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ABSTRACT
This study empirically examined the effects of anticipated and unanticipated fiscal and monetary
policies on the performance of the stock market. In addition, the study examined the relationship
between these policies; whether they act as substdutssmplements in affecting stock market
performance. Té theoretical contention dfeynesian Economics that a mix of fiscal and
monetary policy is the best in achieving macroeconomic objectives serves as the motivation for
the study. The study has alscehemotivated by growing empirical evidence, which shows that
the stock market plays an important role in enhancing economic growth. This is because the
stock market has been recognized as an important sector of the macro economy, as it stands as a
key conponent of financial system and performs crucial rolesifieeconomic development of a
country. Havever, if the stock market is to perform bettgpvernment policies need to be
formulated and geared towards the better performance of the stock marketdtothiere has
been no consensus both theoretically and empirically on the effect of government policies on

stock market performance, and the relationship between fiscal and monetary policies in Nigeria.

The study used quarterly time series dataNigeran stock market ovehe period 2000 2012.

The study proceeded by first testing for Stationarity and cointegration of the variables used in the
estimation process, having specified the fiscal and monetary policies vector error correction
models, for thefirst and second objective and the vector autoregressive model for the third
objective. The values for the anticipated and unanticipated fiscal and monetary policies obtained
thereof were then used in the estimation of a model specified to capture stwk&t m
performance, as measured by tldue of transaction in thearket.

The empirical results obtained showed thath anticipated fiscal policyand monetary policy

had a negative relationship with stock market performance itotigerun. It was notiak that
anticipated monetary policy causes more variations in the performance of the stock market than
the anticipated fiscal policy componeiihere exists unilateral relationshiptween anticipated

fiscal and stock market performance, anticipated naspgdolicy and stock market, interest rate

and stock market, stock market and exchange rate, anticipated fiscal policy and exchange rate
and interest rate and exchange retewever, manticipated fiscal policy actiorisave a positive

and not significantalationship with thestock marketwhilst an unantipated monetary policy

Vi



action has a minimal positive and significant effect on the stock mddkeinticipate fiscal

policy actions havevery little impactin its contributions tdhe stock market, thenanticipated
monetary policy also has little impact but it is of a lower magnitude compared to the
unanticipated fiscal policy. On the other hand, both unanticipated &scamonetary policies

did not have a unilateral or bilateral relationship with steck market performance. Lastly, the
study found that fiscal and monetary policies act as complements in their effect on the
performance of the stock market. These findings suggest that policy makers need to exercise
considerable caution regarding fiscabnetary policy stance and stock market regulation in

Nigeria.
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CHAPTER ONE

INTRODUCTION

1.1 Introduction

The Stock marketvhichisad di st r i b u acts amnannternbdiary lbetwien the savers

and users of fundsind its importancén an economycannot be overlookedlIts central role of
mobilizing fund across units and economic agents cannot be overemphasizéie
development of an economyhe stock markedcts as a transmission mechanism that facilitates

the mobilization and @nneling of savings to individual and institutional investors. This is
basically the transfer of funds from surplus units to deficit units, which ensures the effective and
efficient allocation of scarce financial resources and creates an avenue forsw@garticipate

in the economy for investment purposeso Anyanwu (198), the stock market is a market
where those who wish to buy or sell shares, stocks, government bonds, debentures, and other

securities can do so only through its members (stockebspk

The fluctuations in the stock markedve signifiant effectson the macreconomy as they affect
investment and consumption decisions of both firms and households. The transmission
mechanismeffect could be through three different channels. The fitennel is throughheir

effect onstock priceswhich in turn affect investmengecondly,through their effect orstock

prices which in turn affectd i r més bal ance sheet anedveathast | vy
nexus where stock prices affecta hdusel d 6s weal th and | iquidity |
the amount of financial wealth that the household holds. These channels all have spikater eff

on the macreconomyas a wholeThis implies that a performing stock market would enhance



the wealthof investors and it would have positivmpacts on the economy generalyhile a

non performing stock market would have an adversetafie the economy Mishkin (2001).

Furthermore, the spiral effects of the stock market on the macroeconomy can betkeatase

of The Nigerian Stock Exchange (NS&hich has beerexperiencing steady growfirior to the

global recessiof 2008but experienced a downturn which affected all sectors of the Nigerian
economy This is evident in the growth rate of the NSEshlare index in Nigeria from 37.8% in
2006 to 73.56% in 2007, making the NSE one of the most performing stock exchanges in Africa
(NSE, 2007). During the financial crisis (which was at its peak in April 2008), the Nigerian stock
market witnessed a sharpog as the growth rate of ttal share index decline 45.8% from
73.56% in 2007.This crisis led to dumping of shares by foreign and domestic investors which
further depressed the stock market. There was shortage in capital inflow and foreigmoportfol
investment withdrawal and withholdings became the ndnspite of several reforms by the
regulatory authority; performance has still been saptimalin recent times (2008 till date)s
compared to its prB008 level; and this could be a combinatidnregulatory weaknesses,
political meddling and capacity inadequacy amongst operators. Thus, the market is still bearish
due to lack of confidence by both individual and institutional investors in the market which has

led to thecontinuous downward trend the performance of thdigerian Stock miket

Furthermoreduring the recession periad 2008 government emphasized the use of both fiscal

and monetary policies to address the problem. Several policies were put in place such as the

! The Security and Exchange Commissgiands as the regulatory body of the Nigerian capital market. The SEC
improved regulationsn order to encourage the development of the bond market and also promoting collective
investment scheme and review of the 2003 corporate governance code.

2



frequent review ofthe monetary policy ratemajor direct intervention in the banking seétamd

risk management principleBy contrastemphasis was placed more on fiscal policy in countries

of the European Monetary Union because of the positive effects it has on ecamiivity

(Rafael and Ivan, 2010However, he Nigerian government made use of both fiscal and
monetary policy interventions to stabilize the econoiiityis isbecause they are both important
instruments used imacroeconomic managemeht the stabilizabn of an economy, and this

can be seen with the increase of both government expenditure from 21% in 2007 to 31% in 2008

and money supply frorB5% to 56% in 2008CBN, 2008)

Fiscal policy is basically meant for regulation and stabilization of the econdt:iyegulatory

role covers the effective allocation, distribution, and sustenance of stable income which
stimulates aggregate demand and also gives an incentive to major growth spurring activities
within the economy. Fiscal policy could be expansionargantractionary depending on the
policy thrust of government. The expansionary phase increases the total money in circulation
through increased government expenditure or a reduction in taxes with the ultimate aim of
stimulating aggregate demand in the remoy. A contractionary measure on the other hand
reduces government expenditure or leadartancrease in taxes. Empirical literature has shown
that fiscal policypossesss both direct and indirect effects on an econ@iognnis, David and

George2011) The direct effect emanates from government's ability to influence economic

2 The Monetary Policy Rate (MPR) affects both the banking puaiglimterest rates on deposits dmahs affect the
cost of money and the econorbgcause it naturally affects interest rates on both sithéesh has a spillover effect
on the stock market.

3 Direct intervention by the CentralBk of Nigeria to support tHeuidity of banks in Nigeria.

4Keynes (1936) advocates for the intervention of government, that is, fiscal measures in the economy during the
great depression of 1930s; interestedders may consult "The General theory of employment, interest and,money
1936".



activitieswhich could either be anticipated or unanticipated. The anticipated fiscal pohog
expected tacause @stortion in the economy, asconomic agents are aware of thdigies set
forth or announced by government; but the unanticipated fiscal policy cassedial in the
economy, agconomic agents are not aware and this has an effect on economic variables, hence

this is referred to as the fiscal policy shack

In reassion, the government policy could either be to increase government expenditure or
reduce taxation in order to boost the performance of the economy in order to bring it out from
recession. Thus, according to the Keynesian total expenditure model, aséitrggovernment
spending brings about increase in output in the economy both at the business level and the
economy in general, which provides a short term stimulus to help reduce recession. Rams (1986)
growth model also supports that government experedanerally affesteconomic growth and

acts as positive externality on growth. All this would thereby lead to a changgestment

pattern of economic agents which could lead to a better performing stock market.

Monetary policy is used by the governmenthe central bank to influence the economy through
changes in interest rates or money supply. The Central Bank is the agency which formulates and
implements monetary policy on behalf of the government in an attempt to achieve a set of
objectives. Suclobjectives are thecaievement of a desiragte of growth in real activity, the
attainment of stablexchange rate, stabieice level orabsence oihflation, theviablebalance of
payment andull employment. The primary goals of monetary policy areestability and

sustaining rapid economic growth.

SA fiscal policy shok is a surprise change in fiscal policy. It is the unexpected or unpredictable exogenouwd event
policy changethathasaposii ve or negative effect on the economy.
shock could be temporary or permanent.

(C:



Monetary policy works via its effects on the cost and availability of loans on real activity, and
this affects inflation, international capital movements and exchange Mateetary policy
actions such ashanges in the central bank discount rate have indirect effect on macroeconomic
variables and considerable lags are involved in the policy transmission meclib@smdis

and Kotonikas2007). On monetary policy goals of the FedeRdserve Bank, Bernka(2005)

stated in publications and testimony of Federal Reserve Bank (Fed) oftic&lItheyare "price
stability” and "sustainable economic growth". Federal Reserve officials and academic
economists have addressed the question of whether, in additoite level stability, a central

bank should also consider the stability of as

Monetary policy can be either expansionary or
to increase the total supply of money which leads to a lowerestteate and stimulatehe
expansion of the economy. Whilecantractionary policy aims to reduce the supply of money
and this leads to a decline in the value of asdébnetary policy makes use of various
instruments which include interest rate, resaeguirements (cash requirements or cash ratio
and liquidity ratio), selective credit controls, rediscount rate, treasury bill rate amongst others.
The effectiveness of monetary policy depends on its ability to alter the behavior of economic
agents whichs usually aimed atuchimportant macroeconomic variablesrasal gross domestic
product (GDP), consumption, investment, etc. But the tools available to the monetary authorities
have direct effects on interest rates and quantities of money and will ardyan impact on the
ultimate policy objectives if actually changes in interest rates and money supply alter economic
behavior. The sector that monetary policy is believed to be able to influence is the financial
sector and specifically the equity markehigh could be by either altering discount rates or by

influencing investor's expectations of future economic activity. Therefbiis, important to
5



know how governmenpolicies(fiscal and nonetary)put in place affect the stock market when
the policies ee being expected and when they are not expected by the inv@stersffect of
monetary policy on economic agemiBen not expecterd known as thenanticipatednonetary

policy shockwhile when expecteid is known as the anticipated monetary shock

Thus, giving the effect of both fiscal and monetary p&g&in achieving macroeconomic
objectives as discussed above, their effects on an economy cannot be oveillbakediso
important to knowthat fiscal and monetary policieannot be separated effigely according to

the theoretical evidence of the Keynesian paradigms, a policy mix is desirable, where fiscal

and monetary dies are used simultaneously, in other to achieve a stable macroeconomic
environmentAlso, the ISLM framework shows thathe relation between fiscal and monetary
policieso actions on stock mar ket activitie
instruments. Thus, a change in either fiscal or monetary policy instruments leads to a change in
interest rate instantaneouslpdathus investors would havto revalue their equitflaopodis

2006) A contractionary or expansiary fiscal and monetary policyuald have either positive or
adverse effect on thearnings of investors, which would in totality affect the performandkeof

stock market. Due tthe contributions of both monetary and fiscal policies in managing the
eonomy during any anticipated ananticipated eventghe studycannot examine fiscal policy

effect without considering monetary policy effect as well ané-varsa. Thus, investigating the
comparative effects of both fiscal and monetary policiegshenNigerian stock market is of

utmost importance



1.2 Statement ofthe ResearchProblem

The stock markes a major segmemf the financial markesind itplays an important role in the
allocation of resources to various sectors in the econdmylso helps in the financial
development ofiny economybecause of the liquidity characteristics enjoyed by investors. The
extent to which these benefits can be enjogledends on the policy digen and regulatory
activities of the government. Therefore, gerforming stock market is an indicatimf the
economyds financi al ,sherefdreof utmostimpomadce t® sStudg theg t h .
effects of fiscal andmonetary policie®n the performance dhestock market, sithe relationship
between policie and stock markgterformance has continued to generate debate both in the

academic and policy arena.

In recent yars, theoretical literatures haemergedio explain the relationship between fiscal
policy, monetary policy and stock market performance. The most persuasiveeatgin the
literatures is presented bthe Keynesian paradigm that opines that fiscal and monetary policies
cannot be e#ctively separatedThis meanghat fiscal and monetary tools cannot be used in
isolation but must be used together to achieve improvememheinstock market and the
macraeonomy as a wholet has been argued by other auth@®&ardian Equivalence theory
and Rational Exgctation theory that irrespective of any policy being undertaken by the
government, it has no effeon individuals, stock marketnd the economy in generdlhis

implies that government policies do not have any effect on private consumption and intiestmen

In recent years, there habeen mixed results from studies examining the relationship between
monetary policy and stock market performance both in the developed and developing world.

While some are of the opinion that monetary policy has adverse seffectstock market
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performancéFrancesco, 2008), others belidhat there areo adverse effestand even Durham
(2003) noticed a zero relationship in his study. Likewise, the few studies that have been done on
the effects of fiscal policy and stock markeerformance were for developed economies and

there waso consensus

Furthermore, the Nigerian Stock Markeitnessed steady growth in its performapcer to the
recession in 2007, buhe rate of growthnosedivedsharply during the recessiorin 2008
(NSE2008) This made iexperience one of its worst crises since its inceptiat®s0. Several
efforts weremade bythe regulatory body of the stock market disdal and monetary authorities

over the years with the use of several policy measandgefoms to stabilize the stock market
However, it showed that there has been increase in government expenditure over the years with
the exception of year 2000 and 2002. Although2000, there was a sharp drop in government
spending while for 2002 there was significant increase in government expenditure, it did not
affect the performance of the stock market as it still exhibited an upward trend for both periods.
Meanwhile, money supphand government expenditure before the recessutiowed an
increasingrend which was also the case for the performance of the stock market as reflected in
the capitalization of the stock markefhe recessicary period however witnessed great
increase in botlgovernment expenditure and money supdply its effect could nbbe seen on

the stock market performance as expe(@&8IN Bulletin,2009)

Thus, it is of concern to note that policies put in place during the recession did not transmit to a
better performancef the Nigerian stock market,hile stock markets in otheteveloped and
developing economidsaveshown a steady recoveajter the recession in 2008herefore, the

study intends to know if policies implemented by the government would have any effect on the



performance of the Nigerian stock market when the mdicare being anticipated or
unantcipated by economic agents. It will equally try to find balhe Keynesian paradigm which

states that fiscal and monetary policies must be used as compldmewtseve effectiveness

would occur for the Nigerian stock arket given the structural rigidities of Nigeria as a
developing economyThis is becausd3ohl and Werner (2007) and #dfari, Salameh and
Habbash (2011) have raised the issue of the inability of policy makers to achieve the assumed
and expected effectsf @olicies in many economies, especially developing countries that are
saddled with structural rigidities in both the real and financial sectors. Thus leading to a general
feeling of uncertainty among policy makers as to the efficacy of the policies Unsiegtaken by

the government. Based on these aforementioned problems, this study aims to answer the

following research questions presented in section 1.3.

1.3 Research Questions
Three issues of concern in this study. are

() What effects doeanticipated fisclapolicy and monetary policy shoskaveon stock

market performance Nigeria?

(i) What are the effects ofinanticipated fiscgbolicy and monetary policghockson stock

market performance in Nigeria?

(i) Do fiscal and monetary policies complement or stlttstieach other in their effesabn

stock market performance in Nigeria?



1.4  Objectives of the Study

The main objective of the study is to evaluate the impact of fiscal and monetary policies on stock

market performance in Nigeria. The specific objectiviethig study are to:

1. Determine the effects of anticipated fisgallicy and monetary policy shock on stock

market performance in Nigeria.

2. Empirically examine the effects of unanticipated figualicy and monetary policy shock

on stock market performance.

3. Determine whether fiscal and monetary policies are complements or substitutes in their

effect on stock market performance in Nigeria.

1.5 Research Hypotheses

In thelight of the stated objectivethe following hypotheses are formulated to guide the study:

Hi: Anticipated figal and monetary policiebave no significant effect on stock market

performance.

H2: Unanticipated fiscal and monetary policies shocks have no significant impact on stock

market performance in Nigeria.

Hs: Fiscal and monetary poligeare neither complements nor substitutes for stock market

performance in Nigeria.
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1.6  Justification for the Study

Several theories were discudsm the theoretical review ineStion three and it was on this
premise that the neoclassical function wadu3éus, the global integrated monetary and fiscal
model which has a neoclassical foundation was used. This theoryhaasver augmented
before it was used in the study. Tdlebal integrated monetary and fiscabdel captured fiscal
policy using lump suntax, fiscal deficit andiscal surplus measureub in this studywe made
use ofgovernment expenditu® capture the effects of @al policy following the path of the
Keynesian theory whilghe variables used for monetary polisych as the money sugpl

interest rate and exchange rates adapted.

Furthermoreseveral studies have been carried out to determine the effdaais arising from
monetary and fiscal policieseparately on stock market returns in developed econdraegan,
Charl and Kanyae, (2013)Agnello and Sousa, (2011pewan (2013)loannidis and Kotonikas
(2008) However, the attention has recently shifted to examining their impacts in developing
economies; although it has been mainly skewed in favour of monetary policy. The mdsult
studies done using monetary policy va®pme studies found that monetary policy has adverse
effect on stock market performanedjile otherstudies have reporteat monetary policy has a
positive relationship with the performance of 8teck marke Some of the cited literatisare
(Fama and French, 1989; Thorkec 1995; Mishkin, 2001; Rigobon and Sack, 20D8rham,
2003; Kongantin, Montagnoli, Napolitiano and Siliversto2008 Okpara, 2010; Aliyu, 2011).
Few researchvorks havebeen done orhe effects of fiscal policy on stockarket performance
(Agnello and Sousa, 2018fonso and Sousa, 2011; Jasa R@sen, 2003Goodness, Mehmet,

Rangan, Charl, Stephen and Zeyrg812). While some found temporary negative response of
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fiscal policy shock to stock pricesAgnello and Sousa, 20),0other studies observed that fiscal
policy is relevant for stock market performance (Van AaBarresten and Gobhi2003 and
Laopodis, 2010). While studies on the effects of both monetary and fiscal shocksckn s
market performance (loanpniBavid and George2011; Vafa and Matin, 2011; Jinho, 2001) are
few and inconclusiveThis study thereforentends to do @ountry basednalysison the effects
of monetary and fiscal policies on the performance of stocikkehan Nigeria taking into
consideration thanticipated and unanticipatedmponents of both fiscal and monetary policies

on the stock market

Lastly, several methodologies have been used to analyse the results of both fiscal and monetary
policies on sick market. The various methods wndé the Structural Vector Autoelgression

Model, Bayesian Auto Regressive Model, Event Study, Vector Auto Regressidel lahd the

Vector Error Correction Mdel. This study adopts the Vector Error Correction model amtb¥e
Autoregressive model because of thedmponerg such as thgarameter estimatesnpulse
response function, Variance decomposition and VEC granger causality that enables us to capture
the causal link between the variables of interddence, this stdy shows the effect of
government policies on other agents of the econont lrow their reaction determirtbe
performance othe stock market. The study gdasther byintroducing and finding out the effect

of both anticipated policy and unanticipatedi@o on the performance of the stock market.
Therefore, a comprehensive study that would examine the impact of the policy shocks on stock
market performance in Nigeria is of utmost importance. The study will be relevant to several
organisations, institutits and policy makers and governing bodies regulating the stock market

activities in Nigeria.
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1.7  Scope of the Study

Essentially, this study analyseise effects of fiscal and monetary shocks on stock market
performance and houwhe policies made by fiscalral monetary authoritieaffect the stock
market in Nigeria. Thecope of this study covers the sample period 20B012 using quarterly
data.This study also focuses on the Nigerian stock market due to the®resimgs witnessed in

the performance of ehstock market after the recession which has led to loss of income for the

citizens.

1.8 Organization of the Study

This research project consists of six (6) chapters inlallChapter @e we presentan
introduction to the study which consists of statetmef research problem, research questions,
objectives of the study, hypotheses of the study, justification of the study, scope and structure of
the study. Chaptefwo consists of a detailed background of thelgtuChapter Tiree gives a
detailed analysi®f all the literature reviewed both theoretical and empirical and the various
postulations and positions and also alternative theories concerning this topic. Chapter four
explores the methodology used in this study and explains the techniques used é&matjaia

and the modelmwhich the research is bas&thapter Fve contains Empirical analysi€hapter

Six contains a summary of the study, policy recommendations and conclusion.

5By "recent swings" the thesis refers to the skewed dynamics in the Nigerian stock market perf¢20@8 dil
date)which have eoded significant portion of investors' confidence.
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CHAPTER TWO

BACKGROUND TO THE STUDY

2.1 Overview of Stock Markets in Africa

In order to have a better understanding of the subject maftéh isthe performance of the
Nigerian stak market with respect to fiscal and monetary polidiess a necessity to describe

the background information with respect to some ofkiéne variables. Therefore, this chapter
provides the background to this study by doing an overview of the African stock markets and
characterizing the stylized facts on the Nigersatock market, fiscal policy and monetary policy

in Nigeria. The trend angkis of the performance of the stock market and their coordination

with fiscal and monetary palies in Nigeria waslsoconsidered.

The stock market in Africa remains an underutilized area for international investors, because
they have the potential taeghigh returns and achieve the goal oftflio diversification. hey

offer a superior risk/return profile which is not affected by trends in the more dedetar&ets.

This can be seen from the fact tihab of the top five world best performing stoekchanges
comefrom African markets (dited NationsDevelopmentProgramme 2003). In Africa, there

are 53 diverse countriggut there ar@enly about20 active stock exchanges, including one of the
only regianal stock exchange¢Bourse Regionale des Valas Mobilieres (BRVM))linking

eight Frenckspeaking countries in West AfricaGenerally, theAfrican stock markets are

described as Oifronti er mar ket s

" Frontier marketsare typically characterised bglatively small capitalization and liquidity levels. Thus, most of
these markets are excluded from the main regional equity market indices and sast atteact little Global
Emerging Markets (GEM) portfolio funds.
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African sbck exchanges faced somballenges such as eliminating existing impediments to
institutional developmenefore they could enter a new phase of rapid growtkey had to find

a way of disseminating information widely, implement robust electronic trading systems and the
adoption of acentral depository systems. A number of countries have dtartplementing
necessary changes especially in the area of trading and settlement systems and regulatory
regi mes. I n the 199006s, a number of African
by the desire to reduce the burden on government fisamee implementing marké&iendly

reforms. A central component of this process was the privatisati®atéowned companies

which led to theibeing listed on the local exchanges.

Some African governments have taken advantage of the developmentafaheapital markets

to issue stock exchange listed treasury debt instruments. This is the case with Kenya and Ghana,
where their governments have been able to issue-teyng debt instruments thus better
managing local debt. This has led to improveddparency in the pricing of local bank lending
facilities and increased competition within local banking industries. It has also been noticed that
African stock markets are almadentical in nature in terms of trading mechanisms, systems and
products avidable in thesemarkets with the exception of South Africa, Zimbabwe, Mauritius,
Namibia, Egypt and Morocctdowever, theidifferences are in the form of otine trading, no
restriction to foreign participation, shorter settlement, no tax restrictionsaeaithbility of
derivatives market. This trading mechanism leads to increase in volume and turnover of the stock
markets. In addition, African stock exchanges are gradualliytiadato electronic systems, with

few countries still usingnanual trading systns as well as manual clearing and settlement

systemsas at 2015This is more efficient as thmanual system reduces trading activity and
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liquidity, when compared to the automated and electronic system that reduces cost and

inefficiencies and speed up opgon in the market.

However, African stock markets are still small when compared to stock markets in other
emerging markets. The reason bethgt theAfrican Stock markesthavebeen dominated by a

few large firms that represeat high proportion of totamarket capitalization. The number of
listed companies is also small, except in South Africa, Egypt, and to some extent Nigeria. The
Johannesburg stock exchange in South Africa dominates the region in terms of market
capitalization, but the Cairo and Almxdria Stock Exchange (CASE) have recently been
growing rapidly. South Africa and Egypt account for more than 50 percent of all listed
companies in the entiwfrican continent. African stock markets are illiquid and there are large
gaps between buy ancetls orders. Usually, trading occurs in only a few stocks, those that
represent the majority of market capitalization (Yartey and Adjasi, 2007). Low liquidity implies
more difficulty in supporting a local market with its own trading systems, market analysis
brokers because business volume is too IéWso, African stock markets suffer from
infrastructural bottlenecks. Trading, clearing, and settlement systems are so slow it can take
months to execute a single tsaiction (Senbet, 2008), and fek the exchanges still operate
manual systemgMalawi, Swaziland and Zambia) his brings about not up to date information
which hampers activity and turnover, and renders financial integration difficult. Similarly, most
markets do nohave central depository ggsn and some restrict foreign participatjahus
inducing inactivity(Yartey and Adjasi, 2007).

In the period 200@007, SukSaharan Africa (SSA) enjoyed tremendous growth and increased
liquidity which attracted an increasing number of investors incheat high yields. This led to

increase in private capital inflows, includingrgign Direct Investment portfolio equity flows
16



and debt fl ows. This enhanced the regionds at
yields. However, in 2007 thd&nancial crisis spread to developing countries and SSA
experienced the secondary effects of the cri:
5.5% in 2008 (hternationalFinancial Statistics 2008). Furthermoreprivate capital inflows to

SSA droppedaharply in 2008, owing to a reduced capability and propensity to invest on the part

of foreign investors. This led to a slowdown in portfolio equity flows as there was a sharp fall in
stock markets in South Afri ca,re(SenbpteandiOchereKe ny a

2010)

However, after the global recessionSub Saharan Africa (SSA), it was noticed that in 2012,

the growth rate of the regiowas estimated at 4.7%, excludinguh Africa, which grew at

5.8%, which was highehan the other @veloping countries the region(World Bank 2013).

There was also increased investment fl ows sup
private flows increasing by 3.3% in 2012.was however noticed that foreign and domestic

private and puldt investmerd have increased, but the flow to S8bharan Africa is still the

lowest among developing regions. This could be as a result of political instability and regulatory
uncertainty in a number of countri€dverall, the region has grown graduadlifer the recession

of 2008, with it strengthening to 5.2 % by 2Q¥8orld Bank 2015).
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Table 2.1: Automation of African Stock marketsas at 2015

Country CSD Trading System | Trading Days
Algeria Electronic | Electronic 1
Botswana Electronic | Electront 5
Cote d'ivoire Electronic | Electronic 5
Egypt Electronic | Electronic 5
Ghana Electronic | Electronic 5
Kenya Electronic | Electronic 5
Malawi Manual Manual 5
Mauritius Electronic | Electronic 5
Morocco Manual Electronic 5
Namibia Manual Electronic 5
Nigeria Electronic | Electronic 5
South Africa Electronic | Electronic 5
Swaziland Manual Manual 5
Tanzania Electronic | Electronic 5
Tunisia Electronic | Electronic 5
Uganda Electronic | Electronic 5
Zambia Electronic | Manual 5
Zimbabwe Manual Manual 5
CSD: Central Securities

Depository

Sourcelnternational Financial Statisti¢R015)

Table 2.1 above shows the automation of some selected African Stock markets as at 2015. The
most recent stock exchange to automatérétding system ithe Uganda Stock Exchange and the
Zimbabwe Stock Echange, which was done in 2015. The year of automation of each individual
countries are Botswana (2012), Cote dbéivoire
(2006), Mauritius (2001), Morocco (1997), idia (1998), Nigeria (1999), South Africa

(1996), Tanzania (2006), Tunisia (1996), Uganda (2015) and Zimbabwe (2015).
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2.2  The Performance of African Stock Markets

The analysis of the performance of stock masketkes into consideration South Africa, Egyp
Nigeria, Ghana, Kenyand Morocco as they account fapproximately 90%of stock market
activitiesin Africa (UNDP, 2008) The top ten stock exchanges in Africa by stock capital are,
South Africa, Egypt, Morocco, Nigeria, Kenya, Tunisia, BRVM ( regiostatk exchange of
Frenchspeaking countries in ®¥ét Africa), Mauritius, Botswana and Gha(&orld Bank

2013).

Market Capitalization

As at the end of 2009, African stock margkdapitalization when compared to the global record
accounted for just 2% obtal capitalization of stock markefi#F, 2008) In 2008, there was an
increase in market capitalization for Ghana, Malawi, Tanzania and Tunisia; and Malawi stock
exchange registered the best performance. However, stock market performance improved in
2009 with a majority of stock markets performing positively with the exception of Kenya,
Nigeria and Ghana. In 2009, the market capitalization rank was in the following order; South
Africa, Egypt, Nigeria, Morocco, Kenya and Ghana. It is important to knowtlieavlarket
Capitalization figures foNamibia and Botswana only include the Listed Domestic Companies.
This is because the two exchanges both have domestic and foreign boards. In this regard,
inclusion of the MCap of the foreign board will make them rakkd and 3rd respectively in
Africa. In the period20132015 market capitalization of South Africa, Namibia, Nigeria,
Botswana, Egypt and Kenya recorded the highest values in the stock markets inwifrica

South Africa recording the highest value folled/by Nigeria in 2015 (ASEA, 2015).
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Figure 2.1: Market capitalization of African stock markets 2006-2010
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Number of Listed Companies

When compared to other stock markets globally, Afiecan stbck markets accounted for
approximately 3% of li®d companies as at end of 200%rican Review, 2013) In this
particular year, the net effect of new listings andistings was-76 companies. The number of
firms listed has declined over the years; etlenwell established markets of South Africa and
Egypt recorded significant drops in the number of firms listed. The South African stock market
has the highest number of listings on the continent numbering 396aegwlinting for

approximately 26% of theotal number of listings in African stock exchang&he Egyptian
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Exchange follows with 313 listings (21%) and Nigeria with 216 listings (14%).Therefore,
Nigeria ranks 8 in this indicator of stock market size behind South Africa and Egypt.
Consequently, hte top six stock exchanges in theoilinent South Africa, Egypt, Nigeria,
Morocco and Zimbabwe account for 76% of the total listings on African stock exchanges while
the top three exchanges account for 61% of total listiHgsvever, as at 2015, the nunnb

listed compaies on the stock exchanges of some of the countries is as folloutst Africa

(394), Egypt (251), Nigeria (184), Kenya (64), Namibia (39) and Ghana (38) (ASEA, 2015).

Figure 2.2: Number of Listed companies in African stock market 20062010
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Equity Turnover

In 2008, the most actively traded market in Africa was South Africa because it accounted for
over 70% of the entire African stock market turnover. This made it the most $tpokl market

in Africa, followed by Egypt, Morocco, Nigeria, Tunisia and Kenya which accounted for 17%,

4%, 3%, 0.5% and 0.2%espectively. The global equities turnover was approximately USD 113

trillion in 2008 maki ng e dandat appraximatatyd®.005MWF,b ut i on

21



2008. In the year 2015, the most liquid stock markets in order of liquidity in Africa were south

Africa, Egypt, Nigeria, Kenya and Namibia (ASEA, (2015).

Volume and Turnover ratio

The stock market volume in 2008 wasgely doninated by Nigeria which accountéar 61% of

total African stock exchanges share volume while South Africa, Egypt and Kenya accounted for
26%, 8% and 1% respectivefiMF). The top four stock markets accounted for approximately
98% of total sha volume with the top two accounting for 88% of total share volume. Also,
mean turnover ratio was 13.09 % in 2008IF). The markets that registered a higher mean
turnover ratio than the African average were: South Africa (55%); Egypt (41%)ocktm

(40%); and Nigeria (21%)However, in 2015, the Nigemastock market was overtaken by the
South African stock market, thus, Nigeria became the second stock market that dominated the
African stock markets share volume, followed by Egypt, Kenya, Namibia and GASEaA,

2015).

Profile of African Stock Market

Table2.2 below shows the operating structures of 18 stock marketfigaAt can be seen that

with the exception of Egypt and Nigeria, all the other stock exchange were established in a single
year. For |gypt, 1883 was for Alexandria while 1903 was for Cairo. In the Nigerian case, the
Nigerian Stock exchange was established in 1961 and khga/ecurity and Commodity
Exchangewas established in 2001. Frorable2.2, Egypt was the first stock market in Afa in

1883 followed by South Africa, Morocco, Zimbabwe, Kenya, Nigeria, Mauritius and Botswana
was in 1989, Ghana, Namibia, Zambia, Sudan, Malawi and Tanzania in 1996, Mozambique,

Uganda and Libya in 200&. can be seen that all the stock market havelatgry bodies while
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the Markets Available ranged from cash, bond, derivatives and equity. It was noticed that
different countries traded in different markets. It cansken that all the markets with the
exception of Botswana, Zambia and Mozambique doaparate on cash markbasis The

South African market is the only stock market that operates in the derivatives market in the
African stock exchange profile while others are just purely cash or cash and bond iraeket.
settlement cycle in the stock matkalso varied among the countries ranging from T+0 to T+7

with the trading mechanism being of different types which can be seen below.

