TheImpact of Financial Liberalization on Liquidity and

Efficiency of the Nigerian Stock Mar ket

BY

HALIRU YUSUF
M.Sc. /ADMIN/51431/05-06

A THESISSUBMITTED TO THE POSTGRADUATE SCHOOL,
AHMADU BELLO UNIVERSITY, ZARIA

NIGERIA

IN PARTIAL FULFILMENT OF THE REQUIREMENTSFOR THE
AWARD OF MASTER OF SCIENCE DEGREE IN ACCOUNTING AND
FINANCE

DEPARTMENT OF ACCOUNTING
AHMADU BELLO UNIVERSITY, ZARIA

NIGERIA

APRIL 2009



DECLARATION

| declare that the work in the thesis entitlebhé Impact of Financial
Liberalization on Liquidity and Efficiency of the Nigerian Stock Market’
has been performed by me in the Department of Adoog under the

supervision of Mal. Habibu M. S. and Mal. Haruna, A

The information derived from the literature hasrbeely acknowledged in the
text and a list of references provided. This thess not previously presented

for another degree or diploma at any universitynetitution.

HALIRU Yusuf

Name of student Signature Date



CERTIFICATION

This thesis entitled “The Impact of Financial Liakzation on Liquidity and
Efficiency of the Nigerian Stock Market” by HaliNusuf meets the regulations
governing the award of the degree of Master of r&&ein Accounting and
Finance of Ahmadu Bello University, Zaria, and jgpeoved for its contribution

to knowledge and literary presentation.

Mal. Muhammed H. Sabari Date

Chairman, Supervisory Committee

Mal. Awalu Haruna Date

Member, Supervisory committee

Dr. Salisu Mamman Date

Head, Department of Accounting

Prof. S.A. Nkom Date

Dean, postgraduate School i



ACKNOWLEDGEMENT

All Praises be to almighty Allah the lord of the nds. With due respect and
allegiance to his prophet Muhammad (SAW). | humblgh to recognize
Allah’s blessing on me to this stage of my acadqmicuit.

| am grateful to my supervisors Mal. Muhammad Hababari and Mal.
Awalu Haruna who have been my source of inspiratwaughout the duration
of this thesis. “Jazakummullahu Khair”. | will likie use medium to thank my
father Mallam Haliru Sani who has proved his sttengn my academic
pursuits. | will never forget you my mother, Hajilgabiatu Ahmad for parental

care and prayers on my success in life. You areddan excellent mother.

Not to forget the supporters of my financial strignsg my able brothers, Jamilu
Haliru and Umaru Haliru. May Allah reward you wilannah. Let me quickly
remember my Teachers and Friends both in the asas@nd outside such as
Dr. Sabo Bello, Ahmad Bello (MSc. Coordinator), Maiguwa (M.S. Tljjani)
Bagudo, Kargi, Shehu Abdulkadir (Jazuli), , Sadjyydris Saminu, Hafsat
(Jos), all Department of Accounting and Businessniistration Friends, |
thank you all. To precisely thank Jamilu Mandiya frovider of data utilized
for the study in NSE Kaduna. Jazaka Rahmdn. sisters Asabe, Jamila,
Wasila, Hassana, Bilkisu, Farida, Nafisa, safiyyand brothers lbrahim,
Zubairu and Salisu and other sons and Dauhgter$-kkima, Sani, Hafsat, Rabi
and abdulmalik.

Not to forget MAZZAJE in person of Ibrahim Muhammbiésir (NNPC) and
others for yoursupport towards this work. Finally, | will like to thankll my

family members for their support towards my edws@l career.



TABLE OF CONTENTS Page
Title Page------nmmomm e oo oo oo
Declaration------ e i
CertifiCation------=mmmm oo il
DediCatiON=---====mm == mm e m e iii
AcKNOWIedgemMENtS-----m-mmmmmmmmm e e e e e e v
ADStraCt------m oo v

CONE NS oo Vi-vil
CHAPTER ONE: INTRODUCTION

1.1  Background to the Study--------=-==-mmmm oo 1-4
1.2  Statement of the Problem---------=-=-=-m-m e 4-5
1.3  Objectives of the Study-------=-=======mm e 6-6
1.4 Research HypotheSes-------m-mmmmmmm e oo e 6-7
1.5 Significance of the Study--------=-=======-mmmms 7-8
1.6  Scope of the Study--------=-=-mmmm e e 8-8
CHAPTER TWO: LITERATURE REVIEW

2.1 INtrodUCt ON-=-=—m == e e e 9-9
2.2 Nature of Financial Liberalization---------——-=-=----=-=-m-mmmmmmm oo 9-15
2.3  An Overview of the Nigerian Experience With @alpMarket Reforms------- 16-34
2.4  Measures of Capital Market Development: Ligyidind Efficiency------------ 34-37

2.5 Empirical Literature on Stock Market Liberatipa: Liquidity and Efficiency-38--45

2.6  The Theoretical Underpinnings of Financial kd&ation Programmes--------- 46-49

2.7  SUumMMary----=-====-======m=smmmmmumuox

Vi



CHAPTER THREE: RESEARCH METHODOLOGY

3.1
3.2
3.3
3.4
3.4
3.5
3.6

3.7

INtrodUCtiION--==~====m==m=mm = e 51-51
Research Designs-------====ssmnmom e e e ee 51-51
Population Design =-=-=======mmemmmem e e e e e e 51-52
Sample Size and Sampling Technique-------———----==-==-=-==-me-memmmmee- 52-52
Methods of Data Collection------=-========mmmmmm e 52-52
Techniques of Data AnalysiS-----==========mmmmmmmm oo 52-53
Justification of the Methods and Techniques—------------=-=-=-=-memememu-e- 53-53
Summary - = oo 54-54

CHAPTER FOUR: DATA PRESENTATION, ANALYSISAND INTERPRETATION

4.1

4.2

4.3
4.4

4.6

INtrodUCti ON-=-=-m == 55-55
Trend Analysis of Liquidity and Efficiency dfé NigerianStock Market for the

Period Under Study---------=====mmm e oo 55-63
Hypotheses Testing-------========s=smemem e 63-65
Discussions of ResultS--------=-=----=mmmm oo 65-67
Chapter SUMMArY --------mm e oo 67-67

CHAPTER FIVE: SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

5.1
5.2
5.3
5.4

Summary of Major Findings-------===-=========mmmmm oo 68-69
Limitations of the Study--------========== oo 69-70
CONCIUSIONS === === oo 70-71
RECOMMENAALIONS----- === o oo 71-73
Bibliograpy-=-=====nnmm e e e 73-91
Appendices e A i A I 92-97

vii



ABSTRACT

The Nigerian stock market has been liberalized #95Lin order to enhance the
liquidity and efficiency of the market. The view d&beralizing the market is in
conformity with the liberalists who argue that fitgal liberalization eradicates
condition of financial repression in the financggctor and in turn makes the sector
stand a better chance to grow and develop to ajedevels than otherwise. The
objective of this study, therefore, is to find outether or not financial liberalization
has any significant impact on the liquidity andi@éncy of the market in sustaining
economic growth. Data were collected through seapndources from the Securities
and Exchange Commision’s data bank and annual diaarstatements and the
Nigerian Stock Exchange annual financial statesxamong others. Using paired t-
test to analyse the data for twenty years; from6i28@05, the study found that
financial liberalization has significant positiveapact on the liquidity and efficiency
of the Nigerian stock market. The study, among rothags, recommended that the
liquidity, and by extension efficiency of the Niger stock market should be
enhanced through encouragement of the effectiiecipation of financial institutions
in the market. Furthermore, the study recommendatithe participating institutions,
like Banks and individual investors, in the marlgtould comply with basic
macroeconomic policies, like fiscal policy and miamg policy, in order to make the

market robust and performance driven.
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CHAPTER ONE

INTRODUCTION

1.1 Background tothe Study

In promoting economic growth, a key factor is séebhe a healthy development of a
nation’s financial sector, which in turn improvéee tprivate sector’'s access to bank
credit, equity capital, payments and risk managérservices. Before 1986, there was
extensive government control of the Nigerian finahsystem. For instance, ceilings
were imposed on bank interest rates; credit wasatéd by administrative decisions
rather than market criteria; and inflows of foreigapital were strictly controlled. By
1986, the government decided to liberalize thenfoma system in a gradual process in
order to improve its efficiency and liquidity. Monenarket liberalization commenced
in 1987, with freeing interest rate, and the liieedion of the capital market

commenced as late as 1995 (Bakaert and Harvey, 200(Kim and Singal, 2000).

Financial liberalization of stock market is viewgdm two different classes: internal
and external liberalization. Chandrasekhar (2004t@ined internal stock market
liberalization as “the easing of conditions for tparticipation of both firms and
individual investors in the stock market by dilgfiror doing away with listing
conditions, by providing freedom in pricing of nessues, by permitting greater
freedoms to intermediaries, such as brokers, angelaxing conditions with regards
to borrowing against shares and investing borrofedls in the market”. Henry

(2000:4) on the other hand, viewed external stoakket liberalization “as a decision



by a country’s government to allow foreigners taghase shares in that country’s

stock market”.

There exist two schools of thought on stock maliketralization: the liberalists and
the conservatives. Liberalists are the supportefimancial liberalization who believe
that stock market liberalization in developing coigs is equivalent to an Initial
Public Offering (IPO) (Martell and Stulz, 2003) whi boosts acess to capital and
allows for convergence of cost of capital betweesvetbped and developing
countries. While conservatives believe that theeesaveral conditions (such as strong
institutions for monetary policy and exchange ramagement pre-liberalization) not
met by most of developing countries which are nemgsto ensure the success of full
liberalization, in such economies it may lead tcstdbilization characterized by

chronic phases of growth and capital flight .

Many studies, for instance in Spain, Portugalylt&8elgium, Nertherlands, France,
Austria and United Kingdom amongst others, ( seesp2003; Levine and Zervos,
1998; Stepleton and Subrahmanyan, 1997, Errunza lasd|, 1985; Eun and
Janakiramanan, 1986; Alexander, Eun, and Janakimamal987; Bekaert and
Harvey, 2000; Stulz, 1999a and 1999b; Wunnava.ef@07) have shown that there
are many benefits for governments that liberalitesir stock markets. Such benefits
include; reduction in cost of equity capital (thgbuintegration of segmented markets,
and integration is said to be achieved when glalsakts of identical risk command
the same expected return regardless of where thmeytraded), capital gains

appreciation, increase in investment, higher ecoaagnowth, and increase stock



market liquidity and efficiency (Jain-Chandra, 2ROBy increase in investment, it
means that investors were able to effectively parge the capital market by investing

much of their funds in the traded securities.

However, in Sub- Saharan Africa, it appears thatdapital market did not enjoy the
patronage of many interested participants in respao those expected gains because
of the extensive government control in the finahsistem. Thus, the performance of
many developing countries’ stock markets, until thel-1980s, generally suffered
from the classical defects of bank dominated ecoe®raggravated by shortage of
equity capital, lack of liquidity of the stock matls, absence of foreign institutional

investors, and lack of investor confidence in ttoels market (Agarwal, 1997).

The issue of market size and its efficiency are atsportant as regard to financial
liberalization. It is expected that liberalizatisrould lead to an improvement in the
guality and quantity of information available to nket participants which invariably
should enhance pricing by the market as per thergingge Market Hypothesis (EMH).
The EMH is based on the assumption that at anyngiwee, prices of stocks fully
reflect all the available information related t@mi According to this, a stock market
Is seen as a more efficient if market relevant nmi@tion is incorporated into assets

prices.

