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Abstract

This study investigates the relationship between globalization and financial market
development in Nigeria, with a specific focus on the roles of trade openness, foreign direct
investment (FDI) inflows, and exchange rate volatility over the period 2000-2024. Using
annual time series data sourced from the Central Bank of Nigeria (CBN), World Bank, and
Nigerian Exchange Group (NGX), the research employs the Vector Error Correction Model
(VECM) to explore both the short-run and long-run dynamics among the variables. The unit
root tests confirm that all series are integrated of order one [I(1)], and the Johansen
cointegration test establishes the existence of a long-run equilibrium relationship among
financial market development, trade openness, FDI, and exchange rate volatility. The VECM
results reveal that trade openness and FDI exert significant positive short-run effects on
financial market development, while exchange rate volatility has a statistically significant
negative effect. The error correction term is negative and significant, indicating that
deviations from long-run equilibrium are corrected over time. The study concludes that while
globalization, through trade and capital inflows, can foster financial market growth,
macroeconomic instability particularly exchange rate volatility poses a substantial constraint.
Based on the findings, the study recommends policies aimed at stabilizing the exchange rate,
enhancing the quality and sectoral allocation of FDI, and deepening trade integration through
structural reforms. These measures are essential to fully harness the benefits of globalization
and promote sustainable financial market development in Nigeria.
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1. INTRODUCTION

Globalization has become an influential force reshaping national economies
through enhanced cross-border trade, capital mobility, and technological integration.
For developing economies like Nigeria, globalization presents both opportunities
and challenges for financial market development. Financial markets are essential for
mobilizing savings, allocating capital efficiently, and fostering economic growth. As
globalization deepens, the dynamics of international trade, foreign direct investment
(FDI), and exchange rate fluctuations increasingly shape the structure and
performance of domestic financial markets (Levine, 2005; Mishkin, 2007).

Trade openness is a fundamental aspect of globalization that can stimulate
financial market development by increasing the demand for financial services,
promoting competition, and encouraging innovation (Rajan & Zingales, 2003). In
Nigeria, trade liberalization policies have been pursued over the past decades, aiming
to boost exports, diversify the economy, and attract foreign investment. However,
the extent to which trade openness has contributed to deepening Nigeria’s financial
markets remains debatable (Okonkwo, Ezeabasili, & Chukwu, 2015).

Foreign direct investment is another critical channel through which
globalization can influence financial markets. FDI can enhance financial market
efficiency by introducing new financial instruments, improving regulatory practices,
and increasing market capitalization (Alfaro, Chanda, Kalemli-Ozcan, & Sayek,
2004). Nigeria has witnessed varying levels of FDI inflows, driven by both oil-sector
dynamics and broader macroeconomic reforms. Yet, the sustainability and
developmental effects of these inflows on the capital market require empirical
investigation (Adegbite & Ayadi, 2010).

Moreover, globalization exposes domestic economies to exchange rate
volatility, which can affect investor confidence, asset prices, and portfolio
allocations. Exchange rate instability may either discourage financial market
participation or create arbitrage opportunities that enhance market depth, depending
on the risk management capacities of investors and regulators (Obstfeld, 1998;
Yakubu, 2020). Nigeria’s foreign exchange regime has experienced significant
volatility, particularly in response to oil price shocks and monetary policy
interventions, making it an important variable to consider in financial market studies.

Despite existing literature examining the nexus between globalization and
economic performance, there is limited empirical evidence focused specifically on
the combined effects of trade openness, FDI, and exchange rate volatility on
financial market development in Nigeria. This study seeks to fill this gap by
analyzing how these key elements of globalization influence Nigeria’s financial
market, measured through market capitalization. By doing so, the research
contributes to policy discussions on how Nigeria can strategically position its
financial sector in a globalized economy.
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2. STATEMENT OF THE RESEARCH PROBLEM

The development of financial markets is crucial for mobilizing savings,
facilitating investment, and promoting economic growth. In an increasingly
globalized world, external factors such as trade openness, foreign direct investment
(FDI), and exchange rate movements are believed to significantly influence the depth
and stability of domestic financial systems. For Nigeria, which operates in a volatile
economic environment marked by high dependence on oil exports, exposure to
foreign capital, and an unstable exchange rate regime, understanding these external
influences on financial market development is both timely and critical.

While several studies have explored the relationship between globalization
and various macroeconomic indicators, few have directly examined the joint effects
of trade openness, FDI, and exchange rate volatility on financial market
development, particularly in the context of Nigeria. For instance, Okonkwo,
Ezeabasili, and Chukwu (2015) analyzed the impact of trade openness on financial
development in Nigeria but did not account for other globalization-related variables
such as FDI or exchange rate volatility. Similarly, Adeleke and Abiodun (2021)
examined the effect of FDI on Nigeria’s capital market, yet their analysis excluded
trade openness and exchange rate factors, offering only a partial view of
globalization’s role.

Moreover, Yakubu (2020) focused on exchange rate volatility and its effect
on financial development in Nigeria, using high-frequency data, but without
integrating trade or investment dimensions into the framework. Olokoyo et al. (2013)
and Alege and Ogundipe (2014) have also contributed to the discourse by exploring
the link between globalization indicators and economic growth, but not financial
market development specifically.

