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Capital Market Development: A Spur to Economic Growth in
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Abstract: This paper examines the relationship between dapiaket development and Nigeria's
economic growth using data covering the range @118 2010 using a Johansen Cointegration
technique to test for long run relationship amolmg variables under study. The empirical findings
from the research work suggest that the capitaketas an essential catalyst for economic growth
and is on the average and beneficial to the econbtawever, the high costs of raising capital and
structural imbalances in the market as well asneient government policies may distorts the
speedy growth of the market and thus, limit itsifpsimpact on the economy.
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1. Introduction

Economic development is said to require long-telamg which in turn needs long
term investments. In a developing economy like Nagethere is the additional
requirement for foreign direct investment in orttemeet the lacuna created by the
inadequacy of the local savings for propelling stweent, which is a motivating
factor to rapid economic development and growth. Famuel (1999), a developed
and functioning financial infrastructure (financiaharket) is important for
propelling economic development through the moaiian of savings and efficient
allocation of these savings for production. Destlite afore discussed importance
of long-term capital mobilization and the role @fiancial institutions, it may be
noted that there is no consensus in literatureheretfects of the capital market (as
a financial institution) on economic growth. At tfiem level, Gurly and Shaw
(1967) and Shaw (1973) emphasize the importancehefrole of financial
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institutions in positively contributing to econonicowth. Some others including
Shleifer and Summer (1988), Bhide, (1993) and MayEr988) find to the
contrary. Indeed, Stiglitz (1994) and Killick andaMins (1990) are of the opinion
that the growth of capital markets can be detrimletat corporate organizations. At
the macroeconomic level, Kolapo and Adaramola (202&ije and Jovanovich
(1993) and Adeniyi (2010) report positive corra@atbetween the variables. On the
other hand, the study by Alajekwu and Achugbu (20dgports that market
capitalization and value traded ratios have a weppk negative correlation with
economic growth.

Thus, there is a need to determine whether orthetNigerian capital market has
had any significant positive impact on the Nigegeonomy during the study

period. In addition, the study will examine thettas responsible for the market
growth, especially in view of the series of finalgdolicy reforms in the country.

The market reforms have recapitalization as paritsotardinal focus (which so

many studies that focused on the capital marketvircseem to have omitted

overtime). This study therefore, attempts to filist gap, by incorporating the

financial policy implication (i.e. bank recapitadizon) and other factors

responsible for the changes in the Nigerian capitaiket and thereafter, determine
the research examines the impact of the capitakehan the economic growth of
Nigeria. The remainder of the paper is organizefbi®vs. Section two deals with

the background analysis of study and section tteads with the literature review.

In Section four, the theoretical and methodologitaimework of the study is

presented while the empirical results are discussesection five. Section six

concludes the paper.

2. Analysis of the Nigerian Capital Market

The market started operations formally in June 1@&h eight (8) securities
(five government bond, zero industrial loan stockl dhree equities) that had
been previously quoted in the London Stock Excharfigee major types of
securities listed on the NSE since its establistingemovernment loan stock,
industrial loan stock and equities. From the modssginning in 1961, the
number of listed securities have increased in leapd bounds from 8 at
inception to 52 a decade later and 264 by end PBigore 1)
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Figure 1. Total Number of Listed Securities 19€-2010
Source: Authr's Analysis (Data Extracted from NSE, 2010)

The composition of listed securities also changguldly during the period. F
example, in 1961, about 63% securities were in the form of government stoc
against 0% industrial loan stock and 37% equity1990, government stock
share was 19.82%, industrial loan stock 19.82% aylity 60.36 %
(Uwubanmwen, 2001). While in 1995, government’srehaas 12% industrial
loan stock was 22% and equity 66%. By 2005, govemtnstock stood at 89
industrial loan stock 18% and equity 74%. Only tshif 2010 with governmer
bond/debt security 15%, industrial loan 3% and tydg2% (Figure 2

Figure 2. Securitieshy Category Listed on the Nigerian Stock Exchangel@61-2010
Source: Author’s Analysis