Furthermore, the level of market liquidity and eiiéincy as a result of liberalization of
financial system appear different from one courttvyythe other. For instance in
Nigeria, Emenuga (1998) in assessing the liquiggyformance of Nigerian stock

market found a turnover ratio, a measure of theevaf shares traded relative to total



market capitalization, to be 2% in 1996. The rasicas high as 10% in Bostwana,
7.6% in Zimbabwe and 4.6% in Mauritius. The reafamthe variation in the latter

countries has been attributed to the open doostment policy.

This study aims at evaluating the Nigerian StockKkdts financial reform policies in

an attempt to enhencing its liquidity and efficignc

1.2 Statement of the Problem

Nigerian stock market has been liberalized in 1806rder to enhance the liquidity
and efficiency of the market. This is on the grouhdt liquid equity market allows
savers to sell their shares easily if they so deshrereby making shares relatively
more attractive investments. The view of liberalizthe market is in conformity with
the liberalists who argue that financial liberaliaa eradicates condition of financial
repression in the financial sector and in turn nsake sector stands a better chance to
grow and develop to appreciable levels than otterwHowever in the literature,
there exists another conflicting view by the comatves that financial liberalization
as a strategy can only bring about veritable divildo developed and stable
economies. They assert that for liberalizationyteld desired outcomes, certain
conditions must be fulfilled; such as macroeconosiability, fiscal discipline and
matured tax system, amongst others. According émiheven if the conditions are
fulfilled, instead of liberalization to stimulatec@omic growth by means of liquid
market, it ends up hurting economic developmentdmjucing investor commitment

and incentives of stock owners to exert corporatetrol through monitoring the



performance of managers and firms, and the ovesatcome being eventual

inefficiency.

As there is no unanimous agreement in the liteeatoncerning the outcome of
liberalization and also considering the maturitgtiss of the Nigerian stock market,
and the conditions argued by conservatives, engbiggaluation of Nigerian stock
market to determine its liquidity and efficiencycbenes imperative. In this regard; the
post liberalization situation and the Nigerian talpimarket raised the following

guestions:

1. Has the financial sector reform led to an alteratio the way in which the
capital market functions or operates?

2. Has the Nigerian capital market acquired more tlduiand efficiency in post-
liberalization era as different from the pre-lideration era?

3. What factors are significant in enhancing both ligeidity and efficiency of

the capital market?

1.3 Objectiveof the Study

1. To evaluate whether or not financial liberalizatioas any significant impact
on the liquidity and efficiency of the Nigerian sko market in sustaining

economic growth.
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To examine the factors significant for enhancingthbohe liquidy and

efficiency of the capital market.

Do a trend analysis to observe the liquidity anficieincy behaviour of the

Nigerian capital market, pre and post liberalizatio

Resear ch Hypotheses

The following research hypotheses have been fomedilan order to establish an

empirical ground:

Hypothesis One

Hol:

Financial liberalization has no significant impagn the liquidity of the

Nigerian stock market.

H.: Financial liberalization has significant impact the liquidity of the Nigerian
stock market.

Hypothesis Two

Ho: Financial liberalization has no significant impamt the efficiency of the
Nigerian stock market.

H,:  Financial liberalization has significant impact tve efficiency of the Nigerian

stock market.



1.5 Significance of the Study

The study will add valuable knowledge to the erigtiiterature in Nigeria. Our
analysis contributes to the literature in two walgst, using robust econometric
procedure, it examines the case for financial &beation in Nigeria. Second, it
provides evidence on the implication of unfettecegital flows on the development
needs of Nigeria which has been successful incdittigaforeign capital as a result of
liberalization efforts. The study is relevant bessauhe twin policy target of capital
flow attraction and liberalization have been théegnal preoccupation of various
governments of Nigeria since the International Mane Fund (IMF) influenced
structural adjustment programme of 1986. Issuesapital flows as well as stock
market liberalization are of course not only of mmmic interest, but also clearly of
serious policy concern.

In addition, transitions of financial markets aseault of liberalization have induced
many changes that affect the intermediation rol¢heffinancial system. The most
fundamental change is that of financial structumegsponse to competitive pressures
and financial deregulation. Increasing globalaatbf the world's financial markets
will continue to exert pressure on the need foaricial sector efficiency. At the same
time, the large scale transactions will increaseithportance of markets’ reactions
and expectations. As such, the seeming conflictvéen financial efficiency and

macroeconomic stability should continue to generegearch interest.



1.6  Scope of the Study

The study attempts to look at the impact of finekkseralization on the liquidity and
efficiency of the Nigerian stock market for the ipds of twenty years, ranging from
1986 to 2005. As there are many ways of lookingjcatidity and efficiency in the
stock market, liquidity is measured based on thieies of shares traded and market
capitalization and efficiency is measured basethemumber of listed securities and

stock broking firms. The study also focuses oninibernal stock market liberalization.



CHAPTER TWO
LITERATURE REVIEW

21 INTRODUCTION

This chapter attempts to shade more light on thereaof financial liberalization in
Europe, Asia and Sub-saharan Africa. Also, detdNegkrian experience with capital
market reforms, measures of capital market devedmprand empirical literature on
financial liberalization with particular referend® liquidity and efficiency are
presented. Finally, the conceptual framework oncWwhihe study is based is also

stated.

2.2 NATURE OF FINANCIAL LIBERALIZATION

Financial liberalization refers to measures diréctat diluting or dismantling
regulatory control over the institutional structumstructions and activities of agents
in different segments of the financial sector (Gh@2005)). These measures can
relate to internal or external regulations. Accogdto Chandrasekar, (2004iternal
financial liberalization typically includes some or all dfet following measures, to

varying degrees:

The reduction or removal of control on the interagés or rates of return charged by

financial agents.

The withdrawal of the state from the activity ohdncial intermediation with the

conversion of the “development banks” into convamail banks and the privatization



of the publically owned banks, on the grounds thatr presence is not conducive to

the dominance of market signals in the allocatiboapital.

The easing of conditions for the participaion oftbfirms and individual investors in
the stock market by diluting or doing away withtihg conditions, by providing
freedom in pricing of new issues, by permittingajes freedoms to intermediaries,
such as brokers, and by relaxing conditions withard to borrowing against shares

and investing borrowed funds in the market.

The reduction in controls over the investments ttaat be undertaken by financial
agents and, specifically, the breaking down theifi€se wall” between banking and
non-banking activities. Most regulated financiasteyns sought to keep separate the
different segments of the financial sector suchcasmercial banking, merchant

banking, the mutual fund business and insurance.

The expansion of the sources from and instrumdémsigh which firms or financial
agents can access funds. This leads to the patler of instruments such as
commercial paper and certificates of deposits $simethe domestic market and
allows for offshore secondary market products saeADRs (American Depository
Receipts-the floating of primary issues in the Bdistates market by firms not based

in the United States) or GDRs (Global Depositorgéiets).



The liberalization of the rules governing the kirmdginancial instruments that can be

issued and acquired in the system.

External financialliberalization usually involves changes in the heage control

regime. Full convertibility for current- accountamrsactions accompanying trade
liberalization have been either prior or simultameoreforms, which are then
complemented with varying degree of convertibitity the capital account. It covers

the following:

Measures that allow foreign residents to domestianicial assets, either in the form
of debt or equity. This can be associated with tgrereedom for domestic firms to
undertake external commercial borrowing, often wuthgovernment guarantee or

even supervision.

Measures which allow domestic residents to holekigpr financial assets. This is
typically seen as a more drastic degree of libea#ibn, since it eases the possibility

of capital flight by domestic residents in periad<rises.

Measures that allow foreign currency assets todbe énd traded within the domestic
economy (the “dollarization” of acounts). This letmost extreme form of external
financial liberalization, which has been implemehtenly in very few countries

(Chandrasekar, 2004).

Many countries around the world have implementearfcial liberalization for the

past two decates. For instance European and Asiantries like Argentina, Brazil,



Chile, Columbia, India, Korea, Malayasia, Mexic@iwan and Thailand liberalized
their stock markets in November, 1989; March, 1988y 1987; December, 1991,
June, 1986; June, 1987; February,1987; May 1989, M&86 and January, 1988
respectively. Different forms of reforms had beaken place in these countries like in
Thailand, investment in foreign securities wereowattd, import bans lifted and
exchange controls eased. Similarly Philippines 986l signed debt rescheduling of

$2.9 billion, import restrictions lifted and talkpen with IMF (Henry, 2000).

Another significant reform in many countries, espkgin Latin America and Eastern
Europe, was the shift from public public pay-as-gmupension systems to privately
managed funded systems. Chile was the first couatipmplement this type of reform
in 1988 and several countries adopted similar systduring the 1990s. Structural
pension reforms were expected to improve macroaonanstability, by reducing the
demographic pressures of pay-as-you-go systemsnaiding fiscal reform during
the transition, reduce labor market distortiongrease savings and reduce political
interference in the system (World Bank (1994), Btdoh (1998), Orszag and Stiglitz
(2001), Feldstein and Liebman (2002)). Pensionrnefovas also seen as conducive
for capital market development. As reviewed by Walknd Lefort (2002), pension
reform may foster the development of domestic ehpriiarkets through three main
channels: by inducing authorities to improve thgutatory framework (accumulating
“institutional capital”), increasing specializatian the investment decision-making

process, and improving incentives for financialanation.



In Africa, financiancial liberalization played agsificant role in different areas of
economic growth and development, particularly iockt markets. The analysis of
Yarty and Adjasi (2007) shows that stock marketseh@ontributed to the financing of
the growth of large corporation in certain Africaountries. In Ghana, the stock
market financed about 12% of total asset growtlistéd companies between 1995-
2002 (Yarty and Adjasi, 2007). In South africapligies accounted for 61% total
financing and retained earnings and external egtfimanced 21% and 18%,
respectively of total assets growth between 199832 len and Singh, 2003). In
Zimbabwe, external finance contributed 75.4% ofltdtnds and internal finance
provided the remaining 24.6% between 1999-1999.iti¥dinancing was the most
important source of long term finance at 7.8%. Ltgrgn bank loans and bonds were
each a very minor component of total external fawag (Mutenheri and Green, 2003).
Globally, Glen and Singh (2003) find that liab@i accounted for 49% of total equity
financing over the period 1996-2000. Of the remmagni51%, internal equity
represented 29%, with external equity represer@2ip. Glen and Singh (2003) also
found substantial differences in the pattern acembsnced and developing countries
and across individual countries. They find that tise of liability to finance growth
was much lower in emerging markets group, with tfbater level offset by higher

levels of both internal and external equity finanggi

New Keynesian economists also challenged the pnesoms of the financial
liberalization thesis (Burkett and Dutt, 1990-9kyfiz, 1995). The clearest attempt at
a rebuttal of the financial liberalization thesame from Akyuz’'s (1995) three-sector

model, which differentiated among households, peivéirms and government.



According to that model, the high interest ratedilméralized finance would benefit

deposit-holding households (rentiers), who are ftosavers than firms. However, the
higher cost of debt would compromise firm’s prafit$e private saving rate would
fall because high-saving firms would face lower figsp while low-saving rentiers

would receive a larger proportion of total incorReblic savings would also contract
as government revenue was compromised by lowes tardanterest income (as part
of liberalization measures), while higher intengayments on government debt would

increase spending by private firms.

Thus, while the model accepted the McKinnon-Sha@78) presumption that an
increase in deposits rates (and other liberalinaneeasures) would increase the
financialization of savings (financial deepening)ch measures were also expected to
lower private savings (because of the shift in meofrom firms to rentiers) and
government saving (because of lower tax revenudshagher interest payments on
debt). In effect, financial liberalization wouldcirease financial savings but lower

overall national savings.