This fragmented approach in existing literature leaves a critical gap. There
is a lack of comprehensive empirical studies that evaluate how these three major
components of globalization trade openness, FDI inflows, and exchange rate
volatility interact to shape the structure and progression of Nigeria’s financial
market. Most existing works tend to analyze these factors in isolation or substitute
economic growth as the outcome variable, thereby overlooking financial markets as
an independent field of inquiry.

Therefore, this study is distinct in its attempt to provide an integrated
analysis of globalization and financial market development in Nigeria, using market
capitalization as the core indicator of financial market development. By
simultaneously evaluating trade openness, FDI, and exchange rate volatility, the
research offers a holistic understanding of the contemporary interplay between
globalization and Nigeria’s financial sector an area underexplored in both national
and comparative development finance literature.

2.1. RESEARCH QUESTIONS

1. To what extent does trade openness influence financial market development
in Nigeria?
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2. What is the effect of foreign direct investment inflows on financial market
development in Nigeria?

3. How does exchange rate volatility affect financial market development in
Nigeria?

2.2. RESEARCH OBJECTIVES

The overarching objective of this study is to examine how globalization
affects financial market development in Nigeria by focusing on key globalization
indicators.

The specific objectives are to:

1. Analyze the relationship between trade openness and financial market
development in Nigeria.

2. Evaluate the effect of foreign direct investment (FDI) inflows on financial
market development in Nigeria.

3. Assess the influence of exchange rate volatility on financial market
development in Nigeria.

2.3. RESEARCH HYPOTHESES
The following null hypotheses will be tested in this study:

Hps: Trade openness has no significant relationship with financial market
development in Nigeria.

Hpy: Foreign direct investment inflows have no significant effect on financial market
development in Nigeria.

Hp3: Exchange rate volatility does not significantly influence financial market
development in Nigeria.

2.4. SCOPE OF THE STUDY

This study focuses on Nigeria as a case study within the broader theme of
globalization and financial development. It covers the period from 2000 to 2023, a
timeframe marked by increased trade liberalization, volatile exchange rates, and
varied patterns of foreign direct investment. The study examines financial market
development using market capitalization as a proxy and analyzes how it is influenced
by trade openness, FDI inflows, and exchange rate volatility. The research employs
secondary data sourced from reputable institutions such as the Central Bank of
Nigeria (CBN), World Bank, and National Bureau of Statistics (NBS).

2.5. SIGNIFICANCE OF THE STUDY
This study is significant for several reasons:

Policy Relevance: By examining the interplay between globalization and
financial market development, this study provides evidence-based insights for
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policymakers aiming to deepen Nigeria’s financial markets and enhance their
integration into the global economy.

Theoretical Contribution: The study extends existing literature by
simultaneously analyzing three key globalization variables trade openness, FDI
inflows, and exchange rate volatility in relation to financial market development.
This multidimensional approach fills a gap left by previous studies that examined
these variables in isolation.

Practical Implications: For financial regulators and market participants,
understanding how globalization influences market capitalization can inform
strategic planning, investment decisions, and risk management practices.

Academic Importance: This research contributes to the broader discourse on
globalization and finance by offering a model applicable to other developing
economies with similar structural characteristics as Nigeria.

3. LITERATURE REVIEW
3.1. CONCEPTUAL LITERATURE REVIEW

This section explores the conceptual frameworks surrounding the key
variables of this study: financial market development (dependent variable) and the
independent variables trade openness, foreign direct investment (FDI) inflows, and
exchange rate volatility. These concepts are linked to globalization and are essential
in understanding how global integration influences domestic financial structures,
particularly in developing economies like Nigeria.

3.1.1. FINANCIAL MARKET DEVELOPMENT

Financial market development refers to the expansion and deepening of a
country's financial institutions and markets in terms of access, efficiency, depth, and
stability (Levine, 2005). A developed financial market efficiently channels funds
from surplus to deficit sectors, supports investment, and fosters economic growth. It
is commonly measured using indicators such as market capitalization, stock market
turnover, and financial assets as a share of GDP.

Market capitalization, which represents the total value of listed equities, is a
reliable proxy for assessing the size and depth of a stock market. A higher market
capitalization suggests a broader base of investor participation and confidence,
which often signals a robust financial market (Beck, Demirgiic-Kunt, & Levine,
2010). In Nigeria, the Nigerian Exchange Group (NGX) serves as the central
platform for capital market activities. However, market performance has fluctuated
due to macroeconomic instability, low investor confidence, and global shocks,
emphasizing the need to assess external factors such as globalization.

3.1.2. TRADE OPENNESS

Trade openness reflects the extent to which a country engages in
international trade relative to its economic size. It is typically measured as the ratio
of the sum of exports and imports to GDP (Rajan & Zingales, 2003). Trade openness
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can influence financial market development through several channels. Firstly,
increased trade may raise demand for financial services such as export financing,
insurance, and currency hedging, thereby expanding the financial market. Secondly,
openness encourages competition and knowledge transfer, fostering financial
innovation and efficiency (Baltagi, Demetriades, & Law, 2009).

In the Nigerian context, liberalization policies pursued since the 1980s,
including Structural Adjustment Programmes (SAPs), aimed to open the economy
to global markets. While some gains have been recorded in trade volumes, the
expected trickle-down effects on financial market deepening remain a subject of
debate, particularly in the presence of trade deficits and policy inconsistency
(Okonkwo, Ezeabasili, & Chukwu, 2015).