The phenomenal growth of the capital market duthmeglast four decades w

brought about by government legislation, monetapficiegs and technic:
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advancement in stock operations- privatization ged and exercises
(1972,1977,1989-1993, 2001 and likely 2003), rdedipation for banks (2004-
2005, electronic processing/automated trading iéietsy on-line trading, etc. The
market capitalization as at 1995 stood=di8B8.31 Billion,=M72.30 Billion in
2000 and<42, 900.10 Billion in 2005. That is an increase 61 2% and 574.03%
respectively but stood at 9918.2 billion in 201GeThumber of listed securities
listed on the NSE (Fig. 2) has recorded an appokximcrease over the years.
On the board of exchange, the number of equitie®éased from 3 in 1961 to 13
in 1971, an increase of 333.3%. The figure incréase®3 in 1981 an increase of
615.4%. As at 2001 it had increased to 178 an éser@f 91.4%. It stood at 214
in 2005 and 217 by 2010. On the second tier seéesimmarket (SSM), there was
only one security listed as at the time it wasddtrced in 1985. Ten years later,
the number had increased to 20 representing aeaserof 1,900%. This was
after it had fallen from 23 in 1993. As at year 20the figure had fallen again to
16 equities which were maintained to 2010.

3. Review of Literature

In spite of the developments in stock markets, aeseers have focused on the
relationship between financial intermediaries (esgdly commercial banks) and

economic growth while empirical investigations bé tink between capital market
and economic growth have been relatively limited.

Atje and Jovanovich (1993) in studying 40 countfimsthe period 1979-88, and
focusing on the dynamics of market size, find argjrpositive correlation between
the level of financial development and stock martetelopment and economic
growth. Levine (1991) and Bencivenga, et al. (1996phasize the positive role of
liquidity provided by stock exchanges on the sitenew real asset investments
through common stock financing. Investors are neagly persuaded to invest in
common stocks, when there is little doubt on theiarketability in stock
exchanges. This, in turn, motivates corporationgot@o the public when they need
more finance to invest in capital goods. Althougme contrary opinions do exist
regarding the impact of liquidity on the volumesaivings, arguing that the desire
for a higher level of liquidity works against propséty to save (Bencivenga and
Smith, 1991, Japelli and Pagano, 1994), such argtsvae not well supported by
empirical evidence.

In addition, Levine and Zervos (1998), employedssrgection data found that
stock market liquidity is positively and signifidin correlated with current and
future rate of economic growth, even after conimglifor economic and political
factors. They also discovered that measures of gfottk market liquidity and bank
development significantly predict future rate oferaf growth. They therefore
concluded that stock market provides importantdiffierent financial service form
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banks. Filer et al (1999) employed Granger cays#it to provide evidence of a
positive and significant causal relationship goirgm stock market development
to economic growth, particularly for less developedntries. As regards financial
variables, they found a positive link between madeapitalization ratio and future
economic growth although the link is more significéor higher income countries.

Adjasi and Biekpe (2006) study the effect of stounlarket development on
economic growth in 14 countries in a dynamic pafeth modeling setting. The
results indicate a positive relationship betweearctkstmarket development and
economic growth. According to N'zué (2006), theat®nship between the
development of the Ivorian stock market and the ntgts economic
performance is positive. The result also reveal gnass domestic product and
stock market development are cointegrated when cthrerol variables are
included in the analysis. Moreover, there is a wedional causality running
from stock market development to economic growth.

Carporale, et al. (2005) based on the endogenawgtiymodel study the linkage
between stock market, investment and economic d¢raveing Vector Auto

Regression (VAR) framework. The overall findingglicate that the causality
between stock market components, investment anchoetdo growth is

significant and in line with endogenous growth modieshows also that the
level of investment is the channel through whicleckt markets enhance
economic growth in the long-run.

Capasso (2006) using a sample of 24 advanced OH@GDsame emerging
economies shows a strong and positive correlatietwden stock market
development and economic growth and later concltitssstock markets tend to
emerge and develop only when economies reach analale size and with high
level of capital accumulation. Capasso (2008) w@se®ptimal capital structure
model to provide a link between components of stowket and long-term
economic growth. He indicates a strong relationdl@fween stock market and
economic growth with firms showing greater prefeemowards issuing equity
than debt as capital continues to accumulate.

