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 ABSTRACT 

This study examines the relationship between financial openness, FPI and SMD in Nigeria 

for the period 1986 to 2018). The study employed the Vector Cointegration and Error 

Correction techniques (VECM) in its empirical analysis. The results from the empirical 

analysis indicate that the perceived benefits of foreign portfolio investment have not been 

realized in Nigeria. Specifically, the study reveal that financial openness does not 

significantly impact the development of the Nigerian Capital Market. Either in the short run 

and in the long run. On the other hand, while financial openness has little impact on capital 

market performance, it however has a very strong impact on capital market liquidity in 

Nigeria. Variations in market liquidity are largely explained by the level of financial openness 

in the country. Foreign portfolio investment (FPI) does not significantly impact market 

capitalization. In the short run, foreign portfolio investment (FPI) inflows significantly 

impact capital market liquidity in Nigeria. Financial openness is strongly exogenous in 

Nigeria. This implies that capital market factors do not determine the level or direction of 

financial openness in Nigeria, rather, factors beyond the market tend to determine the extent 

of financial openness in the country. Study recommends among others that, inflows of FPI 

should be controlled and based on internal developments or factors within the capital market 

such as high liquidity or structural depth of the market and not on investor-determined factors 

that are usually extraneous to the characteristics of the capital market. For instance, 

demutualization of the Nigerian stock market could imply more confidence by foreign 

investors regarding the efficiency of the market. This will help to limit rapid reversal of 

investment from the market when there are problems from outside the market.  

Keywords: Financial Openness, Foreign Portfolio Investment, Stock Market Development, 

Econometric and Statistical Methods. 
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1. INTRODUCTION

Financial openness (FO) is the readiness of any country to implement 

liberalized policies regarding business and trading with other countries in international 

trade. It often entails complete withdrawal of control and regulations by state on 

ownership of the means of production and encouragement of private sector 

participation. It shows the level of a country’s participation in the global trading system. 

Financial markets globalization leading to international financial integration of 

stock markets has positively impacted and accelerated the rate of capital markets 

development in African emerging markets and Nigeria inclusive (Olotu & Jegbefume, 

2011). These developments according to Olotu and Jegbefume (2011) were reinforced by 

the demand for long-term financing by the private sectors as well as the willingness of 

governments to provide the institutional frameworks needed for the effective and 

efficient regulation of the capital markets. Till date, pension funds administrators, 

insurance companies and investment houses remain the major players in the Nigerian 

capital market. However, their contributions are insufficient to mop-up the all needed 

liquidity for the market and investors. Hence, the need to attract other investors such 

as foreign portfolio investors (FPI) into the Nigerian domestic stock market. Even 

though that FPI is a short term investment (investment in equity shares that can easily be 

withdrawn from at any time), it has however become an integral aspect of the global 

economy over the past few decades, as well as a relevant source of fund for investment 

(Ukeje & Akpan, 2007). 

 The process by which financial openness (FO), foreign portfolio investment 

(FPI) can influence stock market development (SMD) is that they increase the 

quantum of available financial assets which help to deepen and widen trading 

activities in the stock market, as well as improve domestic financial allocative 

efficiency. This equally aligns with Obstfield (1994) view that is encourages risk 

diversification among countries in such a way that they are still able to sustain better 

returns on investments. On their part, Galindo, Schianterelli and Weiss (2007) agreed 

that both liberalization and foreign portfolio investment enhances country’s 

investment portfolio by expanding total investible instrument in the stock market, 

and in turn, addressed short falls in domestic funds available to government for 

handling issues related to development and the people’ overall standard of living.  

 Several studies like Singh (1993, 1997), Stiglitz (2000), Erol (2000), Khanna 

(2002) and Pazarhoglu and Gulay (2007) argue that openness of a nation financial 

system encourages more inflow of capital. They added that foreign portfolio 

investment unlike the FDI can encourage financial resources to flow from the more 

developed economies with low expected returns to the less developed (capital-scarce 

economies), where expected returns are high. However, the studies of Grabel (1995), 

World Bank (2001), Delice, (2002). Parthapratim (2006), Oztekin and Eratas (2009) 

concluded otherwise. In spite of the increased inflows of foreign portfolio 

investments to emerging economies of Africa, Nigeria inclusive, they are still 

characterized by so many challenges such as low per capita income, high level of 

unemployment and a consistent fall gross domestic product growth rate; which 
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ordinarily, and given enormous theoretical prepositions in this regard, foreign 

portfolio investment are expected to resolve all these. It is still not clear how financial 

openness and foreign portfolio investment can be effectively used to foster rapid 

stock market development. Hence, the need to empirically test the relationship 

between financial openness, foreign portfolio investment and stock market 

development in the Nigerian context. Therefore, the specific objectives of this study 

are to: (i) determine the relationship between financial openness and stock market 

development in Nigeria, and (ii) examine the relationship between foreign portfolio 

investment and stock market development in Nigeria.  