3.1.3. FOREIGN DIRECT INVESTMENT (FDI) INFLOWS

FDI represents long-term investments by foreign entities in domestic
businesses or productive assets. It serves as a vehicle for capital transfer, managerial
expertise, and technological innovation (Alfaro et al., 2004). Theoretically, increased
FDI inflows can enhance financial market development by deepening capital
markets, introducing new financial instruments, and improving corporate
governance practices.

Nigeria has attracted varying levels of FDI over the years, often concentrated
in the oil and gas sector. While FDI has potential benefits, its contribution to
financial market development depends on absorptive capacity, sectoral allocation,
and the institutional environment (Adegbite & Ayadi, 2010). For example, if FDI is
largely directed toward resource extraction without meaningful interaction with the
domestic financial sector, its developmental effects may be minimal.

3.1.4. EXCHANGE RATE VOLATILITY

Exchange rate volatility refers to unpredictable fluctuations in the value of a
country’s currency relative to others. This volatility introduces risk and uncertainty
for investors, particularly those participating in cross-border capital markets.
Theoretically, exchange rate volatility can have both positive and negative effects on
financial markets. On one hand, high volatility may deter foreign and domestic
investors, reduce market liquidity, and increase transaction costs. On the other hand,
moderate volatility may encourage the development of hedging instruments,
derivatives markets, and risk-management services, contributing to financial
innovation (Obstfeld, 1998; Yakubu, 2020).

In Nigeria, exchange rate volatility has been persistent due to oil price
fluctuations, monetary policy inconsistencies, and external shocks. This has created
significant challenges for market participants, particularly in the pricing of assets,
capital flows, and foreign portfolio investment decisions.

The reviewed concepts suggest a complex interplay between globalization
indicators and financial market development. While trade openness and FDI inflows
are generally considered beneficial for financial market growth, their actual
outcomes depend on the domestic regulatory environment, institutional quality, and
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macroeconomic stability. Exchange rate volatility introduces a risk factor that can
either suppress or stimulate market development depending on its magnitude and
predictability. By examining these variables collectively, this study aims to offer a
more comprehensive understanding of how globalization shapes financial market
dynamics in Nigeria.

3.2. THEORETICAL LITERATURE REVIEW

The relationship between globalization and financial market development
can be grounded in several economic and finance theories. This section reviews key
theoretical perspectives that explain the linkages between trade openness, foreign
direct investment (FDI), exchange rate volatility, and financial market development.
These include the Financial Liberalization Theory, the Endogenous Growth Theory,
and the Portfolio Theory of Exchange Rate Risk.

3.2.1. FINANCIAL LIBERALIZATION THEORY

The Financial Liberalization Theory, as advanced by McKinnon (1973) and
Shaw (1973), posits that the removal of restrictions on interest rates, credit
allocation, and capital flows leads to increased savings, investment, and financial
market efficiency. In the context of globalization, liberalized trade and capital
accounts are expected to attract foreign investment, facilitate competition, and
stimulate financial sector growth.

According to the theory, trade openness and FDI inflows core aspects of
globalization enhance financial market development by increasing the volume and
complexity of financial transactions, which encourages the growth of capital
markets. In Nigeria, financial liberalization has been implemented through various
reforms, including the liberalization of the foreign exchange market and deregulation
of the banking sector. However, the extent to which these reforms have strengthened
market capitalization remains an empirical question.

This theory underpins the inclusion of trade openness and FDI as
independent variables in the present study and supports the expectation that greater
openness leads to deeper financial markets.

3.2.2. ENDOGENOUS GROWTH THEORY

Developed by scholars such as Romer (1990) and Lucas (1988), Endogenous
Growth Theory emphasizes the role of internal factors such as technology, human
capital, and institutional development in driving long-term economic growth. The
theory was later extended to incorporate the role of financial development in
facilitating investment and innovation.

In relation to globalization, the theory suggests that openness to trade and
capital flows can improve resource allocation, foster knowledge spillovers, and
strengthen financial infrastructure, all of which contribute to sustained development
of the financial system. Levine (1997) further argued that well-functioning financial
markets are critical for channeling savings into productive investments, particularly
in an open economy.
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This theory supports the idea that trade openness and FDI can play
transformative roles in financial market development, particularly when combined
with strong institutions and macroeconomic policies.

3.2.3. PORTFOLIO THEORY OF EXCHANGE RATE RISK

The Portfolio Theory of Exchange Rate Risk, based on the modern portfolio
theory by Markowitz (1952) and applied to international finance by Solnik (1974),
posits that investors consider exchange rate risk when making portfolio choices
involving foreign assets. High exchange rate volatility introduces uncertainty in
returns and may deter foreign and domestic portfolio investors, particularly in
countries with unstable currencies.

Conversely, moderate exchange rate movements may lead to the
development of hedging instruments such as currency derivatives, fostering market
sophistication. In this way, the relationship between exchange rate volatility and
financial market development can be positive or negative depending on the market’s
ability to manage exchange rate risk.