Adeniyi (2010) explores the hypothesis that stockrkat development promotes
economic growth in Nigeria and attempts to confitsrvalidity or otherwise, using

quarterly data from 1990:1 to 2009:4 for Nigeria émploying vector error

correction model (VECM) technique on the commonlgedi stock market

development indicators. From the result, the mddelthe total value of shares
traded ratio (vr) has the best fit followed by tharket capitalization ratio (mcr)
model while the model for the turnover ratio (tdgged behind. Mishra et al
(2010), examines the impact of capital market &fficy on economic growth in
India using the time series data on market cap#gbn, total market turnover and
stock price index over the period spanning fromfitts¢ quarter of 1991 to the first
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quarter of 2010. Thus, the authors recommend thatkeh organizations and
regulations should be such that large number of edtic as well as foreign
investors enters the market with huge listingsegtmnents, and trading so that the
very objective of optimal allocation of economicsearces for the sustainable
growth of the country can be ensured.

Kolapo and Adaramola (2011) examine the impactefNigerian capital market
on its economic growth applying Johansen co-integraand Granger causality
tests, results show that the Nigerian capital ntaakel economic growth are co-
integrated. This implies that a long run relatiagpséxists between capital market
and economic growth in Nigeria. Chinwuba and Ama81(), examines the
impact of the Nigerian capital market performancetloe economic development
of Nigeria. The results indicate that Market Cdptdion, All-Shares Index and
number of listed companies were positively relateénd capable of influencing
Gross Domestic Product; while the volume of tratieas and Market
Capitalization were positively related to Gross eeixCapital Formation. They
conclude that the results have proved that theopednce of the capital market
impacts positively on the economic development ajeNa. On the other hand,
have a very weak negative correlation with econagnievth

Ihendinihu and Onwuchekwa (2012) attempted to deter possible causal link
between stock market performance and economic frawtNigeria using time

series data for the period 1984 to 2011. The raesulhe Ordinary Least Square
(OLS) technique utilized in analyzing indicate tleiout 88% and 95% of the
changes in economic growth could be explained bgnghs in stock market
performance in the short run and long run respelstivOke and Adeusi (2012),
examines the impact of capital market reforms anNigerian economic growth
using the ordinary least square method of regressiod the Johansen co-
integration analysis, the results show that capitatket reforms positively impact
the economic growth. The study recommends amongr®tthat government
should objectively evaluate enacted laws and recegenda in a manner that will
enhance economic growth rather than consideringqalissues before embarking
on reforms.

4. Theoretical Foundation and Methodology

The theory of this study is based on neo-clasgjicakth model drawn from Cobb-
Douglas production function to capture the impakctcapital market growth on
economic growth.

Such that:
(O 0 G 7)) I SRR @ § |
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Where, Q is output (indicating economic growth),iKcapital and L is labour
input. Following a Cobb-Douglas production function

[ G PRI ¢/) |

Equation (2) is however, restrictive in the serfsat it restricts the factors that
influences output to only capital and labor, legviout other factors that also
influence the growth of the economy, for which we&educe the shift factors “A”-
to account for technological, reformative and ecenitoshift factors that affect
economic growth. Introducing this into the equatlynaugmenting to labor, we
have:

Q= KTALP oo coe e e oo et e e e e v e e v e e e e (3)
Taking the log of both sides to linearize the emumtwe have:
InQ = alnK + BINAL ... ... v v e e e e v e (B)
If capital- “K” is dependent on accumulated fundttgn from both the Money

Markets (that deal in short term capital mobiliaa)i and Capital Market (that
deals majorly in long term capital mobilization)apital investment “K”, will
therefore be a function of the amount saved inntlbaey markets and/or raised in
the capital market. Decomposing “K” we have:

K = f(SAVim, Mktcgp) v e v cee v v e s e (B)
Substituting for K in equation 4:
nQ = aln (SAVipm, Mktcap) + BINAL ..o oo v s i1 (6)

Thus, the specified model:
INRGDP = 6y + a1InSAV;ym + azlnMkt oy + BINLAB,op + € v v v v e e (7)

Equation 7 is the specified model of the study whstiows that the growth in
output as a function of the savings in the moneyketathe growth rate in the
capital market proxy (by the growth in the markeipitalization), and the
improvement in the active labor population growdkter All parameter coefficients
are expected to be positive.