 The other sections of this paper is arranged as follows; in section two we 

have review of literature, section three is the methodology, section four is on data 

analysis and results, section five contains conclusion and recommendations.  

2. LITERATURE REVIEW 

2.1. CONCEPT OF FINANCIAL OPENNESS 

 Financial openness is the readiness of any country to implement liberalized 

policies regarding business and trading with other countries in international trade.  It 

often entails complete withdrawal of control and regulations by state on ownership of 

the means of production and encouragement of private sector participation. It shows 

the level of a country’s participation in the global trading system and its relationship with 

other countries of the world (Kannan, 2010). 

 Kaminsky and Schmukler (2003) see financial openness as a complete 

deregulation of a country’s financial system to global financial flows: but to Johnston 

and Sundararajan (1999), it is an operational reforms policy aimed at opening up the 

entire financial system with a view to having market-oriented system that would 

assured rapid economic growth, banking sector development and enhancement of 

quality of institutions at the end of the day (Bekaert, Harvey & Lundblad, 2011). 

2.2. CONCEPT OF FOREIGN PORTFOLIO 

 According to Baghebo and Apere (2014), foreign portfolio investment (FPI) 

Deals with movement and transfer of capital and financial assets across national 

borders. It usually happens when investors either buy shares/own substantial parts of 

the firms so established. Under foreign portfolio arrangement, capital flow between 

individuals and countries looking for highest level of returns are obtainable (ERP, 

2006; Aggarwal, Klapper & Wysocki, 2003).  

2.3. FINANCIAL OPENNESS AND STOCK MARKET 

DEVELOPMENT 

 The relationship between financial openness and stock market development 

could either be positive and negative in nature. For instance, it has the ability to 

correctly predict a country's long run economic growth, capital accumulation as well 
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as the level of productive capacity (King & Levine, 1993). It enhances rapid socio-

economic growth through efficient capital allocation (Beck & Levine, 2004).  

Financial openness of a nation has the ability to further broaden and enhance markets 

liquidity that will eventually increase profit incentives, lower costs of transaction and 

eventually minimize information costs, encourage corporate governance issue as 

well as promote efficient management of risk and portfolio diversification (Levine, 

1997; Levine & Zervos, 1998). According to the studies of McKinnon (1973), Shaw 

(1973), Fry (1997) government policies and programmes that result in financial 

repression hinders growth. Any country where the banking sector and stock markets 

operate domestically, will definitely fail to participate in the global financial 

community. However, when a country opens up its financial system to global trade 

and capital inflows, it is obvious that its financial market will further be developed. 

 The negative side of financial openness on the growth and development of 

the domestic stock market is usually based on currency crises and large financial 

booms (Kaminsky and Schmukler, 2003). Arguing along this line, Frenkel, Razin 

and Sadka (1991) and Webb (1992) submitted that political costs is a major set-back 

to financial openness in that it does not take into consideration the issue of capital 

and policy of taxation of a country. They argued that investors will invest more in 

countries with low tax rate than those in higher tax brackets. Hence, liberalizing your 

financial system suggests losing grip of major monetary policies that will in turn 

serve as a major threat to country’s sovereignty as well as a conduit for massive 

capital flight. 

2.4. FOREIGN PORTFOLIO INVESTMENT (FPI) AND STOCK 

MARKET DEVELOPMENT (SMD) 

 The relationship that exist between FPI and SMD is such that is very crucial 

which made Bekaert and Harvey (1998) to state that the current performance of a 

stock market is an important factor to attracting foreign portfolio investment in a 

country. A country's capital market is always approximately regarded as the face of 

its economy. When there is an increase in the activities of stock market, market 

integrity and confidence is guaranteed coupled with high rate of returns, foreign 

portfolio investors will be attracted to transfer their hard earned money to invest in 

the domestic market. With the coming in of the foreign investors, the domestic stock 

market activities or liquidity increases (Levine, 1997). 

 According to the studies of Bekaert and Harvey (1998), Frootetal (2001), 

Gordon and Gupta (2003), developing countries equity market returns is the most 

positive and influencing factors affecting portfolio investment, where capital flows 

were also influenced by previous returns. While the above submission aligns with 

those of Easterly, Islam and Stiglitz (2001); Culha (2006) argues that improvement 

in economic fundamentals is often observed in a country’s stock market index. 