In the Nigerian context, exchange rate volatility has been a persistent feature
due to external shocks, oil price fluctuations, and inconsistent monetary policies. The
relevance of this theory lies in its ability to explain why exchange rate volatility is a
critical variable in analyzing investor behavior and financial market performance in
Nigeria.

Together, these theories provide a robust conceptual foundation for
investigating the effects of globalization on financial market development. The
Financial Liberalization Theory and Endogenous Growth Theory predict a positive
influence of trade openness and FDI on financial markets, given supportive policies
and institutions. Meanwhile, the Portfolio Theory introduces a risk dimension,
indicating that exchange rate volatility can either hinder or promote market
development depending on how well investors and regulators manage associated
risks.

The current study contributes to the literature by empirically testing these
theoretical propositions in the Nigerian context, using market capitalization as a
proxy for financial market development and integrating multiple dimensions of
globalization into a single analytical framework.

3.3. EMPIRICAL LITERATURE REVIEW

This section presents a review of previous empirical studies related to the
three key globalization variables trade openness, foreign direct investment inflows,
and exchange rate volatility and their relationship with financial market
development, particularly in the Nigerian context and other developing economies.
The review is structured around the study's specific objectives.
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33.1. TRADE OPENNESS AND FINANCIAL MARKET
DEVELOPMENT

Numerous empirical studies have examined the influence of trade openness
on financial market development across countries and regions. The general
expectation is that increased trade integration can promote the growth and efficiency
of financial markets by raising the demand for credit, investment, and risk-
management instruments.

For instance, Baltagi, Demetriades, and Law (2009) conducted a panel study
across 50 developing countries and found that trade openness positively influences
financial development, especially in countries with sound institutional frameworks.
Similarly, Law and Habibullah (2009) reported that trade openness enhances
financial development in East Asian economies when coupled with regulatory
reforms.

In the Nigerian context, Okonkwo, Ezeabasili, and Chukwu (2015) used
time series data from 1980 to 2012 and found a weak but positive relationship
between trade openness and financial development, measured through broad money
supply and private sector credit. However, the study did not account for capital
market indicators such as market capitalization.

Oke and Ojogbo (2012) also explored the effects of trade openness on
Nigeria’s financial sector and concluded that increased openness led to modest
improvements in financial efficiency but had limited effects on financial depth.
Conversely, Ajayi and Oke (2012) found no statistically significant relationship
between trade openness and stock market development in Nigeria, suggesting that
the benefits of trade liberalization have not sufficiently filtered into capital market
growth.

Collectively, these findings reveal that while trade openness is generally
theorized to support financial development, its real impact in Nigeria remains
ambiguous and context-dependent. This study contributes to the literature by
focusing on market capitalization, a more direct indicator of financial market
development, to reassess this relationship.

3.3.2. FOREIGN DIRECT INVESTMENT (FDI) AND FINANCIAL
MARKET DEVELOPMENT

FDI is widely recognized as a driver of financial market development, given
its potential to inject capital, technology, and corporate governance practices into
host economies. A number of studies have explored this relationship both globally
and within Nigeria.

Alfaro et al. (2004) found that FDI enhances financial development
primarily in countries with well-developed financial systems. Their cross-country
study underscored the complementary role of domestic financial institutions in
absorbing and channeling FDI effectively. Choong et al. (2005) reinforced this view,
noting that the absorptive capacity of the host country is critical in translating FDI
into financial development gains.
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In Nigeria, Adegbite and Ayadi (2010) examined the role of FDI in
economic development and argued that its contribution to capital market
development remains underwhelming due to poor regulatory frameworks and
sectoral concentration in oil and gas. Ujunwa and Salami (2010) supported this by
showing that most FDI inflows into Nigeria bypass the capital market and are
channeled into the extractive industries with minimal spillovers.

Adeleke and Abiodun (2021) used the ARDL technique to examine FDI and
capital market development in Nigeria between 1985 and 2019. They reported a
long-run positive relationship, although the short-run effects were weak. Meanwhile,
Onu (2012) found that political instability and infrastructural deficits weaken the link
between FDI and financial development in Nigeria.

These mixed results highlight the need to re-examine the FDI-financial
development nexus using market capitalization as a core variable, especially in a
country like Nigeria where capital markets are yet to achieve depth and resilience.

3.3.3. EXCHANGE RATE VOLATILITY AND FINANCIAL
MARKET DEVELOPMENT

Exchange rate volatility has been shown to influence financial market
performance through its effect on investor confidence, portfolio flows, and financial
pricing mechanisms. However, the direction and magnitude of this relationship are
still debated in empirical literature.

Obstfeld (1998), in a cross-country study, noted that excessive exchange rate
volatility tends to deter foreign investment and disrupt capital markets, especially in
emerging economies. Similarly, Bleaney and Greenaway (2001) found that
developing countries with high exchange rate volatility experience slower financial
and economic development due to investment uncertainty.

In Nigeria, Yakubu (2020) examined exchange rate volatility and its effect
on financial market development using quarterly data from 2000 to 2018. The study
concluded that volatility negatively affects market capitalization and investor
participation. Akingunola, Adekunle, and Ojodu (2018) also found a significant
negative impact of exchange rate fluctuations on Nigeria’s stock market returns,
suggesting that exchange rate stability is crucial for financial market performance.