In this research work, causal econometric analgssnployed. Data obtained from
various (secondary) sources would be tabulatedyzeth and tested. Series of
multiple regression analysis with the method of i@ady Least Square (OLS) is
used to establish relationship between variablesaddition, tests for stationary,
correlation and variance inflation factor analysisonducted for a confirmation of
the unit root, linear relationships and the absefamulticollinearity respectively
to avoid spurious regression.
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Data employed for the study are extracted from sgary sources, such as official
government documents published by the Central Rdrikigeria (CBN), Federal
Office of Statistics (FOS), the Nigerian Stock Eanbe (NSE), Securities and
Exchange Commission (SEC) and World Bank Developrimeticator.

5. Empirical Analysis
5.1Augmented Dickey Fuller Unit Root Test and Coirggration Test

To avoid obtaining a spurious result by regressioig-stationary series, and also to
scrutinize the integrating level of the variabldsieh is to ensure that the variables
are not of order 1(2), the Augmented Dickey-FullaDF) is employed to test for
Stationary and the order of integration of varialllbe results of the ADF unit
Root test for checking for Stationary of the dadad the determined order of
integration is shown in the Table 1

Table 1. Augmented Dickey-Fuller Unit Root Test

Variables At Level | (0) At First difference I(1)
LOGMCAP 0.4578 -4.1801***
LOGPOP 0.8180 -2.6350*
LOGRGDP -0.2365 -3.1018**
LOGSAV -1.5591 -3.8068***
Critical Levels: gg;gg gg;gg
-2.6230 -2.6274

Note: *, ** and *** implies significant at 10%, 5% and 1% significant levels

Source Author's Computation

The table above shows that all the variables amgos@ry at first difference.
Hence, we conclude that the variables are statyoawaal the model is specified and
regressed at first difference. However, followirge trule of thumb as put by
Guijarati (2003); that spuriousity in regressed ltesiobserved when the goodness
of fit measure — “R-Square {R is greater than the autocorrelation indicator -
“Durbin-Watson (DW)”. That is, if B DW, we have a spurious regression and the
result is not reliable. But if the DW >’Rthen we have a non-spurious regression
whose report is reliable for forecasting and polmgking, Thus, considering the
regression at level may still be considered with tegression technique to be
employed, dependent on whether or not a cointegratlationship exist among
the variables, after which diagnostic-post testrfarticollinearity and auto-serial
correlation (Durbin Watson) are considered.
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From the Augmented Dickey Fuller (ADF) test, ak thariables are stationary at
first difference; we therefore go further to test finy cointegrating relationship
among the variables, as this would likely sugghstregression technique to be
employed.

Table 2. Johansen Cointegration Test

Hypothesized No.| Eigen Max- Critical Trace Critical
of CE(s) value Eigen value statistic value
value 0.05 0.05
None 0.44439i | 16.4557( 27.5843. | 38.6854! 47.8561:
At most ] 0.33070: | 11.2428: 21.1316: | 22.2297 29.7970
At most 2 0.29050( | 9.60943 14.2646( | 10.9869! 15.4947:
At most @ 0.04800° | 1.37752: 3.84146( | 1.37752: 3.84146!

Source: Author’'s Computation
* denotes rejection of the hypothesis at the 5% level

The Johansen cointegration test presented in Tahleove, shows that there exist
no cointegrating relationship among all four valégbat 5 percent critical levels.

This conclusion of no cointegrating relationshipoay the variables is confirmed

in both the Trace test and the Maximum Eigen védse as expressed in the table.
For this reason, we therefore conduct the regressiong the basic Ordinary Least
Square regression for a multivariate model.