The most thorough repudiation of the financial ddeation thesis, however, comes
from a contribution to the debate on finance andebtigment that preceded the
propositions of McKinnon (1973) or shaw (1973). sadrenkron (1962) argued that in
the less-developed (the backward) economies,ahkihg system would not have the
capacity to mobilize the resources necessary faudr@conomic transformation. Such
a task would require institutional arrangements obpely the banking sector. In

Gerschenkron’s world, financial liberalization wdulalso be secondary to the



challenge of initiating rapid and sustained growdr the majority of African

economies.

Gerschenkron (1962), arrived at this conclusionjibgtaposing the needs of less-
developed economies against the potentialitiee@banking system. In his view, ‘the
most backward economies face not a large defi@acocumulated capital but also large
technological and institutional gaps, as well ashartage of enterpreneural talent’
(Gerschenkron, 1962: 16). In this environment, ltheking system would not only be
unable to mobilize a sufficient magnitude of reseufbecause of both limited savings
potential and insufficient trust in the banking teys) but would also be unable to
provide the co-requisites of technology transfet enterprenuership’ (Gerschenkron,

1962: 19-20).

These circumstances typically mandated the usesmécial institutional factor’ to
mobilize the additional resources and technology vasll as reliance on
enterpreneurial guidance (Gerschenkron, 1962).vActjovernment involvement in
the industrialization process, including savingsoitimation (as in the case of Russia
and Hungary), were identified as examples of suebessary special institutional

arrangements.

23 AN OVERVIEW OF THE NIGERIAN EXPERIENCE WITH CAPITAL

MARKET REFORMS

Before 1986, the number of securities (equity aoiid) issues on the market were 23

because there was inadeqgate number of listed firrtiee market (Nnanna, 2005). The



number of issues on the market have continuedutctuate over the 1986-2005
periods. In 1994, 28 issues were made and thereavgharp rise to 40 issues in 1996
as the inflow of foreign portfolio investment inesed and two new Unit Trust
schemes were launched. Since 1996, the numberssafes have fallen sharply to
stand at only 17 in 1998. It is notable that mestent new issues represent capital
increase by firms already quoted on the exchandetare is relatively high activity
in terms of Initial Public Offerings (IPOs) ((Nnaarn2005) However, with the recent
consolidation exercise in the banking sector thet@gh improvement in the number
of the new issues in the capital market especiaijthe banks that issued IPOs to

meet the recapitalization requirement.

Although the number of new issues has been snhallvalues of new issues have
grown over the years, increasing from a mere NOIBi®n in 1986 to N7.1 billion in
1995, and from N22 billion in 1996 to N227.4 biflian 2004. (NSE Annual Report &
Account, 2004). In terms of the mode of issue, thalue of new offers for
subscription has grown from only N22.3 million i896 to N13.9 billion in 1998 with
direct sales representing 90% of new issues in E3fBstood at N120.8 billion in
2004 Rights issues are next in popularity due peshia the low cost associated with

this mode of issue.

According to Aderibigbe (2004), the market for damdtruments has been dull and
inactive compared to the market for equities. Newahture issues have been small in
both number and value and are little used as sswteorporate finance. Recently

new issues have improved on through foreign lisind merger & acquisition.



An in-depth analysis of the Nigerian Stock Exchangjeclearly show the prominent
role the Exchange ought to play in the structurd davelopment of the Nigerian
economy. Having been in operation for more tham fircades the Exchange can be
said to have existed long enough to permit an assa# of its performance. This task

has been undertaken by various scholars in the past

According to McArthur and Loveridge (1972), a stamkchange market is a highly
organized market wherexisting securitiesare bought and sold. Securities include;
shares debenture bonds, which have been issuedrmpanies, government, and
public corporation, local authorities as a meansagfing necessary finance for their
operation. Despite the fact that a stock exchasg#ten termed as a market place, it
is not possible for persons other than memberseExchnage to work on the floor of
the Exchange. Consequently if one desires to bisglbshares, then business must be

transacted throughlaroker,belonging to the particular exchange.

According to Alile and Anao (1986), the Stock Exaba in Nigeria is also an organ
within the capital market and the capital marketars organ within the financial
system. The Nigerian Stock Exchange is the primeraimnal institution in the
nation’s capital market. It is the hallmark of ttepital market and often referred to as
the barometer of an economy. Just like any othgitution of the capital market, the
Nigerian Stock Exchange performs several vital fiums which affect the level of
income, prices and employment within the economythir special role in creating
money and liquidity, the capital markets (espegidie NSE) are indispensable to the

nation’s economic system. In fact, economic groank capital market development



go hand in hand and the growth phenomenon anditic& exchange market are not

mutually exclusive at any stage in the developrpeotess.

2.3.1 The Nigerian Stock Exchange: The Reforms

According to Alile and Anao (1986), the earlier tttmane can reasonably go to find
some critical incidents leading to the establishimegna stock exchange market in
Nigeria is 1946, when the colonial government tipeomulgated the ten year plan
local loan ordinance. In the late 1950’s when iswacoming certain that Nigeria was
going to become an independent state, coupled thigh growth in commercial
activities at that time, the need for a stock maikecame imperative. During this
period, deliberation and discussions were heldiwitiie academic and business circle
about the desirability of an organized financialrke& in Nigeria. As a result of this
new development, the federal minister of commerod adustry appointed a
committee (called Barback's committee) to lookoirthe need and feasibility of
establishing a stock exchange market. The repoth&yommittee was published in
1959 and recommended the following amongst othées.creation of securities for
dealing in shares, the establishment of rules eding transfer of listed securities and
the measures to encourage savings and issue afitescof government and other

organizations (Alile and Anao, 1986)

The favourable report of the Barback's committed te the registration of the
business: the Lagos Stocks Exchange on Septemb&B@8. It was incorporated as a

non- profit corporation under the Nigerian Companmginance limited by guarantee.



It was further strengthened by the Lagos Stock Brgk Act 1961. It commenced

operations on June 5, 1961 from the central ban#ibg.

The Lagos Stock Exchange is the first stock exceang/Vest Africa and the sixth in
the continent of Africa. At the inception of tradimn 1961 the stock exchange had
only 19 securities listed for trading. In 2005 #haevere 283 securities listed on the
exchange, made up of 17 government stock, 52 indusibans (debenture,
preference) stocks and 214 equity/ ordinary share®mpanies. With a total market
capitalization of N 2.1 trillion, many of the liste companies have
foreign/multinational affiliations and represent caoss section of the economy,

ranging from agriculture through manufacturing éovices (NSE Fact Book, 2005).

Trading on the Lagos stock exchange during eardy yes however extremely poor
because of the low rate of capital formation at tinge, the predominant lack of
awareness of the mechanics of stock exchange tt@oss, poor communication and

all market activities were concentrated in the Lsagrea (Odife, 1980).

The need to promote growth in the stock marketviégtand the overall economic
growth and development has engaged the attentigowdrnment. Various measures
have indeed been taken in that direction. Governmmade some relevant legislation
then, which includes: the Income Tax ManagementdFAot 1961, the National
Provident Fund Act 1961, the Trustee Investment@ct962 and the Insurance Act

1976 (Odife, 1980).

More legislations were enacted in recent timesuide)the Nigerian Stock Exchange

market transactions. These are: companies anddAMiatter Act of 1990, Trustees



Investment Act of 1990, Nigerian Investment PromotCommission Acts of 1995,
Foreign Exchange Monitoring (Miscellaneous ProvisijoActs 0f1995, Investment &
Securities Act of 1999, and the Pension Act 200difi) 1980). The effect of all these
legislations was to generate an increase in thgitges of the Exchange by either
creating a market designated or approved type airgees or compelling individual

or institutions to patronize the stock market.

Another major development that has significant iotfan the growth of the Exchange
IS government action in enacting the first Nigeriamerprise Promotion Act in 1972,
which obliged specified alien enterprises to indige part of their ownership. Within
three years of its enactment, 20 new companiesenied on the Exchange. The
rejuvenated 1977 Act brought more companies into rfarket and consequently,
more listings were recorded on the Exchange insysabsequent to its introduction,

thus deepening the market.

On the April 5, 1976, the federal government inaates a financial system review
committee to study the structure and operationth@fnation’s financial system and
make recommendation. The committee recommended @nuther things, the
decentralization of the exchange so as to bringltheefit of the capital market
operations nearer to a greater section of the cgartitizenry and thus enhance the
performance of the exchange. The commission prapase& means of achieving such
decentralisation that exchange embarks on a progfasstablishing provincial stock
exchange, which would eventually cover the wholentg. These exchanges would

be autonomous but would have similar listing reguients. In event government



accepted the principle of decentralization but dpter a national stock exchange,

which has branches in different parts of the coufreago, 1990).

In order to make it national the Lagos stock exgea(LSE) was changed to the
Nigerian Stock Exchange (NSE) in December 1977 wih branches, which in 2005
it has increased to eight branches. Along this wdiai of the stock exchange in
Nigeria is the development of the respective ragwaorgan known as the Security
and Exchange Commission (SEC). the Apex reguldiody of Nigeria capital market
but was not always so termed. The functions ofcttramission among others include

regulatory, registration, rule making, timing odu® review of accounts and so on.

2.3.2 The Nigerian Stock Exchange: Second-Tier Securities Market and

Structural  Adjustment Programme

On April 30,1985, another major development took place on ttehange: the
Second-Tier Securities Market (SSM) was launchdte &stablishment of the SSM
was to attract smaller companies to the marketchvhitherto could not meet the
more stringent listing conditions of the First-Traarket. The need also arise in other
to turn small and medium sized companies into ligso This market is patterned

after the unlisted securities market (USM) in thated Kingdom.

The implementation of the Structural Adjustmentd?aon of the privatization and
commercialization decree of 1988, which aired #&bnalization of the public sector
through divestment of government holdings couplé&t deregulation of interest rates

and foreign exchange made many private investopatmnize the market to source



funds as bank leading became relatively more expenshus in the post — SAP, the
market became a truly capitalist instrument for itimibhg and allocating capital funds
in the process of wealth creation rather than ashécle for wealth distribution, as the

pre — SAP activities tended to portray (Alile andaf, 1986).

2.3.3 The Nigerian Stock Exchange: Current Development

In recent times phenomenal changes have taken ptatiee Exchange. These were in
attempt to match the excellent performance of sstmek exchange like the New
York Stock Exchange, London Stock Exchange andéh@nnesburg stock exchange.
Notably in line with the SAP policies, the Nigeriaapital market was deregulated on
January 27, 1993he following year (1994) the Exchange introdueedtess code for
Authorized clerks and unauthorized clerks. Alsdhe same year the stock exchange

gift shop and visitors gallery was open. (NSE F&dsk, 2004).

The stock exchange maintains an All-Share Indemédated in January 198Only
common stocks (ordinary shares) are included irctmputation of the index. It is a
barometer designed to measure the movement in ghaces of quoted/listed
companies. The index reached the 1,000 mark in {8Bala,1998), and crotches the

9,000 mark in year 2000. In the year 2005 it wa33348.