Aliyu (2011) used GARCH models to assess the impact of exchange rate
uncertainty on capital flows into Nigeria and found that volatility significantly
reduces stock market investment. Okoro and Atanda (2015) reinforced this position,
stating that high exchange rate fluctuations erode investor confidence, which in turn
limits market growth.

These findings provide strong evidence that exchange rate volatility is a
critical factor in shaping the depth and stability of financial markets. However,
previous studies often use returns or portfolio investment as outcome variables. This
study fills a gap by focusing on market capitalization as a more comprehensive
measure of financial market development.
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While existing empirical studies provide useful insights into the relationship
between globalization indicators and financial development, few have analyzed
these factors jointly using market capitalization as a proxy for financial market
development in Nigeria. Most studies focus on individual variables or substitute
economic growth for financial development. This research contributes to the
literature by offering an integrated analysis of trade openness, FDI, and exchange
rate volatility within a single framework to better understand their combined effects
on Nigeria’s financial market.

4. RESEARCH METHODOLOGY

This section outlines the research design, sources of data, model
specification, variable measurement, estimation technique, and justification for the
methods used in analyzing the relationship between globalization indicators and
financial market development in Nigeria.

4.1. RESEARCH DESIGN

This study adopts an ex-post facto research design, which is appropriate for
examining relationships among variables based on historical data. This design
enables the researcher to assess cause-and-effect relationships without manipulating
any variables, making it suitable for macroeconomic and financial studies that rely
on secondary time series data.

4.2. NATURE AND SOURCES OF DATA

The study relies on secondary data, covering the period 2000 to 2023. This
time frame captures periods of financial liberalization, trade expansion, exchange
rate reform, and FDI fluctuations in Nigeria. The data sources include: Central Bank
of Nigeria (CBN) Statistical Bulletins and Annual Reports, World Bank
Development Indicators (WDI), National Bureau of Statistics (NBS), Nigerian
Exchange Group (NGX) publications and market reports

4.3. MODEL SPECIFICATION

Given the time series nature of the data, the study adopts a Vector Error
Correction Model (VECM) framework. The VECM is appropriate when the
variables are integrated of order one, I(1), and a long-run cointegration relationship
exists among them. The model captures both the short-term dynamics and the long-
run equilibrium relationship.

The long-run cointegration equation is specified as:
FMDt = BO + ,BlTOt + ﬂzFDIt + ﬁgERVt + €
Where:

FMD, = Financial Market Development (proxied by Market Capitalization as % of
GDP)

TO,; = Trade Openness (Trade as % of GDP)

FDI; = Foreign Direct Investment Inflows (% of GDP)
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ERV, = Exchange Rate Volatility (measured as standard deviation of monthly
nominal exchange rate)
Bo = Constant term
B1, B2, B3 = Coefticients of the independent variables
€; = Error term
t = Time (year)
Since the variables are assumed to be cointegrated, the VECM formulation
is as follows:
p-1 p-1 p-1
AFMD; = ay + Z y;AFMD,_; + 81;ATO:—; + Z 0,1 AFDI,_p
i=1 =1 k=1

J
p—1

+ 631AERVt_l + ¢ECt_1 + U
1=1
Where:

A : First-difference operator

EC;_4 : Error correction term derived from the cointegration equation
¢ : Adjustment coefficient (expected to be negative and significant)
Uz - White noise error term

p : Optimal lag length (determined by AIC, BIC, or HQ criteria)

Table 1: Variable Measurement

Variable Description / Proxy Expected Relationship
Financial Market Market Capitalization (% of GDP) | Dependent Variable
Development
Trade Openness (Exports + Imports) / GDP x 100 | Positive
FDI Inflows Net FDI inflows as a % of GDP Positive
Exchange Rate Standard deviation of monthly | Ambiguous
Volatility exchange rates (Positive/Negative)

Source: Author’s compilation
4.4. ESTIMATION TECHNIQUE

The study applies Ordinary Least Squares (OLS) regression analysis after
conducting unit root tests to confirm the stationarity of the variables. If variables are
non-stationary at levels but stationary at first difference, a Johansen cointegration
test and Vector Error Correction Model (VECM) may be adopted.

Diagnostic tests will also be conducted to validate the model assumptions,
including Multicollinearity test (Variance Inflation Factor — VIF), Serial correlation
test (Durbin-Watson or Breusch-Godfrey test), Heteroskedasticity test (Breusch-
Pagan or White test), Normality test (Jarque-Bera statistic).

All estimations was carried out using EViews.
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4.5. JUSTIFICATION FOR METHODOLOGY

The choice of OLS provides a straightforward interpretation of the
relationships between variables, making it suitable for policy-oriented research.

Time series data analysis allows for the identification of long-run and short-
run dynamics.

Using market capitalization as a proxy for financial market development
offers a more accurate representation of investor participation and financial depth
than credit-based measures.

5. DATA ANALYSIS AND INTERPRETATION

This section presents the empirical analysis of the relationship between
globalization and financial market development in Nigeria. It begins with descriptive
statistics and correlation analysis to understand the basic features and associations
among the variables. This is followed by rigorous time series diagnostics, including
unit root tests to determine the stationarity of the data and the Johansen cointegration
test to assess the existence of long-run relationships among the variables.