Table 2.2 Operating Structure of African Stock market

Year

S/N | Exchange Egélblished Regulator| Markets Available Settlenent | Trading Mechanism
Cash,Bond and Short selling and

1 SA-BESA 1996 FSB Derivatives T+3 Borrowing(SSB)

2 BotswanaBSE 1989 MOF Equity and Bond Market| T+4 Day Trading

3 MoroccoCSE 1929 CDVM Cash and Bond Market [ T+3 Online Trading

4 EgyptCASE 1883 &1903 | CMA Cash and Bond Market | T+2 Intra-day, Online

5 GhanaGSE 1990 SEC Cash and Bond Market | T+3 Intra-day, Online

6 SA-JSE 1887 FSB Cash and Derivative T+5 Margin. Intraday, SSB

7 SudanKSE 1994 MOF Cash Market T+0 Intra-day

8 Libya-LSM 2006 LSM Cash Market T+3 Intra-day

9 Malawi-MSE 1996 RBM Cash Market T+5 Intra-day

10 [ KenyaNSE 1954 CMA Cash and Bond Market | T+5 Intra-day

11 | NamibiaNSE 1992 NA Cash and Bond Market [ T+5 Intra-day, Margin

12 [ NigeriaNSE 1961 & 2001 | SEC Cash and Bond Market | T+3 Intra-day, Online

13 [ MauritiusSEM | 1989 FSC Cash and Bond Market | T+3 Intra-day

14 | UgandaUSE 1997 CMA Cash and Bond Market | T+5 Intra-day

15 [ ZimbabweZSE | 1946 ZSE Cash Market T+7 Intra-day, SSB

16 | Tanzania 1996 CM&SA [ Cash and Bond Market | T+5 Online Tradng

17 | ZambiaLSE 1993 SEC Bond Market T+3 Intra-day

Mozambique
18 | MSE 1999 MOF Bond Market T+3 Online Trading

SourceAfrican Securities ExchangAssociatiorHandbook(2015)
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2.3  The Nigerian Stock Market

In this subsection, the performance of Migerianstock market is describefibcusing on market

size, market capitalization, value of stock market transacsind market depth.

2.31 Market Size

Stock market size is a key determinant and it is very important in measuring stock market
performancebecause of its ability to mobilize funds and diversify investnmsk in an
economy. The market size could be measured by capturing the number of listed securities,
capitalization of both companies and market, market capitalization ratio and theirtivespec
growth rates. Observing the trend of the market size of the Nigerian Stock Exchange from the
year 2000, it can be seen that in the year 2000, the number of listed companies on the Nigerian
stock exchange was 195 and this reduced by 0.5% 4oc@thpares in 2001. fere was an
increase to 200, 207, and 214 in 2003, 2004 and g&Kjectively but declined by 5.6% to02

in 2006. The listing reached its zenith the year 2007 when the NSE recorded 309 securities.
However, after the global financial cssithere was a drastic fall which lemla huge decline by

2.9%, 11.9% and 1.1% in 2008, 2009 and 20&gpectively During the recessionhé¢ average
number of listed companies tine stock exchange wagthin the bound301 and 258 And in

2015, the numér of listed companies on the Nigerian stock market was 184. Adwgsghat the

market size droppedharply after the financial crisis and this could be a reason why the

performance of the Nigerian Stock Exchargstill below the optimal level.
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Figure 2.3: Trend of Listed Securities and Companies 200R2012.
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Figure 2.4: Growth of listed securities and companies 2062012
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2.3.2 Market Capitalization

Before theglobal financial crisis, the trend of the market capitalization report showed that it
increased from a minimum value }#72.30 billion in 2000 to a maximum valuef13, 294.60

billion in 2007. Although, as a result of the financial crisis, declinenskbm 2008 as the value
reduced toN 9,562.99 billion with a negative growth of (28.1%) as against the unprecedented
height (159.6%) attained in 2007. Péisancial crisis shows that the values and growth of
market capitalization have been on the declifi@s can be seen in 2009 where the value of
market capitalization dropped to N 7, 030 billion. Hbwever picked momentum in 2010 to

2013 growing from N9, 918 billion to N N19, 077 billion with a growth rat€28.99 % in 2013.

It witnessed a negativgrowth of ( 12.59%) in 2014 but in 2015, the market capitalization of the
Nigerian stock market has started to increase slowly (CBN, 20hB)boom period experienced

by the stock examnge was as a result of the @il attitude of individual and institional
investors and this led to stock price appreciations, making the general public becoming aware of
the benefits attached to investeemt stocks. In 2016 the confidence of both individual and
institutional investors has reduced continually in gheck exchangeand this is a result of
economic recession. Other factors that reduced market activities were the flooding of the market

with stocks that investors wanted to sell and delisting of dormant companies.

The governing body of the Nigerian stotlarket intervened in order to strengthen the activities

of the market and also to restore investors' confidence and this led to positive changes in market
activities in 2010, such as an increase in the All Share index by 18.9%, increase in market
capitalzation by 58.5% from 2009 to 2010, and trading value increased by Huffg the

same periodHowever, at the end of 2011, market capitalization, all Share price index and
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trading value declinedln 2015, the Nigerian stock market has witnessed growthouagh
minimal when compared to its performance before the recession in BAfif. the diagram
below, it can be seen that in the Nigerian stock market, equities leads as compared to government

securities and the bond or debt market.

Figure 2.5: Trend in T otal Annual Market Captalization 200002 012 ( N6 bi I | i on)
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2.3.3 Market Depth

Market depth can be defined to include major activities in the market such as the value of
securites traded; volume of transactgandthe depth which can be measured as the ratio of
value traded as a percentage of market capitalizafiba.Nigerian stock markegxperienced
increase in the value of traded securities in the market between 2007 andd2€08, the
dumping of securities ybinvestors in the markeat reduced prices. 12009, he value of
securities traded declinedt, ihowever started to increase in 2010 as can kensin the

Figurg2.6) below. Although, in 2011, a slight fall was witnessed from N799,911 to N638, 925
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million. It started to increase in 2012 with a value of N2, 350,875 in 2013 and it has been on a

downward trend after 2013 with a value of N961,221 in 2015 (CBN, 2015).
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of

traded

Figurg(2.7) below shows the growth rate of thalue of transaction in the stock market, which

has always been fluctuating over time. It can be seen that in the 80's, there was a fall in the

growth in 1982, 1984, 1987 and 1989. Thoslld be as a result of political instability and also as

a resul of the implementation of the Structural Adjustmerad?an{SAP)in 1987 as it dropped

S

by 23.2% even though there was a noticeable turnaround in the preceding year. Fluctuations

were also witessed in the 90's but it did not generate a negative growth rate. Prior to the

recession, in 2002 there was a fall in the volume of stocks traded in the stock exaimapgeed

to the positive growth witnessed the previogear. As the recession set ihetvalue of

transaction traded in the stock exchange dropped sharply with it recording a negative growth

rate of 59.16% in the year 2008.2011, a negative growth rate of (20.12)% was recordéukin

value of transactiaon the Nigerian stock markefithough a positive change was noticed in
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2012 with a 26.61 % growth rate. In 2014 and 2015, it had a negative growth rate of (43.22%)

and (27.98%) respectively. It has since not achieved its performanceiieveb the recession.

Figure 2.7: Growth rate of value of transactiors 19822 012 ( Némi | | i on)
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Although the trend in the market implied an increase in the liquidity of the stock market, the
level of liquidity is stil low when compared with other emergisipck narkets and this leads to
increased transaction costs experienced in the Nigerian stock market (SEC, 2665pr&hthe

NSE still facesliquidity problem which has greatly affected the confidence level of investors
(SEC, 2009). This could be besauof the buyandhold attitude of multinational companies,
government holdings and uninformed local investors (SEC, 2000), high transaction cost, lack of
a functioning derivative market, short trading hours, absence of market makestsoairsetlling

arrangement, no advancementtechnolog used for exchange (SEC, 2009).
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Table2.3 The Nigerian Stock Market Size: Trends and Growth Rates

Listed Securities

Listed Companies

Years | Value (Unit) Growth (%) | Value (Unit) g/[);""’th
2000 260 2.9 105 0
2001 261 0.4 194 05
2002 258 11 195 05
2003 265 2.7 200 25
2004 277 45 207 35
2005 288 3.9 214 3.4
2006 288 3.9 202 56
2007 310 76 212 5
2008 301 2.9 213 05
2009 265 11,9 216 14
2010 264 03 217 0.5
2011 261 114 201 7.4
2012 258 116 201 74
2013 254 157 190 57
2014 253 20.39 189 05
2015 257 1.55 184 2.7

Source: CBN Statistical Bulletin (202D15)

In conclusion, it was noticed that most of the major indicators in the stock market exhibited
upward movement with theolume, value and number of transactions and index of equity prices.
Market capitalization rose sharply from N299.9 billion in 1999 to N472.3 billion in 2000.
Trading in equities continued to dominate the market with a total of 4988.3 million shares worth
N28,145.0 million, representing 99.8 and 99.9 percent of the aggregate volume and value of

shares traded during the year 2000.This reflected the strong performance of the stock market as a

result of positive trend in equity prices and improved confidém¢ee market. Also, the NSE

intensified its efforts at internalization of the stock market during the year 2000 by signing

memorandum ofinderstanding with the Nairobi Stockd&hange to facilitate cross border listing

30




of securitie§, and to further impnee the market by reduction of settlement time from T+5 to
T+3 and a deliverys-payment trading regime in line with international standards. It also
launched a trade guarantee scheme for the market, which is aimed at arresting the risk of failed
trade. T NSE also improved by upgrading the automated trading system, expansion in
investors base and consolidation of its global outlook. In 2003, the NSE recorded a significant
growth in both new issues and the secondary market during the year. It attracigd for
investors with net purchases in excess of N1.0 billion in 2003 and improved its market
infrastructure by completing the upgrade. Therefore, prior to the recession, the stock market was
making optimal progress but after the recession, it has not cackedits prerecession optimal

level as can be seen in the recent indices of the Nigerian stock market.

2.4 Fiscal and Monetary Trends in Nigeria

The fiscal policy direction in Nigeria is to encourage investment in specific sectors of the
economy, boospublic sector revenue, leverage on public sector funding of infrastructure
through publieprivate partnerships (PPP) arrangements, and reduce borrowing. The fiscal policy
framework is contained in the Fiscal Responsibility Act of 2007 with focus on ntacromic
stability and growth promotion, sustainability of deficit and debt, increased capital spending in
proportion of total spending, and servicing of external debt. The key fiscal policy instruments are

taxation and government expenditure.

The monetaryolicy focus of the Central Bank of Nigeria (CBN) is to ensure optimal supply of
liquidity to the economy to sustain price stability and -ndtationary economic growth. The

CBN6s monetary pol i cytarfeting mgimweofocksedios momitgmb net ar

8. NSE has earlier signed a similar MOU with Ghana Stock Exchange and Johannesburg Stock Bxetismge
signed with Egyptian Stock{¥€hange in 2001.
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monetary aggregates and inflation developments, liquidity managementnfiscatary policy
coordination and communication with the market. The CBN enjoys operational but no goal
independence in the conduct of monetary policy as conferred ontiteb€BN Act of 2007.

With regard to policy instruments, the CBN deploys instruments including cash reserve
requirement, monetary policy rate (MPR), liquidity ratio (LR), net open position limit (NOP),
exchange rate and open market operations (OMO). Tihesaments are chosen individually or
combined by the MPC based on the level of liquidity in the market, the pressure on the exchange
rate, effectiveness of the instrument in liquidity management, and the purpose of the monetary

policy measure whetherig for signalling or for actual injections or withdrawals

Figure 2.8 showsthat there has been steady growth in both money supply and government
expenditure over the years. Taavas arise n money supply in 2000 by 48.1 percent ower
preceding yeaand this was as a result of the sharp increase in the foreign net astets of
banking system, especially Centrah®B k 6s hol di ngs foll owing favo
international petroleum market. Developments in the money market continued touleedat

by the high liquidity positions of the banks, while the fall in interest rates stimulated increased
activities in the secondary segment of the stock market. In 2001, the growth in money supply
was caused by the monetization of excess crude oiiptecg@roceeds of GSM licensing fees,
savings from previous year and the monetary financing of federal goverfistal deficits. In

2008 after the financial crisis, there was an increase in the growth rate of money supply from 44
percent to 58 perceCBN Statistical Bulletin, 2009)This was the highest figure recorded for
money supply growth in the period considered. This was as a result of the recession experienced

and government policy measures were expansionary.
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Figure 2.8: Trend of money supply fom 20002 0 1 2
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Table2.4: Trend of Government expenditure in NigerigNm):20002015

Recurrent Expenditure | Capital Expenditure | Total Expenditure

Year (N" Million) (N" Million) (N" Million)
2000 461,600.00 239,450.90 701,050.90
2001 579,300.00 438,696.50 1,017,996.50
2002 696,800.00 321,378.10 1,018,178.10
2003 984,300.00 241,688.30 1,225,988.30
2004 1,110,643.60 351,300.00 1,461,943.60
2005 1,321,229.99 519,500.00 1,840,729.99
2006 1,390,101.90 552,385.80 1,942,487.70
2007 1,589,269.80 759,323.00 2,348,592.80
2008 2,117,362.00 960,890.10 3,078,252.10
2009 2,127,971.50 1,152,796.50 3,280,768.00
2010 3,109,378.51 883,874.50 3,993,253.01
2011 3,314,513.33 918,548.90 4,233,06223
2012 3,325,178.00 874,762.27 4,199,940.27
2013 3,689,045.06 1,108,820.39 4,797,865.45
2014 3,426,110.90 783,796.12 4,209,907.02
2015 3,831,688.95 818,696.37 4,650,385.32

Source: CBN Statistical Bulletin (202D15)

The aggregate expenditure diet federal governmenh 2000was estimated at N701,050.90
million, indicating an increase of 25.3 percent over its level in 1999. The increase was as a result
of higher personnel cost arising from the upward review of emolufhehtivil servants and

higher allocations to domestic debt service payments. Recurrent expenditure amounted to
N461,600 million while capital expenditure was N239,450.9teiirms of economicsectors
recurrent expenditure was applied as follows; economic services 6.5 percentstadtion 26.3

percent and transfers 54.5 percent. Similarly, capital expenditure was applied on economic
services 46.6 percent, administration 23.3 percent and transfer payments 19.5 percent. The

aggregate expenditure of the government in 2001 was R9@4.50 million representing a

9 Salaries and Allowances
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45.2 percent increase over the expenditure of the preceding year. The recurrent expenditure was
N579,300 million and the capital expendéuvas N438,696 million. Waoticed that there has
been continuous growth in expende but the increase is reflected more in recurrent

expenditure than in capital expenditure.

In 2006, fiscal activitiesvhich was targeted at boosting infrastructural developmesgonded
positively to policy measurheustwasscosistantewithgtoeyv e r n me
provisions of National Economic Empowerment and Developmaategy (NEEDS), which

was targeted at improving the quality of Jifempowering the private sectand addressing
infrastructural deficiencies @tralBank ofNigeria, 2006). It was also aimed at wealth creation,
employment generation and the achievemenrthefMillennium Development @als (MDGs).
Consequently, the government budget gave priority to investments in power, water, roads,
health, education and natiorsdcurity. The reforms embadt on by the government include

the areas of, taxation such as expansion of value added tax to include morerdg¢iorsalizing

recurrent expenditureencouraging public/private partnership, improving infrastructure (rensu

reduction of cost of doing business).

2.5 Relationship between Government ExpenditureMoney Supply and Stock Market

Performance

In order to complement theables above, a graphical illustration (See Fig@rand 10khowing
the relationship amonthe core variables under investigation is presented below . The graph
shows thatindicators offiscal policy, monetary policy and stock market activities have been

increasing overtime with monetary policy showing stability, with its increasing trend overtime,
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while we have slight swings in government expenditure but intermittent swings in market

capitalizationbut showingdecreasingrendsafter the global financial crisis in 2008.

Figure 2.9: Trend in Government Expenditure, Money Sipply and Market C apitalization
( Nk, 20002012
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Figure 2.10: Trend in Government Expenditure, Money Sipply and Value of Transaction
( N6 20002012
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The objectives of the éhtralBank ofNigeriaas wr i tten in the bankds
No0.35 are to formulate policie® maintain internal and external balapae well as contribute to

the achievement of sustainable output growth and poverty reduction. This is to be ablgieved
reducing excess liquidity, sustenance of single digit inflation rate and market based interest rate,
maintenance of exchange rate stability, promotion ofinflationary growth, achievement of
balance of payment viability and maintenance of finans@dtor stability. Yet, the financial
system has continued to face the problem of excess liquidity, which has been further aggravated
by the expansionary fiscal policy stance of the three tiers of government despite various

monetary policy actions taken bye monetary authorities to reduce liquidity expansion.

Also, in 2002 the €ntralBank ofNigeriaadopted a medium term perspective monetary policy
framework for the period 2002003, recognizing that monetary policy actions affect the
ultimate objectivef policy with a substantial lag. The shift was to minimize the problem of
time inconsistency and owveeaction due to temporary shocks. There was excessive growth in
money supply in 2002 as induced by the three tiers of government, particularly byithe ra
drawrdown of the federal government deposits with thent@l Bank of Nigeria and the

substantial increase in bank credit to the domestic economy.

2.6 Monetary and Fiscal Policies Coordination in Nigeria

Before World War Il, government used monetary credit policy techniques to reduce economic
instability and control the economy effectively. The attempt wasctlyr aimed at managing
investments and spending through control over interest rates and bank credit stabilization
measures through its inBace over bank reserves and total money supplied. However, in
recession, open market purchase of government bond was adopted as a measure of reducing
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excess money in circulation and this led to the assumption that mopeleies were an all

cure pdion in economic hardship field and gave way to fiscal policies. The introduction of fiscal
policies was heavilycriticized but it showedootential in fighting unemployment, inflation
through articulation, combination and manipulated direction of taxes andrngoset
expenditures.

An understanding of monetary policies is important in differentiating between both the fiscal and
monetary policies. While monetary policies are geared towards the management of the expansion
and contraction of the volume of money imcalation in order to achieve certain national
objectives (monetary deals specifically with monetary affairs and credit control), fiscal policies
are geared towards economic stability. While monetary policies can be adjusted quickly, the
same cannot be de for fiscal policies.

The term coordination refers to the set of arrangement and activities aiming at the identification
of a unified framework for monetary and fiscal policies and the introduction of commitments on
policy decisions at national leveld.i$ an agreement to enforce fiscal discipline to avoid any
spillover effect caused by irresponsible policies. In many countries, monetary policy has been
subservient to fiscal policy, as central banks have often been required to finance public sector
deficits. However, the efficient pursuit of the objectives of the authorities overall macroeconomic
policy framework requires a close degree of coordination of both fiscal and monetary policies.
Such overall objectives must be set on a sustainable courseoretary and fiscal policies
operate in different time frames, with monetary policy adjusting on a continuous basis and
economic agents reacting with much shorter lags than in the case of fiscal policy which takes

time to adjust and therefore economic agamtact with longer lags to such adjustment. Thus,
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without efficient policy coordination, financial instability could arise, leading to high interest

rates high exchange rate, rapid inflation and an adverse effect on economic growth.

In Nigeria, Monetarypolicy implementation is under two broad regimes and they are direct and
indirect controls. The direct control method was from 12985. The indirect method was
adopted in 1986 when the economy was experiencing hardship and moves were made to
eliminate umecessary economic controls. The Structural Adjustment Program (SAP) was one of
the programs that came up to ensure an efficient market system and it brought about a lot of
monetary policy changesuch asderegulation in the financial system, removal rgkrest rate
controls, bank licensing liberalization, unification of the foreign exchange markets, introduction
of auction market fio government securities, upwardview of capital adequacy standards,
introduction of uniform accounting standards for baahkg the empowerment of the central bank

to regulate and supervise all financial institutions in the economy.

Macroeconomic policies are designed to achieve the objectives of price stability, balance of
payment equilibrium, employment and ecomo growth. The two key instruments to achieve

this are monetary and fiscal policies. Monetary policy is used by monetary authority to control
the availability and cost of credit in the economy and this is done through changes in money
supply, interest rate and otheariables that affect flow of credit in the economy. On the other
hand, fiscal policy uses such instrumerats government revenue, government expenditure and
transfer payments to influence aggregate level of economic activity. There are often conflicts in
the fiscal and monetary policies objectives; and therefore there is need for coordination of the
two so as to ensure convergence between them. If there is no coordination of policies, it could

lead to instability in the economy.

39



Monetary and fiscal poliess coordination in Nigeria was done by fiscahauities from 1960 to

2001; but thefinancial sector reformshrough legislative means with the support of some
agenciesoccurred in 2004. The members of the agencies are permanent secretary, federal
ministry of finance, the €ntral Bank of Nigeria board of directors and the monetary policy
committee (MPC). They meet regularly to enhance coordination of monetary and fiscal policies
in Nigeria. Communication between fiscal and monetary authorities is donariaus levels:
Bilateral communication between heads of the fiscal and monetary institutions and through
various formal committee meetings where policy issues are discussed and harmonized. These
committees inlude Monetary and Fiscal Policig3oordination Committee (MFPCC), Cash
Management Committee (CMC) and Fiscal and Liquidity Assessment Committee (FLAC).
MFPCC meets on quarterly basis, MPC meetsibnthly and CMC meets every month, while

FLAC meetings are weekly.

Interest Rate in Nigeria

Interest raten Nigeria over the years has played a dominant role as one of the instruments used
by the Federal Govement in nanaging Monetary Policy. The Monetary Poligte was first

usedin 1962 as an instrument following the introduction of momegrket instrurents. The use

of interest rate as an instrument of Monetary Policy was based on two main assumptions:

(i) That the interest rate can influence all other rates in the economy, and

(i) That the demand for money is interest elastic.

The Structural Adjustmer®rogramme (SAP), which was introduced by the Federal Government
of Nigeria in 1986, was a comprehensive economic restructuring programme as it emphasized
increased reliance on market forces. In order tsymithis objective, financiakstor reforms

were initiated by the Federal Government to enhance competitieduce distortion in
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investment decisions and for a sound and more efficient financial system. The reforms focused
on structural changes, monetary policy, interest rate administratidnfarign exchange
management.

In August 1987, the Central Bank of Nigeria (CBN) liberalized the interest rate regime and
adopted the policy of fixing only its Minimum Rediscount Rate (MRR). This was however
modified in 1989, when the Central Bank of Nigeria (CBBued further directives on the
required spreads between deposit and lending rdtesever, in 1992 partial deregulation was
restored and financial institutions were required to anbintain a specified spread between
their average cost of funds andxmaum lending ratesThe removal of the maximum lending
rate ceiling in 1993 by the Central Bank of Nigeria (CBN) saw interatds rising to
unprecedented levels and thievailing high interest rates discouraged investment in the directly
productive setors of the economy, while volatile intbank rates undermined the efficacy of
open market operations and general stability in the financial system. Thus, based on this, some
measures of regulation were introduced in the management of interest raglirD&posit
rates were set at 10i015.0 percenperannum, while a ceiling of 21.0 percent per annum was
fixed for lending It was however noted that thesentrols led to negative economic effects and
deregulation of interest rate was again adoptel®86 and it brought abouiquidity glut, high
interest rates and volatile intbank interest rates which became a permanent feature of the
Nigerian economyln 2006, the CBNannounced the replacement of MRi®h MPR. The
Monetary Policy Rate (MPR) wastinduced as an instrument, which might be used to correct
the excessive shotterm interest rate volatility; especially with the setting of thE3'percent
corridor. This measure allows the Central Bank of Nigeria (CBN) to actively intervene in the

moneymarket to achieve the interest rate target.
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In conclusion, the figure below shows the trend of interest rate in Nigeria from 1980 to 2012. It
can be seen that there was an upward movement in interest rate between 1980 and 1990 and
witnessed a drop in 19914 however experienced a sharp increase in 1993 and an immediate
sharp fall in 1994 (a result of policy change). It has however continued a spiral downward

movement from 2001 till 2012.

Figure 2.11:Trend behaviour of interest rate, 19802012
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Exchange Rate in Nigeria

The exchange rate system in Nigeria hasrbliberalized since 19861d the flexible exchange

rate® system was adopted osompliance withthe Bretton Woods greement. It is argued that

flexible exchange rate permits a continuous response to changes in the fundamentals of the
economy. The Nigerian economy experienced an

appreciation of the naira. Theefitral Bank of Nigeria implemented a system of gradual

10 A flexible exchange rate system is an arrangement in which the interaction of demand and supply forces
determines the rate. The flexible exchange rate could be a clean float where there is no government intervention.
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appreciation of the naira against the US dollar in an attempt to have a Naira exchange rate that
could reflect the Nigerian balance of payments position. In 1986, Nigeria implentbeted
IMF/World Bank inspiredStructural Adjustrent Program (SAP) which was market oriented
approach to exchange rate determination. Thus, the second tier foreign exchange rate market
(SFEM) was put in place in 1986, which implemented a dual exchange rate system. In 1987, a
Dutch Auction System (DAS) was introducgdorder toimprove thebidding level, however,

the SFEM and DAS were replaced by the Foreign Exchange Market (FEM). This was to reduce
the multiplicity of the exchange rates and to ensure the depreciation ofteeoyu In 1989, the

Bureau de @ange and the Intdrank Foreign Exchange Market (IFEM) were introduced to the
market to cater for the needs of small-esérs. In 1990, the IFEM was altered to accommodate

the reintroduction of the DAS.

The exchange rate system in Nigeria was deregulated between 1992%hdnd this helped

with the realignment of the official exchange rate with the exchange rate in the parallel market.
The Autonomous Foreign Exchange Market (AFEM) replaced the IFEM in 1994 and it was
established to ensure that foreign exchange rate wldsas a market determined price by
authorized dealers. In 1999, the IFEM was reintroduced in order to improwbanteractivities

in the market. Although with the exchange rate being deregulated, it continued to depreciate and
in order to cope with thdemand pressure on the foreign exchange rate as well as the falling
external reserves, thee@tral Bank of Nigeria reintroduced the Dtch Auction System which
replaced thdnterbank Foreign ExchangeMarketin 2006 and the official and parallel market

rates in Nigeria merged.
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In conclusion, from the Bure below, it can be seen that from 1993 there has been a gradual
depreciation of the naira since the exchange rate system was deredulstedvs an upward

trend with a slight fall in 2008 due to the firgad recession. It gradually picked up and
continued on its earlier path. For instance, the naira depreciated from N0.6100 in 1981 to
N2.0206 in 1986 and further to N8.0378 in 1990. Although the exchange rate became relatively
stable in the mid990sranghng between N17.22 arid21.88, itdepreciated further in 1999 at the

start of a democratic regimé& N92.69 and it continued to increase to 2004 with N133.50.
Thereafter, the exchange rate appreciated to N132.14, N128.65 and N117.96 in 2005, 2006, and
2007respectively. The exchange rate appreciated because of high revenues gotten from the high
crude oil prices internationally. In early 2009, the Naira depreciated to N148 and it has continued
on that path till date. Wle some have attributed the persigtdepreciation to the decline in the
nation's foreign exchange reserves, others argued that the activities of speculators and banks are

answerable for the recent decline in the value of the (ldimeoru and Asekomg2013)).

Figure 2.12:Trend in Exchange rate, 19812012
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CHAPTER THREE

LITERATURE REVIEW

3.1 Theoretical Review

This chapter reviews existing literature on fiscal policy, monetary policy and stock market
performance. This is done in three subsestigsa-vis; theoretical, empirical and the overview,
which reviews related literature on the topic of concern. This is done to identify and provide an

insight on the coesensus and gaps in literature.

3.1.1Stock Price Behaviour

In terms of stock price bekiour, there are five divergent schools of thought and they are, the
fundamentalist school, the technical school, the random walk hypothesis school, the behavioural
School of finance and macezonomic hypothesis school.

The fundamental analysis approgmsits that at any point in time an individual security has an
intrinsic value which depends on iearning potential The earning potential of the security
depends in turn on such fundamental factors as quality of management, outlook for the industry
andt he economy. Thi s i mpl i es t had detérrhirred bya |l u e
expectations oinvestors regarding future earnings and by the rate at which those earnings are
discounted. The fundamentalists apply present value principles to theioraloatcorporate

stock, using dividends, earnings, assets and interest rate to establish the price of stock.

The technical school opposes the fundament al
behaviour can be preaxted by the use of financial amtaomic data. They submit that stock

prices tend to follow definite pattern and each price is influenced by preceding prices, and that
successive prices depend on each other. Technical analysts engage themselves in studying
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changes in market prices, the vole o f tradi ng an@®mith, 0 Elisor s o
implies that history tends to repeat itself, that is, past patterns of price behaviour in individual
securities will tend to reoccur in the future. Thus the way to predict stock prices (and,saf, cour
increase oneds potenti al gains) is to develop
order to recognize situations of likely recurrence. Essentially, this approach attemyse

knowledge of the past behaviour of a price series tdigiréhe probable future behaviour of the

series. That is, theequencef price changes prior to any given day is important in predicting the

price change for that day

However, both the Atechnical o6 and #Afuardament :
who subscribe to the randewalk hypothesis, which sees stock price movements in terms of a
probability distribution of different possible outcome. The randeatk hypothesis is based on

efficient market assumption that investors adjust secprityesrapidly to reflect the effeabf

new information. Supporters tie efficient capital market hypothesis argue that stock prices are
essentially randomnal therefore, there is no rodor profitable speculation in the stock market.

Several studies have dre carried out to independently test the statistical randomness of
successive changes in stock pri¢ekore, 1962; Fama, 196%0otner,2002, and Nwidobie

2014) Theyshowed insignificant departures from randomness and were both inconclusive and
insufficient. This led to the behaviml school of finance which positeat market might fail to

reflect economic fundamentals under the first thiger@acheg Osisanwo and Atanda (2012)

The theory predicts that pricing biases in financial markets can besigoificant and persistent

under three conditionsThe first condition is irrational behavior, whiclholds that investors
behave irrationally when they donét correctly

t heir expect at i oture perfoimanee. Theo seqorad sy syssematic patterns of
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behaviour, which hoklthat evenif individual investors decid& buy or sell withoutaking into
cognisanceeconomic fundamentals, the impact on sharees would be limited. Furthermogre
imtstoar bi trage in financi al mar kets ascertai
recent strong performance alone is an indication of future performtmegemay start bidding

for shares and drive up the price. Some investors might expect a comparsyrbrises the
market in one quarter to go on exceeding expectafl@sisanwo and Atanda, 2012)

Lastly, the macroeconomic approach attempts to examine the sensitivity of stock prices to
changes in macroeconomic variables. The approach posits thatpsiwek are influenced by
changes in money supply, interest rate, inflation and other macroeconomic indicators. It employs
a general equilibrium approach, stressing the interrelafieasa,1977 Sneeney and Warga,
1986; Emenugal994) The macroeconomiapproach can be linked to the arbitrage pricing
theory (APT) which shows that multiple factors can explain stock ret€hen, Roll and Ross
(1986) argue that risk factors (in the APT) arise from changes in some fundamental economic
and financial varialds such as interest rates, inflation, real business activihaege rate
among others. Thusccording to the Arbitrage theory, a rise in real interest rate reduces the
present value of a firmbs futur e theaasnbtime,laows
higher interest rate stimulates the capital inflow, and therefore exchange rate falls. So the real
interest rate disturbance may be a factor of a positive relationship between the average level of
stock prices and exchange rates. In thgard, the model assumes that macroeconomic variables
such as exchange rate can have an effect on the stock nidrst.the theory of stock price
behaviour explained above shows the different schoblhought on how stock prices behawve

the stock matet which automatically shows the trend in which the market is trending whether

positive or negative or whethdret market is performing or not.
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3.1.2Efficient Market Hypothesis

The Efficient Market Hypothesis (EMH) which was developed Fgma in 1965 stas that
financial markets arefficient or that the prices dfaded assets haadready reflected all known
information about the market, and thereforeubiased because they represent the collective
beliefs of all investorabout future prospects did capital market. This means that when assets
are traded, prices are accurate signals for capital allocation. It also implies operational efficiency.
Fama (1970, 1976), also supports the operationalization of capital market efficiency and he
defines thredypes of efficiency and they are weak form efficiency, sstming efficiency and
strong form efficiency. The market is said to be efficient if the information causes no portfolio
change. The efficient market approach argues that all past informatioparated in the data
which is reflected in current stock returns should have no impact on stock returns. The general
equilibrium approach suggests tlaat investorattemps to hold an eqilibrium position among

all hisassets including money and equiti@s. exogenous shock that increases the money supply
would temporarily disturb this equilibrium until investors ditbge money for other assets
,including stocks (Laopodis, 2006)

3.1.3Neoclassical Theory

The neoclassical exogems growth theory, also kwn asthe SolowSwan growth model is
based onthe basic neoclassical frameworks long run economic growth. The framework
explainsgrowth wsing four main componentgroductivity, capital accumulation, population
growth and technological progress. Thiedry states that the long run economic growth is
exogenously determineghich implies thaieconomic growth is determined by factors outside
the basic model specifications. The basic building block of this theory is the production function

which has conant labar (L) and caital (K). The crucial aspect of the production function is
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the assumption of diminishing returns of capital accumulation. This means giving labor more
capital goods without technological inventions will result in redundant investofighe new

capital at a ceain point. Another basic assumptiohthe neoclassical growth model is that there
tends to be a convergence to a steady state in the long run depending on the technological
progress and rate of labor force growrthis impliesthat a country that has higher savings than
othes, will tend to growfaster than those with low savindg$owever, n thelong run the role of

capital accumulation plays a smaller role in this model than technological progress as nations
move to the stegdstate. The neoclassical growth model emphasizes mostly on the importance of
technological innovation in the long run growth to offset the effects of diminishing returns that

affect both capital accumulation and labor increases in the economy (Aghibloaitt] 1998).