Another important development on the exchange & d¢bmputerization of the
exchange. With the aid Reuters, internet and coenputthe Central Securities
Clearing System (CSCS) established in 1992 as sidiaby of the Nigerian stock

exchange, has reduced the clearing peridd+d3 days(Trading days plus three other



days for clearing to be effected). This was form@rk 14 days. Though incorporated

in 1992 the CSCS commenced operation on April 2971

2.3.4 Thelnternationalization Process of The Nigerian Stock Exchange

Internationalisatiorof the Exchange is another recent development. @aly 15,
1995, the federal government abrogates the Exch@aogérol Act 1989, effectively
internationalizing the Nigerian capital market. yYJ@1 the same year (1995) the
federal government promulgates the Nigerian InvestmPromotion Commission
Decree No0.16 and the Foreign Exchange (Monitorimg) leliscellaneous Provisions)
Decree No.17, in furtherance of the opening of Khgerian capital market to the
international community. Hence, foreigners can nparticipate in the Nigerian
market both as operators and investors. Also tla@eeno limits anymore to the
percentage of foreign holdings in any company tegesl in Nigeria. Ahead of this
development, the NSE had since June 2, 1987, liniedith the Reuters electronic
contributor system for online global disseminatminstock market information like
trading statistics, All-Share Index, company inuestt ratios and company news
(financial statements and corporate actions). Invedadber 1996, the exchange
launched its Internet system (CAPNET) as one of itlieastructural support for
meeting the challenges of internationalization authieving an enhanced service

delivery (NSE Facts Book, 2004).

In April 27, 1999, another remarkable transitiorcurced on the Exchange. The call
over system was replaced with the Automated Tradpgtem (ATS), with dealers

trading through network of computers connected seraer. The ATS has facility for



remote trading and surveillance. Other recent chang the exchange is the
introduction of the E-Bonus, this help in dematier&ion of bonus shares. Also the
exchange in 2004 sustained its investor educatidgiative with the organization of
International Investment Roads Shows and Natiosahiz Competition for Secondary

Schools and Tertiary institutions.

There was also the introduction of the Trade Ailer2004 in collaboration with the
CSCS. This helps to notify subscribing investorsrahsaction in their accounts in the
depository. The Nigerian stock exchange admit M/super sports to it daily official
list in November 19, 1999 as its first cross-bortesting. M/ net Super Sport has
primary listing on the Johannesburg stock exchaAgether addition to the official
list is the 150 billion naira *1 Federal Government Bond. Following the listing of
Tourist Company of Nigeria plc, the exchange craaew sub-sector in the equity
section of the Daily Official List - Hotel and Tasm. This brought to 27 the number

of sub-sectors on the exchange (NSE Fact Book,)2005

According to Okereke (2004), coupled with the reedveffort by government at
pursuing the privatisation program in 2004, theeleof activities on the exchange
increased tremendously. In addition, the federalegument renewed initiative
through the National Economic Empowerment and Dmueakent Strategy (NEEDS)
to transform the Nigeria economy boost the turnawethe exchange. There is also
improvement in listing with the central bank diiget to banks on minimum
shareholders’ funds. The recent consolidation ie timancial sector has placed

enormous responsibility on the exchange. This hss eompelled many banks to



approach the stock market for additional fundind hance increased performance of

the exchange.

A lot of studies have been undertaken in an attémpssess evaluate or appraise the
performance of the NSE over the years of it existeloy various scholars. A general
assessment of the performance of the NSE market 11886 to 2005 indicates that
the market has experience remarkable progress.ti@aharket has grown in size and
diversity of instruments offered is beyond dispui® continuing growth is essential to
development. It is also a reflection of the Nigergtage of economic development

(Onosode, 1998).

2.3.5 TheBenefitsof The Nigerian Stock Exchange

According to Onosode (1998), the existence of tisENntails a number of benefits
for the Nigerian Economy. These benefits are ia With general role of stock market
in the development process. In spite of the csitig of the exchange, it has in its
relatively short history lent itself to the pursaoitnational objectives. The market has
demonstrated its ability to provide financing (bettpuity and debt) to private sector
enterprises and debt financing for public sectoojgmts of various types
(infrastructure, housing etc). He was also ofwtieev that, the indigenization exercise
under the 1972 and 1977 decree would have beerslesgssful without the stock
exchange market he held that the same was trilne gfrivatization exercise of 1991-

1993. The larger contribution of capital mobilizetiwvas made during the period of



compliance with the indigenization decree betwe&73land 1974 through the

exchange (Alile, 1997).

Apart from the indigenization program and the poesi privatization exercise, the
privatization of the majors parastatals like, théTEL, NEPA, the Petroleum
Refineries and the banking sector recapitalizadbN25 billion were made and will
still be made highly successful with the preseand development of the Nigerian
stock exchange. For instance, about 406 billiomanwas raised from the stock

market in 2004 by banks to meet up with the codstilbn exercise (SEC, 2005).

The stock market has been a source of capital matdn for the government and
corporate sector. With a market capitalization df t2illion in December, 2004, about
US $16 billions, (SEC, 2004), the market standsud &iable mechanism for resource
mobilization. For the past six years, up to the eh@004 accumulative total of 506
billions naira was raised by companies from thelstoarket as total new issuge.:
12.0; 17.2; 37.2; 61.3; 180.1, and 186.5 billionranan the year 1999, 2000, 2001,

2002, 2003, and 2004 respectively (SEC, 2004).

Furthermore, on privatization, Emenuga (1998), alggport the view that the market
has played an unrivalled role in the implementabbpast privatization schemes as it
did during the indigenization programme. Accordiadhim, between 1988 and 1992,
35 enterprises were privatized through pubic, offieshares. The offers totaled N1.2
billion shares valued at N1.5 billion. To the pablihe exercise created awareness of
the investment opportunity in the capital marketraating 0.8 million new

shareholders and hence raised the number of shdeetidry 200% (Emenuga, 1996).



Emenuga (1998) analyses the contribution of NSHigeria economy. According to
him, the mere presence of a stock market in thentcpuboosts the international
investment climate of the country and it raises tiances of additional local
financing for both foreign and direct investmeng épined further that in an economy
like Nigeria were the banking sector is battlinghagredibility problems following the
systemic distress of the financial sector; thelstoarket plays a moral boosting role
to investor. It can only be imagined what the pevanvestment in the real sector
would have been if the stock market had not beeplane. Moreover, he is of the
view that, NSE provides opportunity for investmentersification. In the absence of
the stock market a large part of the wealth culyantested in the NSE would have
been diverted to foreign countries. Thus, the ntanlas remained a viable institution

for holding back capital flight.
2.3.6 The General Performance of The Nigerian Stock Exchange

Adegbite and Babalola (2001) attribute the genleradl of performance in the NSE to
the computerization of trading and increase tramspmy in delivery of corporate
information. According to Odoko (1998), the inite of the Exchange in introducing
the SSM in 1985 gave encouragement to small andumesicale industries to seek
guotation on the exchange by stipulation less gmim listing requirement for them.
This development had the effect of widening theesters’ base as well as the supply

of securities on the market.

Onosode (1998) also support the view that recdatms act as catalyst for improved

performance of the exchange. He opined that, the he&s already taken with the full



co-operation of the government and other regulatmuhorities a giant steps to
internationalize its operation and de-materialrams$action on the exchange as part of
this process. He asserted that, its recent createnCSCS, was a step in the right
direction. In the year 1987, the exchange becaraefdbrth stock exchange in the
world to be hooked on line to Reuters Electroniotdbutor system which daily

beamed information in our stock to the global comityu

Considering the recent changes on the exchangetémpting to pass a satisfactory
verdict on achievement on the Exchange. Howeverstary is not all that palatable.
There are impediments that characterized the Exghawsver the years. These

problems have hindered the effective performancdegaowth of the Exchange.

According to Odife (1986), there is a school ofugbt that believes that performance
is a function of structure and conduct. After rewirey past criticisms of the
Exchange, he noted that even if all the problemghwvtiney represent could be solved,

not much change will occur in the system.

He argued further that the performance of the Exgbavas a product of its structure
and the conduct of its business would not be easgnany to accept. Yet most people
would accept the thesis that the performance ofNiilgerian Economy is a product of
its structure and organization. What this reallyame for the Exchange is that the
system needed to be re-examined, re-organized eustiucture to make it more
effective. To continue to believe that mere cosmefanges will revitalize the

Exchange is to engage in self-delusion (Odife, 1998



Odife (1986) as one of the advocates of the prddosastablishment of new stock
Exchanges adduced further that the establishmemewfExchanges would lower the
listing requirement so that more companies whicghtnot necessary be the highest

guality but which have nevertheless sound prospetkl still get a public listing.

Transaction cost is one of the barometers for maagthe efficient performance of a
stock market. The transaction cost borne by investend to be too high. Adeyemi,
(1998) highlighted these costs. These include: el brokers commission, 1
percent SEC fee, NSE fees of about 1 percent, 16epe withholding tax on
dividend, 10 percent withholding tax on duties, legapion fee of 0.7 percent of the
amount being raised, issuing house fee which isutal206 percent of proceeds,
brokerage to receiving banks and stockbrokerseduhe of 1 per cent proceeds and

underwriting commission could be as high as 5 pet though subject to negotiation.

When all these cost are calculated and deductadsaighe money raised the cost of
issue can be very expensive. According to Emend@®®8), when the cost for
administration, advertising and payments to prodesds are added, the cost of
raising US $1 million equity capital in Nigeria Isilis up to about 4 percent of the
value. For loan stock, the cost of the mandatorgemnriting commission further

increases the cost.

Liquidity for new and previously issued securitiess provided by the secondary
(trading) market. Holders of financial assets plegesiderable value on being able to
convert those assets into cash in a short perididhefwithout substantial reduction in

price solely because of the need to sell. The slrgnmarket makes it possible for



the holders of securities to have liquidity basadnarketability rather than on some
early maturity date for redemption, while it enabigsuer to sell financial liabilities of
a long maturity (effectively infinite for shares)n other word, the market
intermediates between the desire of asset holdardiduidity and of issuer for
illiquidity (long redemption date) for their secies (Tun and Hugh, 1973).
According to Emenuga (1998) liquidity is importaior a few reasons. The more
liquid a stock market is, the more it commands $wks interest since resale of shares
is easily guaranteed. Furthermore, firms have nameess to debt (debenture) and
equity (new issues) in a liquid market. Also inemonomy with a liquid stock market,
shares become easily acceptable as collateralaiank kending, and this boost credit
and investment. Since liquidity allows investorsalter their portfolio quickly and
cheaply, it makes investment less risky and fatdd longer term profitable

investment.

2.3.7 Weaknesses of The Nigerian Stock Exchange

In assessing the liquidity performance and ratihghe Nigerian stock market, the
cherished quality of liquidity is at present nojoyed by the Nigerian stock market.
At an average ratio of 2 per cent per annum (24 gaat for 1996), turnover, a
measure of the value of shares traded relativeta tnarket capitalization, is very
low in Nigeria (Emenuga, 1998). Many other Africanarkets perform better in this
regard. The turnover is as high as 10 per centostvigana, 7.6 per cent in Zimbabwe
and 4.6 per cent in Mauritius. The reason adduoedhis is the ownership structure

in the Nigerian stock market in that the holdingtu# original direct investors and the



public sector are normally not traded except fomieal divestment. This leaves only
the proportion of shares held by individual anditngonal investors for trading. The

buy-and-hold attitude of this class of investotsther restricts the proportion of their
traded shares. Added to these factors is the aedcdelay and risk involved in

trading shares in the Nigerian stock market. Nemgigm capital had little or no access
to the market. This is attribututed to the changgavernment between 1997 to 1998.
Last but not the least; Nigerian stock market ssbéd with several trading options
which are realistically not risky but very profitab Examples are merchandising in
essential commodities, estate development in ptooations, Local Purchase Order
(LPO) and the likes. These competing investmentetautreduce the desires of
patronizing the Stock Market resulting to low lidiy in the market. (Olayemi,

1992).

Another institutional problem characterizing theckange is regulatory problem.
When the SEC was formed everybody assumed it tthée\pex institution. Odife
(1998) found that the way things stood in Nigetiee stock Exchange was more like
the Apex than the SEC and yet the power belongeithddSEC. Also, there is the
problem of merger and take over procedures. Irathe@nced capital market, mergers
and take-over are instruments for resource allosalihe mechanism exists to decide

which trust or combination is to be encouragedwhith is to be discouraged.