Hence, with FPI and stock market development, inflock of more foreign investment 

will in turn strengthened banking sector (Agbloyor, Abor, Adjasi & Yawson, 2013).  
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2.5. THEORY OF FINANCIAL MARKET DEVELOPMENT 

 The use of foreign flow of capital and stock market creation eventually 

evolved into a new theory of development, which postulates that foreign investors 

should have access to “well-regulated” financial markets which would provide the 

“surest path” to economic development (World Development Report, 2000). Thus, 

firms in less developed economies should enjoy direct access to private capital from 

the more developed economies, thereby preventing these huge capital meant for 

enhancing indigenous entrepreneurial potential and the overall growth of the 

economy from getting into the hands of corrupt and dubious political leaders who do 

not mean well for the wellbeing of the people. Instead of depending on the weak 

domestic capital accumulation, equity could either be issued to foreign investor or 

borrow from them to bridge the financing deficit to effectively fast tract economic 

growth and development. Also, the price system moderate stock market activities 

and at the same time provide relevant information which eventually guides 

investment decisions of investors and managers. Thus, investors’ benefits are closely 

tied to the expected growth rates which are unachievable in developed markets where 

higher risks and high returns are involved.  

2.6. EMPIRICAL LITERATURE 

 Several studies have been carried out on the relationship between financial 

openness, foreign portfolio investment and stock market development in Nigeria and 

other parts of the globe. For example, the study of Huang (2007) on 35 emerging 

economies with respect to financial openness and financial sector development for a 

period of 28 years (1976 to 2003), generally indicate that financial openness 

positively affect stock markets development. 

 Pham (2010) employs the Pedroni co-integration technique to analyse 29 

Countries from Asian Continent for 15 years (1994 to 2008) and; the empirical 

results revealed that trade openness causally impact financial development, vice 

versa. The study of Osinubi and Amaghionyeodiwe (2010) empirically investigate 

the same relationship in the Nigeria context for a period of 36 years (1970 to 2005). 

The results from the analysis revealed that economic growth was significantly 

impacted by FPI and DIG in Nigeria. In another related study, Ajao (2012) 

empirically investigated the nexus between foreign capital flows, financial 

openness and stock market development in Nigeria for the period 1981 to 

2009. The study established that stock market development is highly 

influenced by foreign capital flows and financial openness. However, mixed 

finding was established between net capital flows, financial openness and 

stock market development   

 Alajekwu, Ezeabasili and Nzotta (2013) study in Nigeria using the 

cointegration econometric analysis established strong positive link between trade 

openness and market developments; but proved otherwise with respect to economic 

growth.  
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Oluwole (2014) examines the hypothesized relationship between 

globalization and stock market growth in Nigeria. Using the OLS, the empirical 

results reveal that globalization through trade openness/liberalization and financial 

integration significantly and positively influence SMD in Nigeria.  

In the Nigeria context, Ogbuagu and Ewubare (2014) empirically examine 

the dynamic effects of capital flow shocks upon stock market developments. They 

employed the Vector Auto-regression Model and Granger - Causality Wald Test, 

their empirical analysis. The results from the analysis reveal that Net portfolio 

investment, among other inflows, does not granger cause Market Capitalization in 

the Nigeria context. 

 In a related study by Ifeakachukwu (2015) for a period of 28 years (1986 to 

2013), employed the ECM where the empirical results showed significant positive 

relationship between market capitalization value trade and foreign portfolio 

investment. However, the result proved otherwise in the case of FDI in Nigeria.  

 Afag, Khan and Hashmi (2017) carried out a study as to the extent to 

which stock market performance and inflation rate affect FPI in China for the 

period 2007 to 2015. Using the ARDL, the study revealed that a significant 

positive relationship between stock market performance and FPI; however, 

inflation rate was negative related to FPI.  

 Agu, Ogu and Ezeanyeji (2019) employed the OLS and ARDL to 

analyse the impact of foreign portfolio investment on stock market returns 

in Nigeria for the period 1986 to 2017. The empirical results revealed that FPI 

has significant positive impact on stock market return in the short run but 

rather prove otherwise in the long run result. 

 Oyerinde (2019) examined the impact of FPI on the stock market in 

Nigeria for the period 1980 to 2014. Employing the cointegration 

econometric analysis, the empirical findings indicate that in the long run, FPI 

significantly impact stock market development. Also, GDP, exchange rate 

and inflation rate significantly influenced foreign capital flow to Nigeria.  

 Akporien and Umoffiong (2020) carried out a study on FDI and stock 

market performance Nigeria over the period 2000 to 2019. The empirical 

findings demonstrated a significant between trade openness, volume of trade 

and FDI. The finding also revealed an insignificant positive relationship 

between stock price and FDI. 

 Other related studies in this regard includes Ekeocha (2008), Anayochukwu 

(2012), Hsu (2013) and Abdallah (2016) among others. 
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3. METHODOLOGY AND MODEL SPECIFICATION 

 The study uses the longitudinal survey (ex-post facto) research design, and 

the sample size consists of the aggregate inflows of FPI into the economy through 

the stock market over a period of 33 years (1986 to 2018). 