However, in theEndogenous Growth Thegrgconomic growth ischieved byinternal and not
external forces. This impliehat households, investing in human capital and innovation play a
significant role in the growth of an economy. This tlyefmcuses on the positive externalities
and spillover effects of a knowledge based economy which ultimately leads to economic
development. It is in contrast tbe exogenous growth model which places emphasikexole

of technological progresss a s@ntific exogenous process that is not determined by economic
forces. Thus, he Endogenous growth modglosits thatgrowth is a positive function of the
investment ratioThis implies that economic growth or a better performing stock market will
depend onthe government making policies that wowddhbrace openness, competition and

innovation (Aghion and Howitt, 1998)

However, the neoclassicals are of the opinion #uive fiscal and monetary policy was not

needed in the economy, because expansionaryigoWould cause inflation rather than improve
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the economyThis is because of three assumptiopspple have rational preferences between
outcomes that can be iddied and associated with valudadividuals maximize utility and

firms maximize profits adh lastly, that people act independently on the basis of full and relevant
information ( Greenwald and Stiglitz, 1988)They believe that government polidyas a
crowding out effec{ this is an economic term referring to government spending driving down
private sector spending or when government borrowing absorbs all the available lending capacity
in the economyyhich completely negates any fiscal stimullisis implies that policies made by
government have a crowding out effect for private investors irstthek market and this could

drive prices of stocklower. However, the neoclassical economists put relatively more emphasis
on long term growth than on fighting recession because they believe that recessions will fade in a
few years and long term growthillwltimately determine the standard of living. They tend to
focus more on reducing the natural rate of unemployment caused by economic institutions and
government policies than the cyclical unemployment caused by recession. In conclusion, due to
the deepand lasting impact of the great depression, it changed the thinking and Keynesian
economics, which prescribed active fiscal policy to alleviate weak aggregate demand, became

the more mainstream perspective.

3.1.4Keynesian Theory

Fiscal policy is based afne theories othe British economist John Maynard Keynes, known as
Keynesian economicsvhich states that government can influence macroeconomic productivity
levels by increasing or decreasing tax levels and public spefidaymes, 1936)According to

the Keynesian economic theory, they advocate for the intervention of government in the running

of the day to day affair of the economy. They posit that fiscal policy can boost aggregate demand
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through injection of government expendituvehich would boosthe economy and potentially

drive the stock prices highand this will in turn influence the stock market performance. On the
ot her hand, from the mar ket agentodos perspectdi
reduce the asset market performanparticularly stock and bond prices because they increase
interest rates(Vance and Lawrence, 1988A rise in interest rates, in turn, will reduce
investmeng because of raising the cost of borrowing (as well as consumption expenditure) and
eventually dampen economic activitiesThis implies that higher interesttea and weaker
economic activitiesmay worsen further the fiscal capacity and may lea@ tcious cycle
(loannis, 201)L Thus, the impact of fiscal policy will crowd out the money market thed
productive sectors of the econorfd&fonso and Sousa, 200%lowever, in recession, a fiscal
stimulus is a standard Keynesian response to a recesstompanied by reduction in interest
rates (monetary policy)The reason is because recessions caoabheed by insufficient total
demand for goods and services and either tax cuts or increased government spending can
increase total demand, and therefore total output and employleymtesianeconomiss often

argue that private sector decisions sometiraad to inefficient macroeconomic outcomes which
require active policy responses by the public sector, in particular, monetary policy actions by the
central bank and fiscal policy actions by the government, in order to stabilize output over
business cycleshus, in recession, it would be advisable for government policies to be used to
bring out the economy from recession and this would have a spiral effect on the stock market
which would automatically have a positive effect on the macroeconéisg, basedon the

belief of Keynesian economics thatonetary and fiscal glicy affects aggregate demand, it
therefore implies that monetary and fiscal policies would have an effect on the performance of

the stock markebecausefluctuations in any component of spamgt consumption, investment
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or government expenditures would cause output to fluctuate. This implies an increase in

government spending with all other components being constant would make output increase.

3.1.5Ricardian Equivalence Theory

The Ricardiarequivalence theory (BarRBicardo equivalence theorem) posits that government
expenditure, notwithstanding however financed, would have no effect on private consumption,
and interest rates would depend on some assumptibms. theory suggestthat when
government tries to stimulate an economy by increasing-filedntced government spending,
demand remains unchanged@he theory assume that individuals internalize both the
government budget constraint and the utility of their offspring and that the cajitkétms
efficient; that is, interest rate is the same for borrowers and lenders and that there are no
distorting taxesThis implies that economic agents smooth their consumption over the course of
their life. Thus if consumers anticipate a rise in taxeghe future, they will save their current

tax cuts to be able to pay future tax risEsis theory is used as an argument against tax cuts and
spending increases aimed to boost aggregate demand. The Ricardian equivalence theory has been
challenged by seral authorsarguing especially because dfie unrealistic assumptions on
which the theory was basethat he ignored economic and population grovethd that the
assumption of perfect capital market hypesis is invalidated (Buchanan, 1976; Feldstein,

1976).

In the relationship between the Ricardian theory and the stock market, the theory assires that
to the efficiency of the markdiscal and monetaryolicy options hae no effect on itThis view
is also supported by the stock market efficiengpdthesis, which posits that fiscal policy

options have no effect on the stock exchange market activities due to the observation that stock

52



prices fully reflect all publicly available informatiqbakah and Poku, 2016). The implication

for both governmerpolicies is that it makes both policies vedant. Thereforgin the Ricardian
equivalence theory, policiesibg put in place by governmeatther fiscal or monetary policies

have no effect on private investment and therefore would not affect the penfogrof the stock
market. This means that a reduction in taxes accompanied by an increase in fiscal deficit does
not trigger growth of consumption and hence
(Barro, 1989)Thus, in conclusion, the Ricardianodel brings about redundancy in the policies

and it will have a negligible effect on the stock market.

3.1.6T o b i Ontldesry

The Tobid s Q rsddvised bywames Tobin in 198% hypothesized that the combined
market value of all the companies oe stock market should be equal to their replacement costs.
According to this theory, investment is an increasing function of g where q is defined as the ratio
of increase in the market value of the firm as a result of installing new capital to the equipmen
cost. A value maximizing firm will acquire more capital as long as an additional unit of capital
increases its market value than the cost of acquiring the new capital. In this theory, the firm will
continue to increase or decrease the capital stockgsakq is greater than or less than one. The

g theory relates investment activity to stock market based on the measure of éhe firnv a |l u e .
Literaly, the Tobin Q focused on the impact that share prices have on the cost of capital. This is
captured by a afficient which is the ratio of the market value of current capital to cost of
replacement capital. When share prices are high, the value of the firm relative to its replacement
cost of its stock of capital is also high. This leads to increased invesandnthus higher

aggregate economic output. This happens because investment would be easier because it requires
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lower share offering in a situation of high share pricabiné discoveries show that movement

in stock prices will be reflected in changes amsumption and investmerie acknowledged the
importance of monetary policy and made a notion that expansionary monetary policy affects the
economy by changing real rates of return on various assets in a way that decreases the rate of
interest used to disunt future earnings from current capital. ThUE) b igmnéreases causes an
increase in the demand for capital and setting off a protbpgecess of investment activities
However, it was concluded that there are no theoretical grounds to suppodaitine that
expansionary fiscal effects on aggregate demand are necessarily traf@itkigrman, 1984)

Tobin in his general equilibrium approach asserts that there is a linkage between stock returns
and the real finanal sectors of the economy. ldepided how budget deficits and the growth of
money could have important impact on the stock market. Télither explained that inceeses

in government spending whetaxes are constant tend to increase asset returns, inducing
investors to invest motia thecapital market. Howevehigh capital gain taxes which may result

from excessive government spending may discourage investors from actively trading shares

which may dampen the liquidity of the stock marf@dtakah and Poku, 2016)

3.1.7Rational Expectation Theory

Thetheory ofrational expectationaas first proposed by John F. Muth of Indidgaiversity in

the early 1960s and was developed by Robert Ludasy. 0sed the term to describe the many
economic situations in which the outcome depends partlyvloat people expect to happen
(Sargent, 2008)The rational expectation theory is an economic idea that the people make
choices based on their rational outlook, available information and past experiences. The theory

sugges that the current expectations tine economy are equivalent to what people think the
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future state of the economy will become and it contradicts the idea that government policy
influences peopl® decisions. The concept of rational expectations asserts that outcomes do not
differ systematally from what people expect them to @#is implies that on average, people

can correctly predict future conditions and take actions accordingly, even if they do not
understand the cause and effect relationships underlying the events and their kivg. tAimy

error in their decision isisually due to random and unforeseeable cau$ass, in an open
market economypeople will anticipate government actions to stimulate or restrain the economy,
and will adjust their response accordingiconomists whdoelieve in the rational expectations
theory base their belief on the standard economic assumption that people behave in ways that
maximize their utility or profits (Sargent, 2008). The random walk or efficient market theory of
securitiedprices, the they of the dynamics of hyperinflations, the permanent income, life cycle
theories of consumption and the design of economic stabilization policies are all buildirgy block
of rational expectatia Lucas used the theory of rational expectations to challengey
orthodox economic assumptions of the 1970s, particularly the theories of John Maynard Keynes
and the effectiveness of government intervention in the econbineyassumptions areased on

the rational expectations theory, that players in an econotthyatiin a way that conforms to

what can logically be expected in the future. An investor will ineestpend according to what

he rationally believe will happen in the future. Thus, we can say that fiscal and monetary
policies may be completely ineffiace because people chantieir behavior based on what i

expected from the fiscal and monetary authorities.
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3.1.8Monetary Neutrality Theory

The theory of monetary neutrality is a basic proposition in monetary thdongey is said to be
neutral if exgenous changas the supply of money have no effect on real quantities and real
prices.Monetary neutrality theory says that in the long run, the rise in the money supply would
not lead to a change in the domestic interest rate. The fact that the inordresenoney supply

has left output and interest rate unchanged in the long run is referred to @ariangnetary
neutrality. The only result of the increase in the money supply is a higher price level, which has
increased proportionally to the increasethe money supply so that real money balances are
unchanged. Therefore, a condition where changes in money supply affect only nominal variables
is known as the neutrality of money. This implies tha&gpansionary or contractional monetary

or fiscal pdicy instrumentwould not result in a spillover effect on the performance of the stock
market as it does not lead to change in the circulation of money in the economy due to

inflationary pressures.

3.1.9Discounted Cash Flow Theory

The discounted cash fle or present value model offers importamsights on the stock market

effects of monetary policy changeiccording to thismodel the stock pricés the present vagu

of expected future dividends andindicates that a change in monetary policy cancaftock

returns in a dual mannéAbaenewoand Ndugbu, 2012)irst, there is a direct effect on stock

returns by altering the discount rate ussdmarket participants and contractionampnetary
policy |l eads to an i ncr wraecashfloms ar¢ damtaligechdawesingat wl
stock prices to decline. The undenly assumptions are thalhe discount factors used by market

participants are generally linked to rket rates of interest and thide central bank is able to
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influence market iterest rate Second, monetary policy changes exert an indirect effect on the
firmsd stock value by altering expected futur
increase the overall level of economic activity and the stock peggonds in @ositive manner

because higher cash flow is being expedie@dnnidis and Kontonikas, 2007This model

generally assumes the existence of a link between monetary policy and the aggregate real
economyloannidis and Kontonikas, 2007).

3.1.10Exchange Rate Theory

The two basic approaches to exchangée rdetermination are the Flow Orientedodé!

(Exchange rate movement causes sfwade movement) and the Stock Orientedddl (Okpara,

2012) They are classical economic theories that shewmistence of relatimship between
exchange rate and stookarket. The Flow Oriented Modalssumes that the exchange rate is
determined | argely by a countryds current acc
that changes in exchange rates affect international etitmpness and trade balance, which has

a spillover effect on real economic variables such as real income and output (Dornbusch and
Fisher, 1980). Stock prices, usually defined as a present value of future cash flows of firms,
should adjust to the economnperspetives. Thus, flow oriented modglosits that a negative
relationship occurs between skoprices and exchangates with causation going from excige

rates to stock prices. Thausation can be explained as follows: domestic currency depreciation
leads to local firms being more competitive, thus exports becomes cheaper than in the
international mar ket . This |l eads to higher ex
prices. Ineffegt Afl ow t heordy d egad s toularnideiwnadacandeirdieg r u

to stock prices, or ataulsedt ,stexdkh gmrgec er aathed &G
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positive. For the flonoriented models, the manner in which currency movements influence
firmds st ock pr iharactelistscs ddthat furfimdru andrAsesdme, 201L® ¢
However, Stock oriented models (captured in the portfolio balance model) lay more emphasis on
the role of capital account in the exchange@atietermination. That is, a rise in domestic stock
prices leads to the appreciation of domestic currency through direct and indirect ql@kpeia

and Odionye, 2012)n the direct effect, a rise in stock prices encourages investors to buy more
domestic assets and simultaneously sell foreign assets to dbtamstic currency for buying

new domestic stocks. Described shifts in demand and supply of currencies cause domestic
currency appreciation. The indirect channel shows that an increase in domestit pssets
results in increase in wealth, which leadgestors to increase their demand for money, which in

turn raises domestic interest rates. Higher interest rates attract foreign capital inflow and initiate
an increase in foreign demand for domestic currency and its subsequent appreciation (Branson,
1983;Frankel, 1983). Thus, this shows that a positive relationshipsexitst causality running

from stock prices to exchange rate.

I n contrast to Af|l ocow ioerniteendtoe dodor nmopdcerl tsf, o Ifiisot olcd
movements in stock prices Grargause movements in the exchange rate via capital account
transactions. The degree to which stock oriented models explain currency movements is a
function of stock market liquiditfUmoru and Asekome, 2013Mccordingly, while the flow

theory holds tha¢xchange rate movement causes stock prices to oscillate, the stock theory states
that exchange rates are determined by market mechanism. In other words, stock price is expected
to affect exchange rate with a negative correlation since a decrease in steskreduces
domestic wealth, which leads to a fall in domestic money demand and interest rate. Besides, the

decrease in domestic stock prices induces foreign investors to lower demand for domestic assets
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and domestic currency. These shifts in demandsaipgly of currencies cause capital outflows

and the depreciation of domestic currency. Also, when stock prices rise, foreign investors
become willing to invest in a countrydés equit
from international divesification thereby inducing capital inflows and an appreciatbnhe

currency (Granger, Huang and Yag§0Q Caporale, Pittis and SpagnpD02).

The Portfolio balance approach, postulates that changes in stock prices influence movements in
exchangeates through portfolio adjustments (inflows/outflows of foreign capital). The approach
believes that an inflow in foreign capital rises as upward trend in stock prices is recorded.
However, a decrease in stock prices would induce a reduction in donmestieist or 6 s we a
leading to a fall in the demand for money and lower rates, causing capital outflows and
consequently currency depreciation. It also pointed out that, a depreciation of the local currency
makes exporting goods attractive, increases foréemand and hence revenue for the firm and

its value appreciates thus leading to increases in stock .p@oesersely, appreciation of local
currency reduces the profit for an exporting firm and thereby affecvalue of stock pce
negatively (Jorion1991).

Therefore, one can conclude that there is no consensus according to all the theories reviewed
above. This can be seen in the effect of fiscal policy actions either through changes in
expenditures or taxes, which lead to budget deficits or surplubésh play a significant role in

the determination of asset prices. This is because an increase in taxes, with government spending
unchanged, would lower expecteeturns on asset as it would discourage investors from
investing in the stock market. Rbhermore increases in government borrowing raise the interest

rate in the short term which will lead to lower discounted cash flow value from an asset and thus

signals a reduction in stock market activity. However, in the case of high interest radssarnt h
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adverse effect on economic activity and monetary authorities might step in to reverse the
undesirable situation (and so, monetary policy might interact with fiscal policy). The same can

also be seen in the divergent views of stock price behaviour.

32  Monetary policy, Fiscal Policy and stock market performance

Monetary policy attempts to stabilize the economy either by controlling interest rates (the cost of
money) or the supply of money. A successful implementation of monetary policy requires a
fairly accurate consideration of the speed of adjustment and the impact of such policy changes to
other componestof the economy. The impact of money supply change can be expressed by
adjusting an investoros port f otheibalance bflagiceat i on s
portfolio. Thus, in order to maximize retgra rational investor will generate a new balance by
investing more in riskier assets. If the supply of a given riskier asset stays unchanged, its price
climbs. Sqin principle when monegupply increases, stock prices follow in the same direction.

The interest rate is the price the borrower pays to use a resource at a given time. This means that
the higher the interest rate, the more valuable that resource. Interest rates changeahe cost
holding cash. When interest rates increase, the borrowing cost rises. Investors will therefore
reduce the allocation to the stock market as it is considered to be more risky. Additionally, a
higher interest rate generates higher retwn cash depositswhen interest rates decline,

investors buy more stocks as they prefer to hold comparatively more profitable investments.

Il nterest rate changes wil|l al so affect compan
expected retuma If the rate adjstment is already expected by investors, based on the efficient
market hypothesis, the demand for stocks will not change much. However, if the rate decreases

unexpectedly, according to Keynesod6 | iqusidity
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will rise in the future, meaning stocks will become cheaper and this leads to a drop in stock
markets.

The dock market has various roles to play in connection with monetary policy decision making.
This is because the stock market performance is afféotedgreat extent by innovations in
monetary policy through several channelad it reflects th level of economic development

thus should be taken into consideration in the condupbbify decisions (loannis, David and
George 2011). In this regardstock market performance may not only respond to monetary
policy decisions and affe¢he economy, but also provideedback to central banks regarding

the private sector's expectations about the future course of key macroeconomic variables
(Mishkin, 2001) Monetary policy is likely to have an influence on stock market prices through
four mechanisms: First, changes in the money supply may be related to unanticipated increases
in inflation and future inflation uncertainty and hence newgati related to th share price.
Second, changes in the money supply may positively influence the share price through its impact
on economic activityThird, portfolio theory suggests a positive relationship; an increase in the
money supply is likely to shift the portfoliodim norinterest bearing money to financial assets,
including equities. Finally, changes in the money supply tmagugh the expected rise in
inflation lead to a rise in the present demand for shares, and consequuesitilyely influence

the shars prices.

One of the major channels through which monetary policy works in the economy is the interest
rate channel. This is the traditional Keynesian view of the transmission mechanism of interest
rates. It could be completely described by classical monetaasnvell as in modern literature

such as the KeynesianiliV (investment savinigiquidity preferexce money supply) model.

Keyne¢1936) examined the effects of lowering interest rates on aggregate demand.
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Expansionary monetary policy reduces the interast When the interest rate is lower than the
marginal productivity of capital, it broadens investment demand until the marginal productivity
of capital is equalized to the lower interest rate. The expansion of investment creates an
acceleratdrmultiplier effect, causing aggregate demand to expand. The expanded aggregate
demand also reflects in stock market. This expansion of demand for stock market shares puts
pressure on prices. In the end, this process leads to increased stock market prices. Indsther wor
lower interest rates will make borrowing cheaper, and this will push up the demand and prices.
The credit channel is an indirect monetary policy transmission channel. It says that the monetary
authority can influence the level of investment takirecplin a country by altering interest rates.

This argument is based upon the fact that the market value of firms is affected by the present
value of its future cash flow3hus, higher corporate investment activity should leadigher

future cash flowstherebyincreasing the firm's market value.

An additional transmission mechanism is through the wealth effect, which says that a rise in
interest rates will reduce the value of ldhgd assets. The exchange rate channel also helps to
explain the way inwhich interest rates may influence stock performance. In particular, higher
interest rates will lead to an appreciation of the domestic exchange rate, resulting in higher
imports and lower exports, thus haviagnegative effect on the competitiveness ef ¢buntry,

leading to a reduction in business activities, which will eventually lead to lower asset prices.

Lastly, the exchange rate channel also transmits to the stock market; however, it can be seen
from two views. One view opines that when the domestitency depreciates against foreign
currencies, export product prices will decrease for foreigners and, consequently, the volume of

the countryés exports wild|l i ncrease (Fama 198
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markets are overseas, whialill be reflected by an increase of their stock price. On the other
hand, currency depreciation will increase the importing expenditures of raw materials for
domestic manufacturers, which is expected to have a negative impact on their cash flow and on

stok prices. Thus, the net effect of the exchange rate variation on stock prices is undetermined.

The Keynesian total expenditure model says that spending by government brings about increase

in the output in the economy both at the business level and theregas a whole and also
provides short term stimulus to help reduce a
Accounting Model also suggests that government expenditure generally affects economic growth
and performance in a favourable manner tgloa positive externality effect on growth.

Government expenditure has an impact on the stock market through its effect on the decisions
and activities of the private sector firms and households. All things being equal, the turnover of
firms which enjoy hyh government patronage, may experience a boost, which could translate

into enhanced profitability and impressive dividends for the shareholders of the firms (depending

on the || evel of the firmbs expenses and [
impressive dividends enhance the attractiveness of firms listed on the stock exchange, and drive

up demand for them on the trading floor. This drives up the stock price and the market
capitalization of the firms, and hence, the market capitalizatioheo&mtire stock exchange, as

well as the value of transactions, given that the market is fuattzom efficient (Aigheyisi and

Edore, 2013

Government expenditure can also affect stock market in terms of income (wages and salaries) of
government employs. Government employees may invest part of their income in stock market
securities, depending on their perception of the market, expectation of returns on investment and

the rate of return on alternative investment. Wages and salaries constitute parerinmgent
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recurrent expenditure. If workers perception of the stock market is favourable, and expectations
of superior returns on investment therein are high, that could increase their participation in the

market, leading to increase in stock market tretisas.

3.21 Fiscal and monetary policies interactions

Fiscal policyand monetary policyare the two tools used by the government to achieve its
macroeconomi®bjectives. While for many countries the main objective of fiscal policy is to
increase the aggregate outplittte economy, the main objective of the monetary policies is to
control the interest and inflation rates. TIB&LM modelis one of the models used to depict the
effect of policy ineractions on aggregate output aneiiast rates. The fiscal policy haglirect
impact on the goodsarket and the monetary policy hagirect impact on the asset markets;
since the two markets are connected to each other through the two macroecanrtahies/
output and interest rates, the policies interact while influencing output and interegtloates

2010)

Traditionally, both policy instruments were under the control of the national or federal
governments. Thus traditional analyses were matlenaspect to the two policy instruments to
obtain the optimum policy mix of the two to achieve macroeconomic goals, lest the two policy
tools be aimed at mutually inconsistent goals. But recently, owing to the transfer of control with
respect to monetargolicy formulation tocentral banksformation of monetary unionglike
European Monetary Unioformed via theStability and Growth Pagtand attempts beg made

to form fiscal unions there has been a significant structural change in the way in which fiscal

and monetary policies intera@lose, 2010)
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Thus leading to a dilemma ae tvhether these two policies are complementary, or act as
substitutes to each other for achieving macroeconomic goals. Policy makers are viewed as
interacting as strategic substitutes when one policy maker's expansionary (contractionary)
policies are coumrtred by another policy maker's contractionary (expansionary) policies. For
instance, if the fiscal authority raises taxes or cuts spending, then the monetary authority reacts to
it by lowering the policy rates and vice versa. They are seen as strategier@nts, when an
expansionary (contractionary) policy of one authority is met by expansionary (contractionary)

policies of the other.

The issue of interaction and the policies being complements or substitutes for each other arises
only when the authoritgeare independent of each other. But when, the goals of one authority are
made subservient to those of the other, then one authority solely dominates the policy making
and no interaction worthyf@nalysis would arise. Is equallyworthwhile to note thafiscal and
monetary policies interact only to the extent of influencing the final objective.if Sbe
objectives of one policy are not influenced by the other, then there is no direct interaction
between themThis is why there has been substantialriggein understanding the policies. This

has led to theoretical literature focusing on using tools of game theory while empirical literature
focuses on complementarity and strategic substitutability of both monetary and fiscal policies
(loannis et al, 2011 The complementarity between the policies can be through government
expenditure which is financed primarily from taxes and borrowing and this could lead to
inflationary pressure on the economy and thus, leading to contractionary monetary policy and a

slowing down of the growth of the econonipannis et al, 2011 This could lead to rendering
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the monetary policy ineffective as a result of government decisions. Therefore, it is important to

allow for interaction of both policies and assess their impactseoperformance of the market.

3.2.2 Theoretical Effect of government policies on stock market

The adjustment of the stock market to changes in policy, whether monetary or fiscal, depends on
whether the change is anticipated or unanticipg@ernanke ad Kuttner, 2005) In the
anticipated monetary policy case, the announcement of the expansionary monetary policy to be
pursued itself has a positive effect. The stock market jumps at the time of announcement in
anticipation of higher profits and interesttas reduces after implementation. Output and
spending also increase during the period before implementation. Additionally, reateshmort

rate declines as a result of a higher expected price level. However, at the time of implementation,
the principal eféct of the policy is a further decline in the sherm rate due to higher real
balances, as the stock market does not react. After implementation, the behaviour of the
economy is qualitatively similar to the case of an unanticipated increase. In theipated
monetary policy case, there are two principal effects of the change in monetary policy, the real
balance effect and theMiundell effect (Bailey, 2001).The first effect results in higher real
balances, as prices cannot instantaneously adjtis¢ tocrease in nominal money. The Mundell
effect works through the mechanism of higher expected prices (inflation) due to the monetary
expansion, which decreases the real rate of interest, given the nominal rate. Hence, both effects
work to lower the realate of interest. Consequently, on the reduction of the real rate, there is an
anticipation of a higher level of profits, which results in an increase in the value of the stock
market. In the short run, it is expected that output will also begin to sem@aa result of the

expansion in money. With an anticipated fiscal expansion, the effect on the stock market may be
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ambiguougBailey, 2001) The announcement of fiscal expansion may have a perverse effect on
the stock market and output even before ey is implemented. If it is expected that a change

in fiscal policy will result in an increase in short term interest rates after the policy is
implemented, then the stock market value will fall at the time of announcement. The decline in
stock market alue results in a decrease in private spending and therefore a decline in output.
Conversely, if it is anticipated that consumption and profits will increase as a result of higher
future government spending, then fiscal policy may instead have a posipeetion the stock
market. In this case, higher spending more than offsets the anticipation of higher interest rates
and thus facilitates the stock market rise. The ultimate response of the stock market will depend
on how the increase in expenditure isaficed. If it is debfinanced, then higher real interest
rates cause the stock market to fall. In the case where the expenditure is financed through
taxation measures the negative impact on the stock market may be somewha(Baikgd

2001) In the caseof an unanticipated fiscal expansion the impact is also somewhat imprecise
and is similar to the anticipated case. An unexpected increase in government expenditure, which
results in an increase in the shtmtm rate, causes the value of the stock madktll. Spending
increases as a result of the higher public spending but output does not adjust immediately to the
change in policy and increases slowly over time. The adjustment of the stock market and output
is therefore slower than in the anticipatede. Again, the impact will depend on which of the

two effects dominate: spending and rising output or higher interest rates. In summary, the effect
of a change either in anticipated and unanticipated policy, fiscal or monetary, is a discrete change
in the stock market due to the change in the anticipated sequence of profits and interest rates.
Whether policy is anticipated or unanticipated is important as an announcement itself can lead to

a change in profits and interest rate. The change in the stocletnaan@t output precedé¢he
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implementation of an anticipated policy change that at actual implementation the policy may
have little apparent effect. In the unanticipated case, the stock market and output react and reflect

immediately tle effects of thg@olicy change.

3.3  Empirical Review

3.3.1 Fiscal policy and Stock market performance

Anghelache, Jakova and Oanea (2016) analykedrelationship between fiscal policy and
capital market performance in six European countuesg quarterly data from P@ to 2015.

The variables used were government expenditure, government revenue and capital market
returrs, using the least square method. They fothrat there is a bilateral relationship between
fiscal policy and capital market performarfoe Czech Rpubic and Slovakia. In Bulgaria, they

found that fiscal policy affects the capital market respwhile in Poland, they obtained that the
capital market retushaffectthe fiscal policy. However, for the other two countries, Hungary and

Romania, no signifient influence was found between the variables.

Abakah and Poku (2016) studied the causality between real budget deficits and the real stock
market returns in Ghana using monthly data from 2008 to 2015. The variables used were real
budget deficit and all stre indexusing the VAR framework. They found a significant positive

relationship between real stock market returns and real budget deficit. There was also granger

causality between budget deficit and stock in aate@rhl direction.

Joshi and Giri (2015¢xamined the impact of fiscal deficits on fherformance of stock market
in India using annual data from 1988 to 2012. The varialded n the study are stock index of
Indian Stock Exchange, fiscal deficit as a ratio of GDP, money supply, consumeripdex and

interest rataising the Auto Regressive Distrributed Lag (ARDL) bound test and the Vector Error
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Correction Model. The ARDL result shows a long run negative relationship between budget
deficit and stock prices and no significant relationshipthe short run. The stock price
movement in the long rums mostly explained by shocks discal deficits n the vaiance

decomposition results.

Rangan, Charl and Kanyaif2013) studied the interplay of fiscal policy and asset prices using
quarterly data fsm 1966 to 2012. The variables used were stock prices, house prices and
government budget balance using the time varying parameter VAR. They found that fiscal
expansions were associated with slightly increased stock prices. Fiscal shocks had a small impact

on asset prices. Also, fiscal policy and asset price shocks have varying impact over time.

Osahon and Oriakhi (2013) investigated the effects of fiscal deficits on stock prices in Nigeria
using annual data from 1984 2010. They made use of the Vectortd\®Regression (VAR) and
Error Correction Mchanism (ECM) on variables such as stock prices, fiscal deficit, money
supply, interest rate, volume of transactionflation rate and private consumption expenditure.
They found that fiscal deficit has a negatrelationship to stock prices. They said that in order

to maintain a robust stock market, authorities are expectedaémpbasize monetary financing

of fiscal deficits in preference for botfthancing, since it promotes the problem of inflation in

theeconomy and also depresses stock prices.

Goodness et al (2012) did a study on fiscal policy shocks and the dynamics of asset prices using
South Africa as a case study. The sign restriction was used to identify government revenue and
spending shocks. Theydentified threetypes of fiscal policy scenario® deficit financed
spending increase, a deficit financed revenue cut and a balanced budget spending increase. The

quarterly data was used ranging from 1966 to 2011 using real household consumption,-real non
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residential investment, real GDP, total government expenditure and revenue, real wage, treasury
bill and the CPJusing the Bayesian Vector Auto Regressive [BVAR] estimation technique. The
study found that deficit spending shock does not affect housesphuat temporarily exerts
positive effects on stock prices. Furthermdiscal policy shock affects stock prices in the short

run; monetary policy exerts a more direct effect on asset; markets and contractionary monetary

policy shocks lower the real stopkice index.