One other weakness of the Nigerian stock markedfiscted in the near total absence

of underwriting capacity in the market as a resiithe small size of the capital- base



of the listing Houses. For instance in 1993, 19999 and 2002, the number of stock
broking firms in the country have remained stagn@his is due to the fact that most
stock broking firms were striving to meet up witletmarging requirements of CBN,
and that there were srick surveillance of the cohdéistock brokers by the Chartered
Institute of Stock brokers in the interest of threlaesly development of the capital
market (Al- Faki and Osaze, 2005). There is adsi lof Jobbers to facilitate smooth
trading. A Jobber is an individual or firm dealimgstock as a principal rather than as
a broker. Stock jobbers are not permitted to detd the public since this function is

reserved to stockbrokers. Thus, affecting the iefficy position of the market.

According to Okereke (2004), among the institutlomaoblems affecting the
performance of the Exchange is the issue of lising listing requirements. Apart
from the stringent listing requirements there klaf incentive to listing. Incentives
to listing consist basically of the use of fiscatlaother measures to induce increase in
the number of equities quoted on the exchange. Bwasures usually have the aim to
accelerate capital formation and promote activéinigain the stock market. The major
form of incentive grants are the “Carrot or stiggdlicy. That is, a tax advantage to
companies whose ownership is ‘open’ or shared idegl) or alternatively imposes a
tax penalty on ‘close’ companies. According to Eogan (1998), in a capital market,
the operating tax policies do have implication the supply of and demand for

financial assets.



24 MEASURESOF CAPITAL MARKET DEVELOPMENT

Capital market development can be looked at in maays such as size of the
investors (Agarwal, 1997), frequency of direct fgre investments in country,
technological improvement (Akyuz, 2002) among ath&haravanij (2007) argue that
measures of capital market development can be lyrclaksified into two categories:
absolute and relative measures. An absolute meadengifies the level of capital
market development itself without reference to otlevelopments in the financial
system. A relative measure attempts to measurgnpertance of direct financing via
capital markets relative to indirect financing vimancial intermediaries, particularly
banks. These measures were first developed toifgldssancial systems as bank-
based or market based syste (Levine 2002). Givan tthese relative measures
compare different components of the financial systéhey can be used as measures
of financial structure. We use absolute measureapital market development in this

work.

Absolute measures of capital market developmenallysinvolve the liquidity and
efficiency of stock markets and/or bond marketsc{Band Levine, 2002). Liquidity
as found in different studies has different measipgnding on the nature of the
circumstances for measuring it. O’'Hara (2004) viéwiquidity as the ability to buy
and sell assets easily. Maureen (1997) positslidpaitlity is the accommodation of
trading with the least effect on price. Liquidity this work refers to the volume of

activities in the stock market.

Dey and Flaherty (2004) in a study proposed two@gghes as regards liquidity: time

and cost. According to the first approach, an assijuid if it can be traded quickly.



Conversely, an asset is illiquid if investors canfwed, for a long period, matching
market orders enabling the respective transacfienording to the second approach,
an asset is liquid if the price to be paid (recd)vehen buying (selling) the asset is
close to its current market price. This leads toster spreads between bid and ask
guotes. The spread between the highest bid quotk the lowest ask quote

corresponds to a liquidity measure usually knowthasid-ask spread.

Michayluk and Kofman (2001) argued that there am@ dimentions of liquidity in the
stock market: a measure of friction or activityickon measures classification follow
Demsetz (1968), Grossman and Miller (1988) and|3&000), where friction is
identified as the price concession for immediaaycdntrast, activity measures reflect
the extent of trading. These two dimensions haveosing directional impacts on
liquidity. Specifically, an increase in a frictianeasure indicates reduced liquidity,
while an increase in an activity measure indicategeased liquidity. Activity

measure is adopted in this study.

Activity measure is the measure of depth in theketarMeasure of depth reflect the
ability to trade at the giving bid and ask quotati@&xplanations of quotations of
changes in quoted liquidity may hinge on the amaidrguoted depth used to fill the
trade. Kavajecz (1999) suggests that for most gesurquotations convey public
trading desires and as market orders deplete tldedudepth, specialists move

guotations to the nearest price containing addalietanding volume. If floor brokers



provide standing volume then any prior quotatiomsweot be depleted by trading and

there will be less of a change in liquidity.

Barclay, Kandel and Marx (1998) emphasize actiwigasures, such as volume, as
better indicators of liquidity than price discountgolume of trading has been
measured in a variety of ways, including the nundieshares traded, naira volume of
shares traded and number of transactions. Additign®larsh and Rock (1986)

calculated a liquidity statistics based on the neindd shares traded per unit of return.

Size measures are another subcategory of activsares and reflect the magnitute
of the firms, the number of shares or the transacin naira value. Haugen (1999)
suggests that liquidity differences affect stockcgs by making some stocks more
costly to trade than others. He suggests that tlseie family of liquidity factors
including market capitalization and trading voluhigided by market capitalization
Datar, Naik and Radricliffe (1998) suggest thatribenber of shares traded by itself is
not a sufficient statistic for the liquidity of &osk since it does not take into account
the difference in the number of shares outstandmthe shareholder base. They use
the turnover rate, measured as the number of skracsd divided by the number of

shares outstanding in that stock.

The other absolute measure of capital market dpuent is efficiency. Efficiency is

using the fewest resources to produce a given b@tpuw.aswer.cofp The issue of

efficiency in capital market has been dicussed etaitl in the field of financial
economics. The literature of this field presentsee¢hkinds of efficiency (Balaban,

1995): allocational efficiency, informational efenicy and operational efficiency.



Allocational efficiency occurs when organizatiomsthe public and private sectors
can obtain funding for the projects that will be timost profitable, thereby promoting
economic growth. Informational efficiency tbe speed and accuracy with which
prices in a market reflect new information. Whileeoational efficiency (also known

as internally efficient market) occurs when thehtigombination of people, process
and technology come together to enhance the prodycind value of any business
operation, while driving down the cost of routingeoations to a desired level. The

latter is the scope of this study.

There are many ways in which an operational afftgeis measured in the stock
market as found in Dey (2004), notably among theen the level of infrastructural
facilities in the market such as technology, numbgistock broking firms, listed
securities in the market, trading costs, quality stdff and certain regulatory or

structural changes.

In the context of this study, only the liquidity darefficiency behaviours of the

Nigerian capital market were looked at.

25 EMPIRICAL STUDIES ON STOCK MARKET LIBERALIZATION:

LIQUIDITY AND EFFICIENCY

This section attempts to discuss different studiesiducted on stock market
liberalization with particular reference to liquigi efficiency, and both liquidity and

efficiency.



251 Liquidity

Liquidity notion is relatively wide and is assded with the ability to trade assets
into currency, which, by definition, is the mosjdid of all assets. Dey and Flaherty
(2004), examine the empirical link between stockkaaliquidity and liberalization

(trasaction cost) using parametric correlation fmohd a very significant relationship
of 0.85. Similalrly, using regression model to mstie the correlation between
liberalization and liquidity in New York Stock Exahge, Dey (2002) found that
activities of trading post liberalization have iroped with a value of adjusted R-

square of 0.034.

Baker and Stein (2003), using nonparametric cdeidm, t-test and multiple

regression model examine liquidity behaviour oaudtul stock market immediately
after the financial reforms of between 1993-20028. Fbund a weak correalation of
0.022 and adjusted R-square difference of 0.00@niwther study, Baker and Stein
(2002) empirically found that aggregate measurese@iity issuance and share
turnover are highly correlated. But in a multipkgression, both have incremental

predictive power for future equal-weighted marlettirns.

Chordia, Roll and Subrahmanyam (2001), study agdeegnarket spreads, depths and
trading activities for U.S. equities over an extemdime sample. They found that
changes in market averages of liquidity and tradingvity are highly volatile and
negatively serially dependend and that long-ternd a&hort-term interest rates
influences liquidity. Depth and trading activitigacrease just prior to major

macroeconomic announcements.



Eleswarapu and Krishnamurti (2007) based on thdysaf random sample of 250
firms in Bombay Stock Exchange (B.S.E) over the fyjear period- 1989-1993, found
evidience in favor of a liquidity premium for stackn the B.S.E. They also found that
trading frequency (a measure of liquidity) is pesity and signiicantly related to

number of shareholders and shares outstanding.

Earlier studies have explored the role for liquidihocks as a potential influence on
asset prices. Amihud and Mendelson (1986) and Jadebwler, and Gottesman
(2000) provide theoretical arguments and empirgatience to show how liquidity
impacts stock returns in the crosssection. Jon@31(2and Amihud (2002) show that
liquidity predicts expected returns in the timeisgr Pastor and Stambaugh (2003)

find that expected stock returns are cross-sedtoredated to liquidity risk.

Ghosh and Revilla (2007) in East Asia measureddityurisk of stock returns from

firm-level in panel of 60 countries in the period0B-2004. They found that channel
that affect liquidity risk of capital markets arees and depth of the market, the
physical infrastructure of trading, the institut@rfoundations of markets and the
heterogeineity of the investor base. These fadwgectly have impact on stock
market development. In a cross-country studiestatksmarket development most
authors have used market capitalization as a suyjnmaasure of the quality of
markets. Some cross country studies, such as Lia Bbal (2005) and De la Torre
and Schmukler (2005), attempt to use an outcomiablarmore related to efficiency
to complement market capitalization. La Porta et (2005) in one of their

specifications use value traded as one of a s&bok market outcomes.



On a study that focuses on the development of stwaukets in Latin America, De la
Torre and Schmukler (2004) present cross-countrpelpaegressions on the
determinants of stock market development. Amongr thecifications they report
results on regressions that study the determinaintalue traded. They found that
richer countries, as measured by GDP per capitel te have more liquid stock
market. De la Torre and Schmukler (2005) indichte they also ran the regression
using turnover without any significant difference the results. Also, a stable
macroeconomic environment-proxied by low governnimrdget deficits, and a more
open economy, proxied by large equity inflows, tafeb to have more liquid markets.
Countries that reformed their trading environmeaasticularly the infrastructure of
the Exchanges, and the enforcement of insiderrtgaldiws, also showed increase in

their trading activity.

Stock market liquidity is expected to reduce theviaside risk and costs of investing
in projects that do not pay off for a long time. tivia liquid market, the initial
investors do not lose access to their savingshi@mduration of the investment project
because they can easily, quickly, and cheaply #$@lr stake in the company
(Bencivenga and Smith, 1991). Thus, more liquidlstmarkets could ease investment
in long term, potentially more profitable projedisereby improving the allocation of

capital and enhancing prospects for long-term gnowt

25.2 Efficiency

Capital market efficiency is concerned with whetpaces follow a random walk or

are predictable. The assumptions behind the conmieptarket efficiency imply a



linear generation process. However, non-linearigynake place due to non-linear
feeding back mechanism in price movement, markepermfection, and the
microstructure of the market. Empirical researchage in fact spotted non-linear in
both mature and emerging markets. Neftcy (1984ctsjthe assumption of linearity
and independence of price changes of successige ghiange is incorrect. The same
conclusion is reached from studies on other coemtiKoutmos (1992) examines non-
linear dependence in the daily stock returns of ftiilowing countries: Belgium,
Canada, France, Germany, Great Britain, Italy, dapketherlands and Switzerland.
All the indices exhibit negative skewness and Hegtokurtosis. The primary results
also indicate that strong nonlinear dependencésexisall of the indices. Savit (1998)
suggests that asset returns may be generated éynil@stic chaos in which case the

forecasting error grows exponentially so that tracess appears stochastic.