Table 3. Estimates of the Static Model

Dependent Variable: LOGRGDP
Method: Least Squares

Sample: 1981 2010

Included observations: 30

\Variable Coefficient Std. Error [-Statistic Prob.
LOGSAV 0.54241 0.183689 5.565274 0.0001***
LOGPOP 0.46146 0.406451 1.133539 0.2666
LOGMCAP 0.38241 0.016116 3.724047 0.0030***
C 0.24609 2.870419 0.130897 0.8057

Prob (F-statistic) = 0.00

Where: *** ** and * implies significant levels at 1%, 5% and 10% respectively
R-square= 0.761, Adjusted R-square= 0.615, F- statistics= 212.3, Durbin-Watson stat= 1.463
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The result in table 3 shows that market capitabradoes have a significant
positive effect on the growth of the economy. Sigant at 1%, the result shows
that a 1 percent increase in the growth of thetabpiarket measured by its market
capitalization, will lead to a 38% increase in gtowr his conforms to the finding
of earlier empirical results such as Capasso (26f6)4 OECD countries, Mishra
et al (2010) for India, and Chinwuba and Amos (30XKbblapo and Adaramola
(2011), Oke and Adeusi (2012) for Nigeria, amorngany that all agree that the
capital market is an essential catalyst for ecomogrowth and development
against the views of Wai and Patrick (1973), Dehgieet al (1990), Jappeli and
Pagano (1990), Killick and Martin (1990), and Morek al (1990) that suggest
otherwise. The commercial bank savings was fountiaee a similar effect on
economic growth, though with a marginally highergeatage effect on the
economic growth. From the result, a percentagecas® in the savings rate, will
lead to 52% increase in the growth of the econd&iyen its slightly larger effect
on the economic growth, the result implies thatghoin the Nigerian economy is
bank /money market based than capital market baskdt is the Nigerian
economy seems to source more of its investmentatgpapital structure) from the
banks than the capital market.

From the result, the growth in labor population vi@sd to have a positive (0.46)
but insignificant impact on economic growth. Thigygests that the labor input of
the working population of the country is yet to baw significant contribution on
the economic growth of Nigeria. In addition, thesthtics value (212.3) which
confirms the joint significant of the included inmndent variables to influencing
economic growth, as the critical significance vatuethe joint probability is less
than 0.05.The result shows that approximately 7@qre of the variation in the
economic growth is a result of the included indejeem variables. This is indicated
by the R-square, while the remaining 30 percentcatsed by other factors. The
Durbin Watson (D.W) statistics of 1.46is below tregditional benchmark of 2.0 in
the model, the study can conclude that there isfreogn auto- correlation or serial
correlation in the model specification; hence tlssumption of linearity is not
violated. Also, the Durbin Watson value is gredltem the estimated R-square. So
following Gujarati”s (2003) rule of thumb, the rédisis not spurious.

6. Conclusion

This study has examined the development of capitaket and its impact on the
economic growth in Nigeria. The empirical finding®m the research work
suggest that the capital market contributed paditiand significantly to growth of
Nigerian economy along with the developments intihaks from 1981 to 2010.
All in all, growth of the capital market is on tleverage and beneficial to the
economy, the high cost of raising capital and stmat imbalances in the market as
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well as inconsistent government policies may distdhe speedy growth of the
market and thus, limiting its positive impact oe gtconomy. Based on the findings
and conclusion drawn on this study, the followiegammendations are therefore
proposed:

* Regulatory authorities of the market, should ititigolicies that would
encourage more companies to access the market asich downward
review of lending rates, relaxation of entry reguient for companies, etc;
as the number of listed securities as found in ghely indicates the
potency of this factor to produce positive impauntl ghe high lending rate
that increases financing constraint.

« Market organization and regulation should be sumt targe number of
domestic as well as foreign investors enters theketavith huge listings,
investments, and trading. So that the very objeatifvoptimal allocation of
economic resources for the sustainable growth ef ¢buntry can be
achieved.

» Also, the authority needs to be more proactivehairtsurveillance role in
order to check sharp practices which undermine etarktegrity,
investors” returns and erode investors’ confidence.

« Finally, government should ensure an investmeshitiy environment, by
putting in place the necessary social infrastresuservices, and policy
reforms that will enhance and encourage its lalocef, domestic and
foreign investor, the functioning of its financialarkets, and economic
growth.
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