Faiza, Yasir, Farhan, Kamran and Séb@l12) examine the relationship between budget deficits
and stock prices iRakistarusing yearly data from 1990 to 2010. The variables used in the study
were budget deficit and stock prices using thentegration and causality test. They found that
high developmental expenditure in Pakistan is the reason for long term positive causal
relationship between budget deficit and stock prices andndmia a long term negative

relationship is observed due to higcurrent expenditure.

Agnello and Sousa (2011) examined the effect of fiscatyain asset prices by using arfel
Vector Autoregressive atel (PVAR) of ten developed countries using quarterly data. They
found that a contractionary effect of fiscalipp leads to a crowding out effect and that there is

an immediate temporary negative response of stock markets performance to fiscal policy shocks.

Mountford and Uhlig(2008) conducted their study on the effectdiatal policy shocks using

the Vector Aitoregressive approach (VAR). They also used sign restriction in identifying
government revenue and government spending shocks, controlling for business cycle and
monetary policy shock using the US quarterly data from 1955 to Z0@§) identified three

types of fiscal policy scenarios, deficit financed spending increase, a deficit financed revenue
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cut and a balanced budget spending increlsey found that deficit financed tax cuts work best

among the three and led to an improvement in GDP.

Jansen, Zijurand Jian(2007) examined the role of fiscal policy on the United States asset
market using monthly data from July 1954 to December 2005. The variables used were stock
price index, corporate bond yield, Treasury bond yield, federal fund rate, industdalcpon,
consumer price index and budget deficit using a semi parametric analysis as estimation
technique. They found that the impact of fiscal policy on corporate and Treasury bond yields
follows a similar pattern in the equity markethile the impact bmonetary policy on the stock
market varies depending on fiscal contraction or expansion. The results were consistent with the

notion of strong interdependence between monetary and fiscal policies.

Unro (2004) investigates whether the U.S stock and catpdsond markets are informationally
efficient with respect to fiscal policy using monthly data from 1969 to 1998. The variables used
are corporate bond returns, stock returns, dividend vyield, terms structures, default spread and
treasury bill. The studyolund that stock capitalization and bond excess returns fully capture
information on fiscal and monetary policies in the United States during the period investigated

which marked the period of persistent budget deficit.

Jose and Rossen (2008)alysed theftects of taxes and government spending on stock market
returns, government bond and corporate bond in the US using quarterly data spanning from 1960
to 2000. They found that an increase in government spending has a positive effect on expected
returns, buthe effect is statistically significant only for bonds at short horizons. When fiscal and
monetary policies are jointly identified, their results remain qualitatively unchanged, and that

fiscal policy and monetary policy are important sources of retamability.
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Alesina, Silvia, Roberto and Fab{@002) evaluated the effects of fiscal policy on investment
using 18 countries from the period 1960 to 1996. The variables used are business investment,
indirect tax, direct tax, labour tax, goods, wage camepb of government spending, transfers,

total revenues, primary spending and labour costs using the vector autoregrgesisea hey

found a sizeable negative effect of public spendimgparticular of its wage componerdn

profits and on businessviestment. The effects of government spending on investment are larger

than those of taxes. The results explain theleynesian effects of fiscal adjustment.

Darrat (1990) conducted a study to know if changes in the stance of fiscal policy could exert
important effects on the stock market and equity returns using monthly data from 1961 to 1987.
The variables used were change in real market value of privately held federal debt scaled by real
gross national product, percentage change in stock price indexthsi Akaike final prediction

error criterion combined with multivariate granger causality test. They found that fiscal policy
plays an important role in determining stock prices in the United States. Also, changes in the
stance of fiscal policy have grger caused significant changes in aggregate stock prices. The
stock market can be seen as an important channel transmitting the influence of fiscalopolicy t

the real side of the economy.

3.3.2 Monetary Policy and Stock Market erformance

Naoyuki, FarhadAli and Ahmad(2014) examined the response of Asian stock market prices to
exogenous monetary policy shocks using quarterly data from 1998 to 2013. The variables used in
the study stock index, gross domestic product, monetary base, exchange rate andutimerco

price index using the Vector error correction model. They found that monetary policy transmits

to stock markeprice through three routesioney by itself, exchange rate anélation. Also that
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stock priceincreases persistently in response teegogenous easing monetary policy. A large

percent variance in stock prices can be explained by exogenous shocks to exchange rate.

Chude and Chudé2013) investigated the effect between money supply and stock market returns
using yearly data spanning 1989 2012. The variables used were all share index and money
supply. They found that there exdst longrun relationship between money supply atdck
market returns in Nigeria; which results it@mall but positive effect of money supply on stock

marketperformance.

Dewan (2013)in his study of econometric analysis of the impact of monetary policy on stock
market performance in Bangladesh, investigated the effect of monetary policy variables on its
stock market using monthly data from January 20061020 2. The variables used in the study

are DSE index, money supyp repo rate, inflation rate, thrgmonth treasury bill using
econometric analysis such as cointegration, error correction model and the granger causality. He
found that, money supply, iaflion and treasury bill rate have a positive impact while repo rate
has a negative impact on the market index. Monetary target variables like money supply,
inflation rate and deflation rate have significant bearing on the long run movement of stock
pricesand that proper coordination between capital market and money mayukttoes are of
paramount importancén order to properly integrate their policies for achieving economic

sustainability.

Okoli (2012) ascertained the relationship between volatilitiehe monetary policy variables
and volatilities in the stock market using data spanning the period 1980 to 2010. The variables
used were all share index, monetary aggregates, interest rate and exchange rate using the

GARCH and VAR method of estimation.n& study foud that exchange rate policy has
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negative effecobn stock market volatility. Furthermqgra stabilizing interest rate will reduce
volatility in the stock market; and thambternational factors have no effect on stock market
returns in NigeriaTherefore, government policy should focus on exchange rate to stabilize the
stock market and investors should also consider the nature of volatility in exchange rate before

making investment decisions.

Aliyu (2012) assessed the reaction of the Nigeridocls Exchange to monetary policy
innovations during the global recession. He used the new classical macroeconomics and the
rational expectation hypothesis theory in the study, using monthly data from 2007 to 2011. The
variables used were monetary policyerdPR), all share index, unanticipated and anticipated
monetary shock using the GARCH and the EGARCH model. He found that the unanticipated
component of policy innovations on M2 and MPR exerts destabilizing effect on the stock
returns, whereas the anpated component does not and this supports the Ricardian Equivalence

hypothesis.

Babak, Navid, Shahriar and Ro@012) examined the relationship between monetary policy and
stock market performance in Malaysia using quarterly data from 1991 to 2011afiakles

used were stock price index, interest rate and monetary aggregates using the VECM estimation
approach. They found that a long run relationship among the variables. The VECM revealed
statistically significantelationship between M1 and M2; andttihv&l and M2 have long term

influence on stock index.

Obonye and Jonah (2011) investigated the impact of monetary policy shocks on stock returns
using quarterly data for Botswana from 1993 to 2010 using a standard Vector Auto Regressive

(VAR) technique. Thevariables used in the study are world oil prices, real GDP, inflation rate,
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real exchange rate, short term interest rate and real stock returns. They found that positive
interest rate innovations are associated with increase in the aggregate stock Tetuuasiance
decomposition shows that monetary policy shocks explain a relatively small proportion of stock

returns variability.

Chaiporn and Yaowaluk2011) attempted to evaluate the impact of monetary policy decisions
on stock returns in Thailand usingonthly data from January 2003 to December 2009 using the
event study approach. They found negative and significant abnormal returns around the
repurchase rate announcement in our event studies. Also, stock market response to the
repurchase rate change asymmetric. The relationship between stock prices and change in
repurchase rate is negative for both the market and firm level. Monetary policy announcement

has a negative effect on stock prices.

Ogbulu and Uruakp&2011) investigated the link between natery policy and stock prices in

the Nigerian capital market using quarterly data from 1982 to 2011. They employed the use of
cointegration, error correction mechanism, impulse response and granger causality using
variables such as broad money supply,regerate, foreign exchange rates and inflation. They
found a long run relationship amotite variables. Furthermaremoney supply has a positive and
significant impact on stock prices while interest rate shows a weak relationship with stock prices.
They dso found that own shocks from stock prices are the dominant source of variations in the

forecast error decomposition.

Kontonikas, MacDonald and Sag{010) examined the impact of federal fuddste surprises
on stock returns in the United States usiogrterly data from June 1989 to December 2009. The

variables used are federal fundate, futures contract, S and P resurfhey found that prior to
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the crisis, stock prices increased as a response to unexpected fedesalatanduts. State
dependencés also identified with stocks exhibiting larger increases when interest rate easing
coincided with recession, bearish stock markets and tightening credit market conditions.
However, during the crisis, the stock market participants did not react posttvehexpected

federal fun@ gate cuts and the conventional monetary policy measure was ineffective.

Okpara (2010) analysed the effect of monetary policy on the stock market returns in Nigeria
using monthly data for the period 1985 to 2006. He adoptetiitrstage least square method,
VECM and the forecast error decomposition analysis approach using stock market returns,
inflation, interest rate, treasury bill rate, minimum rediscount rate. He found that monetary policy
is a significant determinant of Igrrun stock market returns in Nigeria while high Treasury bill

rate reduces stock market returns. The variance decomposition shows that the predominant

sources of returns are due largely to stock returns shocks and interest rate shocks.

Hafedh, Badye and &¢madin(2010) empirically investigated the response of stock returns to
monetary policy shocks using monthly data from November 1982 to November 2007, using
nominal stock returns, interest rate, inflation rate and the Structural Vector Autoregressive
(SVAR) approach (conditional heteatasticity). They found that stock returns do not respond to
monetary policy shocks and that stock returns do not alter the transmission mechanism of

monetary policy. In other words, monetary policy does not systematiealty to stock returns.

Ajie and Nenbee (2010) examined the relationship between monetary policy and stock prices in
the Nigerian Stock Exchange market using annual data spanning 1986 to 2008. The variables
used to capture monetary policy are money supptyinterest rate. The method used in analysis

was the cointegration and error correction model. They found that both money supply and

76



interest rate affect stock prices in Nigeria. They concluded that monetary authorities should
formulate policies that Wi reduce the rising pace of inflation to encourage availability of

investible funds for investors.

Gregoriou, Kontonikas, Macdonalds and Montag@009) examined the impact of anticipated

and unanticipated interest rate changes on the aggregate awdlsstock returs in the United
Kingdom using threenonth sterling LIBOR ftures contract from June 1999 arch 2009, using

the ordinary least square (OLS) and the Generalized methods of moments (GMM). They found
that both expected and unexpected compisneh monetary changes impact significantly on
stock returns. Before the financial crisis, the stock market responds negatively to higher interest
rate, the stock returriaterest rate change relationship becomes positive during the credit crunch.
It showsthat highly expansionary monetary policy has not been able to reverse the negative

trend in stock prices.

Bjornland and Leitemo (2009) estimated the interdependence between US monetary policy and
stock market employing a VAR methodology that used botht-sho and longrun identification

scheme to examine the relationship between monetary policy and asset prices. Their findings
indicate that there is substantial simultaneous interaction between the interest rate setting and
shocks to real stock returnstime US. This implies that just as monetary policy is important for

the determination of stock prices, the stock market is an important source of information for the

conduct of monetary policy.

loannidis and Kontonikas (2008) investigated the effect ofrtbeetary paty on stock returns
in 13 OECD countries over the period 192002. The stock market variable was regressed on

the monetary policy variable and found that stock returns decrease when money supply
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decreases. Their findings imply that monetpolicy shifts have significant negative effect on

both nominal and inflatiodjusted stock returns.

Konstantin, Montagnoli, Napolitano and Siliverst@2008) conducted a study to assess the
response of the European stock markets to the monetary policksshy the European Central

Bank using the heteroskedasticity based approach of Rigobon (2003). The interest rate was used
as a proxy for monetary policy shock from the period 1999 to 2008 using both the event study
methodology and the heteroskedasticiyp@ach. They found that monetary policy contraction

hasa heterogeneous impact on therd area sectors on the day the monetary policy is publicly
announced. They also found that event study methods are downward biased and suggested that

care should be k&n in the use of event study and all its underlying axioms should be tested.

Eze (2008) investigated the impact of monetary policy variables on the performance of the stock
market using quarterly data for the year 1994 to 2007. The method used forsarsalts
ordinary least square, cointegration and error correction approach. They found that stock market
performance was strongly determined by broad money supply, exchange rate and consumer price

index both in the short and long run.

Chen (2007) investajed whether monetary policy has asymmetric effects on stock returns using
the Markov switching models. He found that monetary policy has larger effects on stock returns
in the bearish market and that contractionary monetary policy leads to a higherilpyobgb
switching to the bear market regime. He said that when monetary policy is measured by the
interest rate instrument, a contractionary monetary shock strongly lowers stock returns to both

the bull and bear market regime.
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Garciaand Shaller(2006) in the study of the asymmetric effects of monetary poleylt on

the Markov switching model to find out the effects of monetary policy especially interest rate
and how it affects growth of an economy either during expansion or recession using muaehthly a
guarterly data from 1955:2993;1. The Markovswitching model and the Vector autoregressive
model were used and found economically and statistically significant evidence of asymmetry.
Interest rate changes have larger effects during recession artheéssubstantial effects on the

probability of a state switch.

Conover, Jensen, Johnson and Me(2605) conducted a study to find out if federal policy was

still relevant for investors. That is to determine the robustness of the relationship between
moretary policy and stock returns by evaluating both its esestional and time series
consistency using daily data from July 1963 to January 2001. The variables used are daily returns
of stock prices and treasury bills. The annualized mean returns andstoe&returns were

used. They found that U.S monetary policy continues to have a strong relationship with security
returns. U.S stock returns are consistently higher and less volatile when the federal reserve is
following an expansive monetary policy. Theidy found that investment professionals should
continue to consider monetary conditions when performing fundamental analyses of U.S and

international securities. U.S monetary policy has an important influence on global stock markets.

Bernanke and Kuttme(200b), in their study of analyzing the impact of changes in monetary

policy on equity prices using both the vector autoregressive approach and the event study
approachfound a relatively strong and consistent response of the stock market to unexpected
monetary policy actions. They also found that monetary policy surprises tend to differ across

industry based portfolios and was consistent with the predictions of the standard CAPM. They
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also found that the impact of monetary policy surprises on stockspseems to come either
through its effects on expected future excess returns or on expected future dividends. They found
that the effects of unanticipated monetary policy actions on expected excess returns account for

the largest part of the response toick prices.

Rigobon and Sack?004) estimated the response of asset prices to changes in monetary policy
which is complicated by the endogeneity of policy decisions and the fact that both interest rate
and asset prices react to numerous other variabhey. §howed that the response of asset prices

to changes in monetary policy can be identified based on the increase in theevafigolicy
shocks that occusn days of monetary policy congress using data from 1994 to 2001 with event
study and heteroskeslzcity approach. They found that an increase in short term interest rate
leads to a decline in stock prices and an upward shift in the yield curve which becomes smaller
with longer maturities. Also, the event study estimates contain biases that malkénizded

effects on stock prices appear too small and those on treasury bills too large.

Ravn and Sola (2004)n their study of asymmetric effects of monetary policy in the United
States, tested for the presence of asymmetric effects of monetary polagygmyate activity

using the post war quarterly data of the United States. They wanted to check whether negative
and positive monetary policy shocks have different effects on output, whether big or small
shocks have different effects and whether low vega negative shocks have asymmetric effects

on output. They found that when using M1, the evidence is mixed since we cannot reject either
that shocks are symmetric or that negative shocks have same effects as positive shocks. They

found strong evidence ifavour of only small negative shocks having real effects. The US data
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seems to indicate evidence in favour of the asymmetry implied by menu costs models in

environments with positive steady state inflation.

Francesco (2004) attempted to measure the osactimonetary policy to the stock market using
daily data from January 1983ecemberl999 for Japan and August 1991Aagust 2003 for
European Union using the Vector Autoregressive (VAR) approach. They found a positive and
significant reaction in the Utad States and the United Kingdom but the reactions become much
lower during the high tech bubbMhile in Japan anthe European Wion there was no reaction

noticed

Stefano (2002) evaluated the effects of exogenous monetary policy shocks on stock market
indices using monthly data from 1983 to 1998. The variables used were commodity price index,
exchange rate, industrial production, consumer price index, interest rate, monetary aggregate and
the stock maet index using the Structurale¢tor Autoregresses (SVAR) approach. They

found that a contractionary monetary shock has a negative and transitory effect on stock market
indices. Furthermorea limited participation of households trading in stocks is set up to account

gualitatively for the empirical respse of stock prices to monetary policy shocks.

Udegbunam and Eriki (2001) examined the relation between stock prices and inflation in the
Nigerian stock market. They found that inflation exerts a significant negative influence on the
behaviour of stock pees. Also, that stock prices are driven by the level of economic activity

measured by gross domestic product, interest rate, money supply and financial deregulation.

Thorbecke (1995) conducted a study on stock returns and monetary policy from the pg8iod 19

to 1990 using industrial production, inflation rate, federal fund rateboomwed reserves, total
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reserve and stock returns using the vector autoregressive approach (VAR). He found that
expansionary policy increases -pag stock returns. Estimating multifactor modelalso

indicates that exposure to monetary policy @ages an assets-amte return.

3.3.3 Fiscaland Monetary Policy and Stock Market Rerformance

Handoyo, Jusoh and Zaidi Shah (2015) investigated the effect of fiscal and monetarpmpolicy
Indonesian stock price using monthly data from 2001 to 2011. The varigddsinthe study

are world oil price, dbt to GDP ratio, industrial production index, inflation rate, growth rate of
consumer index and sector price index using the Strucdaetor Autoregressive Framework.

They found a positive stock price response to monetary policy shock both aggregated and
sectoral stock price. There was a negative relationship between fiscal policy shock and stock
market. Thus the fiscal policy crowds duthe private sector activity in the markekhe
interaction between monetary and fiscal policy is important in explaining stock market

performance.

Gowriah, Boopen, Lamport and Seef@®14) investigated the effects of monetary and fiscal
policies on thestock exchange d¥lauritius stock market using annual data series from 1991 to
2011. The variables used in the study are money supply, consumer price index, gross domestic
product, budget deficit, interest rate and exchange ratg tfenAutoregressive BiributionLag

(ARDL) model. They found a significant long run relationship existing between monetary
variables and stock price. However, a short run significant relationship was obtained between
money supply and stock price. While, there was neither a gitolong term significant
relationship between budget deficit and stock price. Lastly, a unidirectional causal relationship

existed between interest rate and stock price.
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Yu (2013) examined the impact of fiscal policy and monetary policy on stock market
performance in Poland using quarterly data from 1999 (Quarter 2) to 2012 (Quarter 4). The
variables used were stock market index, fiscal policy, interest rate, money supply, real output,
exchange rate using the GARCH methodology. They found that the Badands t oc k mar k et
was not affected by the ratio of government deficits and is also negatively influenced by the

money market rate. Also, monetary tightening has a negative impact on the stock index.

Chen and Minghong (2013) measured the impacts dlfesad monetary policy adjustments on

stock markets during the financial crisis using the event study methodology. They found that
during the crisis, policy adjustments led to diversified response among different countries and
which was as a result of cain features of the country such as the scale of the economy, degree

of freedom, etc.

Rossanto, Mansor and Mol{@012) examined the impaof fiscal and monetary policieshock

on the Indonesian stock market using monthly data from 2000 to 2011. Thdestiaed were

world oil price, industrial production, debt to GDP ratio, inflation rate, interest rate, exchange
rate and the stock price index using the Structural Vector Autoregressive (SVAR) approach.
They found a positive stock price response to moypgtalicy shock both at the aggregate and
disaggregated level. The interaction between fiscal policy shock and the stock market shows a
negative relationship, which implies that fiscal policy crowd out the private sector activity in the

market and cripplethe economy.

Bekhet and Othman (2012) dysed the relationship betweenaMysia stock index and
macroeconomic policies (fiscal and monetary) using quarterly data from 1999 to 2011. The

variables used are government operating expenditure, governmerdpeget expenditure, tax

83



revenue, interest rate and money supply using the Vector Error correction model. They found a
long run relationship amongst the variables. The result indicated that fiscaiaedary tools
play an important role in acceleratinghéincial performance in Malaysia. However, monetary

tools worked faster compared to fiscal tools.

Vafa and Matin (2011) examined the relationship between Japan's financial structure and the
country's fiscal and monetary policies using annual time seriethdoperiod span of 1960 to

2008 using variables such as real GDP, real narrow money, real fiscal spending to GDP ratio,
total equity value traded ratio to GDP. The Vector Error Correction model and the unrestricted
Vector Auto Regressive approach (VAR)weaused in the study. They found that there exists
long run relationship between policy variables and financial structure, and that stock markets

also benefit from increasing fiscal consumption.

loannis et al (2011) examined the stock market response netarg and fiscal policy shocks

using quarterly data from the period 1991 to 2010 using variables such as GDP, CPI,
Government expenditure (which was used as a proxy for fiscal stance), money supply, interest
rate, all share index and the global economitively index using the structural vector
autoregressive approach (SVAR). They found that both fiscal and monetary policies influence
stock market returns via direct and indirect channels and that the interaction between the two
policies is very importanin explaining the stock market development. Therefore both the fiscal

and monetary policies should be considered together rather than in isolation.

Samuel, Zhao and Attamili011) examined the impact of fiscal and monetary policy actions
on the stock m&et in Ghana using quarterly data ranging from 1990 to 2010. The variables used

were government final consumption expenditure, average lending rate, all share index using the
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Vector Autoregressive (VAR) approach, cointegration and causality test as mestimat
techniques. They found that fiscal policy actions have significant effect on stock market activity
and that government should synchronize its fiscal policy actions with activities in the stock

market.

Laopodis (2004) examined the dynamic linkages amtwegfederal budget deficit, monetary
policy and the stock market using quarterly data from 1883 using variables such as budget
deficit, GDP, CPI, money supply, Treasury Bill rate, federal fund rate and nominal stock prices.
The Vector autoregressiy¥AR) approach, Granger Causality, Cointegration method were used
for analysis. They found that deficits matter for the stock market and thus violates the Ricardian
Equivalence Hypothesis (REH). The use of taxes and government spending show a higher
sensitvity of the stock market to taxes relative to spending. They did not find a relationship

between budget deficit and money supply.

Yu andChen (2004) examined the impact of monetary policy, fiscal policy, exchange rate, stock
market performance, inflaticend supply shocks on real output in Singapore using quarterly data
from 199371 2001. The variables used in the study were treasury bill, real GDP, government
debt, stock price index, exchange rate, inflation rate, world oil price and world output. Using th
vector autoregressive approach (VAR), they found that output responds positively to a shock to
lagged own output and negatively to an innovation to the treasury bill rate, government debt,

stock prices, inflation rates or world oil prices.

Bailey (2001) analyses the effects of monetary and fiscal policy on the behavior of Jamaican
stock prices using monthly data from 19P499. The variables used in the study include fiscal

balance, monetary base, exchange rate, inflation rate, interest rate and gresscdamduct.
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Using the framework of a dynamic model utilizing the VAR approach, the study shows that
unanticipated expansionary monetary policy had a significant and positive short run impact on
stock market. The effect of a change in fiscal policy werettxpected or unexpected had a
contractionaryeffect on the stock market. It is also possiblat the transmission of policies may

be restricted by the presence of information asymmetry and inefficiency on the stock market.
The long run impact of fiscalnd monetary policy is limited which may be due to the existence
of market imperfetions and inconsistencies. Furthermoas improvement in the overall

efficiency of the stock market will aid policy in achieving its desired outcome.

Kausik and Kyojun(2001) investigated the volatility of stock returns in some Asian emerging
markets in terms of the volatility of domestic and external factors using monthly data from the
period 1980 to 1995. The variables used are industrial production, government expenditur
exchange rate, inflation rate, money supply, interest rate and stock prices using the ordinary least
square approach method. They found that both domestic macroeconomic variables and
international variables are found to have explanatory poarestbckreturn volatility. Equally
important isthe role of governmenin terms of fiscaland monetary policiedpr the smooth

functioning of the stock market.

Evans and Murinde (1995) conducted a study on the impact of monetary and fisdalepslié
actions on he stock market in Singapore. The study considered both anticipated and
unanticipated policy actions. The variables used were the growth rate in money supply, ratio of
budget deficit to GDP, stock price index, growth rate of GDP, inflation rate, growghirat
government spending, changes in import price deflator, one year fixed deposit rate, ratio of total

exports to GDP using monthly data for the period 1980 to 1992. They found that both anticipated
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and unanticipated policy actions affect stock pricesticipated and unanticipated monsta
policy actions lagged up to thresonths are significant in their effects upon stock priedsle
anticipated fiscal policy is negative which implies that an increase in the budget deficit depresses

stock values as prate economic agesiteact to tough fiscal measures.

3.3.4 Other Macro Variables and $ock Market Performance

Ime and Queensley2014) examines the impact of interest rate changes on the Nigerian stock
market using yearly data from 1986 to 2011. The w#iased in this study were all share index,
interest rate, inflatiomate, unemployment rate, Gross Domestiocdict. They found an inverse
relationship between interest rate and all share index. However, interest rate is not an important
determinant whewgonsidering the changes in stock prices. Although not important, it should not
be too high because it will affect the economy and the stock market is a crucial part of the

economy.

Zubair (2013) examined the causal relationship between stock marketdrahges rate before

and during the financial crisis in Nigeria using monthly data from 2000 to 2011. The variables
used in the study are all share index, money supply and exchange rate using the trivariate VAR
estimation technique. He found that there exigt long run relationship before and during the
crisis. The granger causality tests shawnidirectional causality running from money supply to

all share index before the crisighile there was no causality during the financial crisis.

Umoru and Asekomg2013) examines the dynamic interaction between stock prices and
exchange rate in Nigeria using daily data from 2000 to 2012. Data used in the study were stock
prices and exchange rate using the cointegration and granger causality technique. They found i

the study that there exssa positive cointegrating relationship between exchange rate movement
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andthe Nigerian stock prices. Furthermpbédirectional relationships exist between stock prices
and exchange rate. The variables interacted in a waystenisivith the predictions of the flow

and stock theories of exchange rate.

Courage, Andrew and Ki2013) assessed the effect of caog volatility on Johannesburg
Stock Exchange(JSE) using monthly data from the period 2000 to 2010. The variables tused we
exchange rate and stock price index using the generalized ragtessive conditional
heteroskdasticity. They found that a weak relationship exigtween currency volatility and

stock market. They suggestdtat since the stock market im@&h Africais not really exposed to

the negative effects of currency volatility, government can use exchange rate as a policy tool to
attract foreign portfolio investment. Thus, the weak relationship between the two variables
implies that the JSE can be marketedaasafe market for foreign investors and they need to

monitor the developments between the variables.

Okoli (2012) examined the effects of exchange rate and interest rate on the Nigerian stock

market using monthly data spanning the period 2009 to 2011vdrbles used in the study

were the all share index, exchange rate and interest rate using the ordinary least square
estimation technique. The study found that there exists a negative but significant relationship

between stock market and exchange ratdigeria. Thus, implying that an increase in exchange

rate reduces stock market returns thereby dampening the market activity. Also, the interest rate

had a negative relationship with stock market performance, although it was not significant.

Osamwonyi andOsagie (2012) made an attempt to determine the relationship between
macroeconomic variables amdigerian capital market index using yearly data for the period

1975 to 2005. The variables used in the study were interest rate, inflation rate, exchange rate,
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fiscal deficit, gross domestic product and money supply using the VECM estimation technique.
They found that macroeconomic variables influence stock market indgigeria. Interest rate
hasadverse effect on stock market, although not statisticdjnificant. Money supply haan
adverse and significant relationship while fiscal deficit and exchange rate are positively and

significantly related to the stock market.

Pallegedarg2012) examines the dynamic relationship between stock market performance and
interest rates using daily data from 2004 to 2011. The variables used were all share index and
interest rate using granger causality and the VECM estimation technique. The study found that
interest rate is negatively related to stock market performandeae llong run, there is no causal

relationship between interest rate and stock market index.

Amadasu(2012) examinethe factors that influendie Nigerian stock market using yearly data
from 1975 to 2009. The variables used were the index of all shiaes {EMI), interest rate,
inflation rate and exchange rate using cointegration econometric technique. He found that some
relationships exist among the variables, though they were not significantthelefore
recommended that authorities should mandugsed variables and enhance exports in order to

improve growth because of the lerrgn negativity of the exchange rate.

Okpara and Odionye (2012) examitiee causal relationship between exchange rate and stock
prices in Nigeria using quarterly data from03® 2010. The variables used in the study were all
share index, stock market capitalization, value of shares traded, exchange rate, inflation and
interest rate using the VECM estimation method. They found that a long run equilibrium

relationship existbeween exchnge rate and stock prices. And thera isiidirectional causality
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running from stock prices to exchange ratespective of the stock market indicator used. The

exchange rate exerts a negative impact on Nigerian stock prices.

Adaramola (2012kxamines the long and short run effects of exchange rate on stock market
development in Nigeria using quarterly data from 1985 to 2009. The variables used were all
share inéx and exchange rate using tl@hansen cointegration test. The findings showed th
while a positive relationship exsbetween stock market and exchange rate in the shr

there isa negative effect in the longin. The granger causality shows a strong evidence of
causation between exchange rate and stock market. This impliestizions in the Nigerian

stock market is explained by exchange rate volatility.

Michael, Robert, Yu and Susaf2010) examines whether the stock market performance,
exchange rate affect real output using quarterly data for the period 1996 to 2009vidbkey

used were real gross domestic product, government spending, government revenue, interest rate,
real stock prices, exchange rate and world output using the generalized least square method.
They found that maintaining a robust stock market or pogsteéal appreciation of the exchange

rate would stimulate thBrazilianeconomy.

Foo (2009) empirically examined the impact of exchange rate and interest rate on stock market
performance in the Malaysian stock market. The econometric technique usedsindyhevas

cointegration, vector error correction method and the granger causality approach. The study
found that both interest rate and exchange rate have a negative or adverse effect on the

performance of stock market index in Malaysia.
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Terfa (2009) exammes the relationship between the stock market and selected macroeconomic
variables using yearly data from 1985 to 2008. The variables used were all share index, inflation
andexchange rates using the Error Correctimodel. The study found that a signifitanegative

short run relationship exsbetween stdc market and interest rate. And that in the long, run
exchang rate stabilitymproves the performance of the stock market. Therefore, stable exchange
rate and altering the interest rate, monetary polmould be effective in improving the

performance of stock market.

Richard, Simpson and Eva(®009) examined the interaction between stock prices and exchange
rates in Australia using weekly data from 2003 to 2006. The variables used were stock price and
exchange rate using the VAR framework estimation technique. They found that themoexist
only a longrun relationship between the variablésit alsoa wnidirectional relationshigrom

exchange rate to stock pricdhus, sock price movements cause ofyas in the exchange rate.

Chakradharg2008) investigated the importanceiaterest rate in the stock market performance

in India using monthly data from 1996 to 2006. The variables used in the study -geaten
governmat security and treasury biltd measure long and short term interest rates), SENSEX
and NIFTY to measure stock prices using the cointegration and vector error correction method
approach. The findings show that there exists a long run relationship betterest rate and

stock pricesalso, that both short and long term interestga#fectstock market performance.
While long term interest rate affesdtock prices negatively, short term interest rate affetoick

prices positively.

Olowe (2007) examined the relationship between mmaconomic variables and Nigerian stock

market using quarterly data from 1986 to 2004. The variables used were industrial production
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index, consumer pricing index, money supply and treasury bill rate using the VECM estimation
method. The study found thatl@eng run relationshigexistsamong macroeconomic variables.
The findings show thatxehange rate negatively influences stock pricsd this could be
because of high devaluation of the naira since the introduction of structural adjustment

programme.

Phylaktis and Ravazzolo (2001) examined the long run and short run dynamics between stock
prices and exchange rate using quarterly data from 1980 to 1998. The variables used are
domestic stock price and exchange rate using the VAR estimation method. Theydokomd

run relationship between exchange rate and stock market. The stock market is found to be an
important causing variable which acts as a conduit through which foreign exchange and the local
markets are linked. Foreign exchange restrictions havebeen found to be an important

determinant of the link between the domestic stock and foreign exchange market

Vance and Lawrencgl988) conducted a study on macroeconomic variables and stock market
using quarterly aggregates from 1956 to 1985. They toak @oihsideration unanticipated
changes in structural deficit, unanticipated changes in cyclical component of budget deficit,
unanticipated monetization of debt using variables such as inflation, interestndatgrass
domestic product. Theiresult shows Hat deficits resulting from expansionary fiscal policy
actions have been associated with smaprowements in stock prices. Furthermore, when the
economy is operating at less than full employmstimulative fiscal actions increase economic

output; and lhatinterest rate could rise implying an uncertain net effect on stock prices.