3.1. MODEL SPECIFICATION 

 This model is anchored on Solow-Swan (1956) model, which applied the 

vector error correction methodology by introducing first, the baseline VAR model 

from which the VECM evolves; and a standard reduced-form of VAR model 

representation is expressed as follows: 

DVt = α0i + Σβij∆Vt-1+ΦECMit+Uit             (3.1) 

Where: 

 DVt represents the vector of endogenous variables, α is a vector of constants, 

βij denotes the matrices of autoregressive coefficients, ΦECMit is the error 

correction model and Uit is a vector of white noise. According to Anguyo (2008) 

“identification of the structural shocks is achieved through appropriate ordering of 

the variables of interest and applying Cholesky decomposition to the variance 

covariance matrix of the reduced form residuals Uit. 

 Thus, in this current study, the econometric form of the vector of the 

endogenous variables is stated as follow: 

Vt=α0+α1FOIt+α2FPIt+α3MCAP/GDPt+α4MLIQt+α5EXRTt+Uit            (3.2) 

Where: 

 FOI = Financial Openness Index (Proxied by ratio of foreign financial assets 

plus foreign financial liabilities to gross domestic products (GDP) 

 FPI = Foreign Portfolio Investment 

 MCAP/GDPt = The Ratio of Market Capitalization to Gross Domestic 

Products (Proxy for Stock Market Development) 

 MLIQ = Market Liquidity (measured as the ratio of value traded in the 

market to the overall market capitalisation) 

 EXRT = Change in Exchange Rate  

 Uit = The Error term 

Appriori signs are: α1, α2, α3, α4 > 0: α5 < 0. 

The ordering of the VECM model is based on the rationalization that the 

financial openness and foreign portfolio investment variables are taken as 

exogenously determined in the model and that exchange rate (the pass-through 

variable) responds to foreign portfolio investment with a lag. The overall effect of 
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these movements is reflected on market liquidity and eventually on stock prices. The 

VECM is therefore specified in its general empirical form as: 

 

 

 

 

 
Where, is the coefficient of autonomous variables, ECM is error 

correction mechanism,  is the coefficient of ECM and other variables are as earlier 

defined. 

3.2. METHOD OF DATA ANALYSIS 

 The Vector Error Correction Model (VECM) technique which has the ability 

to interpret long term and short-term equations is used for the estimation of the data. 

In practice, one needs to determine the number of cointegrating relationships. 

Therefore, in conducting the VECM analysis, the following separate stages such as 

unit root testing, cointegration analysis and the Vector Error Correction Modelling 

(VECM) are usually followed.  

3.3. SOURCES OF DATA 

 As it relates to the analysis of this study, the data used in this study are annual 

time series data for the period 1986 to 2018. The data are sourced from the CBN 

Statistical Bulletin (2018) and the African Development Bank (Several Statistics for 

African Countries, 2018). 

4. DATA ANALYSIS AND INTERPRETATION OF RESULTS 

 The empirical analysis of data is carried out in this section using statistical 

and econometric analysis of VAR methodology are conducted in order to provide a 

robust outcome 
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4.1. CORRELATION ANALYSIS 

 The correlation test result for the variables is reported in table 4.1 below. 

Surprisingly, a quite weak correlation exists between financial openness index 

(FOPs) and foreign portfolio investment (FPI). Though the correlation is positive, 

suggesting that both variables move in the same direction, the relationship is not 

significant (judging from the t-value). Thus, it shows that financial openness may 

not necessarily suggest larger inflow of FPI into the country. For the capital market 

indicators, it can be seen that both market liquidity (MLIQ) and market capitalization 

to GDP ratio have negative correlation with both FOI and FPI. This indicates that 

larger financial openness and more FPI inflows correspond to undesirable 

performance of the capital market in Nigeria. Exchange rate, on the other hand is 

negatively correlated with financial openness and FPI inflow, but positively and 

significantly correlated with the two capital market indicators (MGDP). Thus, better 

naira exchange rate regime tends to correspond with better market performance in 

the country. 

Table 4.1: Correlation Matrix     

Correlation     

t-Statistic FOI  FPI  MGDP  MLIQ  EXRT  

FOPN2  1.00000     

 -----      

FPI  0.0855 1.0000    

 0.4622 -----     

MGDP  -0.1908 -0.0523 1.0000   

 -1.0468 -0.2823 -----    

MLIQ  -0.2329 -0.2698 0.6290 1.0000  

 -1.2900 -1.5089 4.3580 -----   

EXRT  -0.2866 -0.4362 0.5579 0.7115 1.0000 

 -1.6112 -2.6109 3.6205 5.4533 -----  

Source: Author’s Computation 2019. 