Given evidence of cointegration, the study proceeds to estimate a Vector
Error Correction Model (VECM), which captures both the short-run dynamics and
the long-run equilibrium relationship between financial market development and the
selected globalization indicators trade openness, foreign direct investment inflows,
and exchange rate volatility. Post-estimation diagnostic tests are also conducted to
ensure the reliability and robustness of the model.

The results are interpreted in line with theoretical expectations and prior
empirical findings, providing policy-relevant insights into the globalization—finance
nexus in Nigeria.

5.1. DESCRIPTIVE STATISTICS

The descriptive statistics provide a summary of the data series over the
period 2000-2024. This includes measures of central tendency (mean), dispersion
(standard deviation), and the range (minimum and maximum). These help to
understand the general behavior of the variables used in the analysis.

Table 2: Descriptive statistics

Variable Mean | Standard | Minimum | Maximum Interpretation
Deviation

FMD  (Market | 15.42 | 6.81 5.60 30.54 Nigeria’s capital market

Capitalization % remains shallow but shows

of GDP) periods of growth, with
considerable variation.

TO (Trade | 49.75 | 8.93 36.81 64.23 On average, trade accounts

Openness) for nearly half of Nigeria's
GDP, indicating moderate
openness.

FDI (FDI inflows | 2.75 1.12 0.82 5.14 FDI inflows are relatively

% of GDP) low but consistent,
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peaking during oil booms

or major reforms.
ERV (Exchange | 12.36 | 5.47 3.10 24.88 Substantial volatility
Rate Volatility) reflects Nigeria’s

exchange rate instability,
especially during shocks.

Source: Eviews out, 2025

The descriptive statistics offer valuable insights into the behavior and
distribution of the variables used in the study specifically Financial Market
Development (FMD), Trade Openness (TO), Foreign Direct Investment (FDI), and
Exchange Rate Volatility (ERV) over the period 2000 to 2023.

Financial Market Development (FMD): Mean: 15.42%, on average,
Nigeria’s market capitalization as a percentage of GDP stands at 15.42%, which is
relatively low compared to emerging and advanced economies. This suggests that
Nigeria's financial market remains underdeveloped and has significant room for
expansion. Standard Deviation: 6.81Indicates moderate volatility, reflecting
fluctuating investor participation, regulatory shifts, and macroeconomic instability
during the period. Range (Min = 5.60, Max = 30.54) Shows a wide spread financial
market development has experienced both stagnation (e.g., during crises) and growth
(e.g., post-reform years or bull markets).

Trade Openness (TO): Mean: 49.75%. Trade (imports + exports) accounts
for almost half of Nigeria’s GDP, indicating a moderately open economy. This level
of openness may enhance the demand for financial services and create opportunities
for financial market expansion. Standard Deviation: 8.93 Suggests some variability
due to policy changes, trade shocks, and oil price fluctuations, which heavily
influence Nigeria’s export earnings. Range (Min = 36.81, Max = 64.23) Reflects
shifting trade dynamics, especially during periods of global economic downturns or
domestic trade restrictions.

Foreign Direct Investment (FDI) Inflows: Mean: 2.75% of GDP, Nigeria
receives a modest level of FDI as a percentage of GDP. While positive, it is relatively
small compared to other developing economies with similar resource bases. This
may point to policy uncertainty, infrastructure deficits, and security concerns.
Standard Deviation: 1.12 Indicates some variability but not excessive. FDI flows are
moderately stable, with occasional surges during favorable global conditions or oil
booms. Range (Min = 0.82, Max = 5.14) Shows that at its lowest, FDI barely
contributed 1% of GDP, while at its peak, it exceeded 5%. This underscores the
episodic nature of investment inflows into Nigeria.

Exchange Rate Volatility (ERV): Mean: 12.36, A relatively high average
exchange rate volatility reflects Nigeria’s exchange rate instability, particularly after
the move to a more flexible regime and the influence of external shocks. Standard
Deviation: 5.47 Confirms that volatility has been significant, driven by oil price
movements, foreign reserve depletion, devaluation episodes, and policy
inconsistencies. Range (Min = 3.10, Max = 24.88)
Suggests that some years were relatively stable, while others experienced sharp
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currency fluctuations that may have deterred investment and hindered market
performance.

In Summary: All variables exhibit reasonable variation, which is necessary
for econometric modeling. The financial market (FMD) shows growth potential but
is still vulnerable to macroeconomic shocks. Trade openness and FDI inflows are
moderate, but their effectiveness in deepening the financial market may be
constrained by volatility in the exchange rate. The significant exchange rate
fluctuations suggest a potential negative influence on the stability and development
of Nigeria’s financial market.

This statistical overview lays the foundation for subsequent econometric
analysis, where the strength and direction of the relationships will be formally tested
using time series techniques.

5.2. CORRELATION MATRIX

The correlation matrix examines the linear relationship among the variables
included in the model: Financial Market Development (FMD), Trade Openness
(TO), Foreign Direct Investment (FDI), and Exchange Rate Volatility (ERV). This
analysis helps to identify potential multicollinearity issues before proceeding to
regression or VECM estimation.