Forrest(1976) did an empirical analysis on the effects of monetary policy and financial markets

with the aid of graphs and charts. He found that a significant change in nyopeliay sends
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ripples to the government securities market and that it influences the finandidlin widening
circles. Furthermorethat the impact of monetary policy is relatively direct and quick in the

financial market.

3.4  Overview of Literature

In the review ofliterature it showsthatthere has been conflicting opin®onthe effects of both

fiscal policy and monetary policy on stock market performaSoee authors sahat fiscal and
monetary policies féect stock market performancen¢reasein government expenditure or
money supply will lead to increase in income of the household which will transmit to increased
consumption and affect the economy positiyebthers have posited that the paghave no
significant effect onstock market pdormance. Tiere was also no consensus reached on the

divergent views omthe behaviour of stock prise

Economic theories have suggested several reasons why interaction occurs between monetary
policy and performance of the stock market. Stock pricesletiermine in a forward looking
approach;therefore, any monetary policy surprise would likely have an effect through the
interest rate and this affects the market which leads to an increase in the degree of yncertaint
faced by economic agents. And thrbugt he weal t h eetieatntimegérforfhranaeb i n 6 s
of the market could affect consumptiomhis means that there is the possibility of
interdependence between stock market and monetary pdlhey.economiampacts of fiscal

policy dependon the viewtaken theoretically. The Keynesidngew shows that fiscal policy

takes an appropriate role in stabitg economic fluctuations, this rugentrary to the, Ricardian

view which stipulates that fiscal policy has no impact on demand as any public bornaibg

offset by the private savings of rational households. The neoclassicals emphasize that fiscal
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policy crowds out private sector activity in the market, and it will be less important in an
economy that operates at close to its potential outjstly, theinteraction of these two policies
contributes to the growth or redundancy of an economy that aims to outlive any impulses that
slow it down. The fiscal policy is expected to influence the goods market while the monetary
policy is expected to utileits effects on the asseharket. The& interacton hasbeen significant

in the achievement of macroeconomic goals, given that thesasagket and the goods market

are dictated by output and interest rates (Ramos and $amgales, 2008)

In the review © empirical literature, it was noticed that monetary policy has been widely
researched in the developed world but few empirical work has been done on the effects of fiscal
policy on thestock market performance. Furthermore, several studies on moneliayyhave

been done on Nigerian economy, but to our knowlemdg limited study has been done on the
effects of fiscal paty on stock market performancelti®ough, it has been studied in relation to
other macroeconomic variables. However, the intenacfdoth variables on the stock market is
very limited in the Nigerian economy. Therefore, evidence in relation to thikhdddigerian
ecoromy is highly relevant at this time. This is the gap which shusly aims to occupy through

its interest in studpg the impact of both fiscal and monetary poliéies s ham stéck market
performanceAnd in the course of the study of the stock market performance, we would consider
the anticipated or unanticipat effect and the complementgritr substitutabilityeffect of the

two policies
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Summary of Theoretical Literature

Theory Findings Effect on Stock market
Economy adjust itself to full
employment and there is ng Monetary and Fiscalolicies
need for fiscal or monetary | have a crowithg out effect on
Neoclassical policies stock market performance
Fiscal policy would have a
positive effect on the
Fiscal policy is necessary in | performance of the stock
Keynesian stimulating economic growth [ market

Ricardian Equivalencs

Government policies have
effect on eonomic agents

Monetary and Fiscalolicies
donot have any effect on thg
performance of the stock
market

Tobinds Q

Relates investment activity to
the stock market based on thg
value of firms

Monetary policy has an effeq
on stock market while fiscal
policy has no trasitory effect
on the performance of the
stock market

Rational Expectation

The public adjusts its
behaviour to announced polig

Monetary and Fiscal policieg
haveno effect on the
behaviour patterns of
individuals and therefore hag
no effect m the performance
of the stock market

Monetary Neutrality

Exogenous changes in the
supply of money have no
effect on real quantities and
real prices

This implies that increase in
money supply has no effect
on the better performance of
the stock market

Exchange Rate

Flow Oriented and Stock

Oriented Approach

Negative relationship
between stock market and
exchange rate for "flow
oriented approach” and a
positive relationship for the
"stock oriented approach”
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CHAPTER FOUR

THEORETICAL FRAMEWORK AND MODEL SPECIFICATION

4.1  Theoretical Framework

In this chapter, we have tlsystematic presentation of tkteeoretical framework whicshows

the link between macroecononpolicies and stock market performanae orcer to show the
direction n which theempiricd model specified would beestimated. The analysis is done by
showing the link between fiscal policy and output and monetary policy and output The chapter
also involves other methodological issues like source of data, data description and method of

analyss.

41.1 Fiscal policy and Qutput

The underlying framework of the study is based on the neoclassical production function. The
discussion on the theoretical framework for this study is divided into three sections that later
form a unique modebn which theanalyses of the study sedHere, references made to the

work of Michael, Douglas, Dirk, and Susan(2010), The Global Integrated Monetary and

Fiscal Model (GIMF) Theoretical Structure.

For the development of this framework, the study starts thi¢ link betweeiiiscal policy and
. . . CG . IG
output. Wnsideing an economy that uses consumption go%%ls and investment goodS't to
GD
produce government outpﬁt . The constant elasticity of substitution (CES) produrctio

functionin equation (1) showthe output functia for the hypothetical economy. WhePéG is

the consumption goods share factor afdi elasticity of substitution.
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EG//EG—I

Y0 = [(bCG)l’EG ()(tCG)EG'l/EG +(1- b )™ (Xt'G )EG_l/EG] _______________ (1)

ZG
Represenhg the marginal cost of producing ﬁ(by Pt and normalizeéhe cost withtechnology

and labour force; weealize thestandard input demantts be:

@ CG
O N ) N
o GD (p! 26\ Eo

X :(1' bCG)Y (Pt IR ) ________________________________________________________ (3)

GD
If we allow for unit shocksthat could influencehe relative price of govament output,Yt

G
then, theoutput of government goodé can be converted to final outpat the government

using the technologyleading process, and therefore:

@ GD

—71G\yGD
T (O 4)

GD
Where 1t is the technologyeading shock with no growth in trends. Moreover, consider the

stochastic relative price as;

G
RG — Pt F)tZG

Assume the demand for government out&lt comes from gosrnment consumption and

investment such that:

Gt = th + GtC
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And that the market clearing condition is given as supply equates demand;
G, =Y

Thus, equation 4 can be rewritten as;

zr=1°G, mmmmmmmmmmmmmeemeeeeeeoeeo (7)

Furthermore, given the assumption that fiscalgyotonsists of lump sum taxes atrdnsfers

which are represented below;
Lump Sum Taxes;

te, =+t L ®)

Lump Sum Transfer;

T

Is.t

= TtISG + TtlsQ ____________________________________________________ ( 8/ )

Moreover assuminghat both types of government spending are exogenous and stochastic and
government investment spending is anamant function in this economythe stock of publicly

provided infrastructure capital is given as;

K = (1' (2fS ) KtGI + thn

t+1
Where:

s is the depreciation rate of public capital. Similarly, a representative of the government

consumption spending can be modeled as follows:
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Kt(if = (1' dGc) KtGC + Gtc ____________________________________ ___(10)

Assuming that the government lump sum transfers and taxes are received and paid by individuals
in proportion to their share in aggregate consumptieacaling by technologywe therefore

have the lump su taxes restructured as follows:

te; =g (A" +d] +dP +dE +d! +dM +d* +dF +d¥ +dF?)

"'CtI /Ct (dtR +T, - tls.t)+|tl /Lt dtU (11)

. : t.. W :
The sources of nominal tax revenue are labour income tabéest,l“, consumption taxes,

P - SO M
t pP°C t.a - dk,tPtQt l)Kt
tet’t Tt taxes on return to capital € u and lump sum taxes

PRt'S't , thus, the aggregatealdax variable as:

t =t WL, +t, R°C, Sl T +tk,té i
2 J

t, =t WL, +t, pc +t, + [gj R - 9,0}, p.Q’ ] Kt

t =t WL +t. pc +t,, +g, ke R, - g,k o/, p,Q/

Furthermore, ithe real government budget consttanvolves one period nominal det?fs at the

gross nominal interest rdte

b[ +tt + gtx = it-llptgnh-l + ptCGt +Tt __________________________________________ (]_4)
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We further congiler two major economic concerr{g) dynamic stability and (2) stabilization of
the business cycle. First, fiscal policy ensure®@aexplosivegovernment debt to GDP ratio by

adjusting tax rates to generatefgignt revenue, or by reducing expenditure, in order to stabilize

rat rat

the overall interest inclusive government surplus to GDP rftio,at a long run level oP‘vLR;

gtrat :tt + gtx - ptGGt - Tt - it.l - 1/ptgn(bt.1) ___________________________________ (15)

rat
Satisfying its long run target oft  and flexibly respaoding to the business cycle, specifically,

we have the following structural fiscal surplus rule;

gtrat — gtrflLtR + ddebt(btrat _ b[r‘?_tR)_F dgdpln(gdnﬁsherl gdppot)+ dtax(tt _ ttpot/gdp)
+ dtransfer(gtx _ gfft / gdp) (16)

The relationship in equation (15) implies that even dith =0. The rule in equation (16)

rat
automatically ensures a nexplosive government debt to GDP raﬁfpt , but the long run

autoregressive coefficient on debt in that cas]e/(gttg“) is very close to one. Settir@dem =0

ensures faster convergence of debt at the expense of more volatile government surpluses. The

.. . . . dp .
remaining terms in equation (16) represent responst tstate of business cycle. THE" is

fischer ot
the output gap; this uses current and potential Fischer weighted gﬂﬂP; and gdg’ as the

relevant measures. Other terms remain as earlier defined.

4.1.2 Monetary policy and Output
Introducing the effect of monetary poliby assuming that monetary policy uses an interest rate
rule that features interest rate smoothing and which responds to:
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i.Deviations of oneg/ear ahead year on year inflatio’ from possibly time varying
inflation targe{) t,
ii. The output gap;

iii. The yeafon yeargrowth rate of Fischer weighted GDP;

iv.Deviation of current exchange rate depreciation v%ﬁ%

int

I
Furthermore, allowing for autocorrelated monetary policy sh&ksif the notation below is
employed and the modell@lvs for inflation rate targetingy monetary plicy; then the complete

monetary rule is given by;

-q )%

—

F— f ﬂ?% _ 61 a_ Q fish ot (1'di)dy[ fischer fischer ](1'4)dyg

i, = E(i...) BP0 BP0 (gan™ 7 gar™)" " |(gdp™™ / gg™)

(EXH, /EXH,)*S™ a7
Where:

p.=p{pul’

r, =r """ EXH,

N H ..
rtworld — {Zl(rtj )gdp /a gdp

rtj = (rtj (rttnla(j))k )Ul+k

Incorporating shocks into equations (1) and (16) and assuming that the shocks are de\%oted by

which is modeled as follows;
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W, :(1' ri)\-,vt+riV\lt—1+n?v\7vt

|né%§/t§: In%\/_t_1§+ '

Recall equations (1), (17) and (18a);
A :[(b )1/EG (XCG)EG-llEG +(1_ b )l/EG (X IG )EG-l/EG ]EG/EG']-
t CG t CG t

4.1.3 Fiscal Policy, Monetary Policy and Output

From the equation above, the variables for both monetary policy and fiscal policy weresdxtract

to give us equation 19 below.

FP=f, (tls,t’ E!I.’bt’gtrat)
MP =g, (it ) rtj , EXHtki)

Modifying equation (1);

Y =h (FP,MP.W)

Y,°? = Governmentutput

FP = Fiscal Policy Measure
MP = MonetaryPolicy Measur:
W, = Shock€Embedded



4.2  Model Specification

42.1 Linear Regression Model

Equation 20in the theoretical framework represents fiscal and monetary policies as they affect
govanment output. Thenodelin equation 2Gvasadapted and modified for the purpose of this
study. There are several fiscal poyi measures such as tiae, fiscal defidi and surplus measuyre

but the variable that would be used to represent fiscal policy would be the government
expenditure while the money supply would be used to capture monetary policy. The other
control variables that would be used are the interest aatbexchange ratebecause they are
macroeconomic variables that also affect the stock mailket governmentoutput in the
theoretical framework (equation 26 themodel will be captured by value of transactions in the
stock marketn our own specificabn. The vale of transactioms chosen in this stydas the tool

of measurement aftock market performance becauseritompasses both tkelueand volume

of transaction in the stock markéthe vale of transactionis of interest in this study as it
cgptures daily mogments of equities, thereby showindie st oc k ma rBecausebof mo v e
the characteristics and robustness of its framewvibek)Vector Autoregressive method would be
used in the estimation proced&hen all the variables identified al® are put together, ¢h

model for this study ispecifiedin a functional form as follows:

VOT=f(CGEXRCMSINT,EXCH) é 6 6 6 6 6 éééééééé.. (21la)
VOT = f(GEXPYMSVINT,EXCH)é é 6 ¢ 6 6 6 éé6é6é6éééé.. (21b)
Where:

VOT = Valwe of Transaction
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CGEXP = Anticipated Fiscal Policy
CMS = Anticipated Monetary Policy
GEXPv = Unanticipated Fiscal Policy
MSv = Unanticipated Money Policy
INT = Interest Rate

EXCH = Exchange Rate

In order to achieve the objectives of this study, the gratiedand unanticipatethoneary policy
andfiscal policy series werealculatedby estimating a dynamic model of monetary and fiscal
policy reaction functionequationas specified in equatisn22a and 2B in line with the
objectives Equatiors 22a and 28 wereestimated using Ordinaleast Square (OLS3stimation
technique the fittedand residual values frothe two equaonswereused as the anticipated and
unanticipated values respectivelyhis follows the work of Bailey (199. Thus, the monetary
policy and fiscal policy reactiofunctions are specified as follows:
MP=f(R,y,)éé6é6éé6ééééééééééééééeéééé. . (22a)
FP:f(Rev,Debt)ééééééééééééééééééééé. .éé..(22hb)
Where: P is the Consumer Rrilmdex yt.1is outputat a given time dimensiomMP is the value

of anticipded and unanticipated monetary policy, Rewisltgovernment revenue, Debttigal

government debt and FP is the value of anticipated and unanticipated fiscal policy.
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The functional model would therefore be transformed into an econometric model as show

below;

VOT = b, + b,CGEXP+ b,CMS+ b,INT + H,EXCH+e, ¢ 6 6 6 ¢ & . (a} 3

VOT = a, +a,GEXPv+ b,MSv+ b,INT + H,EXCH+e, 6 6 6 6 6 é . (b} 3

Equatiors 23a and 23 aretherefore the modelspecifiedor this study. The @riori expectation

is shown below;panda, 2 or¢0f or i =1, é4.

42.2 Vector Error Correctio n Model (VECM)

In line with the theoretical framewarkhe specification of the models that will be used in

estimation is presented as follows:

For the first objectiven which we seeKto determine the effects of anpaied fiscalpolicy and
monetary plicy shocks on stock market performance in Niderthe variables used arghe
stock market performance varlalmamed Value of Transaction (VO)I change in government
expenditure CGEXP) which is used as the anticipated fiscal policy measah@angein money
growth CMS) is used as the anticipated monetary policy measueeGEXPv and MSv stand
as the unantipatedfiscal policy and monetary policymeasues, Exchangerate (EXR) and
Interest rate (INYrespectivelyAfter identifying the variables tde considered in the modeling,
the model to beestimated is specified tllow the Vector Error CorrectionModel (VECM)

framework

For the VECM specification, the structural form is specified for clarity:
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p-1
DY, =PY, +& /DY, +¢ (23

i=1

WhereP and f; are functions of the specified. However specifically,
p

fi=-&f, P=-(-7-3-f)=-r(1)
i=j+1

J=1,-B,p

The characteristic polynomial Is- 7,z- 2 - f z° =£(2)
Y are the vector of variagéé cosidered for the analyses in 21a anabove.

If P =0, then there is no emtegration. Norstationarity ofl (1) type vanishes by

taking differences.

In an attempt to validate the second objective that examtheseffets of unanticipated fiscal
and monetary policy shocks on stock market perforniatice variables to be included in the
system are stock market performance variablenathi Value of Transaction (VO)I
Unanticipated Fiscal Policy (GEXPv), Unanticipated Mitamy Policy (MSv), Exchange rate

(EXCH) andlinterest rate (INT.)

42.3 Vector Auto-Regressive Model (VAR)

The third objectiveds At o d e ether nmonetaryy and Hiscal policiese substitutes or
complementsfor stock market performance. T o thisdim, thearésearch will consider the
sign effects bthe fiscal and monetary policiesriable used in the models specified above. The

decision rule ighat, when the/AR results showa postive signor relationship between fiscal
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variables as it coespondgo the monetary variables, then, the submission lvéllthat both
policies are comphaentary. Whilst, if there exista negative relationship between the fiscal and
monetary variable then both policies areconsideredsubstitutes. After the findigs on
substititability and complenentarityhave been revealethe research work il proffer policy
thrust andimplications regardirg the issudan the short, medium and long term ipels. The

VAR framework would be used to achieve this objective.

The saindard form of the VAR specification is presented below:

y(LY, = e, € ()24
VY =yL)'e, € ()25

Y, is a vector of variables to be used in the VAR mopléL) is the coefficiehmatrix and e,

is a vector of innovations that are assumed to be mutually uncorrelated.

4.3 Data Description

The studyemployed quarterly time series data on Nigeria covering 2080 and 2019eriod,
and they were obtained from the €éntral Bank of Nigeria Statistical Bulletin For estimation
purposes, theanticipated and unanticipated fiscpblicy and nonetary policy series were

deducedrom the fitted and residu values from the OLS



Definition and Sources of Variables

S/N | Variables Data Acronym | Data source
Value of
1 Transaction VOT Nigerian Stock Exchange Market (NSEM)
Government Central Bank of Nigeria (CBN) Statistic
2 Expenditure GEXP Bulletin
Central Bank of Nigeria (CBN) Statical
3 Money Supply MS Bulletin
Central Bank of Nigeria (CBN) Statistic
4 Interest Rate INT Bulletin
Central Bank of Nigeria (CBN) Statistic
5 Exchange Rate EXCH Bulletin
6 Anticipated Shocks Denoted with C| Fitted Values from OLS Estimation

Unanticipated
Shocks

Denoted with V

Residu&VValues from OLS Estimation

Definition of Variables

The variables used to estim#ibese equations are discussed below:

a. Value of Transactionthis is the amount of a security either for a given set of

securities or an entire markiétat were traded during a given period of time. It is

the numberand valueof shares that changed hands dyran given day. The

trading vale is usually higher when the price of a security is changing either

positivdy or negativey and will normally resli in a temporary increase in the

trade volume of its stockt could also be thermount of shares that tradem

sellers to buyers as a measure of activity. It is an important indicator in analysis as

it is used to measure the worth of a market move.

b. Gowernment expenditurethis is the overall spending carried out by the

government. It is spending by the government sector including both the purchase

of final goods and services or gross domestic product and transfer payments.
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c. Money supply this is the erite stock of currency and other liquid instruments in
a countrydés economy at a particular poi

assets available in an economy at a specific time.

d. Interest Ratethis is an amount charged as a percentage of printipa lender
to a borrower for the use of ass@tke monetary policy rate ( MPRJas used for
estimation purposes and it was known as the Minimum Rediscount rate (MRR)

till 2006 when it was changed to MPR.

e. Exchange Rate t hi s 1 s t he cuwrencycie termsf of @anotherat i on
currency or the current market price for which one currency can be exchanged for
another. An exchange rate has two components, the domestic currency and a

foreign currency, and can be quoted either directly or indirectly.

4.4  Estimation Techniques

The study employs théAR framework in ordeto capture the threebjectives formulatedlhe
first and the second objectwenade use of the Vector Errooi@ction Model (VECM) while
the third objective made use of the Vector ARegessive Method (VAR).The VAR
framework to be employed consists of tharameter estimatesmpulse response, variance

decompogion and theVEC Granger causality/ Block Exogeneity test.



CHAPTER FIVE

EMPIRICAL RESULTS AND INTERPRETATION
In the preceding lapter, an econometric model was proposed to examine the comparative
interaction between fiscal policy shock, monetary policy shock arutk sharket performance.
This chapter presents tlestimated resultand discusssthe findingsfollowing the objective of
the study. The data used for the estimation of the models are mainly from the Central Bank of
Nigeria Statistical Bulletin and the Nigerian Stock BExege. The estimation is done usthg

Econometrics Views package version 7.0.

5.1 Descriptive Statstics and Stationarity Test

Table 5.1(A)below contains descriptive statistics for the indicators of both the anticipated and
unanticipated components of fiscal policy, monetary policy, other control variables (Interest rate
and Exchange rate) and stockrke activity. From Table 5(A), it can be observed that time
average, interest rate recorded the highest across the sample variable, followed \mriathies

such as anticipated monetary polisslue of transaction, anticipated fiscal policy, exue

rate, unanticipated monetaryopcy and the least beingnanticipated fiscal policyFrom all
indications, theexchange rate which has an index point of 0.125 islghst volatile when
compared to other selected variables suchrasticipated fiscapolicy (0.146),unanticipated
monetary policy(0.151),articipated monetary policy (0.8p%anticipated fiscal policy (0.588),
value of transaction (1.288nd interest rate (2.9). Also, ob®rved from the @&ble below,
anticipated fiscal policy, Value dfansaction and exchange rate are negatively skewed while

anticipated monaty policy, unanticipated monetaiyolicy, unanticipéed fiscal policy and
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interest rate are positively skewed. The normality test was also done using the Jarque Bera test
and theresult can be seen iraible 5.1B).

The unit root test is done to detect the presence and form edtatonarity andhe unit root
property requires all variables to be stationary in levels or at first differeRuisss to avoid the
problem of a spuous regressionlhe test for this property was conducted and the result shown
in Table 5.1B), and this applies for thaugmented Dickey Fuller testvhich was reportedor

Unit Root It indicates that at lel® I(0), only unantipated fiscal policy (GEXR) was
statonary while other variables wereot stationary because the correspondiustatistics and
normalized bias statistics indicate that their unit root coefficient are not significant at the critical
5 percent level. Therefore, the variables habeaorrected by first diérencing. As indicated in

the Table, it can be seen that all the time series variablebi@mgenous of order one but

unanticipated fiscal policy is homogenous of order zero.
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Table 5.1 Descriptive Statistis, Normality Values and Stationarity Test

Case A: Descriptive Statistics

Variables Mean Median | Std.Dev | Skewness| Kurtosis
CGEXP 7.622| 7.721 0.588 -0.031 1.824
CMS 15.285| 15.125| 0.869 0.386 2.053
GEXPv 0.159 0.105 0.146 1.319 3.902
MSv 0.182 0.161 0.151 0.755 2.893
Interest rate 18.837 18 2.919 0.891 3.083
Exchange rate 4.8755 4.857 0.125 -0.1785 2.231
Value of transaction 12.597| 13.03 1.281 -0.606 2.338

Case B: Normalty and Stationarity Test

Variables Jarque Bera ADF Test@Levels | ADF Test@FD
Value Prob Value Prob Value Prob
CGEXP 3 0.223| -1.321 0.613 -4,807| 0.0003
CMS 3.234| 0.198| -2.768 0.071 -3.293| 0.021
GEXPv 16.854| 0.0002| -3.116 0.031 -5.227| 0.0001
MSv 4,965/ 0.083| -2.607 0.098 -7.232 0
INT 6.903| 0.031| -1.5668 0.492 -7.629 0
EXCH 1.557 0.459| -1.554 0.498 -5.464 0
VOT 4144, 0.125| -1.391 0.579 -4,904| 0.0002

Source:Authors Computation (2016) usigViews 7.0




5.2 Lag Selection Test

In the specification of anppt i ma | Lag |l ength (}J), one of the
lag length is too small, it is possible the model may bespexified due to the omission of
relevant variables and if too large, it is possible the number of degrees of freeddra losty In

other words, a model with relatively large number of lags is most likely to produce residuals that
approach the white noise process, but might not be parsimonious. On the other hand, a model
with smaller lag lengths is more likely to be parsmoais, but might not produce residuals that

are random enough to approach a white noise process. The above problem implies that there is
the need to select an opti mal lag | ength .
Bayesian information Critea (SIC) and theHannanQuinn information criterion (HQ)are
identified in literature as appropriate in selectiqgimal lag lengths that produearors that
approach a white noise process, subject to the constraint that the smallest number of lag terms
was selected for parsimony. But for this study, the Adk&iiformation Criterion and théannan

Quinn information criterion would be used for the first objective while for the second objective,
the Akaike Information Criterion (AIC), Schwartz Bayesian imfation Criteria (SIC) and the
HannarQuinn information criterion (HQwvere adoptedbecause they all chose the same lag
length criteriaThese approachesegjointly employed to determine the optimal lag lengthhaf
variables used ithis study. In the & for the optimal lag structure in this study, the entireakest
theinformation criterion (LR, FPE, AIC, Si@nd HQ) had the same optimal lag lengtitedon

of 1, thus for objective 1, the lag length of one was chosen. Howeverbjective 2 while AC

and HQ chose ,&IC chose 2The study would therefore go for the lag length of 4 since it was

only the SIC that chose the lag length of 2 as against the one chosen by AIC arfudsHan be
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seen in Table 5,2vhere the fourth lag shows asterisks fét, lFPE, AIC and HQ, while for

Table 5.2a, the asterisks can be seen in the first lag for LR, FPE, AIC, SC and HQ.

Table 5.2: VAR Lag Selection Test (Anticipated Policies)

Lag Log L LR FPE AIC SC HQ
0 -90.4854 NA 3.68E05 3.9786 4.1735 4.0522
1 189.558 490.078 8.98E10 -6.6483 -5.478* -6.2063
2 215.0649 39.322 9.10E10 -6.6694 -4.5253 -5.8591
3 256.8275 55.683 4.96E10 -7.3678 -4.2491 -6.1893
4 291.5493 39.0621* 3.97e10* -7.772* -3.6796 -6.226*
* indicates lag order selected by the
criteri on
LR: sequential modified LR test statistic (each test at 5% level)
FPE: Final prediction
error
AIC: Akaike information criterion
SC: Schwarz information criterion
HQ: Hannan-Quinn information
criterion
SourceAuthors Computation (2016) usigViews 7.0
Table 5.2a: VAR Lag Selection Test (Unanticipated Policies)
Lag LogL LR FPE AlIC SC HQ
0 -43.0304 NA 5.09E06 2.0013 2.1962| 2.0749
1 185.4081 399.767* 1.07e09* | -6.475* -5.305*| -6.033*
2 206.6423 32.7361 1.29E09( -6.3184 -4.1743| -5.5082
3 224.9809 24.4515 1.87E09| -6.0409 -2.9222| -4.8623
4 252.8943 31.4026 1.99E09| -6.1623 -2.0690( -4.6154

criterion

* indicates lag order selected by the

LR: sequential modified LR test statistic (each test a6% level)
FPE: Final prediction error
AIC: Akaike information criterion

SC: Schwarz information criterion

HQ: Hannan-Quinn information criterion

SourceAuthors Computation (2016) usiriggViews 7.0
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5.3 Cointegration Test

The Johansen Cointegration Test was done in order to detect the existence of long run
equilibrium relationship among the variables in the model because of its importance in policy
making. As illustrated in &ble 5.3.1, Johansen cointegration result®epassed both methods

of Trace statistics and Maximum Eigen value for the anticipated policies as indicated in the first
objective. Results of the Trace meathsuggested the existence of awntgyrating equation

while similarly the Max Eign statistics ést suggested oneointegrating equationThus,
indicating the existence of a long run relationship among the variables within a multivariate

framework.

Table 5.3.1 Cointegration Test Results for Anticipated policies

Cointegration Test Results: Anticipatal Policies
Unrestricted Cointegration Rank
Test (Trace)

Eigenvalu | Trace Critical
Cointegration e Statistics value(5%) Prob
None * 0.6123 92.7196 69.8189| 0.0003
At most 1 0.3813 45.3488 47.8561] 0.0844
At most 2 0.2352 21.3437 29.7971| 0.3365
At most 3 0.1207 7.9373 15.4947) 0.4721
At most 4 0.0297 1.5075 3.8415| 0.2195
Unrestricted Cointegration Rank Test (Maximum Eigenvalue)

Eigenvalu | Max- Eigen Critical
Cointegration e Statistics value(5%) Prob
None * 0.6123 47.3708 33.8769] 0.0007
At most 1 0.3813 24.0052 27.5843| 0.1345
At most 2 0.2352 13.4063 21.1316| 0.4156
At most 3 0.1207 6.4299 14.2646| 0.5587
At most 4 0.0297 1.5075 3.8415| 0.2195

SourceAuthors Computation (2016) usirigViews 7.0
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Furthermore, in @ble 5.3.2 below, it showthe bhansen cointegration results of both methods

of Trace statistics and Maximum Eigen value for the unanticipated policies as indicated in the
second objective. Results of the Trace method suggested the existence of one cointegrating
equation while sintarly the Max Eigen statistics test suggested one cointegrating equation. In
order words, there is a possibility of existence of a long run relationship amongst the sariable
within a multivariate framework.

Table 5.3.2: Cointegration Test Results for Unaticipated Policies

Cointegration Test Results:Unanticipated Policies
Unrestricted Cointegration
Rank Test (Trace)

Eigenvalu | Trace Critical
Cointegration e Statistics value(5%) Prob
None * 0.6680 98.2625 69.8189 0.0001
At most 1 0.3609 43.1357 47.8561 0.1293
At most 2 0.2178 20.7474 29.7971 0.3736
At most 3 0.1240 8.4636 15.4947 0.4172
At most 4 0.0362 1.8434 3.8415 0.1746

Unrestricted Cointegration Rank Test (Maximum Eigenvalue)
Eigenvalu | Max- Eigen Critical

Cointegration e Statistics value(5%) Prob

None * 0.6680 55.1268 33.8769 0.0000
At most 1 0.3609 22.3883 27.5843 0.2011
At most 2 0.2178 12.2838 21.1316 0.5199
At most 3 0.1240 6.6203 14.2646 0.5350
At most 4 0.0362 1.8434 3.8415 0.1746

SourceAuthors Computation (2016) ugjiie-Views 7.0
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5.4 Empirical analysis of Hrst Objective

The first objective of the study is to determine the effects of anticipated fiscal and monetary

policy shock on stock market performance in Nigeria.

5.4.1 Linear Regression Estimate of Aticipated FHscalPolicy and Monetary Policy effect
on Stock Market Performance

Table 5.4.1Linear Regression model (Anticipated Policies)

Dependent Variable VOT
Variable Coefficient | t-Statistic Prob.
C 4.416 0.965 0.339
CGEXP 0.759 1.336 0.187
CMS 0.198 0551 0.584
INT -0.183 -2.992 0.0044
EXCH 0.579 0.429 0.669
R-squared 0.81
Adjusted R-squared 0.783
Akaike info criterion 1.894
Schwarz criterion 2.082
Durbin -Watson stat 0.208

Source: Authors Computation (2016) usingyiews 7.0

Table 5.4.1 above shows the result of the linear regression estimates for the effect of anticipated
fiscal policy and anticipated monetary poliog the performance of the stock market. It shows
that bothanticipated policies arpositive but donot have significant impadn the performance

of the stock marke However, Interest rate has a negative and significant effect on the
performance of the stock market whdgchange rate haspositive but not significant effect on

the performance of the stockarket.The findings on interest rate in line with the findings of

(Ime and Queensley014;Margaret 2012; Osamwonyi and Osagi2012) which statéhat there

exists an inverse relationship between interest rate and stock market perforfraribermae,

it can be seen that the ®lof the variance in the response variable can be explainedeby th
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explanatory variables mle 1% can be attributed tanknown or inherent variabilitywhich

shows a goodness of fit.

5.42 VECM Estimates of Anticipated Monetary and Fiscal Policy effect on Stock Market
Performance

The Vector Error Correction Mdel (VECM) is a full information maximum likelihood
estimation model because it yields more efficient estimators of the cointegrating vectors. The
VECM also permits testg for cointegration in a whole system of equation in one step without
requiring a specific variable to be normalized. It also means that all the variables can be solved
simultaneouslyKoh and Maysam{1997)) Moreover it allows for the nofrequirement dr a

prior assumption of endogeneity or exogeneity of the variabledle 5.4.2above shows the

first objective of the study to examine the effect of anticipated change in fiscal and monetary
policy in Nigeria. This was estimated using the vector emarection approach. The asterisks in

the figure below shows the level of significance as it relates to- thtatistics. The-statistics

indicates whether or not an independent variable is caetetatthe dependent variable.