4.2. UNIT ROOT TESTS 

The Augmented Dickey Fuller (ADF) test for unit root test in levels and first 

differences is are presented in table 4.2. The results of the test indicate that each of 

the variables (except FPI) possesses ADF values that are less than the 95 percent 

critical values for the levels series. For the first differences however, the ADF value 

for each of the variables is greater than the critical value. Generally, most of variables 

are stationary only after first differencing, implying that they are mostly I[1]. This 

implies possession of unit roots among the variables.  
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    Table 4.2: Unit Root Test for Variables  

 

 

 

 

 

 

 

 

 

 

 

Source: Author’s Computation, 2019. Note: * significant at 5 percent 

The results from the multivariate cointegration test are presented in Table 

4.3 below. As can be seen from the table, the data series shows that the Trace test 

statistic indicates there is at least two cointegrating vectors among the relationships, 

while the λ-max test suggests at least one cointegrating vector. Therefore, the 

hypothesis of no cointegration among the variables is rejected. The results show that 

a long run relationship actually exists among the variables used in the study. Based 

on this, the use of an error correction analysis method is appropriate in the analysis. 

It is on this basis that the appropriate estimation technique used is the Vector Error 

Correction Mechanism (VECM) approach. 

Table 4.3: Multivariate Cointegration Test Results  

“Hypot

hesized 

No. of 

CE(s) 

Trace 

Statisti

c 

0.05 

Critical 

Value Prob.** 

Hypoth

esized 

No. of 

CE(s) 

Max-

Eigen 

Statisti

c 

0.05 

Critical 

Value 

Prob.*

*” 

None * 
 90.237

32 
 69.8188

9  0.0005 None * 
 40.210

69  33.87687  0.0077 

At 
most 1 

* 

 50.026

64 

 47.8561

3  0.0308 

At most 

1 

 26.285

87  27.58434  0.0726 

At 

most 2 

 23.740

76 

 29.7970

7  0.2116 

At most 

2 

 15.219

51  21.13162  0.2738 

At 

most 3 

 8.5212

48 

 15.4947

1  0.4115 

At most 

3 

 7.4685

69  14.26460  0.4353 

At 

most 4 

 1.0526

79 

 3.84146

6  0.3049 

At most 

4 

 1.0526

79  3.841466  0.3049 

Source: Author’s Computation, 2019.  *(**) denotes rejection of the hypothesis at 5% (1%) 

significance level. 

Variab

le 

ADF Test 

Order of 

integrati

on 

Levels 

First 

Differenc

e 

Levels 

FOI -1.54 -4.85* I[1] 

FPI -5.31* -5.04* I[0] 

MGDP -2.16 -6-68* I[1] 

MLIQ -2.21 -3.67* I[1] 

EXRT 0.01 -4.96* I[1] 
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     4.3. VECM RESULT 

The vector error correction model (VECM) results which is used for the man 

analysis of the study is presented in table 4.4. Indeed, the coefficients of log FPI and 

market capitalization rate (in column 2 and 3) are both positive and significant in the 

standardized long run estimation. The results thus show that these variables respond 

positively to financial openness. Dynamically, financial openness tends to cause long 

run increases in both FPI inflow and market capitalization rate. The coefficient of 

market liquidity (in column 4) is however negative and shows that the response of 

liquidity to financial openness is inverse. Moreover, the coefficient on the ECT (α) 

is significant only for FPI (in column 2) and is actually negative for MGDP and 

MLIQ (in columns 3 and 4). Thus, each of the variables will adjust to any deviation 

from the long run equilibrium that may occur in the short term. The goodness of fit 

for the short run results are generally low, except for the market liquidity equation. 

 Table 4.4: Long Run Coefficients of the VECM 

  

Financial 

open 
FPI 

Mkt Cap 

rate 

Market 

liquidity 

coefficients 

of the error 

correction 

term (ECT) 

– long run 

results 

1 0.002 0.045 -0.173 

  - 2.86 13.79 -23.33 

Equations of the system: 

Dependent 

variable 
∆foi ∆fpi ∆mgdp ∆mliq 

Coefficient 

on the ECT 

(α) 

-1.24 -1315* 15.49 6.78 

  (-1.5) (-1.89) -0.83 -1.63 

R2 0.26 0.57 0.2 0.89 

F 0.52 1.97 0.37 11.82 

“LM test for autocorrelation of the system: p-value = 0.615 

Doornik-Hansen test for normality of the system”: p-value 

= 0.757 

Source: Author’s Computations, 2019. 

 The results for the short run VECM estimates are presented in Table 4.5. For 

the short run VECM results, several interesting transmission patterns emerge from 

the examination of Table 4.5. For the financial openness equation, the result shows 

that none of the variables has a strong significant impact on it. This implies that 

financial openness is strongly exogenous in Nigeria. Apparently, the financial sector 

in the country does not effectively account for the pattern, level or direction of 

financial openness that occurs in the country. This generally poses a strong issue for 

consideration since it can easily lead to financial fragility in the Nigerian markets. 