Scheinkman and Barron (1989) claim that stock nstdollow a non-linear process.
Since non-linearity is found in mature markets, oaa expect to find it in emerging
markets. In fact, the current nature of these mniarkeay lead to non-linearity.
Regulatory changes (liberalization) to enhanceingdonditions, disclosure, and
listing requirements may be one factor causing limearity. Other factors include
thin trading, unreliable information, overreactidngh transaction costs, and inside

information.

Wu and Ray (2005) in a study examined the relahigndetween stock market
reaction to regulatory changes-merger announceragat®perational efficiency level

of participating firms in U.S. for ten years. UsiBgta Envelopment Analysis (DEA)



and regression analysis to measure operationaiezftly, they found that there is a

significant relationship between operational eéfirmy and market response.

Some other studies have considered the link betwpeafic mechanisms and market
efficiency in a cross-country basis. Bris, Goetzraad Zhu (2006) analyse whether
short sales restrictions affect the efficiencyld tnarket. They found some empirical
evidence that short sales restrictions inhibit daart price discovery. Morck, Yeung
and Yu (2000) study the comovement of stock retumnsiarkets across the world,
interpret this indicator as a measure of efficieranyd perform a statistical analysis of
its determinants. Ngugi, Maurinde and Green (232Gjly the impact of reforms on
stock market in Nigeria using regression model.yTfaind the modernization of

trading sysytem leads to greater price efficienoy wer volatility.

25.3 Liquidity and Efficiency

Liquidity is a necessary condition for efficiendghl{osh and Revilla, 2007). Liquidity
is the ability to buy and sell a good with easeatlik, to be able to buy or sell a good
at will, at market prices, without incuring subgtahcosts to trade. It follows that
every efficient market has to be liquid, although tonverse is not necessarily true- a
market can be liquid but inefficient. In order f@rcountrys’ stock market to be both

liquid and efficient, stock market liberalizatioauwd be a better option.

There are several cannels for stock market libeatitin to lead to enhanced liquidity
and efficiency. It has been shown that stock malikefralization often results in
increased liquidity (Kim and Singal, 2000 and Leviand Zarvos 1998). Emerging

markets have historically been characterized by thading and foreign entry and



participation will impart liquidity in these marleetThis will have an independent
impact on efficiency (Jain- Chandra, 2002). Kim &igghal (2000) restrict their
analysis to examining the change in the frequenicyrarling after liberalization.
Additionally, his work investigates the link betweenarket efficiency and liquidity
using regression model, which is left unexploredkloy and Singhal. According to a
Word Bank report (1997) shows that stock marketitahpation and turnover
increases more in countries that receive the hitgwals of foreign portfolio equity

investments.

The entry of foreign investors into domestic stagkrkets is likely to be accompanied
by an increase in the amount of research done dividual stock and market
conditions in these equity markets. This will leadmproved information availability
to investors, both foreign and domestic. It is omable to assume that foreign
investors will typically require transparency aridcg&er disclosure rules an these in

turn improve the efficiency of the allocation @fpital (World Bank, 1997).

Demigruc-Kunt and Levine (1996) argue that as tguiincreases and as regulatory
and legal systems are established, the stock retusnld be harder to predict and
therefore markets would become more efficient. Mgeuand Shimizu (1999) argue
that market liquidity is an important factor thatgact market efficiency. Their model
shows that an increase in liquidity is followed Iy decline in market price

uncertainties and by a decline in liquidity premiwsuch as bid-ask spreads and

market impact, thereby improving market efficiency.

Brown and Zang (1997) discuss the impact of ligyidin informational efficiency.



Specifically they compare a dealer market and at-lmder book. Dealer may be
better informed than other traders. They show thatintroduction of a limit-order
book lowers the execution-price risk faced by sfmous and leads to them to trade
more aggressively on their information. This implibat the introduction of the limit
order book also lowers dealer profits, but increadee information efficiency of
prices. Easley and O’Hara (1993) examine how tadimlume affects the spread of
price adjustment to information, and demonstrate tias price effect differs across
markets. Their results suggest that the efficiemfyprice adjustment to new
information may differ dramatically depending oncweéty market structure,

specifically differences in liquidity.

Henry (2000b) argues that stock market liberaloratieduces cost of equity through
the decrease of interest rate and risk premiuns Tl of the cost of equity stimulates
capital accumulation, since some of investment gutsj that had a negative net
present value before liberalization turn to becopmefitable after liberalization.
Levine and Zarvos (1998b) argue that increase aapiiows may improve financial
market liquidity and this increased liquidity wallso reduce this equity premium.
Besides, improved risk sharing and more liquid lstoarkets may also facilitate the
undertaking of longer duration investments withbhigturns (Devereux and Smith
(1994), Obstfeld (1994), Bencivenga et al, 1995pn€equently, if equity market
enhences liquidity, it will provide great incentsvéo invest in information gathering
(Holstrom and Tirole ,1993), improve the allocatiminresources, and again promote
growth. Stock market liberalization may improve manate control by allowing

foreign investors to put performance pressures anagers (Levine, 2001).



Conversely, Shieldfer and Vishny (1986) have argtlet improvement of stock

market liberalization may weaken corporate govereary reducing the incentives for
shareholders to monitor managers, leading to aelisgent allocation of resources. In
addition, even if liberalized financial sectors gibetter protection against future
uncertainties, this may in fact lower the needsawe for the future (Devereux and
Smith (1994)), which might lead to a better stochrket without an increase in
investment and savings. Furthermore, stock maitetdlization may trigger financial

instability, as well as misallocation of capitahtrare detrimental to economic growth

(Eichengreen, 2001).

26 THE THEORETICAL UNDERPINNINGS OF  FINANCIAL

LIBERALIZATION PROGRAMMES

There are three theories of financial liberal@at thesis (Serieux, 2008): the
McKinnon-Shaw (or financial liberalization) thestffering perspectives-mainstream

and differing perspectives-heterodox.

26.1 The McKinnon-Shaw (or Financial Liberalization) Thesis. The
justification for policies of financial liberaliziain find their initial expression in the
propositions contained in the independent (andIyneamultaneous) publications of
Roland McKinnon (1973) and Edward Shaw (1973). €h@sopositions, taken
together, have since become known as the Mckinmaw3hypothesis or the financial

liberalization thesis.

In a nutshell, these authors argued that thendiah sectors of most developing

economies were repressed by misguided financial amonetary policies,



overregulation of the financial sector and othenf® of public sector intervention,
and excessive public borrowing from the financigstem. The outcome of that

repression was low savings and investment ratesedactied growth.

McKinnon and Shaw argued that the solution t@ fwoblem lay in a liberalized

financial sector able to more efficiently and esigrly intermediate between savers
and investors. However, at both the theoretical emgbirical levels, they described
slightly different means through which improvedaiintial sector performance would

have real economic effects.

McKinnon (1973) argued that the limited capitarket development of developing
countries meant that firms were largely constraitegelf-finance at the same time
that indivisibilities in physical capital requirdde accumulation of savings prior to
physical capital accumulation. Quasi money holdingeye the main instruments
through which firms accummulated savings prior unpy investment. Thus, the
accumulation of broad money balances generatedtegraavestment (this is

McKinnon’s ‘conduit’ effect of money balances). &ftively, the accumulation of

money balances and physical capital accumulatiace wemplementary.

Shaw (1997) argued that increased financial iméeliation provide the impetus for
growth more directly. Liberalization would result an expanded, improved and
intergrated financial sector that would lead to increase in the saving rate, an
increase in the rate of investment by facilitatmgre lumpy investment, increase in
liquidity and a direct enhencement to growth vigpiaoved financial technologies.

These growth-inducing consequences of increasecetization and financial sector



intermediation are refered to as Shaws’s ‘interagain’ effect.

2.6.2 Differing Perspectives-Mainstream: Campbell and Mankiw (1989; 1990;
1991) posited that a substantial proportion of kbotds in both developed and
developing countries are liquidity-constrianed #mas unable to smooth consumption
across time. As a consequence, these householdsumption is more highly
dependent on current income than would be predibtethe life-cycle/permanemt-

income hypothesis.

If this condition does, in fact, hold, a numbérathors have argued that a reduction
in the number of liquidity-constrained households, a consequence of financial
liberalization, would result in a fall in the sagsirate (Bayoumi, 1993; Vaidyanathan,
1993). In effect, if the Campbell-Mankiw condititiolds (meaning that a significant
proportion of pre-liberalization households areuidity-constrained), the effect of

liberalization on the private savings rate would riegative because the increased
access of a significant number of households tdtalamarkets will result in a

consumption boom.

Ogaki, Ostry and Rainhart (1996) argued thasubistantial proportion of households
have income near the subsistence level, the im@deal elasticity of substitution will

approach zero. Under these conditions, the prisaténgs rate will not be sensitive to
the real rate of interest. Thus, financial libezration, which is expected to result in a

rise in the real interest rate, will have no effectthe private savings rate.

In this context, several types of governmentrirgation in the financial sector could

be pareto improving. Stiglitz (1994) argued therefahat while govenment



intervention (beyond financial sector regulationpuld not guarantee a more
productive and efficient financial sector, a paigiaepressed financial sector clearly

had the capacity to outperform more liberalize@fice.

2.6.3 Differing Perspectives-Heterodox: Economists working in the
neostructuralist tradition argued that, contrarythe presumption of the financial
liberalization thesis, the formal financial sectaas not necessarily the most efficient
means of financial intermediation in developing remmies. They suggested, instead,
that the informal financial sector (curb market)swa more efficient conduit of
savings (Taylor, 1983; Van Wijnbergen, 1983; Buffi®©84). In their view, while
financial liberalization would lead to an increasehe share of savings intermediated
through the formal financial sector, if that incseacame at the expense of the
informal financial sector, the net effect on outpnt, presumably, investment would

be negative.

Against these theories, the Mckinnon-Shaw hymshis adopted as the framework in
this study. Also, since most of the sudies on famanliberailization focus on both

money and capital markets of developed countriescamsidering the nature of the
macroeconomic environment in which the developeghtrtes (such as UK, France
and Germany) operate is different as comparetieéaleveloping countries’ (such as
Nigeria, Ghana and Zimbabwe) system. Even thouginettare more studies in
developing countries on financial liberalizationthwiparticular emphasis on money

market, the study will close the gaps by lookintpithe capital market development



(liquidity and efficiency) in Sub-saharan Africarpeularly Nigeria.

27 SUMMARY

Stock market liberalization is the openness ofddyaital markets to both internal and
external investors to invest in instruments that &aded in the stock markets.
Nigerian government has embarked upon liberalizisidginancial system since 1986
with the expectation to boosting liquidity and eiéincy of the markets. This is also
determined by the nature of the rules and reguiatgoverning the markets. There are
many proponents and opponents of financial libeasibn theory among them are
liberalist and conservatives. Various measuresooifidity and efficiency have been

given in the literature and those used are aldedta



CHAPTER THREE

RESEARCH METHODOLOGY

3.1 INTRODUCTION
This chapter attempts to explain various technicares criteria needed in arriving at
an inference of this study. Therefore, the selactb sample, the method in which

data are sourced and analyzed, and the instrurpeniis used are all discussed.

