percemage Change 44} 2.0 52.8 54.4 47 .8
Targeted Growth for M1 | 13.0 14.0 243 2000 214
(Narrow Money)

N2 (Broad Money) Nm 64.902.7 | B6,152.5 128.517. | 192.358.0 267.759.8

7

Percentage Change 40.4 32.7 49.2 4098 30.1
Targeted Growth for N2 26.8 18.0 14.8

(Broad Money %)

Source:

Generated from CBN Annual Report.

Table 2 displays the tremendous growth in money supply

following the financing of the huge liscal deficits over the years.

Other thorny issues include the poor management of the foreign

exchange market, which at a point created a vawning gap

between the official and the parallel market rates. The latest

policy of ‘guided deregulation’ introduced in 1995 can be said to

have achieved a measure of stability but realistic exchange rate

for the naira is far from being achieved.

The poor capacity utilization and shut downs being

experienced in the real sector, as a result of inereasing difficulty

in obtaining foreign exchange, also proved a stumbling block to

the success of economic relorm.




In the manufacturing scctor for instance, the index of
manufacturing production has been on the decline since 1991
from 178.11n 1991 to 168.5, and 132.8 in 1992, 1993 and 1994
respectively.

A nation-wide survey conducted by the Central Bank of
Nigeria covering 509 manufacturing establishments in 29
industrial groups with response rate of 6 1.3 percent put capacity
utilization in the manufacturing sector at 30.4 percent in 1994,
That is a drop from the 37.2 percent recorded in 1993, The
performances in the mining and eleetricity sub-sectors exhibit
similar epileptic trends.  Even the government sector has not

fared any better.

2.5 BANKING AND THE ECONOMY: THE NEXUS

It is difficult to over-emphasize the importance of banks in
the modern economy or the need for a good working relationship
between banks and other sectors of the cconomy.  This i1s
because of the crucial role of financial intermediation, which
banks play. Adam Smith in the 18" century highlighted the
importance of banks in economic growth when he said, ‘I have

heard it asserted that the trade of the city of Glasgow doubled in
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