For the FPI equation (in column 2), market to GDP ratio, market liquidity and 

exchange rate have significant short run effects. The results show that MGDP has 
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positive impact on FPI inflow both in the first and second lags (with t. stat. of 2.16* 

and 3.27* in column 2). This suggests that the level of development of the capital 

market is a strong factor in determining the inflows of FPI in Nigeria. Market 

liquidity however has a negative short run impact on FPI (with t.stat. of -2.71* also 

in column 2), while the second lag of RXRT has a positive effect (see column 2 with 

t. stat of 2.01*). This suggests that impressive exchange rate regimes tend to 

stimulate FPI inflows to Nigeria. For the market development indicators (in column 

4), the result shows that short run movements in FOI or FPI do not have significant 

impacts on MGDP while the impact on MLIQ (see column 5) only comes from FPI 

inflows (with t. stat of -2.07*). This shows that financial openness and FPI inflows 

tend to affect liquidity in the capital market, but the effect on overall market 

development is weak.      

   Table 4.5: Short Run Dynamics based on the VECM 

 Financial open FPI Mkt Cap rate Market liquidity 

D(FOI(-1)) 1.12 11475.7 -15.55 -2.30 

 1.61 [1.95] -0.99 -0.65 

D(FOI(-2)) 0.53 5357 -1.75 -0.38 

 1.25 [1.51] -0.18 -0.17 

D(FPI(-1)) -0.273 -0.54 0.674 -4.35 

 -0.65 -1.53  0.07 -2.07* 

D(FPI(-2)) 0.43 -0.01 4.48 1.36 

 1.02 -0.02 0.471  0.63 

D(MGDP(-1)) 0.07 893.1 -0.96 0.05 

 1.48 2.16* -0.86  0.18 

D(MGDP(-2)) 0.02 768.1 -0.70 0.07 

 0.80 3.27* -1.12  0.49 

D(MLIQ(-1)) -0.09 -1699.3 1.65 0.11 

 -1.21 -2.71* 0.98 0.28 

D(MLIQ(-2)) -0.04 1.15 0.08 0.00 

 -1.18 0.01 0.12 0.02 

D(EXRT(-1)) 0.00 37.21 -0.14 -0.04 

 -0.28 0.57 -0.83 -1.07 

D(EXRT(-2)) 0.01 131.9 -0.13 0.01 

 1.69 2.01* -0.71 0.14 

CointEq1 -1.24 (-1.5) -1315(-1.89) 15.49(0.83) 6.78 (1.63) 

R-squared 0.26 0.57 0.20 0.89 

F-statistic 0.52 1.97 0.37 11.82 

Source: Author’s Computations, 2019. 
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The responses of the two market development indicators to a one standard 

deviation shock to each of the other variables are shown in figure 4.2 below. It can 

be seen that the response of MGDP to FOI is rather weak and does not show any 

explicit movements over the period. Similar response is seen from the shock to FPI. 

For the MLIQ charts however, the shock to either FOI or FPI led to strong 

fluctuations in MLIQ for a long time. These results suggest that financial openness 

and FPI inflows have stronger effects on market liquidity than on the overall 

performance of the market.     

 

 
Figure: 4.1 

   5. CONCLUSION AND RECOMMENDATIONS  

The contribution of the capital market to resource mobilization and 

investment directions in modern economies has become essential. This has led to 

quite a lot of analysis with regard to fostering improvement in the growth and 

development of the market, especially emerging ones like Nigeria. Clearly, stock 

market development is a complex and long-term process which requires a lot of work 

and policy discipline.  

From this study, a major lesson is that financial openness regimes should not 

be pursued as an overriding in Nigeria. This could be catastrophic to the capital 

market and render the financial sector unpredictable. Even when financial openness 

is a major choice for certain reasons, the need for strong and quality institutional 

involvements is critical. Uncoordinated regimes of financial openness hurt the 

financial markets and could be the precursor for deeper financial sector problems in 

a country (Obadan & Adegboye, 2016).   

Policy Recommendations 

 Flowing from the findings of this study, the following specific 

recommendations are made for policy implementation: 
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 First, the inflows of foreign capital must be taken as a serious issue in the 

Nigerian capital market. There must be policy measure to ensure that inflows are 

coordinated into the Nigerian market. As a result of the thinness of the capital market, 

which is often susceptible to manipulations, large foreign resource flows may lead 

to equity bubbles. The use of guided capital controls may be advisable at this point. 

 Secondly, in order to effectively guide the country’s financial openness 

strategy, the government and regulators focus on the right choice of investment 

instruments within an acceptable period. This will go a long way to reduce high 

incidence of capital flight.   

Finally, inflows of FPI should be controlled to be based on internal factors 

such as high liquidity or structural depth within the capital market and not on 

investor-determined factors that are usually extraneous to the characteristics of the 

capital market. For example, demutualization of the Nigerian stock market could 

imply more confidence by foreign investors regarding the efficiency of the market. 

This will help to limit rapid reversal of investment from the market when there are 

problems from outside the market.  