3.2 RESEARCH DESIGN

There are numerous research methods availables¢anehers. However, the method
adopted by a researcher in a particular study dkpen the problems and situation
that he is confronted with. For the purpose of #tigly, the ex post factor research
design is used. Ex post factor research is a reséhat is undertaken after the events

have taken place and the data are already in egista

3.3 POPULATION DESIGN

The study is focused on the impact of financialeddization on liquidity and

efficiency of Nigerian stock market. The populatiohthe study consists of all the
212 companies participating in the market. Theigpgting companies are; Emerging
Markets, Agriculture/Agro-Allied sector, Air lineesvices sector, Automobile & Tyre
sector, Aviation sector, Banking sector, Berewesestor, Building materials sector,
Chemical & paints, Commercial/Services sector, Catep& office equipment sector,
Conglomerates sector, Construction sector, Cortgiruc sector, Engineering

Technology sector, Food/Beverages & tobacco seé&tootweer sector, Helthcare



sector, Hotel & Tourism sector, Industrial/ Domegdroducts sector and Insurance

sector.

34 SAMPLE SIZE AND SAMPLING TECHNIQUE

The sample size of the study is 212 quoted compamethe Nigerian Stock
Exchange. The sampling technique used in the swdgnsus. This is because the

overall companies quoted in the Exchange have beglized for the study.

35 METHODSOF DATA COLLECTION

The study utilized secondary data that are soufomd Nigerian Stock Exchange
(NSE) annual financial statements, Securities axch&hge Commission (SEC) Data
Bank and some listed companies’ annual financialestents, National Bureau of
Statistics (NBS), manuals, text books, journalcéati, workshop papers and reports.
The data are classified into pre and post libemibn periods, and the official
iImplementation policy date is used in determining liberalization period. The pre-
liberalization periods range from 1986-1995, aral pibst-liberalization periods range

from 1996-2005.

3.6 TECHNIQUESOF DATA ANALYSIS

The study used paired sampletest in testing the hypotheses. Instead of tgdtie
hypotheses by using manual computations, SPSSsbft@vare is made use of. The
decision criteria for the t test is arrived at gmparing two outcomes: mean and
values. If the calculated mean value before antegeless than the calculated mean
value after the event, null hypothesis is reje@ad alternative hypothesis accepted,

and vice-versa.



Also, the decision criteria for thg-value is arrived at by comparing the calculated
value ofp and level of significance, when tipecalculated is less than the level of
significance, the null hypothesis is rejected ahdriaative hypothesis accepted, and

vice-versa. The 5% level of significance is usethia study.

3.7 JUSTIFICATION OF THE METHODSAND TECHNIQUES.

The research work relied heavily on secondary soafaata that are mainly obtained
from the Nigerian Stock Exchange, this is becahsg provide room for comparative
analysis between pre-and post-liberalization peri@hd also give a direction to the

research work.

Paired samplétest is used to test if two related samples cammm fpopulations with
the same mean which often result from an experinmenthich thesame object is
observed before and after an intervention. Thecbasason for testing only at 5%
level of significance is the fact that the studgyngiat minimizing the possibility of
type one error, which can be commited where levaignificance are chosen to be
high.

And of course, ex post factor research designapted because the study is empirical
in nature and that the researcher does not in ayaentrol independent variables

because the situation for the study already exists.

38 SUMMARY
The chapter deals with the methodology of condgctire research. It examines the
research method, population and sample size, soarg method of data collection,

and finally the techniques used in data analysis.



CHAPTER FOUR

DATA PRESENTATION, ANALYSISAND INTERPRETATION

41 INTRODUCTION

This chapter presents, analyses and interpretscodltcted from various sources as
identified in section 3.3 of this study. The tresnthlysis on the data is first presented
and thereafter hypotheses formulated in sectidrafe tested using paired sample t-
test. The study will establish the findings basedlee trend analysis and hypotheses

tested.

4.2 TREND ANALYSISOF LIQUIDITY AND EFFICIENCY OF THE

NIGERIAN STOCK MARKET FOR THE PERIOD UNDER STUDY

The following tables (4.1 and 4.2) represent th@suees of liquidity and efficiency
of equity in the stock market. The measures ard @zethe period before and after

financial liberalization as identified in the study

Table4.1: Liquidity of the Stock Market
Period | Value of sharesMarket % change**
traded (VALST)| capitalization
(=N="M)* (MKTCPY VALST | MKTCP
(=N="M)
1986 22.0 3,687.8 - -
1987 27.2 4,031.6 23.6 9.3
1988 22.4 5,089.0 -17.6 26.2




1989 22.9 8,034.7 2.2 57.9
1990 87.8 12,134.8 283.4 51.0
1991 90.0 18,447.5 2.5 52.0
1992 237.1 26,245.8 163.4 42.3
1993 286.6 41,830.9 20.9 59.4
1994 401.3 61,023.9 40.0 45.9
1995 1,788.1 175,064.7 345.6 1869
1996 6,922.6 279,783.2 287.1 60.0
1997 10,923.2 276,304.6 57.8 -1.2
1998 13,555.3 256,774.7 24.1 -7.1
1999 14,026.6 294,465.3 3.5 14.7
2000 28,154.6 466,058.7 100.[ 58.3
2001 57,612.6 648,449.5 104.6 39.1
2002 59,612.6 748,734.6 3.5 15.%
2003 113,886.6 1,325,672.9 91.0 77.1
2004 233,885.6 1,926,465.1 1054 45.3
2005 254,707.8 2,523,493.3 8.9 31.0

Source: * SEC and NSE annual reports and Accoifatsous issues
** Authors’ Computation

Figure4.l
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From table 4.1 and figure 4.1 above, value of shdraded (VS) and market
capitalization (MK) are used for measuring liquddf the stock market. The VS has
the highest value figure of N254,707.8 million netyear 2005, and the least figure of
N22.0 million in the year 1986. Through out theipés under study the VS value has
been increasing with the exception of the year 198&n the figure declined from
N27.2 million in 1987 to N22.4 million in 1988; &creased of 17.6%. The decline in
the VS could be due to resistance of the structafarm introduced by the Nigerian
government in 1986 as documented by Herbst andd8dli©99), that the structural
adjustment programme introduced in Nigeria becafisack of proper understanding

of the reform, coupled with the complexities of teform creates unrelenting and



intense criticisms from all sectors of the sociditlie VS began to increase again in
the year 1989, but because the declining fact@ sl having impact within the year,
it has increased only by 2.2%. One basic reasoth®increment in VS from 1989
upward was active participation of private sector the market. According to
Ologundeet al(2006), as of the year 1989 about N800 million weised from the
market, of which about 85% was attributable togheate sector, leaving about 15%
of the auction to the government. From the yea6199to the year 2005, the VS has
been increasing. Looking at the figure 4.1, the aotpof financial reforms starts
reflecting on the stock market within these perjagsaching peak in the year 2005.
The reasons for the gradual upward movement wegdalthe facts that the Nigerian
stock market was internationalized, Automated Thrgdbystem (ATS) introduced,

privatization of public enterprises, and bankingtseconsolidation among others.

As for the MK, the least capitalization figure wiasthe year 1986 with a recorded
figure of N3687.8 million and since then the cdmtion figure has been increasing
upward though not at an exact proportion. The neagmr the increment in
capitalization could be due to oil wind fall of th@90s. In the year 1997 and 1998,
the MK decreased by 1.2% and 7.1% respectively. likedy reason for the decline
especially in the year 1998 could be attributedirioertainty in the financial system
due to transition from military to civilian regines there were shortages of stocks in
the market. From the year 1999 to 2002, MK contihteemove upward. But between
year 2003 to 2005, there was accelerated increlasdte MK, which according to
Nigerian Stock Exchange Annual Report (2006) was ttuso many activities that

took place in the market within the stipulated pédsi. Notably among the activities



are market descipline instituted, pension reforieady increase in all-share index and

investor education scheme.

Table4.2 Efficiency of the Stock M arket

Period | No. Of Listed| No. Of | % Change**

Securities Stock

(equities) Broking LISEC | SBFMS

(LISEO* Firms

(SBFMS*

1986 99 56 - -
1987 100 58 1.0 3.6
1988 102 60 2.0 3.4
1989 111 61 8.8 1.7
1990 131 80 18.0 32.8
1991 142 110 8.4 37.5
1992 153 140 7.7 27.3
1993 174 140 13.7 0.0
1994 177 140 1.7 0.0
1995 181 162 2.3 15.7
1996 183 162 11 0.0
1997 182 217 -0.5 33.9
1998 186 226 2.2 4.1
1999 195 226 4.8 0.0




2000 195 187 0.0 -17.3
2001 194 226 -0.5 20.9
2002 195 226 0.5 0.0
2003 200 240 2.6 6.2
2004 207 229 3.5 -4.6
2005 214 331 3.4 44.5

Source: * SEC and NSE annual reports and Accoiaiispus issues

** Authors’ Computation

Figure 4.2
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From table 4.2 and figure 4.2 above, number oédisecurities (LSEC) and number
of stock broking firms (SBF) are used for measuratgck market efficiency. The
LSEC has the highest value figure of 214 in the @05, and the least value figure
of 99 in the year 1986. Through out the periodseursiudy, the value of the LSEC
has been increasing though not at exact proportioaking at the figure 4.2, in the
year 1995, 1996, 1998, 1999, 2000, 2002 up to 20@5,.SEC has been increasing at
the values of 181, 183, 186, 195, 195 up to 21p¢ews/ely. The reason for the
increment could be attributed to the introductiéropen door policy where the listing
requirements as a result of liberalization werdaewed as stated by the security and
exchage commision annual report (2006). But theiesalof LSEC in the year 1997

and the year 2001, there were decline in the nurmbeSEC, and in the year 2000,



the value remains the same as the previous yeadg vThe reasons for the this could
be due to the fact that the liberalization process not familiar with by many

companies and also the cost of listing securitias still not reduced (SEC, 2004).

As for the SBF, the least figure was in the yed6l@ith a recorded figure of 56, and
the highest recorded figure of 162 was in the ¥&&5. From the year 1986 up to year
1992, the figures for SBF have been increasingeaching 1992, the figures remain
stagnant at 140 up to the year 1994, where it sugdsifted to 162. The reasons for
the stagnation and decline for the periods coulddbe to the fact that most
stockbroking houses whose marging facilities expicannot renew such because of
the directive by the Central Bank of Nigeria (CBINSE, 2004) and the strick
scrutiny of the conduct of stockbrockers by the i@rad Institute of Stockbrockers
in the interest of the orderly development of tlapital market (Al-Faki and Osaze,

2005).

The figures of SBF have been fluctuating. SBF aecln value in the year 2000 by
17.3% when compared to the previous year. The gsdioie SBF remain stagnant in
the year 1999 and the year 2002. The reasonséddiuttuation could be attributed to
the abilty of the prospective stock brokers to mbetlicense requirements of the
exchange and Central Bank of Nigeria’s monetalyfcpdSEC, 2004). In the year

2004 and 2005, the curve in figure 4.2 of SBF sHiftipward this is because during
the periods there was a move by the Nigerian gonem to consolidate banking

sector and the activities of stock broking firmsédéacreased.

43 HYPOTHESESTESTING



In order to validate our hypotheses formulated entisn 1.4, the following paired

sample t-test results were obtained from the résge@nalysis of liquidity and

efficiency:

Table4.3 Impact of Financial Liberalization on Liquidity-Value of Shares

Traded
Number of t-sig. | Mean
Variable pairs
PRVS 0.2985
10 0.004
PSVS 79.3288

t-value is significant at the 0.05 level
Source: Imported From SPSS Version 14.0

Table4.4 Impact of Financial Liberalization on Liquidity-M ar ket

Capitalization

Number of t-sig. | Mean
Variable pairs
PRMK 35.55901
10 0.000
PSMK 874.6202

t-stat. is significant at the 0.05 level
Source: Imported From SPSS Version 14.0

Table 4.3 reperesents the t-test results obtainelifoidity measure (value of share
traded (VS)) pre (PR) and post (PS) liberalizatibime p-value of 0.004 is compared
with the 0.05 significant level and the p-valueléss than the significant level.
Similarly, table 4.4 represents the results obthioe liquidity (market capitalization

(MK)) pre and post liberalization. The p-value oD@ is less than the significant



level of 0.05. Since in both tables, as definedH®gydecision criteria, the p-values are

less than the significant level the null hypoth€ki§,) is rejected.