Table 3: Correlation Matrix

Variable | FMD | TO FDI | ERV
FMD 1.000 | 0.48 | 0.41 | -0.52

TO 0.48 |1.000 | 0.59 | -0.33
FDI 041 ]0.59 | 1.000 | -0.28
ERV -0.52 | -0.33 | -0.28 | 1.000

Source: Eviews out, 2025

FMD and TO (r = 0.48): There is a moderate positive correlation between
financial market development and trade openness. This suggests that increased
integration with global trade may support capital market growth in Nigeria by
expanding demand for financial services and improving investor confidence.

FMD and FDI (r = 0.41): Financial market development also correlates
positively with FDI inflows, indicating that higher foreign investment levels tend to
be associated with improved market performance, although the strength of the
relationship is moderate.

FMD and ERV (r =-0.52): A moderate negative correlation exists between
financial market development and exchange rate volatility. This implies that
instability in the exchange rate tends to discourage financial market growth likely by
deterring investment, increasing risk, and affecting asset pricing.

TO and FDI (r = 0.59): Trade openness and FDI inflows are strongly
positively correlated, which aligns with globalization theory: countries that are more
open to trade often attract more foreign direct investment.
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TO and ERV (r = -0.33): Trade openness is negatively related to exchange
rate volatility, suggesting that countries with more stable exchange rates may find it
easier to engage in international trade.

FDI and ERV (r = -0.28): FDI is also negatively related to exchange rate
volatility. This supports the view that exchange rate stability is an important
condition for attracting and sustaining foreign investment.

Multicollinearity Check: None of the correlation coefficients exceed 0.80,
which is a common threshold for multicollinearity concerns. This suggests that all
variables can be included in the regression/VNECM model without risk of
multicollinearity distorting the estimation results.

5.3. UNIT ROOT TESTS

Time series data often exhibit trends and non-stationarity, which can lead to
spurious regression results. To ensure valid statistical inference, it is essential to test
whether each variable is stationary i.e., has a constant mean and variance over time.

This study employs the Augmented Dickey-Fuller (ADF) test, a widely used
method for detecting the presence of unit roots in time series data.

Decision Rule
e Null Hypothesis (Hy): The series has a unit root (non-stationary).
e Alternative Hypothesis (H;): The series is stationary.

e Ifthe ADF test statistic is less than the critical value (or if p-value < 0.05),
we reject Ho.

Table 4: ADF Unit Root Test Results

Variable | Level (Intercept) | 1st Difference Order of Integration
FMD 211 (p=0.24) | -5.42*** (p=0.00) | I(1)
TO -1.89 (p=0.32) | 4.77*** (p=0.00) | I(1)
FDI -2.08 (p=0.26) | -6.13*** (p=0.00) | I(1)
ERV -1.73 (p=10.41) | -5.88*** (p=0.00) | I(1)

**%p <0.01
Source: Eviews out, 2025

The ADF test results show that all four variables Financial Market
Development (FMD), Trade Openness (TO), Foreign Direct Investment (FDI), and
Exchange Rate Volatility (ERV) are non-stationary at level but become stationary
after first differencing.

Hence, all variables are integrated of order one, I(1). This finding justifies
the use of Johansen cointegration test and Vector Error Correction Model (VECM),
which are appropriate for I(1) variables that may exhibit long-run equilibrium
relationships.
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5.4. JOHANSEN COINTEGRATION TEST

Since all the variables in the model Financial Market Development (FMD),
Trade Openness (TO), Foreign Direct Investment (FDI), and Exchange Rate
Volatility (ERV) are found to be integrated of order one [I(1)], it becomes necessary
to examine whether a long-run equilibrium relationship exists among them. This is
achieved through the Johansen cointegration test.

The Johansen test identifies the number of cointegrating vectors in a
multivariate time series system and is more robust than the Engle-Granger approach
for models with more than two variables.

Methodological Approach

The Johansen procedure provides two test statistics: Trace Statistic: Tests
the null hypothesis of  cointegrating equations against the alternative of more than
r. Max-Eigenvalue Statistic: Tests the null hypothesis of » cointegrating equations
against the alternative of r+1.

Table 5: Johansen Cointegration Test Results (Trace Statistic)

Null Hypothesis | Trace Statistic | Critical Value (5%) | p-value | Decision
r=0 72.46 47.21 0.0001 | Reject Hyg
r<1 39.82 29.68 0.0037 | Reject Hy
r<2 18.54 15.41 0.0153 | Reject Hy
r<3 4.61 3.76 0.0420 | Reject Hy

Source: Eviews out, 2025

Table 6: Johansen Cointegration Test Results (Max-Eigenvalue Statistic)

Null Max-Eigen Critical Value | p-value Decision
Hypothesis Statistic (5%)

r=0 32.64 27.07 0.0091 Reject Ho

r=1 21.28 20.97 0.0465 Reject Ho

r=2 13.93 14.07 0.0511 Do not reject Ho
r=3 4.61 3.76 0.0420 Reject Ho

Source: Eviews out, 2025

The Johansen trace and max-eigenvalue statistics reject the null hypothesis
of no cointegrating relationship at the 5% significance level for at least two
cointegrating vectors. This provides strong evidence of a long-run equilibrium
relationship among the variables: Financial Market Development (FMD), Trade
Openness (TO), Foreign Direct Investment (FDI), Exchange Rate Volatility (ERV)

This result validates the use of a Vector Error Correction Model (VECM) in
the next phase of analysis to capture both short-run adjustments and long-run
dynamics.
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5.5. VECTOR ERROR CORRECTION MODEL (VECM)
ESTIMATION AND INTERPRETATION

Given that the Johansen cointegration test confirmed the presence of long-
run relationships among the variables Financial Market Development (FMD), Trade
Openness (TO), Foreign Direct Investment (FDI), and Exchange Rate Volatility
(ERV) a Vector Error Correction Model (VECM) is estimated to explore both the
short-run dynamics and the speed at which variables adjust to restore long-run
equilibrium after a shock.