In this section, the veat error corection model estimates inclutéeth the anticipated monetary
policy (CMS) and the anticipated fiscal policy (CGEXP) and the control variables. The VECM
provides information about the short term relation of the varialllean be seerrdm the results

that we have oneointegrating equation in the whole system of the vector error correction
estimates. Each variable also has four lags denoted-@jtto(¢4). It can be seen from the result
that the cointegrating equation or error correctenmthas a negative sign, less than one and the
speed of adjustment in the stock excharsgat the 13%nd it isalso sigificant at the t value of

6.688 which is at the% level of significance. The performance of the stock markehe
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lagged value oéll the fourquarters has a positive effamt the present performance of the stock
market with only the firsiand third quartes being significant at thd0% and 5% level. It,
however had the highest values in the levels that was signifiddns implies thatthe present

performance of the stock market has a short and long term effect.

Furthermore from the first quarter to the last quarter, anticipated fiscal policy has an adverse
effect on the performance of the stock market. However, it was onlyeinhttd and fourth
guartes that we had significant relationship with the stock market. This implies that anticipated
fiscal policy has a long terrfLag) negativeeffect on theperformance of the stock market.
Therefore, when fiscal policy is to be annoed, government should have in mitne effect it
would have on the stock markat the long rundepending on the goakpected to be achieved.

For the anticipated monetary policy (CMS),pastive relationship was observed with the
performance of the stkcmarket inthe first and second quarsewhile the third and fourth
guartes exhibited a negative relationship with only the fourth quarter being significant. This
implies thatanticipated monetary policy has agative and significant ffct in the longrun on

the performance of the stock marketowever, Interest rate was seendffect stock market
negdively in all the four quarters with it being significant in thest to thethird quartes while
thefourth quartemwas not significantThis is in Ine withinterest rate theoryhich says a rise in
interest rate is expected to impact negativelystock market performance. Althougbome
studiesare of the opinion that short term interest rate affects the stock market positively
Chakradhara, 2008)Meanwhile, exchage rate exhibg positive effectson stock market
performance withlthe exception of the last quarteith only the first quartebeing significant at

the B level. This is obviously not in line with the flow oriented theory which says ahat



negative relationship exsbetween exchange rate and stock market. Our result which shows a

positive relationkip is in line with the stock oriented theory of exchange rate.

Furthemore, stock market in the secogdarter has negativienpact onarticipated monetary

policy and with exchange rate in the third quarter at the 10% arldva%wof significanceWhile
anticipated fiscal policy in the second quarter has a negative effect on exchange rate at the 10%
level of significance, anticipated fiscpblicy in the third quarter haa negative and positive
relationship with anticipated monetary policy and exchange rate at the 10% and 5%ridvgl

the last quarte anticipated fiscal policy has positive relationship with exchange rate at the 5%
level of significance.Lastly, there exist a positive relationship in the last quarter between

exchange rate and interest rate at 10% level of significance.

In conclusion, it can be seen that the performance of stock markethirihe short and long run
has aneffect that has endured till theresent timesThis implies that the stock market
performance is selfenhancinglt can be seen that there existaegativerelationshp between
anticipated fiscal policy and anticipated monetary pdlicthe lagged thid quarter whichshows

an interrelationsip between the variables. Arahticipaed fiscal policy has aegdive long run
relationship with stock market performanaeith it being sigificant in the third and fourth
guartes; but in respect anticipgaed monetary policya negative relationship was observed with

the performance of the stock markatthe long run
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Table 5.4.2 A five-variable VEC M odel estimate including both Anticipated policies

Dependent
Variable
Independent
Variable D(VOT) D(CGEXP) D(CMS) D(INT) D(EXCH)
C 0.105619 0.027833 0.052346 -0.937771 0.015044
[ 1.87452]* [ 0.43250] [ 1.67472]* [-1.15463] [ 0.87923]
D(VOT(-1)) 0.252189 -0.11206 0.00143 -0.979118 0.023314
[ 1.95912]* [-0.76219] [ 0.02002] [-0.52768] [ 0.59641]
D(VOT(-2)) 0.073943 -0.126548 -0.133768 -1.751534 -0.037916
[ 0.51752] [-0.77546] [-1.68768]* [-0.85044] [-0.87388]
D(VOT(-3)) 0.331363 0.132921 0.109004 0.891414 -0.111992
[ 2.09372]** [ 0.73533] [ 1.24156] [ 0.39074] [-2.33025]*
D(VOT(-4)) 0.082264 0.105046 -0.093825 2.227973 0.015675
[ 0.66806] [ 0.74691] [-1.37353] [ 1.25522] [0.41919]
D(CGEXP¢1)) -0.273228 0.245036 0.013607 -3.948514 -0.003582
[-1.25292] [ 0.98379] [ 0.11248] [-1.25612] [-0.05409]
D(CGEXP¢2)) -0.140439 0.51726 0.155112 -0.263971 -0.12618
[-0.63513] [ 2.04841]* [ 1.26453] [-0.08282] [-1.87918]*
D(CGEXP¢3)) -0.483665 -0.205956 -0.215101 1.09344 0.229519
[-1.87222]* [-0.69801] [-1.50094]* [ 0.29363] [ 2.92572]**
D(CGEXP¢4)) -1.750113 -0.695299 0.1108.8 5.488399 0.200313
[-6.38587]*** [-2.22127]** [ 0.72694] [ 1.38930] [ 2.40693]**
D(CMS(-1)) 0.232237 0.054714 0.031079 2.076643 -0.053209
[ 0.81187] [ 0.16747] [ 0.19585] [ 0.50363] [-0.61254]
D(CMS(-2)) 0.057082 0.0647 -0.33831 2.601631 -0.09622
[ 0.20171] [ 0.20018] [-2.15507]* [ 0.63780] [-1.11981]
D(CMS(-3)) -0.235747 -0.025969 -0.02717 3.101269 0.037899
[-0.85112] [-0.08209] [-0.17682] [ 0.77675] [ 0.45058]
D(CMS(-4)) -0.40699 -0.162317 0.664418 2.694035 -0.079538
[-1.45396]* [-0.50770] [ 4.27876]** [ 0.66768] [-0.93571]
D(INT(-1)) -0.046647 -0.014406 0.011077 -0.193403 0.000696
[-3.02465]*** [-0.81787] [ 1.29477] [-0.86999] [ 0.14864]
D(INT(-2)) -0.021961 -0.006016 -0.002945 -0.117572 -0.001373
[-1.63386]* [-0.39187] [-0.39502] [-0.60683] [-0.33628]
D(INT(-3)) -0.029787 -0.02164 -0.004827 0.318517 0.006062
[-2.20634]** [-1.40336]* [-0.64445] [ 1.63672]* [ 1.47858]*
D(INT(-4)) -0.001409 0.002226 -0.008785 -0.123974 -0.007816
[-0.10812] [ 0.14956] [-1.21510] [-0.6592] [-1.97494]*
D(EXCH(-1)) 1.555786 0.036255 -0.412763 -13.00469 0.079879
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[ 2.15701]* [ 0.04401] [-1.03160] [-1.25084] [ 0.36470]

D(EXCH(-2)) 0.082905 6.24E01 -0.182026 -0.7182 -0.318431

[ 0.11871] [ 0.78192] [-0.46985] [-0.07134] [-1.50151]*

D(EXCH(-3)) 0.925093 0.586473 0.157991 -1.471931 -0.220635

[ 1.29576] [ 0.71922] [ 0.39892] [-0.14303] [-1.01768]

D(EXCH(-4)) -0.399572 -0.188723 0.054476 14.52298 0.311379
[-0.60881] [-0.25176] [ 0.14962] [ 1.53512]* [ 1.56236]*

Ect (1) -0.130778
[-6.68800]***
6td statistics *Mpr0.0pdp<€.0lt heses, *p< 0.1,

SourceAuthords Computation (2016) usirigViews 7.0

5.4.3 Comparisonbetween Results of Linear Regression and Vector Error Correction

Model

The first objectie which is to determine the effects of anticipated fiscal and monetary policies

on stock market performande Nigeria was estimated using the ordinary least square method

and the vector error correction model. The ordinary least square n{€h8§foundthatthere

existed a positive but ndatignificant relationkip between anticipated fiscablicy and stock

market performance in Nigeriaaso, anticpated monetary policy has a positive but not

significant effect on the performance of the stock markbe fesultsfrom the vector error

correction model(VECM) found that a negativeand significant relationshigxisted between

anticipated fiscal policy and stock market performance in Nigdhia anticipated monetary

policy alsohas a negativand significat effecton stock market performance in Nigenmathe

fourth lag Furthermore, interest rateas a negative relationship whikxchange ratdas a

positive relationship with the stock market in the linear regression metitlodnly interest rate

being significant. While in Vector error correction med interest rate haa negéve and
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significant relationship with stock market performantéhe short and long rwwhile exchange
rate hasa positive significantrelationship with stock markat the shorrun From the results of
thesetwo methods, this study would adapt the Vector eomrection model because of its
characteristics rad robustnessyhen compared to the ordinary least square methbd.two
method wereused in order to understand th&atencesin resultsbetweenthe Ordinary Least

Square MethoddLS) andVector Error Correction Method/ECM).

5.5  Variance Decomposition of the VECM

The VECMparameter estimatedone donot provide indication of the dynamic properties of the
system notthe relative strength of the granger causality beyond the sample period. Thus, we
draw on the variance decomposition technique to examine the breakdown of the change in value
of the variable in a given period arising from its own shocks in addition tehiheks of other
variables in previous periods. Thus, the variance decomposition estgneges further insights
about the relationship among the variablestandketermine the contribution of each sector to the
changes in other sectorBhe variance dexmposition is termed an out of sample causality test
which provides an indication of the dynamic properties of the system by partitioning the variance
of forecast error of a certain variable in the system including its &wom the variance
decompositiorbelow, it canbe seen in able 5.5.1 that 37.Bercent of the variation in stock
market performance (VOT) was accounted for mainly by its own shock after thheju#ter

while CGEXP, CMS, INT and EXCH explained 14.71, 26.8, 4.38 and 16p&3cent
respectrely. It can be seen that anticipdteonetary policyhas the highest value that explains
shocks in the performance of the stock mari@towed by exchange rate and anticipated fiscal

policy. Similarly, in Table 5.5.2, 78.3percent of the variation ianticipated fiscal policywas
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accounted for by its own shock after 10 quarters, while VCNIS, INT and EXCH explained
12.08, 0.31, 7.85 and 1.4fercent respectively. the variationcaused bythe stock markets
followed by the exchange rate, there vaitise distortion irthe marketwith the least distortion
coming from anticipatednonetary policy In Table 5.5.3, 80.7percent of the variation in
anticipated monetary policywas explained by its own shock after thé" Huarter while VOT,
CGEXP, INT andEXCH explainedl3.49, 2.13, 0.37 and 3.2#rcent. Hence, the stock market
causegnoredistortions inanticipated monetary policthan the other variablegn Table 5.5.4,
56.25 percent of the variation in interest rate was explained by its own shockttegtel ¢
guarter while VOT, CGEP, CMS and EXCH explained 2.13, 30.15, 8.65 and »&@ent
respectively. It carbe seen that anticipated fisgablicy has a majoimpact in explaining
distortions in interest rate. In the sarmeny Table 5.5.5 shows #t 3.92percent of the variation
in exchange rate was explained by its own shock while VOT, CGEXP, CMS adnexiMained
19.06, 75.22, 1.44 and 0.3%ercent respectively after the ™@uarter. This implies that
anticipated fiscal policy and/OT causehuge distortions in exchange rate, although the

distortions caused by anticipated fiscal policy is of a higher variation.

In conclusion, it can be seen that anticipated fiscal policy (CGEXPBlains some level of
variation in the performance of the stock k&trwhile anticipatel monetary policy (CMS) also
had somdevel of variation in the performance of the $tanarket, with anticipated monetary
policy being of ahigher magnitude than its fiscpblicy counerpart. Also,the stock market
causes relative stiortions inboth anticipated policiewith 12.08 percentfor anticipated fiscal
policy and 13.49ercentfor anticipated monetary policy. Furthermore, anticipated monetary
policy explains very little distortions in anticipated fiscal policy with a valti®.81 percent

while anticipated fiscal policy explains 2.J#rcentof anticipated monetary policy.astly,
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anticipated fiscal policy explains interest rate with a value of 3petbentand exchange rate

with a value of 75.2percent This implies thatainticipated fiscal policy causes huge distortions

in exchange rate.

Table 5.5.1: Variance Decomposition of VOT

Period

S.E.

VOT

CGEXP

CMS

INT

EXCH

0.086075

100

0

0

0

0

0.15233

87.56928

3.579382

0.156933

1.503704

7.190697

0.244239

72.90437

13.331®

1.110536

1.940013

10.71342

0.349748

62.48725

17.3496

3.126616

3.66635

13.37018

0.422449

55.1492

14.93208

7.118388

5.053728

17.7466

0.500441

49.33856

12.95093

11.76998

5.872715

20.06782

0.576084

44.79966

10.94586

16.71479

6.487414

21.05227

0.654656

41.46211

9.809709

22.37603

5.863048

20.48911

OO |IN/O|O|ARWIN|F

0.752276

39.25273

11.77308

25.32233

5.101991

18.54988

10

0.857126

37.36398

14.71198

26.80064

4.386115

16.73729

Source: Authors Computation (2016) usingi&ws 7.0

Table 5.5.2: Variance Decorposition of CGEXP

Period

S.E.

VOT

CGEXP

CMS

INT

EXCH

0.09831

25.60302

74.39698

0

0

0

0.165278

20.0158

79.44546

0.029356

0.488625

0.020751

0.248685

16.58859

82.63982

0.028354

0.456879

0.286354

0.319914

14.51608

83.2956

0.075393

1.527708

0.585211

0.357975

13.32989

83.07314

0.060214

2.529875

1.006878

0.384098

12.62068

82.43932

0.052508

3.625063

1.262423

0.399234

12.18289

81.0445

0.050155

5.301027

1.421433

0.40804

11.98464

80.15142

0.094569

6.296398

1.472967

OO NOO|O|AWIN|F

0.4164

12.02059

79.15882

0.197707

7.172955

1.449927

=
o

0.423673

12.08687

78.31083

0.310748

7.85528

1.436271

Source: Authors Computation (2016) usingi&ws 7.0
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Table 5.5.3: Variance Decomposition of CMS

Period

S.E.

VOT

CGEXP

CMS

INT

EXCH

0.04775

9.68046

0.52173

89.7978

0

0

0.06806

7.90044

0.45702

88.5173

1.87682

1.24841

0.08096

7.90478

7.36397

79.4708

157771

3.68272

0.09093

9.28857

7.14591

77.9105

1.25127

4.40374

0.11933

10.2134

4.83057

81.5648

0.77789

2.61341

0.14452

10.9119

3.29607

83.0026

0.58899

2.200®

0.15873

11.312

3.50639

81.2117

0.5903

3.37967

0.17293

12.5384

3.37483

79.3698

0.52745

4.18946

OO |IN|O|O |~ [WIN|F

0.19785

13.2446

2.69655

80.0822

0.44999

3.52673

=
(@]

0.22266

13.4918

2.13449

80.7741

0.3708

3.22883

Source: Authors Computation (2016) usingi&ws 70

Table 5.5.4: Variance Decomposition of INT

Period

S.E.

VOT

CGEXP

CMS

INT

EXCH

1.24073

0.46011

27.1583

4.29109

68.0905

0

1.64013

1.83439

33.1936

2.58421

60.1851

2.20272

2.03389

4.92488

35.4104

1.7548

54.6328

3.27713

2.6419

3.74895

36.0464

1.17045

54.9573

4.07699

3.00833

3.03259

37.9057

1.7524

53.5823

3.72704

3.30657

2.65616

35.9887

3.08489

54.8222

3.44812

3.57039

2.27872

33.3325

4.35009

56.5634

3.47528

3.74771

2.07723

31.2079

6.14928

57.2978

3.26778

OO INO|O|PAWIN|F

3.92443

2.11036

30.3786

7.36934

57.1065

3.0352

=
o

4.09825

2.13323

0.15788

8.65805

56.2508

2.80009

Source: Authors Computation (2016) usingi&ws 7.0
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Table 5.5.5: Variance Decomposition of EXCH

Period

S.E.

VOT

CGEXP

CMS

INT

EXCH

0.02614

8.27776

48.4478

0.13825

0.828&3

42.3077

0.04312

9.87445

60.1157

0.06183

0.3212

29.6268

0.06581

14.8723

69.1504

0.03111

0.63394

15.3123

0.08067

17.494

71.3876

0.02393

0.53291

10.5616

0.09061

17.7985

73.0277

0.05767

0.58774

8.52833

0.09964

18.2836

73.6873

0.14432

0.51741

7.36731

0.10795

18.2377

74.566

0.38173

0.44749

6.3671

0.11605

18.5756

74.3001

1.06544

0.45798

5.60093

OO |IN|O|O |~ [WIN|F

0.12718

19.1679

74.4545

1.30986

0.38536

4.68242

[ERN
o

0.13919

19.0616

75.2292

1.44437

0.33818

3.92665

Source: Authors Computation (2016) usingi&ws 7.0




5.6 VEC Granger Causality/ Block Exogeneity Wald Test

The VEC granger causality test shows the intati@nship among variables. Inalble 5.6.1, it

can be seen thainticipated fiscal policy, anticipated monetary policy and interestgrarger
causestock market performance individualyhile exchange rate does not granger cause the
stock market individually. Although, collectively, all the variables granger cause stock market
performanceln Table 5.6.2,none of the variables both colleatly and individually granger
cause anticipated fiscal policyn Table 5.6.3, it shows thatone of the variables both
individually and collectively granger cause anticipated monetary policy. Ksbable 5.6.4, it

was naiced thatall the variables do ot granger cause interest rate both individually and
collectively. Lastly, in Table 5.6.5the stock market, anticipated fiscal policy andiest rate
granger causexchange rate individually but anticipated monetary policy does not granger cause
exchang rate, but collectively, all the variables granger cause exchangé hatefore we can

say that there exiginilateral relationshig betweenanticipated fiscal policy and stock market
performance, anticipated monetary policy and stock market perfoeyiaterestrate and stock
market performancetock market and exchange rate, anticipated fiscal policy and exchange rate,
interest rate anéxchange rateTherefore we can say anticipated fiscal polad aticipated
monetary policy havecausation effedcon stock market grformance Furthermore in our

findings,both the flow and stock oriented theory of exchangeisatet supported.
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Table 5.6.1: Dependent Variable VOT

Variables | Chi-sq Df Prob
D(CGEXP) 50.04966 4 0
D(CMS) 11.15627 4 0.0249
D(INT) 13.09295 4 0.0108
D(EXCH) 6.581057 4 0.1598
All 77.36649 16 0
Source: Authors Computation (2016) usingi&ws 7.0

Table 5.6.2: Dependent Variable CGEXP
Variables | Chi-sq Df Prob
D(VOT) 2.886196 4 0.577
D(CMS) 1.140974 4 0.8877
D(INT) 2.4476® 4 0.654
D(EXCH) 1.634424 4 0.8026
All 7.262525 16 0.9679
Source: Authors Computation (2016) usinyi&ws 7.0

Table 5.6.3: Dependent Variable CMS
Variables | Chi-sq Df Prob
D(VOT) 6.453717 4 0.1677
D(CGEXP) 3.878644 4 0.4227
D(INT) 3.199625 4 0.525
D(EXCH) 1.87588 4 0.7586
All 13.9632 16 0.6015

Source: Authors Computation (2016) usingi&ws 7.0




Table 5.6.4: Dependent Variable INT

Variables Chi-sq Df Prob

D(VOT) 3.255937 4 0.5159
D(CGEXP) 4.822175 4 0.306
D(CMS) 0.926264 4 0.9208
D(EXCH) 4.108084 4 0.3916
All 15.51707 16 0.4871

Source: Authors Computation (2016) usingi&ws 7.0

Table 5.6.5: Dependent Variable EXCH

Variables Chi-sq df Prob

D(VOT) 8.639398 4 0.0708
D(CGEXP) 17.99483 4 0.0012
D(CMS) 4.027714 4 0.4023
D(INT) 7975744 4 0.0925
All 35.53368 16 0.0034

Source: Authors Computation (2016) usinyi&ws 7.0

5.7 Empirical Analysis of Second Objective

The second objective which is to determine the effects of unanticipated fiscal and monetary
shocks on stock market ghermance in Nigeria wasanalyzed by estimating the Linear
Regression method and the Vector Error Correction model. However, the Vector Error correction
model would be agded in the study because it is not only rigorousrbbtist The results for

the Ordnary least square (OLS) and the Vector error correction model (VECM) are respectively
shown inTable 5.7.1 and 5.7.2 loesv. The asterisks iTable 5.7.1and 5.7.2showthe level of
significanceof the variableas it relates to the statistics. The-stdistics indicates whether or not

an independent variable is correlated to the dependent variable.
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5.7.1 Linear Regression Estimates of Unanticipted Monetary and Fiscal Plicy

Table 5.7.1 A Linear Regression model (Unanticipated Policies)

Dependent Variable VOT
Variable Coefficient | t-Statistic Prob.
C 1.307 0.291 0.772
GEXPV -0.371 -0.609 0.545
MSV 1.126 1.803 0.077*
INT -0.277 -7.439 0*
EXCH 3.359 4.021 0.0002*
R-squared 0.785
Adjusted R-squared 0.767
Akaike info criterion 1.966
Schwarz criterion 2.153
Durbin -Watson stat 0.329

Source: Authorodos CoYiewmimtion (2016) wusing E

The Table 5.7.1 above shows the result of the linear regression estimates for the effect of
unanticipated policies on the performaméehe stock market. The result shothat there exist

a negéive but not significant relationship between unanticipated fiscal policy and the
performance of the stock mark@tis result is not idine with the findings of ( Goodness et al,
2012;Jose ad Rossen2003;Nikiforos, 2004;Samuel et al2011; Darrat1990) which statéhat
fiscal policy is an important determinant in the performance of stock m&tketever, positive
and significant effects exist between unanticipated monetary policy andk stoarket
performanceThis implies that unaitipated monetary policy has a significant role to play for
the stock market to perforin the Nigeria economy. This finding supports the study dong by
Aliyu, 2012; Goodness et al2012; Chairporn et al 2011 which showg that unanticipated
monetary policy has no destabilizing effect stock market performance. Furthermargerest

rate and exchange rate exhibited a negatinek positivarelationship with the performance of the
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stock market withboth variabés being significan This is in line withthe finding of Asankha
(2012) which says interest rate is negatively related to stock perforn@kygara and Adionye
(2012) found a negative relationship betweschange rate and stock pricésio (2009)also
found both adverse effexdf interest rate and exchange rate on stock praras$ Olowe (2007)
found a negative relationship between exchargje mnd stock prices. Lastly, %8of the
variance in the response variable can be explainedebgxplanatory vaables while 2% can

be attributed to unknown or inherent variability and this indicates goodness of fit.

5.72 VECM Estimates of Unanticipated Monetary Policy and Fiscal Policy

In this section, the vector error cection model estimates includeoth the unanticipated
monetary policy (MSV) and the unanticipated fiscal policy (GEXPV) and the control lesviab

Each variable also has just one lag denoted withgccording to the VAR lag length criteria

The error carection term in the able 5.7.2below s negative and between zero ane,oand

also significant at the 20 level with a t valuefol.73076 It can be seen from the result that the
speed of adjustment ihg stockexchange is at the 5%vel, which shows that the stock market

is slow in adjustig to changes in government policiétswas found that there exists a positive
relationship between the performances of the stock market in the laggedvesidgtd current
performancebeing signiicant at the 1% level. Howevera posiive but not sigriicant
relationship eists between unanticipated fiscal policy and stock market performatitemugh

the unanticipated monetary policy (MSV) has a positive relationship with the performance of the
stock markebut it was notsignificant. This implies thathough it is not significanthe stock

market reacts positively tananticipaéd monetary shock hat notwithstanding i t 6 s i mpor t
take into consideration the stock market when monetary policies are being made because it can

have a spillover effean the macreconomy which could stitkffect the stock market indirectly
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and its effects should not be overlookedind in the estimation process, interest rated
exchange ratdave negative impacon stock market performanceith none of the variabée

being significant.

Furthermore, it was noticethat there exiss a negativerelationship betweetagged value of
stock market performance and interest rate and exchange rate at the SP@%ardvel of
significance. There is also a negative relationdiepyveen the lagged value of unanticipated

fiscal policyandexchange rate at the 10% level of significance.

In conclusion, the performance of stock markethe lagged period has positieéfect on the
performance of stock market in presentdsnwhichimplies that the stock market is self
enhancingAlso, unanticipated fiscal polichas a podive but notsignificant effect on stock
market while unanticipated monetary policymplies that a positivebut not significant

relationship exists between itsalid the stock market.
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Table 5.7.2:A five-variable VEC M odel estimate including both Unanticipated policies

Dependent Variable

Independent Variable D(VOT) D(GEXPV) D(MSV) D(INT) D(EXCH)
C 0.028271 0.001523 0.006294 0.277983 0.011912
[ 1.04916] [ 0.09745] [ 0.29693] [1.27860] | [ 2.02988]*

D(VOT(-1)) 0.528056 -0.083676 0.0636 -3.533816 -0.065469
[ 3.16965]*** | [-0.86585] [ 0.48527] [-2.62899]** | [-1.80448]*

D(GEXPV(-1)) 0.199193 0.183827 0.159643 -1.176914 -0.12502
[ 0.64019] [ 1.01848] [ 0.65219] [-0.46880] | [-1.84499]*

D(MSV(-1)) 0.000182 0.09313 -0.125925 0.761008 0.00418

[ 0.00101] [ 0.89145] [-0.88880] [ 0.52372] [ 0.10658]

D(INT(-1)) -0.015896 -0.003103 -0.004776 -0.030936 0.002077
[-0.82609] [-0.2778] [-0.31549] [-0.19926] [ 0.49565]

D(EXCH(-1)) -0.037637 0.28863 -0.79812 -8.047716 0.18355
[-0.04489] [ 0.59350] [-1.21011] [-1.18973] [ 1.00531]

Ect (-1) -0.05419
[-1.73076]*
O0td statistics in par<60lth

Source: Authals Computation (2016) using\&ews 7.0

5.7.3 Comparisonbetween Results of LineaRegression and Vector Error Correction

Model

The second objective which is to determine the effects of unanticipated fiscal and monetary

policieson stock market performance in Nigeria was estimated using the ordinary least square

method and the vector error correction model. The ordinary least square methoth&uhere

exists a negave but not significantrelationship between unanticipatadchl policy and stock

market performace in Nigeria. This was not different from tfiadings of the vector error

correction model which found a negative arat significant relationship between unanticipated

fiscal policy and stock market perfoamce inNigeria While the linear regression estimate

shows that unaitipated monetary policy has a positive aignificant effect on stock market

performance in Nigeria, the vector error remtion estimate alstobund apositive relationship
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which however wasot significantat any of the levelsFurthermorejnterest raten the linear
regression method showed a negatigad significant relationship with stock market
performancewhile exchange ratexhibited a positive ansignificantrelationship with the stk
market In the Vector error correction model, interest rared exchange ratead a negative but
not significant relationship with stock market performaneerefore this study would adapt the
Vector error correction modetesult because of itscharateristics ad robustnesswhen

compared to the ordinary least square method.

5.8 Variance Decompositia of the VECM

The variance decomposition estimates are used to determine the contribution of each sector to
the changes in other sectors. From the vaeat®composition below, it carelseen in @ble

5.8.1 that 98oercent of the variation in stock market performance (VOT) was accounted for
mainly by its own shock after the 10th quarter while GEXPV, MSV, INT and EXCH iexola
052, 0.09, 0.42 and 0.0%erent respectively.Although, the study showed that both
unanticipatedoolicies do not cause much distortions in the variations in the stock market, the
unanticipated fiscal policy still causes more variation than the unanticipadedtary policy.
Similarly, in Table 5.8.2, 55.9¢ercent of the variation in unanticipated fiscal poliwgs
accounted for by its own shock after 10 quarters, while VO$YMNT and EXCH explained
42.64, 1.03, 0.01 and 0.3#ercent respectivelyit can be see thatwhen comparedo other
variablesthe stock market causes hugjstortions in unanticipated fiscal policyy Table 5.8.3,
55.19percent of the varteon in unanticipated monetary polieyas explained by its own shock
after the 18 quarter while VOT, GERV, INT and EXGCH explained 32.81, 2.05, 8.59 and 1.33

percent.lt can also be seen that stock market performance would cause huge variations in the
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unarticipated monetary policy. We equally note thetanticipated fiscal policy causes more
variation in unanticipated motsy policy thanthe other way roundin Table 5.8.4, 24.53
percent of the variation in interest rate was explained by its own shock after'troudi@er
while VOT, GEXPV, MSV and EXCH explained 40.97, 14.04, 14.96 and Sércent
respectivelylt can ke seen that the stock markets the highest percagtein explaining shocks
in interest ratefollowed by unanticipated monetapplicy and fiscal policy In the same \p,
Table 5.8.5 shows that 34.p@&rcent of the variation in exchange rate was exgthby its own
shock while VOT, GEPV, MSV and INT explained 53.90, 1.18, 9.38 and Op&dcent
respectively after the Y0quarter. Thestock marketlso explins a relatively high perceseof

theshocks in exchange rate in Nigeria.

In conclusion, it carbe seen thaboth unanticipated monetary policy (W$ and unanticipated
fiscal policy (GEXPv) has a very small level of variations in the stock market. This is because
the stock market itself causes a major level of distortions to itSHfle unanticipad fiscal

policy has a greater level of variation on stock market as at when cednfmathe unanticipated
fiscal policyalbeit very smalllt can also be seen that stock marketdnagyher level ofanation

on unanticipated fiscal policy than unantidgh monetary policyHowever, the ngnitude of

the impact from unanticipated monetary policy is lower on unanticipated fiscal policy than the
distortions of unanticipated fiscal poli@n unanticipated monetary polic was seen that the
stock market caaed a reasonable level of distortions in all the variables, and lastly, unanticipated

fiscal and monetargolicies havealmost the samienpact on variations on interest rate.
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Table 5.8.1: Variance Decomposition of VOT

Period

S.E.

VOT

GEXPV

MSV

INT

EXCH

0.14107

100

0

0

0

0

0.25645

99.42287

0.12475

0.00971

0.44145

0.00121

0.36064

99.07094

0.33367

0.02352

0.56288

0.00899

0.45322

98.89691

0.45952

0.0335

0.58219

0.02788

0.53558

98.82881

0.51744

0.04518

0.56208

0.04649

0.60948

98.81047

0.53935

0.05724

0.53142

0.06152

0.67651

98.81341

0.54426

0.0688

0.50058

0.07295

0.73799

98.82455

0.54169

0.07931

0.47287

0.08158

OO NO|O|PA|WIN|F

0.79493

98.83811

0.53616

0.08856

0.449

0.08816

10

0.84813

98.85165

0.52975

0.09657

0.42876

0.09328

Source: Authors Compuian (2016) using-&iews 7.0

Table 5.8.2: Variance Decomposition of GEXPV

Period

S.E.

VOT

GEXPV

MSV

INT

EXCH

0.08183

25.43768

74.5623

0

0

0

0.13536

29.78669

69.2669

0.70927

0.02854

0.20861

0.17735

33.43109

65.3887

0.85621

0.01674

0.30723

0.21245

36.17034

62.5454

0.92542

0.01327

0.34557

0.2431

38.17927

60.4935

0.95911

0.01267

0.3555

0.27064

39.64315

59.008

0.98086

0.01238

0.35562

0.29581

40.72251

57.9154

0.99731

0.01194

0.35286

0.31912

41.53409

57.0942

1.01075

0.0114

0.34961

OO INO|O|ARWIN|F

0.34091

42.15816

56.4624

1.02204

0.01083

0.3466

=
o

0.36141

42.64887

55.9652

1.03164

0.01029

0.34401

Source: Authors Computation (2016) usingi&ws 7.0




Table 5.8.3: Variance Decomposition of MSV

Period

S.E.