REFERENCES 

Abdallah, Z. (2016). An Evaluation of Simultaneous Openness Hypothesis in the 

Context of Stock Market Development: Evidence from a Panel of Fifty Three 

Countries Based a GMM Study. Modern Economy, 7, 153-163.  

Afag, M., Khan, M.A., & Hashmi, S.H. (2017). The Impact of Stock Market 

Performance on Foreign Portfolio Investment in China. International 

 Journal of Economics and Financial Issue, 7(2), 460-468. 

Agbloyor, E.K., Abor, J., Adjasi, C.K., & Yawson, A. (2013). Exploring the 

Causality Links Between Financial Markets and Foreign Direct Investment in 

Africa. Research in International Business and Finance, 28, 118–134. 

Aggarwal, R.I, Klapper, P.D., & Wysocki, D. (2003). Portfolio preference of foreign 

institution investors The World Bank, Central bank of Nigeria (2006): Statistics 

Bulletin. 

Agu, A.O., Ogu, C., & Ezeanyeji, C. (2019) Foreign Portfolio Investment and Stock 

Market Returns in Nigeria. Journal of Economics and Finance, 10(6), 1-9. 

Ajao, M.G. (2012). Foreign capital flows, financial openness and Nigeria stock 

market development. International  Journal of Financial Economics and 

Econometrics, 4(2), 191-207. 

Alajekwu, U. B., Ezeabasili, V. N., & Nzotta, S.  M. (2013). Trade openness, stock 

market development and economic  growth of Nigeria: empirical evidence. 

Research Journal of Finance and  Accounting, 4(3), 120-130. 

Akporien, F., & Umoffiong, N.J. (2020). Foreign direct investment and stock market 

performance in Nigeria. Journal of Business and African Economy, 6(1), 45-54. 

JOURNAL OF ACADEMIC RESEARCH IN ECONOMICS

VOLUME 13  NUMBER 1  MARCH 2021 197



Anayochumwu, O. B. (2012). The impact of stock market returns on foreign 

portfolio investment in Nigeria. IOSR Journal of Business and Management, 

2(4), 10-19. 

Anguyo, F. L. (2008). Exchange rate pass-through to inflation in Uganda: evidence 

from a vector error correction model. Working Paper (BOUWP/09/08), 

Research Department Bank of Uganda, 1-15. 

Beck, T., & Levine, R. (2004). Stock markets, banks and growth: panel evidence. 

Journal of Banking and Finance, 28, 423-442. 

Bekaert, G., Harvey, C.R., & Lundblad, C. (2011). Financial openness and 

productivity, NBER Working Paper  Series 14843, 1050 Massachusetts Avenue 

Cambridge, MA 02138, 1-41. 

Baghebo, M., & Apere, T. O. (2014). Foreign portfolio investment and economic 

growth in Nigeria (1986-2011). International Journal of Business and Social 

Science, 5, 11(1), 108-115. 

Çulha, A.A. (2006). Astructural VAR analysis of the determinants of capital flows 

into Turkey. Central Bank  Review, 2, 11–35. 

ERP (2006). Economic Report of the President.  Government printing press USA. 

Erol, A. (2000). Yabancı Sermaye I, Mükellefin Dergisi, 93, 72-83. 

Easterly, W, Islam, R., & Stiglitz, J.E. (2001). Shaken and stirred: explaining growth 

volatility,in Annual World  Bank conference on development economics, 191–

211. 

Ekeocha, P.C. (2008). Modelling the long run determinants of foreign portfolio 

investment in an emerging market: Evidence from Nigeria. International 

Conference on Applied Economics – ICOAE 2008, 1-15.  

Frenkel, J.A., Razin, A. & Sadka, E. (1991). International taxation in an integrated 

world. Cambridge: MIT Press. 

Froot, K.A., O'Connell, P.G., & Seasholes, M.S.  (2001). The portfolio flows of 

international investors. Journal of Financial Economics, 59, 151–193. 

Fry, M. (1997). In favour of liberalization. The Economic Journal, 107, 754-770. 

Grabel, I. (1995). Speculation-led economic development: a post-keynesian 

interpretation of financial liberalization programmes in Third World. 

International Journal of Applied Economics, 9, 13-23. 

Hsu, C. (2013). The influence of foreign portfolio investment on domestic stock 

returns: evidence from Taiwan. The  International Journal of Business and 

Finance Research, 7(3), 1-11. 

Huang, W. (2007). Emerging markets, financial openness and financial 

development, 1-16. 

Ifeakachukwu, N. P. (2015). Financial Market Development and Capital Inflows in 

Nigeria: The role of Stock Market Development. Journal of Investment and 

Management, 4(6), 369-376.  