However, on computing the mean values in tablesa#@® 4.4, we obtained 0.2985
and 35.5591 pre-liberalization and 79.3288 and 874.6202 pdsrélization
repectively. In both cases, the value of the meamliperalization is less than the
value of the mean post-liberalization. As defingdtbe decision criteria, the null
hypothesis is rejected.

Table4.5 Impact of Financial Liberalization on Efficiency-Listed Securities

Number of t-sig. | Mean
Variable pairs
PRLSEC 137.0000
10 0.000
PSLSEC 195.1000

t-value is significant at the 0.05 level
Source: Imported From SPSS Version 14.0

Table4.6 Impact of Financial Liberalization on Efficiency-Stock Broking

Firms

Number of t-sig. | Mean
Variable pairs
PRSBF 100.7000
10 0.031
PSSBF 227.0000

t-value is significant at the 0.05 level

Source: Imported From SPSS Version 14.0
Table 4.5 reperesents the t-test results obtainezffiziency measure (listed securities
(LSEC)) pre (PR) and post (PS) liberalization. Prealue of 0.000 is compared with

the 0.05 significant level and the p-value is l#smn the significant level. Similarly,



table 4.6 represents the results obtained on effftyy measure (stock broking firms
(SBF)) pre and post liberalization. The p-valueOdd31 is less than the significant
level of 0.05. Since in both tables, as definedH®gydecision criteria, the p-values are

less than the significant level the null hypoth€ki§,) is rejected.

However, on computing the mean values in tablesatdb 4.6, we obtained 137.0000
and 100.7000 pre-liberalization and 195.1000 and 227.0000 pbstdlization

repectively. In both cases, the value of the meamliperalization is less than the
value of the mean post-liberalization. As defingdtbe decision criteria, the null

hypothesis is rejected.

44 DISCUSSIONSOF RESULTS

Our findings, based on the trend analysis, revetiladliquidity of the stock market in
terms of both value of shares traded and markettat@ation have increased
significantly in the aftermath of the financialdialization. Similarly, efficiency of the
market in the aftermath of the financial liberaliaa, both in terms of number of
listed equity securities and stock broking firmsvé increased significantly. The
fluctuations as revealed by the literature were tueertain changes that happened in
the country. Notably among them are; structurabmrefintroduced by the Nigerian
government in 1986, active participation of privatector in the market, pension
reforms in 2004, change in monetary policy, marklescpline instituted and

transitional changes in the country.



Findings based on the hypotheses formulated in stively revealed significant
improvements. Both Hypotheses are tested by upaged t-test. Hypotheis one has
to do with whether financial liberalization hasrsfgcant impact on liquidity of the
stock market. The t-test results indicated thauabf shares traded and market
capitalization as measures of liquidity have siigatfitly improved post-liberalization.
When looking at their p-values and means postdilosation of 0.004 and 79.3288
and 0.000 and 874.6202 respectively there areiposiariations of these values as
compared to the pre-liberalization period. Thisegivthe chance to reject the null
hypothesis formulated in the study. This is alseansistent with the findings d@ey
and Flaherty (2004), Baker and Stein (2002) andsvizeapu and Krishnamurti
(2007). This also negates the findings of otheokuk like Baker and Stein (2003).

The negation could be due to the methodology adoggefound in the literature.

Hypothesis two deals with whether financial liberation has significant impact on
efficiency of the stock market. The t-test resutidicated that listed securities and
stock broking firms as measures of efficiency hagnificantly improved post-
liberalization as compared with the pre-liberali@atera. When looking at their p-
values and means post-liberalization of 0.000 &il1000 and 0.031 and 227.0000
respectively there are positive variations of thgakies as compared to the pre-
liberalization values. This gives the chance teatefhe null hypothesis formulated in
the study. This is also in line with the findingsWu and Ray (2005) in U.S., Jain-
Chandra (2002) in emerging economies and Ngugi,rivide and Green (2003) in

Nigeria amongst others.



45 CHAPTER SUMMARY

The above chapter presents, analyses and intesptata for the periods under study.
Trend analyses for both the liquidity and efficignmeasures were made. Test of
hypotheses were made using paired t-test relat@gnipact of financial liberalization
on liquidity and efficiency. The overall resultsdipated that financial liberalization

has significant impact on the liquidity and eféiocy of the Nigerian stock market.

CHAPTER FIVE
SUMMARY, CONCLUSION AND RECOMMENDATION
51 SUMMARY OF MAJOR FINDINGS

Based on the trend analysis and hypotheses télsgethllowing findings were

obtained:



Results based on trend analysis have indicategnafisant improvement on both the
liquidity and efficiency of the Nigerian stock matkin the aftermath of financial

liberalization. Analysis of the results on liquidindicated that before the introduction
of financial liberalization in the Nigerian stockamket, both the VS and MK were
very low due to the fact that most of the strudtadjustment reforms introduced by
the Nigerian government in the stock market thataias its activities and operations
were not fully understood by players (financialtitugions) in the various sectors of
the economy. Consequently, the level of patronagenarket participants was low.

But with the introduction of liberalization in 199%ctivities in the market have
continued to increase which led to market improveinne both the VS and MK. This

improvement was as a result of factors such as ehal&scipline instituted, pension
reform and steady increase in all-share index, gsioothers. Analysis on the
efficiency also indicated that measures of efficikkehSEC and SBF- have been
fluctuating for the different periods under studie fluctuation could be attributed to
factors such as the Central Bank of Nigeria's dives on marging facilities, the

introduction of open door policy on the listing vd@ment of securities in the market

and the banking sector consolidation exercise, gstarthers.

Findings based on the hypothesis one revealedtiatmeasures of liquidity (value
of share traded and market capitalization) haverawgd significantly after the

introduction of financial liberalization.



Furthermore, findings based on tested hypothesisrévealed that both measures of
efficiency (listed securities and stock brokingrf®) have improved significantly in

the aftermath of financial liberalization.

The overall findings of the study are consisterthwiose found in the literature, such
asDey and Flaherty (2004), Baker and Stein (2002¢swhrapu and Krishnamurti

(2007),Ngugi, Maurinde and Green (2003) and Jain- Cha(k0(82).

52 LIMITATIONSOF THE STUDY

During the course of the study the following obktaavere encountered:

a) The researcher was faced with the difficultiesobtaining the relevant data
necessary for the research work. Most organisatieer® reluctant to release
vital information because of what they term “segrat organisations.” This
made things very difficult for the researcher toveoother areas, like stock

volatility, of capital market development.

b) There was also the problem of conflict betwesssid and figures obtained from
the Securities and Exchange Commission (SEC) aed Nigerian Stock
Exchange (NSE). It was quite a Herculean taskHerresearcher to harmonise

these conflicting data.

5.3 CONCLUSIONS



The role of stock markets in the economic develapgn@ countries cannot be
overemphasised. Since the introduction of struttdgustment programme in 1986,
the Nigerian stock market has been experiencingl gowth. This in turn positively
influenced the rate of Nigeria’s economic growthridg the period in question.
Investigations into the impact of financial libezaltion on liquidity and efficiency of
the the Nigerian stock exchange showed that thé&ehdiquidity and efficiency is
affected by factors such as; the Nigerian regwatlamework, the banking
consolidation reforms, market discipline, the leskparticipation of private sector in
the market, pension reform, investor education, roemnomic and financial

instability and the demand and supply of stockeragst others.

Despite the influence of the aforementioned factbosvever, the study showed that
financial liberalization has significant impact diguidity and efficiency of the
Nigerian stock market. This shows that the Nigers&ock market is achieving
relative stability, which is an ingridient of ecanw development. Improved liquidity
will go a long way in boosting investors confidenoghe market, and this invariably
enhances the efficiency of the market. Thus, liguidnd efficiency in stock markets

are interwoven.

54 RECOMMENDATIONS

To better enhance the development of Nigerian abpiiarket in particular and the
development of the Nigerian economy in general ampared with those of
Eupropean countries such as United Kingdom andnjapa following underlisted

recommendations should be taken into consideration:



1) The Need to Educate Market Participants: The gseéatballenge to the
Nigerian stock market (NSM) is to improve the lewd| knowledge of the local
investors. A programme of continuous educatiorttierinvestor, the intermediary, the
issuer and the regulator are extremely importantife successful development of the
NSM. As markets becomes more sophisticated, tisarereasing need for investment
advisors and personnel who are capable of analy@ngplex financial concepts such
as options and other derivatives. Hence, in ordesuistain and even strengthen the
performance of the Nigerian stock market, it iseskpnt that investors are educated
and well — informed on market activities, operasi@md procedures. This is especially
necessary where new set of rules have been inteddac existing ones have been
reviewed for enhanced performance. Thus, informedket participants would act
within market regulatory confines and hence redneecost of non — compliance for

the market, and by implication the economy as alevho

It is the responsibility of the SEC, which is thygex regulator in the market to put in
place certain programmes that would get marketigigaints informed about new
market development and how they can best be tacKleel periodic publications of

the SEC in recent times is a step in the rightatioa.

2) Follow Prudent Macroeconomic Polici@$ie aim of macroeconomic policies
(both fiscal and monetary ) in any economy is tkend robust and performance —
driven. The Nigerian government from time to timenaunces policies aimed at
bettering the economy but unfortunately, the goreant does not go extra miles to
ensure enforcement. Also, operators do not compith wuch policies, which

ordinarily are in their best interest. Hence, thiesraeed for the Nigerian government



to follow prudent macroeconomic policies. The higlerest and inflation rates,
budget deficits, marging facilities fluctuations.etthat have become persistent not
only create financial instability, but also feedcartainty, which affects stock market

development.

3) Improvement in Liquidity liquidity is a most cherished feature of a capital
market. Infact, liquidity is a lingering issue itosk markets accross the globe. This is
considered so because the more liquid a mark#tashetter its efficiency. Like most
emerging and perhaps even a few developed stocketsamNigerian stock market’s
liquidity is considered inadequate to propel rapidrket development. This is as a
result of the investment habit of Nigerians. An rage Nigerian investor buys
securities for keeps. Every investor wants to bng ao one wants to sell because
shareholders assume that if they sell they maymiesable to refill their portfolios.
This problem is caused by a general lack of knogdedr sophistication in the
intricacies of the stock market and also heightemegboor delivery and ineffective
transaction. Furthermore, the level of participatiof financial institutions in the
Nigerian Stock market is relatively low. These anber factors add up to stunt the
growth of liquidty in the market. Hence, there eed for the regulatory authorities to
educate the average Nigerian investor and alsorensgreased participation of

financial institutions in the market.

4) Nurture a progressive and Sound banking Sydtesrbanking sector is vital to
the development of the capital markets. A progkeesind sound banking system is

required to quicken the development of the finanoiarket.
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7441

N( 10) N( 10) N( 10) N( 10) N( 10) N(
10)

Sig .002 Sig.002 Sig.003 Sig. 006 Sig.006 Sig
014
PSVS 1.0000 1.0000 .9878 .9 636 .9265

.9515



N( 10) N( 10) N( 10) N(

10)

Sig .000 Sig .000 Sig.000 Sig .
.000

PRLSEC PRMK PRSBF
PSMK
PSVS 8567

N( 10)

Sig .002

PSSBF

(Coefficient / (Cases) / 2-tailed Significance)

" . "is printed if a coefficient cannot be compute

10) N( 10) N(

000 Sig.000 Sig

RVS PSLSEC