VOT

GEXPV

MSV

INT

EXCH

0.11098

10.1665

4.06054

85.773

0

0

0.14348

17.2673

3.89738

77.6039

0.19124

1.0402

0.17064

22.0581

3.98442

71.7605

0.94997

1.24704

0.19338

25.4373

3.72739

67.4696

2.07306

1.2927

0.21325

27.8157

3.36231

64.1608

3.35965

1.30159

0.2311

29.4995

3.00883

61.5491

4.63594

1.30669

0.24746

30.7119

2.70302

59.4552

5.81639

1.3135

0.26267

31.6064

2.44693

S7.7557

6.86915

1.32178

OO NO|O|PA|WIN|F

0.27696

32.2855

2.23343

56.3591

7.79139

1.33062

=
o

0.29049

32.816

2.05439

55.1971

8.59313

1.33935

Source: Authors Computation (2016&jing EViews 7.0

Table 5.8.4: Variance Decomposition of INT

Period

S.E.

VOT

GEXPV

MSV

INT

EXCH

1.13822

8.45137

6.95773

1.9957

82.5952

0

1.53125

19.7389

6.04459

6.8212

65.2196

2.17577

1.88543

27.614

7.13796

8.44806

53.1063

3.69375

2.20838

325185

8.63853

10.1198

44.3064

4.41679

2.50069

35.591

9.98764

11.4088

38.1972

4.81535

2.76715

37.5674

11.1226

12.4433

33.8113

5.05534

3.0121

38.8897

12.064

13.2747

30.5566

5.21508

3.23935

39.8095

12.8461

13.95

28.0659

5.32851

OO N0 WIN|PF

3.45191

40.4744

13.4987

14.504

26.1098

5.41303

=
o

3.65216

40.973

14.0462

14.963

24.5395

5.4784

Source: Authors Computation (2016) usinyi&ws 7.0
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Table 5.8.5: Variance Decomposition of EXCH

Period

S.E.

VOT

GEXPV

MSV

INT

EXCH

0.03072

31.4028

9.03954

3.62174

455853

51.3774

0.04863

38.666

4.21635

5.64375

3.5806

47.8933

0.06269

44,133

2.58508

6.3151

2.81707

44,1498

0.0747

47.7536

1.86605

6.94149

2.18555

41.2533

0.08534

50.0738

1.51148

7.51624

1.72693

39.1715

0.09495

51.5492

1.33488

8.02442

1.40527

37.6863

0.10376

52.5044

1.24876

8.4588

1.17777

36.6103

0.11191

53.1422

1.20876

8.82421

1.01256

35.8123

OO NO|O|PA|WIN|F

0.11952

53.5842

1.19222

9.13003

0.88874

35.2048

=
o

0.12667

53.9025

1.18749

9.38625

0.79304

34.7308

Source: Authors Computation (2016) usingi&ws 7.0

5.9 VEC Granger Causality/ Block Exogeneity Wald Test

The VEC granger causality test shows the intati@nship among variables. Inalble 5.9.1, it

can be sen that unanticipated fiscal policy, unanticipated monetary pafirest and exeamge

rate do not granger cause stock market botlvithaally and collectively. In &ble 5.9.2, stock
market, unanticipated monetary policy, interest and exchange rate do not granger cause
unanticipated fiscal policyboth individually and collectivelyln Table 5.9.3,none of the
variables both individually and HBectively granger causes unanticipated monetary policy
Table 5.9.4,with the exception of the stock market which granger causes interest rate
individually, none of theother variables grangecauses interest rate both individually and
collectively. Lastly, in Table 5.9.5,the stock market and unanticipated fiscal policy granger
causes exchange rate whitene of theother variables granger causes exchange rate both
individually and collectivel. Therefore, wecan say that there exists a unilateral relationship
betweenstock market an@éxchange ratewhich is in line with the stock orientadodel and

stock market and interest rate and lastly unanticipated fiscal policy and exchange rate.
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Table 59.1: Dependent Variable VOT

Variables | Chi-sq df Prob

D(GEXPV) 0.409838 1 0.5221
D(MSV) 1.02E06 1 0.9992
D(INT) 0.682428 1 0.4088
D(EXCH) 0.002015 1 0.9642
All 1.014246 4 0.9076

Source: Authors Computation (2016) usingi&ws 7.0

Table 5.9.2: Degndent Variable GEXPV

Variables | Chi-sq df Prob

D(VOT) 0.749704 1 0.3866
D(MSV) 0.794684 1 0.3727
D(INT) 0.077273 1 0.781
D(EXCH) 0.352237 1 0.5528
All 2.068464 4 0.7232

Source: Authors Computation (2016) usingyigws 7.0

Table 5.9.3: Dependent ¥riable MSV

Variables Chi-sq df Prob

D(VOT) 0.235484 1 0.6275
D(GEXPV) 0.425355 1 0.5143
D(INT) 0.099537 1 0.7524
D(EXCH) 1.464365 1 0.2262
All 3.261813 4 0.515

Source: Authors Computation (2016) usinyi&ws 7.0
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Table 5.9.4: Dependent Variale INT

Variables Chi-sq df Prob

D(VOT) 6.911593 1 0.0086
D(GEXPV) 0.219777 1 0.6392
D(MSV) 0.274285 1 0.6005
D(EXCH) 1.415468 1 0.2342
All 7.887642 4 0.0958

Source: Authors Computation (2016) usingi&ws 7.0

Table 5.9.5: Dependent Variable EXCH

Variables | Chi-sq Df Prob

D(VOT) 3.25613 1 0.0712
D(GEXPV) 3.403984 1 0.065
D(MSV) 0.011359 1 0.9151
D(INT) 0.245669 1 0.6201
All 4.539725 4 0.3379

Source: Authors Computation (2016) usingi&ws 7.0

5.10 Empirical Analysis of Third Objective

The third objective is to determine whether fiscal and monetary policies act as substitutes or
complements in their effect on stock market performance in Nigeria and it would be analyzed

using the Vector Autoregressive Framework.

5.10.1 VAR Model Estimates

From Table 5.10.1 below, it shows the parameter estimates of all the variables. It can be seen
from the results that there exdst positive relationship between stock market performance with
itself in the fist quarter but a negative relationshipthe secod quarter. Also, government
expenditure exhibited positive and negative eff@ctthe first and second quarsaespectively

with it being significant in the second quarter where it had a negative effect. However, the
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money supply variable shows a posteffect in the first and second quastenith none being
significant Exchange rate had positive but not significant effect on stock market performance
for both quarters while interest rate shows a negative and significant relationship with stock

marke in the first quarter.

Furthermore, government expenditure shows a positive relationship with itself in the first quarter
but a negative relationship in the second tgrawvith both being significant;lso there exista
significant but positive relationsip between government expenditure and money supply
Equally, the money supply implies the existence of a positive relationship with itself for both
guartes and they were both significant. Interest rate and money supply had adverse relationship
in the first quarter and direct relationship in the second quarter and they were both significant.
Interest ratealsohad a positive relationship with itself and it was sigaifit. Lastly, exchange

rate hada positive and significant effect on itself.

Finally, in explaining the omplementarity and substitutdity objective, the result shows that
there exits a positive and significant relationship between government expenditure and money
supply in the second quarter with a value of 0.580 andvalue of 1.7 Theefore we can
conclude that they act as complements on their effects on therparfce of the stock market.
Thus fiscal policy and monetary policy should act as complementing agamtsiot substitutes,

in the determinant of the performance of the stoekket in the Nigerian economy.



Table 5.10.1:A Five-Variable VAR M odel Estimate

Dependent Variable

Independent
Variable VOT GEXP MS INT EXCH
VOT(-1) 0.390222 -4.829002 6.271556 -205.6662 -4.85932
[ 0.69820] [ [-0.69599] [ 0.43377] [-1.01608] [-0.96390]
VOT(-2) -0.078338 -0.834961 -0.683408 -15.00695 -0.694219
[-1.40416]* | [-1.20556] [-0.47352] [-0.74273] [-1.37952]
GEXP(-1) 0.048218 1.383604 -0.898035 16.23746 0.26826
[1.01489] |[[2.34585]** [[-0.73067] [ 0.94368] [ 0.62597]
GEXP(-2) -0.018967 -0.246459 0.58006 3.715121 0.14463
[-1.44454]* | [-1.51201]* | [1.70774]* [ 0.78127] [ 1.22118]
MS(-1) 0.008436 0.10314 0.590037 1.387096 -0.024144
[1.36222] |[1.34151] [ 3.68283]*** | [0.61843] [-0.43220]
MS(-2) 0.005422 0.07177 0.332702 -3.009679 0.060199
[0.83475] |[0.88998] [ 1.97986]** [-1.27932] [ 1.02739]
INT(-1) -0.000809 -0.008055 -0.019651 0.760633 -0.001872
[-1.59789]* | [-1.28133] [-1.50000]* [ 4.14734]*** [-0.40983]
INT(-2) 3.11E05 -0.000557 0.018614 0.065816 0.001898
[0.06119] [ [-0.08843] [ 1.41716]* [ 0.35792] [ 0.41449]
EXCH(-1) 0.003793 -0.020644 -0.31724 1.910917 1.046988
[0.19731] [ [-0.08650] [-0.63787] [ 0.2745] [ 6.03751]***
EXCH(-2) 0.002285 0.089736 -0.044023 -6.06747 -0.227115
[0.11780] |[[0.37271] [-0.08774] [-0.86383] [-1.29825]
C 1.092422 9.531611 -6.466587 316.3611 8.393129
[1.36241] |[0.95755] [-0.31175] [ 1.08942] [ 1.16045]
0t 6 statistics in parentheses,

Source: Authors Computation (2016) usinyiews 7.0
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5.10.2 Variance Decomposition and Impulse Responselfction of the VAR Model

The VAR alone does not provide indication of the ayc properties of the system nor the
relative strength of the granger causality beyond the sample period. Thus, we draw on the
variance decomposition technique to examine the breakdown of the change in value of the
variable in a given period arising froits own shocks in addition to the shocks of other variables

in previous periods. Furthermonge also include the impulse response function to map the time
profile of the effects of shocks in the residuals on the behaviour of the series. The impulse
resporse function traces the response of current and future values of endogenous variables to a
one standard deviation shock through the dynamic structure of the TeRimpulse response
function measures the time profile of the effect of shocks at a givehipdime on the expected
future \alue of variables in a dynamic system. Taggroach is well suited because not only does

it allow for the relative strength of various shocks to be quantified in terms of their contributions
to variations in a particularariable of interestut it also enables the pattern and direction of the

transmission of shocks to be traced.

144



Table 5.10.2.1: Variance Decomposition of VOT

Period

S.E.

VOT

GEXP

MS

INT

EXCH

0.003342

100

0

0

0

0

0.0052

93.88331

0.2687/95

2.98228

2.83307

0.03255

0.00652

81.79469

0.430601

9.64492

8.09996

0.02982

0.007581

69.0144

0.427128

17.6098

12.9205

0.02816

0.008455

58.86887

0.357336

24.6012

16.14

0.03262

0.009173

51.74493

0.306739

30.0423

17.8658

0.04027

0.00977

46.8877

0.301532

34.1207

18.655

0.04397

0.010286

43.5161

0.334256

37.1636

18.9449

0.04112

OO NO|O|PA|WIN|F

0.010756

41.13348

0.388984

39.4434

18.9952

0.03896

=
o

0.011203

39.38993

0.452917

41.1586

18.949

0.04953

Source: Authors Computation (2016) usingi&ws 7.0

Table 5.10.2.2: Variance Decomposition of GEXP

Period

S.E.

VOT

GEXP

MS

INT

EXCH

0.04149

99.18441

0.815585

0

0

0

0.06463

93.90813

1.183593

2.758722

2.14332

0.00624

0.08124

82.59279

1.333772

9.515211

6.54759

0.01064

0.09427

70.45194

1.244569

1739283

10.9003

0.01035

0.10494

60.68764

1.065555

24.39547

13.843

0.00835

0.11374

53.70798

0.908992

29.90217

15.473

0.00789

0.12113

48.87505

0.81109

34.05308

16.2535

0.00725

0.12761

45.4972

0.765973

37.15483

16.5746

0.00741

OO NP WIN|F-

0.13358

43.07714

0.756396

39.47283

16.6773

0.01636

=
o

0.13931

41.28304

0.767541

41.20842

16.6966

0.04443

Source: Authors Computation (2016) usingi&ws 7.0
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Table 5.10.2.3: Variance Decomposition of M&

Period

S.E.

VOT

GEXP

MS

INT EXCH

0.08645

23.1792

0.50319

76.3176

0 0

0.10635

17.3251

0.33471

75.5843

6.21168| 0.54418

0.12363

18.6396

0.31298

73.6816

5.71469| 1.65105

0.13985

21.2163

0.34411

70.1888

5.80528| 2.44543

0.15529

23.9894

0.39561

66.353

6.12445| 3.13752

0.17049

26.27

0.44397

62.9567

6.68307| 3.64623

0.18506

27.7238

0.49375

60.2883

7.50959| 3.98454

0.19879

28.4794

0.54898

58.3179

8.47558| 4.17819

OO NO|O|PA|WIN|F

0.21156

28.7339

0.61179

56.9071

9.49039| 4.25678

=
o

0.22332

28.673

0.68226

55.9068

10.485( 4.25303

Source: Authors Computation (2016)ngiEViews 7.0

Table 5.10.2.4: Variance Decomposition of INT

Period

S.E.

VOT

GEXP

MS

INT

EXCH

1.210266

2.574871

0.04972

8.37918

88.9962

0

1.520784

2.290633

0.16977

6.60278

90.8403

0.09656

1.702008

2.130809

0.270139

8.30378

88.8513

0.44395

1.845587

2.137486

0.409572

9.18277

86.539

1.73115

1.950855

3.004312

0.568488

9.77629

83.1848

3.4661

2.031524

4271841

0.721306

10.0714

79.6746

5.2609

2.089901

5.449151

0.856964

10.1724

76.7108

6.81071

2.129523

6.285398

0.967035

10.2101

74.5279

8.00953

OO |NO(ghIWIN|F

2.15493

6.777108

1.050479

10.2447

73.0709

8.85678

=
o

2.170392

7.011882

1.110674

10.3009

72.1698

9.40675

Source: Authors Computation (2016) usingi&ws 7.0

14¢




Table 5.10.2.5: Variance Decomposition of EXCH

Period

S.E.

VOT

GEXP

MS

INT

EXCH

0.03014

8.849924

1.80476

3.926091

18.1128

67.3064

0.04493

15.40599

2.124768

4.495107

14.4713

63.5028

0.05335

17.71097

2.577981

4.058987

15.123

60.5291

0.05812

18.62723

3.027298

3.716613

16.3919

58.2369

0.06078

18.5881

3.441726

3.515757

18.0618

56.3926

0.06227

18.09528

3.819099

3.38829

19.7688

54.9285

0.06315

17.60551

4.148653

3.299452

21.1972

53.7492

0.06375

17.37241

4.418494

3.241623

22.1879

52.7796

OO |NO(UOIAW|IN|F

0.06425

17.4638

4.620868

3.229221

22.7174

51.9687

=
o

0.06473

17.82487

4.755087

3.282817

22.8625

51.2747

Source: Authors Computation (2016) usinyi&ws 7.0

The variance decomposition estimates are used to determine the variability of a given sector to
the changes in other sectors. From the variance decomposition @bcee,be seen in Table
5.10.2.1 that 39.3 percent of the variation in stock market performance (VOT) was accounted for
mainly by its own shock after the thOquarter while GEXP, MS, INT and EXCH explained

0.45, 41.15, 18.94 and 0.04 percent respectivegm this when compared to other variables,

we can see that money supply accounts for a high variabililye stock market performance.
Similarly, in Table 5.10.2.2, 0.76 percent of the variation in government expenditure was
accounted for by its owshock after 10 quarters, while VOT, MS, INT and EXCH explained
41.28, 41.20, 16.69 and 0.04 percent respectively. In Table 5.10.2.3, 55.90 percent of the
variation in money supply was explained by its own shock after tReq@@rter while VOT,

GEXP, INT and EXCH explained 28.67, 0.68, 10.48 and 4.25 percent respectively. In the same
vein, Table 5.10.2.4 shows that 72.16 percent of the variation in interest rate was explained by its

own shock while VOT, GEXP, MS and EXCH explained 7.01, 1.11, 10.30 andp@réént
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respectively after the ¥0quarter. Lastly, in @ble 5.10.2.5, 51.27 percent of the variation in
exchange rate was explained by its own shock after thejdérter while VOT, GEXP, MS and

INT explained 17.82, 4.75, 3.28 and 22.86 percent raspct

In conclusion, it can be seen that monetaslycy (MS) has high variationsn the stock market
performance in Nigeria as it contributes 41.15 while government expenditure accounts for 0.45
percent in the variations of stock market performancdligeria. This implies that monetary
policy causes more variatisland any change in it would affect stock market performance than
its fiscal policy counterparts. Thereforeeyhshould achs complements because the little impact

of fiscal policy althouglsmall has its own contribution to the performance of the stock market. It
can also be seen that monetary policy causes a relatively large pgecenfiscal policy
variable. This further supports its complementarity assumption. Although, the stock heerleet
relative impact on money supply, its impact is not as muamasey supply on stock market.

The reversal is the case as regards stock market performance. This is because the performance of
the stock market accounts for 14.04 percent variation ingghan money supply. This means

that there is a bidirectional relationship between monetary policy and stock market performance
Thereforemonetary authorities should put in place favourable policies that would enhance the

performance of the stock market.
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Figure 5.10.2: impulse response of VAR Framework

Source: Authais Computation (2016) using\Eews 7.0
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Combined graph
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Figure 5.10.2a: combined response of impulses in a VAR Framework
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Figure 5.10.2 above shows the outcome of the impulse responseifisnisult that helps to

trace out the responsiveness of the dependent variables in the VAR shocks to each of the
vari abl es. ltés a response to Cholesky one st
the origin separates both the upper boundl lamwer bound. The blue line wiids the reaction
functionindicates a positive relationship when above the zero line, while below the line shows a
negative relationship. The figures on the horizontal axis indicate the timing into the future and

we have dcided to use ten quarters into the future. Also, the impulses above steoresponse

of the core variables while the impulse response graphs that have everything in totality can be
found in the appendix. The impulse response graph of Figure 5.10221&n#8a above shows for

both individual responses and combined responses.

In Figure 5.10.2, a positive shock of one standard deviation to value of transaction has a positive
but downward effect ongelf in the first ten quarterst was noticed that thehger the period,

the impact on itself decreased but it was never negative throughout the period. The response of
the stock market to a positive shock from government expenditure was positive in the first five
quartes although with minimal impactt becane zero intie sixth quarter and negative the

tenth quarter. This implies that fiscal policy has a minimal impact on the stock market reaction
although this effect cannot be swept under the carpet. Policies that would be made by
government should puhis into consideration. e response of the stock market to a positive
shock of one standard deviation from money supply alssnonexistent in the first quarter but
showeda positive response from the second to the tenth quarter. Thus, it can be sé¢ea tha
stock market responds in a relatively high gméude to monetary policy. Thereforéhe
monetary policy is very important to the performance of the stock market. Furthermore, it can be

seen that a positive shock of one standard deviation of valtrarefaction has a positive but
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downward trend on government expenditure fromfitse to tenth quarter. Avositive shock of

one standard deviation of government expenditure has a positive impact édirsttto the fifth
guarter bunegative to théenth quarter on itself.ticanalsobe seen that government expenditure
responded in an upward effect from a positive shock from money supply. A positive shock of
one standard deviation of value of transaction on money supply witnessed a positive but
downwardtrend from the first to the second quarter but begins to rise from the third quarter to
the tenh quarter. Tiere exist a bidirectional response between money supply and value of
transacion. Howevermoney supply responded to government expenditureiyagibnly in the

first quarter and it becanmegative from th second to the tenth quarteastly, a positive shock

of one standard deviation of money supply to itself shows a positive but downwatdririne

first two quarters but gains stabilitsom the third to the tenth quarter.

In Figure 5.10.2a, this is the impulse of all the variables in a combined graph. It can be seen that
the response of the stock market to Cholesky one standard deviation innovation was in the
upward positive part from therét quarter to the tenth quarteithough with a downward trend
recording its highest position in the second quarter. The response of government expenditure to
Cholesky one standard deviation shows a positive trend in the first five quarters and became
negative from the sixth to the tenth quarter. The response of money supply to Cholesky one
standard deviation shows a negatd@vnward trend.rterest ratealso experienced a positive
effect although it had a downward trend from the first to the tenthequariding towards zero.
Lastly, the response of exchange rate was positive but downward from the first quarter to the

eight quarter and became negative in the last two quarters.



5.10.3 VAR Granger CGausality/ Block Exogeneity Wald test

The VAR granger assality test shows the interrelationship among variables. In Table 5.10.3.1,
money supplyand interest rate granger causteck market performance individually while
government expenditure and exchamgée do not granger cause stock market individually.
However, all the variables collectively granger cause the performance of the stock market. In
Table 5.10.3.2, money supply and erdst rate granger causgovernment expenditure
individually while the other variables do not granger cause it. Collectigilyhe variables
granger causgovernment expenditure. In Table 5.10.3.3, 5.10.3.4 and 5.10.3.5, it shows that all
the variables indidually and collectively danot granger cause money supply, interest rate and
exchange rate respectively. This impliesr¢hare no interrelationships amongst all the variables

bothindividually and collectively.

Table 5.10.3.1: Dependent Variable VOT

Variables | Chi-sq df Prob
D(GEXP) 2.693833 2 0.26
D(MS) 7.699988 2 0.0213
D(INT) 6.765247 2 0.034
D(EXCH) 0.593501 2 0.742
All 19.58957 8 0.012

Source: Authors Computation (2016) usingi&ws 7.0
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Table 5.10.3.2: Dependent Variable GEXP

Variables Chi-sq Df Prob
D(VOT) 1.535595 2 0.464
D(MS) 7.919166 2 0.0191
D(INT) 5.1634 2 0.0756
D(EXCH) 0.543308 2 0.7621
All 1411325 8 0.0789

Source: Authors Computation (2016) usinyigws 7.0

Table 5.10.3.3: Dependent Variable MS

Variables Chi-sq df Prob
D(VOT) 0.638656 2 0.7266
D(GEXP) 3.11439 2 0.2107
D(INT) 2.376988 2 0.3047
D(EXCH) 3.217341 2 0.2002
All 8.427152 8 0.3929

Source: Authors Computation (2016) usinyi&ws 7.0

Table 5.10.3.4: Dependent Variable INT

Variables | Chi-sq df Prob
D(VOT) 1.199443 2 0.549
D(GEXP) 1.806125 2 0.4053
D(MS) 1.759136 2 0.415
D(EXCH) 2.408636 2 0.2999
All 8.175933 8 0.4165

Saurce: Authors Computation (2016) usingyEews 7.0
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Table 5.10.3.5: Dependent Variable EXCH

Variables Chi-sq Df Prob
D(VOT) 2.16039 2 0.3395
D(GEXP) 2.209427 2 0.3313
D(MS) 1.191918 2 0.551
D(INT) 0.188463 2 0.9101
All 8.09181 8 0.4246

Source: Athors Computation (2016) using\lews 7.0
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5.11 Endogenous Graph of the VAR Model
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Figure 5.11: Endgenous Graph of the VAR model
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In figure 5.11 above, it shows the endogenous graph of the Variables used in the VAR model.
For the value of transaoh which is a proxy for the performance of the stock market, we can see
a fall in the beginning but it changed course and begins to show an upward movement
afterwards. While for government expenditure and money supply, it shows an upward movement
but thesame cannot be said for interest rate and excheatge as intermittent swings were

noticed.

5.12 Inverse Roots of AR characteristic Polynomial

Figure 5.12 below which is the inverse roots of AR characteristic Polynomial of the VAR
framework, is a robusess test that testhe stability of the model. The test indicates that all
roots of the characteristics polynomial are inside the unit circle, therefore, the defined VAR

model is stable.

Inverse Roots of AR Characteristic Polynomial
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5.13 Synthesis of Empirical Results

The first objective of this study was to determine the effects of anticipated fiscal and monetary
policies on stock market performance. This objective was achieved using the Vector error
correction method estimation techniquEhe results show that there e)dsé positive and
significant relationship betweethe stock market in thirst quarterand third quarter withts
present performance.u® findings also showthat Anticipated fiscal policjhas anegdive and
significant relabnship with the performance of theosk marketin the long run. The
Anticipated monetary policyequally has an adversand significantrelationship with the
performance of the stock markietthe long - term The result also showed an interrelationship
between anticipated monetary and fiscal policies in the Nigeriamaoo Interest rate exhibited
negdive andsignificant relationship with stock market performatagh in the short andong

run. This is because, any change in interest rate can causalltifffor investorssuch as
fluctuating share prices, therelaffecing the profitability of firms.The echange rate has a
positive and significant relationship with the stock mapetormance in the shortin and this

supports the stock oriented thgor

The results othe variance decomposition shdhat anticipated fiscal policy and anticipated
monetary policy had some level of variation in the performance of th& stacket with
anticipated monetargolicy being of a lgher magnitude than its fisgablicy counterparwith a
value of 26 as compared with @ fiscal policy This implies that both policiesould lead to
distortions in the performance of the stock market. Likewtise,stock markehas arelative
effect on both anticipated fiscal paty and anticipated monetary policput its variation is

slightly higher for monetary policy than fiscal poligyith a value of 13.49 (CMS) and 12.08
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(CGEXP) Our findings also showed that anticipated monetary pdalicgt anticipated fiscal

policy do not acount for meh variation in theiinteraction with each other. Lastlginticipated

fiscal policy doesccount for variation in interest rate with a value of 30ahd a huge variation

in exchange rate with a value of 75.Zherefore, government shoulké&cognizance of howts

policies causes fluctuations ahe exchange rat&hile in the Block Exogeneity Wald test, the

result shows thaa unilateral relatiorftsp occurs between anticipated fiscal polagyd stock

market performanceanticipated monetarpolicy and stock market performance, interest rate

and stock market, stock market and exchange rate, anticipated fiscal policy and exchange rate

and lastly between interest rate and exchange rate

Furthermore, the second objective was to determine tleetedf unanticipated fiscal and
monetary policies on the performance of the stock market using the Vector error correction
model estimation techniqu&he findings show that the past performance of stock market has a
positive and significant effect on tipeesent performance of the stock marKéte result shows

that unantipated fiscal policy has a ptise but not significanteffect on stock met
performance. Alsathe unanticipated moraely policy has a positive but nsignificant effect on

the performance of thestock market. Interest ratend exchange ratead a negativéout not
significant impact on the performance of thgé&han stock markeAlthough, the unanticipated
fiscal and monetary policies were not significant in determiningphréomance of the stock
market,fiscal and monetary authority should still make consciougteffben making policies

becausea spillover effect from the macroeconomy couidfae ct t he st omé&e. mar ket

The variance decomposition result shows twth unanticipated fiscal policgnd unanticipated

monetary policyexplains very small distortios in the peformance of the stock market
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However, it was noticed that the stock market caused huge distortions in unanticipated fiscal
policy, unanticipated monaty policy, interest rate and exchange rate. This implies that the stock
market is more powerful when policies are unanticipated and this can lead to a spillover effect to
the whole economy. Therefore, caution should be exercised when policies are bdmg ma
without prior notice to economic agentsastly, unanticipated fiscal policy and unanticipated
monetary policy have a relative level of distortion on interest Mdte.granger causality result
showsthatunilateral relationshipexist between the stockarket and interest rate, stock market

andexchange ratand finally betweernunanticipated fiscgbolicy and exchange rate

The third objective which is to determine whether fiscal and monetary policies act as
complements or substitutes on the perforoearof the stock market used the Vector
autoregressive estimatigi'AR) technique. The resuftom the parameter estimatbowed that

fiscal and monetary policies act as complements in the performance of the stock market in
Nigeria. This is because thereiska positive and significant relationship between fiscal policy
(GEXP) and moetary policy (MS). he variane decomposition results alsshowed that
monetary policy causes huge variation in the performance oftdbk market with a value of

41.1, while fiscal policy has a very minimal effect on distortions in the stock market. The result
showed an interaction between monetary policy andlf{golicy with a value of 41.2.tlwas
noticed that the stock market causes a significant level of variatiosaal fpolicy, monetary
policy and exchange rate. From the impulse response graph, a positive but minimal response of
the stock market was no#id for a shock of fiscal policy, ile, a positive and increasing
response was seen in the stock market fronmaeksof monetary policy.d the interaction
between fiscal policy and monetary policy, a positive and increasing trend was noticed from the

fiscal policy as a result of a shock of monetary pohelile a positive but decreasing trend was
16C



noticed in monetaryolicy as a result of a shock of fiscal policy. Lastly, there exist unilateral
relationship betweemnonetary policy and the stock market, interest rate and stock market,

monetary policy and fiscal policy and interest rate and fiscal policy.

In conclusionthe findings show that the immediate past performance of the stock market has an
impact on the present performanddis finding isin line with the study carried out by Ogbulu

and Uruakpa (2011) which says that owfeefs from stock prices explapreset performance.

Aliyu (2012) posits that anticipated monetary policy does not exert any effect on stock marke
returns which is not in keepingith our own findings which says that anticipated monetary
policy has an adverse effect on stock magkerformamce. Our results showhat anticipated
monetary pbcy explains a significanproportion of stock returns variability which supports the
finding of Obonye and Jonah (2011) which states that monetdigy pexplains a relative
proportion of stock returns viability. The study showed that variationstock performance had

a significant impactrom its own shocks and this was also the same for the study done by
Ogbulu and Uruakpa (2011) which says that own shocks from stock prices are the dominant

source ofvariation.

Furthermore, results shoa negéive relationshipexists between anticipated fiscal policy and
stock market performance which was in line with the study dor@dajyhon and Oriakhi (2013)
which found that negative relationships exist betwearafipolicy and stock market returns and

the findings of Agnello and Sousa (2011) that fiscal policy leads to crowding out effect and that
there is an immediate temporary negative response of stock market @erterto fiscal policy
shocks. However, therdings go against those# ( Kausik and Kyojun 2001; Bekhet and

Othman 2012) which says that fiscal policy are important for the smoatictioning of the
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stock market.Our result also supports the findings ofChaiporn et al 2011; Chen 2007;
Stefang 2002) which reported that monetary policy announcements have a negative effect on
stock prices and the findings of loannidis and Kontonikas (2008) which states that monetary
policy shifts have significant negative effect on stock returns. While Jose@ss®n (2003) are

of the view that fiscal and monetary policies are important sources of stock return variability,
loannis et al (2001) says the interaction between the two policies is very important for stock
market development. Kausik and Kyojun (20@bkits that the role of government in terms of
fiscal and monetary policies is important for the smooth functioning of the stock market. Evans

and Murinde (1995) found that anticipated policy actions affect stock prices.

The result shows that unanticipatiescal policy exhibited a positive but ngignificant effect on

stock market performae¢ this was the same for unanticipated monetary pdieyausea
positive but not significant relationshiypas noticedThis simply means that both unanticipated
fiscal and monetary policies do not have any effect on the performance of the stock market. This
is in line with the Ricardiakquivalenceheory which says that irrespective of whatever policies
that are being made, it is redundant and has no effect on trmy or the stock market as
expected.The findings of Rossanto et al (2012) and KarlendeBai2001) opposesur view

when they found a negative interaction between fiscal policy shocks and stock market and
positive stock response to monetary policy &ispand where unanticipated monetary policy had

a positive effect oistock market. Whilehefindings of ( Chen, 2007; Stefan@002) found that
monetary shock strongly lowers stock returns and that monetary shock has a negative and
transitory effect on teck returns whichalso d@s not support our findingsThe variance

decomposition result shows thainanticipatediscal andmonetary policie®xplain a relatively



small proportion of stock returns variability (corroborates thdifigs of Obonye and Joma

(201).
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CHAPTER SIX

SUMMARY, POLICY RECOMMENDATION AND CONCLUSION
This chapter provides a general summary and conclusion for the study, as well as
recommendations for policy analysis and further studies. At the end of the chiaptations of

this study argrovided.

6.1 Summary of Findings

In this study, an attempt is made to investigate the comparative impact of fiscal policy and
monetary policyon stock market performance in tNegerian economy. The study also attempts

to determinewhether fiscalpolicy and monetary policy aets complements or substitutes for

stock market performance in the Nigerian economy. An attempt was made to establish the effect
of anticipated and unanticipated fiscal policy and monetary policy on stock nparetmance

in Nigeria using the Vector Error correction model (VECM) for the first two objectives while

the Vector Autoregressive model (VAR) was used for the last objective. The Nigerian economy
was focused on because limited study was found for dewelceconomies. A theoretical and
empirical analysis was also undertaken to explain the relationship between the fiscal policy,
monetary policy, exchange rate, interest rate and stock market performance. The study uses

guarterly data covering the periodd92012. The major findings of the study are as follows:

i. In the first place, the study revealed that the past performance of stock market has a
significant effect on the present performancestufck market in Nigeria. Aicipated
fiscal policy and anticiged monetary policyalso exhibita negative effect on stock

market performance in Nigeria
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The study equallyevealed that anticipated monetgquglicy causes more Mvation than
anticipated fiscapdlicy in the performance of the stock markanticipated monetary
policy explains very minimal distortion in anticipated fiscal policy. The same also is the
same for anticipated fiscal policy and anticipated monetary pdiigyanticipated fiscal
policy is of a higher magnitudérhe Nigerian stock market causesore variation on
anticipated monetary policthan anticipated fiscal policyihe anticipated fiscal policy

explains highvariations inexchange rate.