JOURNAL OF ACADEMIC RESEARCH IN ECONOMICS

198 VOLUME 13  NUMBER 1  MARCH 2021



Johnston, R. B., & Sandararajan, V. (1999). Sequencing financial sector reforms 

country experiences and issues, International Monetary Fund, Washington D.C  

Greene, W.H. (2002). Green, Econometric Analysis, 4th Edition. Prentice Hall 

Kaminsky, G., & Schmukler, S. (2003). Short-run pain, long-run gain: the effects of 

financial liberalization IMF Working Paper No WP/03/34, 1-18. 

Kannan, A. (2010). What is financial openness?  Middle School Teacher, 

Distinguished Educator, 1-4.  

Khayat S.H. (2020). Determinants of international foreign portfolio investment 

flows to GCC Countries: An empirical evidence. International Journal of 

Business and Management,  15(10), 51-59. 

King, R.G., & Levine, R. (1993). Finance and growth: Schumpeter might be right. 

Quarterly Journal of Economics, 108, 717-738. 

Levine, R. (1997). Financial development and economic growth: views and agenda. 

Journal of Economic Literature, 35, 688-726. 

Levine, R., & Zervos, S. (1998b). Capital control liberalization and stock market 

development, World Development, 26, 1169-1184. 

McKinnon, R. (1973). Money and capital in economic development. Washington, 

D.C.: Brookings Institution. 

Obstfeld, M. (1994). Risk-taking, global diversification, and growth. American 

Economic Review, 84(5), 1310-1329. 

Ogbuagu, A. R., & Ewubare, D.B. (2014). Dynamic effects of capital flow shocks 

upon stock market developments in  Nigeria. British Journal of Economics, 

Management and Trade, 4(12), 2066-2094. 

Oke, M. O. (2012). Foreign direct investment and the Nigerian financial sector 

growth, Asian Economic and Financial  Review, 2(2), 262-275. 

Olotu, M. E., & Jegbefume, K. (2011). The place of foreign capital flows in the 

Nigerian economic growth equation: evidence from foreign portfolio 

investment. International Journal of Economic Development Research and 

Investment, 2(3), 139-144. 

Oluwole, F.O. (2014). Globalization and stock market growth in Nigeria. European 

Scientific Journal, 10(31), 317-332. 

Osinubi, T. S & Amaghionyeodiwe, L. A (2010). Foreign private investment and 

economic growth in Nigeria. Applied Econometrics and International 

Development, 10(2), 189-204. 

Oyerinde, A.A. (2019). Foreign portfolio investment and stock market development 

in Nigeria. Journal of Developing Areas, Tennessee State University, College 

of Business, 53(3),  1-10. 

Oztekın, D., & Eratas, F. (2009). Net portföy yatirimlari ile reel faiz arasindaki 

ilişkinin küresel kriz çerçevesinde değerlendirilmesi: Türkiye Uygulaması. 

Anadolu International Conference in Economics, 1-15. 

JOURNAL OF ACADEMIC RESEARCH IN ECONOMICS

VOLUME 13  NUMBER 1  MARCH 2021 199

https://ideas.repec.org/a/jda/journl/vol.53year2019issue3pp1-10.html
https://ideas.repec.org/a/jda/journl/vol.53year2019issue3pp1-10.html
https://ideas.repec.org/s/jda/journl.html


Parthapratim, P. (2006). Foreign portfolio investment, stock market and economic 

development: a case study of India,  Draft Paper Submitted for the Annual 

Conference on Development and Change Mission:Promoting Development in a 

Globalized World, Sao Paulo, Brazil, November 18 – 20, 2006, 1-18. 

Pazarlıoglu, M.V., & Gulay, E. (2007). Net portföy Yatırımları ile Reel Faiz 

Arasındaki İlişki: Turkiye Örneği, -1992:I - 2005:IV, D.E.U. Sosyal  Bilimler 

Enstitüsü Dergisi, 9(2), 112-123. 

Shaw, E. S. (1973). Financial deepening in economic development. New York, NY: 

Oxford University Press. 

Stiglitz, J. (2000). Capital market liberalization, economic growth, and instability. 

World Development, June, 28(6), 1075-1086. 

Vagias, D., & Van-Dijk, M. A. (2011). International capital flows and liquidity. 

[Online]Available at: http://ssrn.com/abstract=1571858  

Webb, M. (1992). Taxation and capital flows, a  paper presented at the 1992 

Annual Meeting of the American Political Science Association, Chicago, 1-11.  

World Bank (2001). Global Development Finance, 2001 Washington. D.C. 

Weber, K.,  Davis, G.F. & Michael Lounsbury, M. (2013). Policy as myth and 

ceremony? The global spread of stock markets, 1980-2005. Academy of 

Management Journal. 52(6), 1319-1347.  

JOURNAL OF ACADEMIC RESEARCH IN ECONOMICS

200 VOLUME 13  NUMBER 1  MARCH 2021

http://ssrn.com/abstract=1571858
https://en.wikipedia.org/wiki/Gerald_F._Davis