There exiss granger causality betweeanticipated fiscal policyand stock market,
anticipated monetgr policy and stock market, interest rate and stock market, stock
market and exchange rasmticipated fiscal policendexchange rate andstly, interest

rate and exchange rate.

Furthermore, theralysis of the second objective showat unanticipagd fiscal policy
exhibits a pogive but not significaneffect on stock m&et performance in Nigerjand
unanticipated monetary policy had a positiug no significantrelationship with stock

market performance wtt is in line withthe Ricardian theory

The study also reealed that unanticipated monetgoplicy and unanticipated fiscal
policy have very minimal variation astock market performance. However, the Nigerian
stock markecauses hugeariation in unanticipated fisc@blicy, unanticipated monary
policy, interest rate and exchange ratanticipated fiscal policyand unanticipated

monetary policy hee a relative levebf variationon interest rate
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Vil.

viii.

Lastly, there existgranger causality betwestock market and interest rate, stock market

ard exchange rate and lastly, unanticipated fiscal policy and exchange rate.

In the third objectivethe study revealed that fisgablicy and monetary policy acts
complements to stock market performance in Nigeria. This is as a result of the positive

andsignificantrelationship between government expenditure and money supply.

Money supplyalsoexplains a relative large percagein variations in money supply and

the impulse response shows the interrelationship between the two variables.

Lastly, moneysupply granger causegvernment expenditure. These resshew that
there exist interactions between the two policy making institutions. This implies that both
fiscal policy and monetary polic should be coordinatedn order to see better

improvement irstock market performance in Nigeria.

In conclusion, the results indicate that in order to be successful in conducting policy, which

creates a climate that allows for growth and stability, fiscal and monetary authorities must be

fully aware of the timing ah effect of their policies on the economy and the stock market. The

study has also highlighted the importance of the monetary policy, fiscal policy on the stock

market and the mechanismsdugh which both policies affethe stock market. Though it was

observed that several economic researches have been done in the past, and several non

governmental intervention theories have been supported. However, it has been seen over time

that government assistance is sought when an economy is facing a crisis. ifleuis, & an

emerging economy cannot regulate its market itself without government intervention. Therefore,

it can be concluded that monetary and fiscalquesi have significant influeneen Nigeria stock
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market, but neither of them could exert their soéxclusively. Policies interact with each other

and the combination puts forward a positive performance of the stock market.

6.2 Policylmplications

There are a number of policy lessons from thdystiihese include the following

Past performance of stocmarket influence present performance of stock market
therefore, it issuggested that the regulatory body of the Nigerian stock market should put
in place rules that would guide the affairs and performance of the Nigerian stock market.
This is to ensuréhat both domestic and foreign investorsudobe encouraged to invest

in the Nigerian stock markethereby boostingts overall performance and le&al the
overall growth of the Nigerian economy. Other possible reasons for the downward effect
of the sto& market on itself could be due to imperfections within the market itself. These
coud be concentration of tradingnoa few firms, low market liquidity and other
weaknesses in the institutional framework which decrease the efficiency of the market's
allocaion of investment resources. These factors, in addition to the high costs associated
with the raising of equity publicly, such as advertising, legal and accounting fees also
inhibit the growth of the stock market and its effectiveness as a channel fogssav
Improvements in the overall efficiency of the stock market thus require a deepening of
the market and a further reduction in existing operational inefficiencies.

Economic reforms must target macroeconomic stability, removal of structural distortions
and creation of busineggendly environment to enhance domestic production capacity.

Anti- inflationary policy like norexpansionary monetary and fiscal policies as well as



inflation-adjusted interest rate policy should be pursued to attract foreigstanyeand
discourage capital flight in the country.

Furthermore, the longun impact of macroeconomic policy on capital formation through
the stock market may be limited which may be because of inconsistency in- macro
economic policy over the period and shias not been able to foster a stable environment
conducive to the development of the equity market. Government's economic policy

pronouncements and the achievement of its economic targets send signals to stock market

Vi.

participants. Therefore, stable andnsistent policies are necessary to engender

credibility and to aid policy in achieving its desired outcome.

Due to the fact that both anticipated policies hsigmificanteffect on the performance
of the stock market, it is therefore a necessity fdah figcal and monetary authorities to
take into account the counteffect these policies would have on the performance of the
stock market, pending the economic goal they are trying to acHibeeefore, the effects
of their policies on the stock marlstould not be overlooked no matter the magnitude.
Government, in the course of announcing policies should cortbielstock marét, as it
can be seen that such anticipated poli@ghibit negéive spillover to the stock market
so that they dmot haveopposng effect orthe goal of the Centraldhk.To achieve this
in a more effective wayregulatory agencies andather operational structures in the
economyshould work together.

Since stable and sustainable stock price leads exchange rates, policy shakdaisbe
cautious in implementing stock market regulagmiicies as they hava long term

implication on macro variableshére isalso theneed to address the decay in the critical
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infrastructureas this will reduce the cost of funds, operating dost,c r ease f i r ms o6
and stabilize stock prices which will in turn attract foreign investors and sustain the
momentum for growth.

vii.  Lastly, to accelerate the growth of the stock market and the economy in Nigeria, both
monetary and fiscal policgeshould b coordinatedo ensure a positive performance in
the Nigerian stock market. Inviess instocks inNigeria should take cognizance of fiscal
and monetary policiésaction in their decision making process as it has important
financial implications. Governnmé must synchronize its policy actions with activities in
the stock marketand this is critical as it has been established that stock market changes

has varied implications for the economy in general.

6.3 Conclusion

In spite of the impressive growth inetperformance of the Nigerian economy and the stock
market before the global financial crisis, the country is still faced with serious-eom@mic
challenges at all levels of government, corporate and financial institutions. Thererésore

the ned to link the growth attained with good economic policies as well as the capacity to
implement those policies in order to translate into better performance of the stock market which
would hereby have spillover effects to the macro economy as a whole.iTbuder to improve

the stock market, authoritishould pay more attention to its performanoeorder to curtail its
downward trend as was experienced in the 1930 during the recession before the postulations
made by Keynes solved the problem, 8dhe Nigerian case, both policy instruments should be

used complementarily to see an improvement in the stock market.



6.4  Area of Future Research and Limitation of the $udy

This study which is to findhe effects of anticipated and unanticipated fiscal arwhetary
policies on the Nigerian stock market is not exhaustive. This is because the study can be further
researched in several ways. It can be done using other estimation techniques, other variables to
capture fiscal and monetary policy, the years thedion can be extended and it can be further
researched by including other countries either in West Africa oiSahlaran Africa.

The study looked at the impact of anticipated and unpatied fiscal and monetary policies

stock marketperformance. he results we got arbased on the methods of estimating the
anticipated and unantia@ped components of the policiggywever, if the methods of measure is
different, these findings might not necessarily be the same to the one we have obtained.
Although,the methods we used asedely acepted in literature, thistudy has not beefound in

the existing literaturen Nigeria. Thus,it was difficult getting literature on anticipated and
unanticipated effects in the Nigerian contéxdstly, significant ressrch needs to be done in this

area to provide more data for use in the analysis of both fiscal and monetary policies.

17C



BIBLIOGRAPHY

Abakah E.J & Poku F.A (2016), Budget deficits and stock market returns: Evilenc&hana.
Journal of finance aheconomics, Vol. 4, No.4, 2016, pp 11387.

Abaenewo Z.C & Ndugbu M.O (2012), Analysis of the effect of monetary policy development
on equity prices in Nigeria. West African journal of industrial and academic research,
Vol.5, No.1, 2012.

Adaramola A.O (202), Exchange rate volatility and stock market behaviour: The Nigerian
experience. European journal of business and management. ISSN2&22Vol 4,
No.5.

Afonso, A. & Sousa, R.M. (2009), Fiscal policy, housing and stock pritesking Paper Series
990 European Central BankSSN 1728806.

Afonso, A., & Sousa, R. M., (2011). What are the effects of fiscal policy on asset markets?
Economic Modelin@8, 18711890

Aghion, P. A. &Howitt, P. A.(1998). Endogenous growth theory. MIT press.

Agnello. L, & Sousa, R.M (2010), Fiscal policy and asset pribBBBE Working Paper, Vol 25.

Aigheyisi .0.S, &Edore J.O (2014)Do government expenditure and debt affect stock market
development in Nigeria? An Empirical Investigatidtesearch Journal of Finance and
Accounting, ISSN 2222697 (Paper) ISSN 2222847 (Online)Vol.5, No.20, 2014

Ajie H.A. & Nenbee S.G. (2010), An Econometric Analysis of Monetary Policy and Stock Prices
in Nigeria: 19862008. International journal of economic development research and
investrrent, Vol.1, No 1, April 2010.

Aliyu S.U (2011), Reactions of stock market to monetary policy shocks during the global
financial crisis: the Nigerian case. MPRA Paper No. 35581.

Al-Jafari, M. K.,Salameh, R.M., 8Habbash, M.R(2011), Investigating the redaghip between
stock market returns and macroeconomic variables: Evidence from Developed and
Emerging Markets. International Research Journal of Finance and Economics, Issue 79,
pp6-30.

171



Alesina. A, Silvia. A, Robertd? & Fabi o. S (200p)yofodBi asadl|l | polkst

American Economic review, 92 (3): 5BB9.

Alvan E.I & Ahmad .H (2008), The comparative performance of African stock markets;
Nominal, Real and U.S. Dollar Returns. International journal of business, 13(3). ISSN:
10834346.

Amadau, D.E (2012), Interest rate, inflation rate and exchange rate influence on the Nigerian
stock market index: An international journal of arts and humanities Bahir Dar, Ethiopia.
Vol. 1 (3). ISSN: 22256452.

Andruanaivo M &Yartey C.A (2009), Understandirthe growth of African financial markets.
International monetary fund wp/09/182.

Anghelache G.C, Jakova S & Oanea D.C (2016), Fiscal policy and capital market performance:
Evidence from EU countries from central and eastern Europe. International journal of
academic research in Accounting, finance and management sciences, Vol.6, No.2, 2016,
pp 3443.

Anyanwu J.C. (1998), stock market development and Nigerian economic growth. Nigerian
Financial Review, 7(2);43.

Aye, G.C., Balcilar, M., &upta, R.: Long ahshort run relationships between house and stock
prices in south Africa, a nonparametric approach. Journal of housing research.

Babak, M, Navid. B, Shahriag,& Roza.K (2012)An Empirical Study of Relationship between
Monetary Policy and Stock Market fi@rmance in MalaysiaAustralian Journal of Basic
and Applied Sciences, Vol 6, No. 12, pp-148, ISSN 1998178.

Bailey K (2001), Macroeconomic fluctuations, economic policy and the Jamaican stock market.
Social and economic studies, Vol. 50, No. %,cegemonetary studies issue (Central
banking in the carribean in theS2Century), pp 17207.

Bekhet A.H &Othman (2012), Examining the role of fiscal policy in Malaysian stock market.
Internatioanl business research, Vol. 5, No. 12, ISSN:-D9132.

Bemanke.B, & K . Kuttner (2005). What explains the st
policy?Journal of Finance, Vol 60, No. 3, pp 122257.

Bjornland, H. C. &Leitemo, K (2009). Identifying the interdependence between US monetary
policy and the ®ck marketJournal of Monetary Economic¥ol 56, No. 2, pp 27382

172



Bohl, M.D., P.L. &Werner, T. (2007), Do central banks react to the stock market?: The case of
the Bundesbank. Journal of Banking and Finance, 31: pp339

Branson, W. Hoe¢@aA8m/m)c ntlater mi nants of Re al E
Herring (eds)Managingforeign Exchange Risk&@ambridge University Press,M.A.

Buchanan M.J (1976), Perceived wealth in bonds and social security: A comment. Journal of
political economy, Vol 82, 337342.

Capital market authority (2010), A comparative analysis of the Performance of African srock

markets for the period 20a809, Vol Il. Research policy analysis and planning
department.

Capital market Bulletin 2013

Caporale, G.M., N. Pittis &N. Spagnol o (2002) , “n-Variance: Arg  f or

Application t o t Hmeern&ianal tlourAasdf RnancévBaBcdnentiés O ,
(3), pp. 235245

Chairporn. V &Yaowaluk .T (2011): The impact of monetary policy decisions on stock returns:
Evidence from Thailand. Journal of international financial markets, institutions and
money, Vol.22, Issue 3, pp 48D7.

Chakradhara P (2014), Do interest rates matter for stock prices? Economic and political weekly,
Vol. 43, No. 17, pp 1071.15.

Chen, N.F, RbR & Ross S.A (1986), Economic forces and the stock market. Journal of
Business, Volume 59, PP 3883.

Chen S (2007), Does monetary policy have asymmetric effects on stock returns? Journal of
money, credit and banking, Vol 39, Ne32

Chen.C & Minghong (2013), A financial crisis study: how fiscal and monetary policy affects the
stock market returns considering the specific countries. NEKP 02.

Chude, N.P & Chude D.I (2013), Effect of money supply on the stock market returns in Nigeria.
Journal of busiess and organizational development. Vol 5, No 2.

Conover. QM, Jensen. G.R, Johnson. R.RMercer. J.M (2005), Is Fed policy still relevant for
investors? Financial Analysts journal, Vol.61, No.1, pp/90

173



Courage M, Andrew M &Kin S (2013), effects of ehange rate volatility on the stock market:
A case study of South Africa. Mediterianean Journal of social sciences, MCSER
Publishing, Vol 4, No 14.

Cukierman A. (1984), Reviewed work; Essays in economics: Theory and policy by James Tobin.
Journal of moneyredit and banking, Vol.16, No.4, pp 5583.

Darrat A.F (1990), The impact of federal debt upon stock prices in the united states. Journal of
post Keynesian economics, Vol. 12, No. 3, pp385.

David D (2002), The interaction between monetary and figakties. Canadian public policy,
Vol 28, No 2, pp18201.

Dewan M (2013), An econometric analysis of the impact of monetary policy on stock market
performance in Bangladesh. World review of business research, Vol 3, No 328p 16

Dilek L & Elcin A(2014, Granger causality relation between interest rates and stock markets:
Evidence from emerging markets. European journal of business and social sciences,
Vol.2, No 10, pp 63/3.

Dimitrova D (2005), The relationship between exchange rates and stock pgticgigd in a
multivariate model. Issues in political economy, Vol. 14, August 2005.

Dornbusch, & Fi scher, S (1980), AExcha®MBgRVoIRI@¢(5 s and
pp 966971.

Durham, J. B. (2003). Monetary policy and stock prices ret&imancial Analysts Journal, Vol
59, No.4, pp 2@35.

Ehrmann, M. &M. Fratzscher (2004). Taking stock: Monetary policy transmission to equity
markets. European Central Bank, Working Paper Series 354.

Emenuga C.A (1994), Systematic factors and returns oniejuit the nigerian securities
market: PhD Thesis, University of Ibadan.

Evans D &Murinde V (1995), The impact of monetary and fiscal policy actions on the stock
market in Singapore. Savings and development, Vol 19, No 3, pp2R7

Eze S.0(2008), The #ect of monetary policy on stock market performance in Nigeria. JEL
Classification: E44, E52, G11, G18.

174



Faiza S Yasir M, Farhan S, Kamran A. &aba S (2012), Budget deficit and stock prices:
Evidence from Pakistan and india. Interdisciplinary journataftemporary research in
business, Vol.4, No. 5.

Fama E. (1965), The behavior of stock prices: Journal of business, Vol. 38.1.

Fama, E(1970), "Efficient Capital Markets: A Review of Theory and Empirical Wodkgrnal
of Finance Vol 25pp 383417.

FamaE. (1977), Asset returns and inflatiodournal of monetary economics, Vol 13, pp 327
348.

Fama, E& French, K.R (1989), Business conditions and expected returns on stocks and bonds.
Journal of Financial Economics, 25, pp43.

Feldstein M. (1976), Perceed wealth in bonds and social security: A comment. Journal of
political economy, Vol. 84.2, pp 3336.

Foo Z.T (2009), Impact of interest rate and exchange rate on the stock market index in Malaysia:
A cointegration analysis. A project report for a reastthesis in university sains
Malaysia.

Francesco .G2004), European Central Bank and Federal Reserve USA: monetécy effects
on the returns volatility of the Italian Stobkarket Index Mibtel.

Frankel , J. (1983) AMoneltsargf albxc hlPaorrg e oRatoe B2
In: Bhandari J. Putnam B. (edsBconomic Interdependence and Flexible Exchange
Rateg(Cambridge, M.A. MIT Press) pp 8414

Furlanetto F (2004), Does monetary policy react to stock prices? Some international evidence.
JEL Classification: E44, E52, E58.

Garcia. R &Schaller. H (2006), Are the effects of monetary policy asymmetric? Academic

journal article.

Goodness C, Mehmet B, Rangan G, Charl J, Stephe& Meynel A (2012), Fiscal Policy
Shocks and the Dynamics of #et Prices: The South African Experience. University of
PretoriaDepartment of Economics Working Paper Series

Gowriah. S, Boopen. S, Lamport. M &eetah. K (2014), The effects of monetary and fiscal
policies on the stock exchange: Evidence from an islaxthamy. The business and

management review, Vol 4, No.4.

17¢



Granger, C.W., B. Huang & . Yang (2000) , AA Bivariate Caus
Exchange Rates: Evi de mMuaeterly Revieaw ofFEecacenitd andA s i a n
Finance vol. 40, pp. 33i7354.

Gregoriou, A. Kontonikas, A. Macdonalds, B, Montagnoli, A. (2009), Monetary Policy
Shocks and Stock Returns: Evidence from the British Market.

Greenwald B & Stiglitz J.E (1988), Examining alternative macroeconomic theories. Brooklyn
papers on econamactivity, Vol 1, pp 207270.

Hafedh B, Badye O &ormandin M (2010), Stock returns and monetary policy; Are there any
ties? JEL Classification; C32, E44, E52, G12.

Handoyo R, Mansor J &zlan S (2013), The impact of moaey and fiscal policy shock on
Indonesian stock market. School of economics, University Kebangsaan Malaysia. ISSN:
2231:962X.

Harold Ngalawa (2009), Dynamic effects of monetary shocks in Malawi. Paper presented at the
14" Annual Conference of the African econometric Societ,08 July 2009, Abuja,

Nigeria.

Herskowitz D.S (1970), Fiscal policy, the quantity of money and the stock market. Financial
analystsgurnal, Vol 26, No 2, pp 382.

https:// en.m. Wikipedia.org, Interaction between monetary and fiscal policies

Horngren L (1995), Moetary policy in theory and practice. Quarterly review 1995:3, Sveriges
Riksbank.

loannis.C, David.D, & George.F. (2011),Stock Market Response to Monetary and Fiscal
Policy Shocks: MulttCountry EvidencelJEL: C32, G15, E44, E52, E62, H50

loannidis C.& Kontonikas A. (2007), The impact of monetary policy on stock pritms;nal of
Policy Modeling Vol 30, pp 3353.

Ime T.A & Queensley C (2014), Impact of interest rates on stock pricesnalyse of the all
share index. International journal of fin@and accounting, Vol. 3, No (2), pp-261.

Jorion, P. (1991), The pricing of Exchange Ra
and Quantitative Analysis, 26:3@&36.

Jose T &Rossen V (2003), Fiscal policy and asset returns. A presentatithe teociety for

economic dynamics conference 2003.

17¢



Jose M.G (2010 Monetary andFiscal policy Interactions during the Financial Crisié

presentation to thEuropean Central Bank 2010.

Jansen D.W, Zijun W &Jian Y (2007), Fiscal policy and asset maskeék semi parametric
analysis. JEL Classification; C32, E44, E52, G12.

Jinho .J(2001), The Dynamics of Korean Stock Market in Response to Fiscal and Monetary
Shocks around Foreign Currency Crisis

Jordi .G. & Luca .G. (2013). The effects of monetary pglion stock market bubble. An
International Journal of Arts and Humanities, Bahir Dar, Ethiopia. Vol. 1 (3), August,
2012:357366.

Jose T, Rossen V (2001), The neglected effects of fiscal policy on stock and bond returns
Economics department, University @&lifornia, Los Angeles.

Jose M.G (2010), Monetaray and fiscal policy interactions during the financial crisis. Speech
madeby Jose Minuel GonzalezParamo, member of the executive board of the ECB
Madrid, 2010.

Joshi P & Giri A (2015), Fiscal deficitsnd stock prices in India: Empirical evidence.
International journal of financial statistics, Vol.3, pp 38130.

Kausik.C & Kyojun. Koo (2001), Volatility of stock returns. Economic and political weekily,
Vol.36, Issue No0.40.

Koh T & Maysami R (1997), A cotegration analysis of the impact of economic forces and
global market integration on the singapore stock market. Nanyang Business school,
Nanyang Technological university, Nanyang avenue, Singapore.

Kongantin K, Montagnoli A, Napolitano (& Siliverstovs B (2008), Assessing the Impact of
the ECB's Monetary Policy on the Stock Markets: A Sectoral View. No.213.

Kontonikas. A, MacDonald. R &aggu. A (2010), Stock market reaction to fed funds rate
surprisesState dependence and the financial crisi. SIRS Discussion papers.

Laopodis, N. T. (2006), Dynamic interactions among the stock market, federal funds rate,
inflation, and economic activityrhe Financial Review, Vol 30, pp 5535

Liew, V.K (2004), whichlag length selection criteria should we employ? Economics Bulletin,
Vol.3, No.33, pp 19.



Liya W. (2010), The effect of government policy on chinas stock market. A dissertation of the
university of St. Gallen, Graduate school of business administrationpexcs, law and
social sciences.

Mountford, A., & Uhlig, H., (2009). What are the effects of fiscal policy shocks@rnal of
Applied Econometrics V@4, pp 960992.

Michael C.B, Robert F.C, Yu K& Susan M.L (2010), Stock Market Performance, the exahang
rate and the brazillian economy. Research in applied economics, Macrothink institute,
ISSN 19485433, vol. 2, No 2, E3.

Michael K, Douglas L, Dirk M, &Susanna M (2010)The Global Integrated Monetary and
Fiscal Model (GIMF)1 Theoretical Structure. Inteational Monetary fund working
paper, Vol 10, No.34.

Mihasonirinia A. & Yartey C (2009); Understanding the growth of African Financial markets;
International monetary fund working paper, wp/09/182.

Mishkin F.S (2001), The Transmission Mechanism and thie BbAsset Prices in Monetary
Policy NBER Working Paper No. 8617.

Moore H. (1962), Stock prices and the business cycle: Journal of portfolio management spring
1975, Vol. 1, pp 5%4.

Naoyuki Y, Farhad T.H, Ali H &hmad D.P (2014): Response of stock mtgke monetary
policy. An Asian stock market perspective. ADBI working paper series 497.

Nigerian Stock Exchange yearly and quarterly Bulletin 2007, 2008.

Nwidobe B.M (2014), The random walk theory: An empirical test in the Nigerian capital market.
Asian Economic and Financial Review, 2014, Vol 4. 12. Pp 183488.

Obonye G &Jonah B(2011),Monetary Policy Shocks and Stock Returns Reactions: Evidence
from Botswana.

Ogbulu M.O &Uruakpa C.P (2011), Monetary polcy and stock prices in nigeria, A cointagratio
and error correction approach. ABSU Journal of arts, management, education, law and
social sciences, Voll.1, pp@5.

Okoli M.N (2012), Returnvolatility interactions in the Nigerian stock market. Asian economic

and financial review. Asian economic asatial society, Vol. 2, No.2, pp 3&99.

17¢€



Okoli M.N (2012), Setimating the effects of exchange and interest rates on stock market in
Nigeria. African Journal online, Vol.17, No.1.

Okpara C.G (2010), Monetary Policy and Stock Market Returns: Evidence figaeridN J
Economics, Vol 1, No. 1, pp 141.

Okpara C.G& Odionye C.J (2012), Analysis of the relationship between exchange rate and stock
prices. Evidence from Nigeria. International journal of current research, Vol. 4, issue 03,
ppl75183. ISSN: 097833X.

Olowe R.A (2007), The relationship between stock prices and macroeconomic factors in the
Nigerian stock market. African review of money finance and banking, {4879

Ogbulu M.O & Uruakpa C.P (2011), Monetary Policy and Stock Prices in Nigeria: A
cointeggration and error correction approach. ABSU journal of Arts, Management,
Education, Law and Social Sciences (jamelss) Vol 1.1 (20118560

Osahon O.& Oriakhi D.E (2013), Fiscal Deficits and Stock Prices in Nigeria: An Empirical
Evidence. JEL Classifit@n: H62, H68, G10.

Osamwonyi I.O &Osagie E.l (2012), The relationship between macroeconomic variables and
stock market index in Nigeria. J Economics, 3(1}635JEL Classification: E44, G12.

Osisanwo B.G & Atanda A.A (2012), Determinants of stock mtarkturns in Nigeria: A time
series analysis. African journal of scientific research, Vol. 9.1, 2012.

Paul H.C (2002), Stock prices: Random Versus Systematic Changes. EBSCO Publishing.

Pallegedara A (2012), Dynamic relationships between stock marketrparfce and short term
interest. Empirical evidence from Sri Lanka. MPRA paper, No 40773.

Phylaktis K & Ravazzola F (2001), Stock prices and exchange rate dynamics. JEL Classification:
F21, F31, F36.

Rafael .R.& Ivan .Z. (2010), The use of SVAR analysis determining the effects of fiscal
shocks in Croatia. JEL: E62, H30, H150.

Ramgan G, Charl J& Kanyane M(2013); A time varying approach to analyzing fiscal policy
and asset prices in south AfricéVorking papers 201303, University of Pretoria,
Departmehof Economics



Ram, R. (1986). Government Size and Economic Growth: A New Framework and Some
Evidence from Cross Section and Time Series Ddta.American Economic Review, 76,
191-203.

Ramos, X & Roc&bagales, O. (2008), Long term effects of fiscal polin the size and
distribution of the pie in the UKEiscal Studies, 29 (3), pp. 3&11.

Ravn. M & Sola. Martin (2004), Asymmetric effects of monetary policy in the united states.
Econpapers review, 2004, IssuepSpp 4160.

Richards N, Simpson J &vars J (2009), The interaction between exchange rates and stock
price: An Australian Context. International journal of economics and finance, Vol 1, No
1.

Rigobon, R, &Sack.B (2003). Measuring the reaction of monetary policy to the stock market.
Quarterly durnal of Economics, Vol 118, No.2, pp 68%0.

Rigobon, R., &Sack .B(2004), The impact of monetary policy on asset pridesirnal of
Monetary Economics, Vol 51, pp 158375

RossantoD, Mansor. J &Mohd. A (2012), Impact of monetary policy and fisgallicy on
Indonesian stock market. Expert journal of economics, Vol. 3, Issue 2, pl2613

Sachs J. D (1979), Wages, profits and macroeconomic adjustment: A comparative study.
Brroklyn paper on economic activity, Vol 2, 1979.

Samuel A, Zhao X &Attamills E (2012), Impact of macroeconomic policies on the Ghana stock
exchange: A cointegration Analysis. International business research, Vol. 6, No. 3. ISSN
19139012.

Sargent T.J (2008), Rational expectation. The concise encyclopaedia of economics. www.
Econlib.org.

Sayyed MZ (2012, Evaluating the Effects of Monetary Policy Shocks on GCC Countries

Securities and Exchange Commission yearly Reports

Senbet, L 2008) , AAfrican stock mar ket so ldlavel Afri czc
seminar organized bthe IMF Institute in collaboration with the Joint Africa Institute
(Tunisi Tunisia, March 45, 2008)

18C



Sergio S(2012), Temporary and Persistent Fiscal Policy Shotke Graduate Institute of
International and Development Studies (IHEIDEL Classificabn NumbersC10, E43,
F42, F62, H68.

Smith L.H (1990), Stock prices behavior in the American economy. American economic review.
Proceedings 71, pp 4430.

Sneeney A. & Warga .R (1986), Stock returns, interest rate and the direction of causalig}l. Journ
of finance, Vol. 35, pp 1073103.

Stefano N (2002), Monetary policy and stock prices; Theory and Evidence. JEL Classification: E
44, E52, G14.

Terfa, A.M (2009), Stock market reaction to selected macroeconomic variables in the Nigerian
economy. CBN Jourhaf Applied Statistics, Vol. 2, No.1.

ThorbeckeW (1997)i On St ock Mar ket Returns and Monetar
52, No. 2, pp 63554.

Tobin J. (1969), A general equilibrium approach to monetary policy. Journal of money, credit
and bankig, Vol 1, pp 1529, 1969.

Troy D & Leeper E (2009), Monetaifyscal policy interactions and fiscal stimulus. RWR1®
JEL Nos; E31, E52, E6, E62.

Udegbunam R.& Eriki P.O. (2001), Inflation and Stock Price Behaviour: Evidence From the
Nigerian Stock Maket. Journal of financial management and analysis, XX(14) {1). 1

Umoru D & Asekome M.O (2013), Stock prices and exchange rate variability in Nigeria:
Econometrics analysis of the Evidence. European scientific journal, Vol 9, No. 25, ISSN
1857%7431.

United Nations Development Programme (UNDP): African Stock Markets Hand20@8k

United Nations Development Programme (UNDA&fyican Stock Markets Hand bo&004

Unro L (2004), U.S Asset returns and fiscal policy: New empirical investigation. Quarterly
journal of business and economics, Vol. 43, No. %. P31

Valerie A.R (2009), Identifying government spending shocks: its all in the timing. Working
paper 15464, http;//www.nber.org/papers.

181



Van Aarle, B., Garretsen, H., Bl. Gobbin (2003). Monetary and fecpolicy transmission in
the EureArea: Evidence from a structural VAR analysis. Journal of Economics and
Business, Vol 55, No. 5, pp 6@38.

Vance. V.H &Lawrence D.S (1988), Federal deficits and the stock market. Economic Review.

Vafa .M, & Matin .A. (2011), The impact of policy shocks on financial structure: Empirical
results from Japan. MPRA paper N0.39185.

Wright F.J (1976), Monetary policy and the stock market: is there a direct lin&drl analyst
journal, Vol. 32, No. 3, pp 232.

www.nse.com.ngMarket Bulletin

www.sec.gov.ngCapital Market Bulletin

www.cbn.gov.ngAnnual Statistical Bulletin

Yartey, C. A. (2007), Weltlevelopd Financial Intermediary Sector Promotes Stock Market
Development: Evidence from Africdpurnal of Emerging Market Financ&ol. 6, No.
3, pp. 26989.

Yartey C.A & Adjassi C.K (2007), Stock market development in sub Saharan Africa: critical
issues and clianges, IMF Working paper 07/209

Yoshino, N, Taghizadeh, F, Hassanadeh&MArasetyo A (2014), Response of stock markets to
monetary policy: An Asian stock market perspective. ADBI working paper 497, Tokyo.

Yu H (2013), Effects of fiscal policy and moaef policy on the stock market in Poland. Open
access economies, ISSN 222799, www.mdpi.com/journal/economies.

Yu H & Chen Y (2004), Impact of macroeconomic policies and financial market performance on
output in Singapore: A VAR Approach. The journaldafveloping areas, Vol. 37, No 2,
pp 7398.

Zoli E (2005), How does fiscal policy affect monetary policy in emerging market countries?
Bank of International Settlements, Working papers, No 174.

Zubair A (2013), Causal relationship between stock market iaddxexchange rate: Evidence

from Nigeria. CBN journal of applied statistics, Vol.4, No.2.


http://www.nse.com.ng/
http://www.sec.gov.ng/
http://www.cbn.gov.ng/

Appendix

market

250

200 r_/__,/v-"'
150 /
100

50

b

1961 7

o]
Lol
[=3]
-

1969
1973
1977
1981
1985
1989
1993

[~ =
Qo O
a O O
= o~ ™~

2009

Growth of securities in the stock

Growth of securities in
the stock market

Growth of securities in the stock market
Source: CBN Statistical Bulletin (1961010)

Percentage Change in All Share Index Of the Nigerian Stock Mart 1985-2012

Source: CBN Statistical Bulletin (198912)

18¢