VECM Structure
The VECM is based on the following general form:

p-1 p—1
AFMD; = a, + Z B;AFMD;,_; + Z ViAX,_j + ¢ - ECr_q + iy
i=1 =1

Where:

AFMD; : First difference of Financial Market Development

AX;_; : Lagged first differences of TO, FDI, and ERV

EC;_; : Error correction term (lagged residual from long-run model)
¢ : Adjustment coefficient indicating speed of return to equilibrium
U - White noise error term

Table 7: VECM Short-Run Results (Dependent Variable: AFMD)

Regressor | Coefficient Std. t- p- Interpretation
Error Statistic | Value

ATO¢ 0.212 0.089 2.38 0.025 | Significant short-run positive
effect

AFDI 0.174 0.081 2.15 0.040 | Significant short-run positive
effect

AERV¢1 | -0.263 0.103 -2.55 0.018 | Significant short-run negative
effect

ECwi -0.498 0.122 -4.08 0.001 | Significant long-run
correction mechanism

Constant | 0.114 0.061 1.87 0.075 | Marginally significant
constant term

Source: Eviews out, 2025
VECM Results

Error Correction Term (ECj-1 = -0.498, p < 0.01): The error correction
coefficient is negative and statistically significant, confirming that deviations from
long-run equilibrium are corrected over time. About 49.8% of the disequilibrium in
financial market development is corrected in the following year indicating a
moderately fast adjustment speed toward long-run stability.
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ATO¢1 (Trade Openness): The short-run coefficient is positive and
statistically significant, suggesting that increases in trade openness lead to short-term
improvements in financial market development. This aligns with globalization
theory, where trade expansion boosts demand for financial services and market
activity.

AFDI- (Foreign Direct Investment): FDI has a positive and significant
short-run effect on FMD. This supports the notion that foreign investment
contributes to market depth and liquidity, possibly through portfolio flows and
institutional reforms.

AERV: (Exchange Rate Volatility): The coefficient is negative and
significant, indicating that short-term exchange rate instability dampens financial
market development possibly by increasing uncertainty, deterring investment, and
causing price misalignments.

Constant Term: The constant is marginally significant, suggesting the
presence of other structural factors influencing FMD beyond the included variables.

Summary of Findings from VECM: Trade Openness and FDI positively
influence financial market development in the short run. Exchange Rate Volatility
has a dampening effect on the market. The error correction mechanism is active and
significant, confirming that a long-run equilibrium exists and the system gradually
corrects itself when shocked.

Discussion of Findings

The empirical results from the VECM estimation provide insightful
evidence on the relationship between globalization and financial market
development in Nigeria. This section discusses the findings in the context of the
study's objectives and compares them with relevant theoretical and empirical
literature.

Trade Openness and Financial Market Development

The VECM results reveal that trade openness has a significant positive short-
run effect on financial market development in Nigeria. This finding supports the first
research objective and aligns with the Financial Liberalization Theory, which posits
that openness to international trade enhances the development of financial markets
by expanding the demand for credit, investment services, and financial instruments.

This result is also consistent with Baltagi et al. (2009) and Okonkwo et al.
(2015), who found that trade openness improves financial sector performance in
developing countries. The implication is that trade liberalization policies such as
reduced tariffs, improved export infrastructure, and integration into global value
chains can stimulate the expansion and sophistication of Nigeria’s financial market,
especially by attracting international investors and enabling access to broader
financial instruments.
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Foreign Direct Investment (FDI) and Financial Market Development

FDI inflows also show a positive and significant short-run effect on financial
market development, supporting the second research objective. This result aligns
with the Endogenous Growth Theory, which argues that capital inflows can improve
productivity and promote market expansion when effectively absorbed by domestic
institutions.

The result is consistent with empirical works by Adeleke and Abiodun
(2021) and Alfaro et al. (2004), who found that FDI contributes to capital market
development, especially when accompanied by institutional capacity. However, the
strength of the FDI effect in Nigeria may be limited by structural bottlenecks such
as poor infrastructure, bureaucratic delays, and sectoral concentration in extractive
industries. Nevertheless, the result suggests that attracting quality and diversified
FDI can enhance liquidity and depth in the Nigerian financial market.

Exchange Rate Volatility and Financial Market Development

Exchange rate volatility exhibits a negative and significant short-run impact
on financial market development. This confirms the third research objective and
aligns with the Portfolio Theory of Exchange Rate Risk, which holds that exchange
rate instability increases investment risk and deters participation in financial markets,
especially by foreign investors.

This finding echoes Yakubu (2020) and Aliyu (2011), who showed that
fluctuations in Nigeria’s foreign exchange regime reduce investor confidence and
hinder capital market performance. The implication is that Nigeria’s financial
markets are sensitive to currency instability, and sustained volatility may discourage
long-term investment, reduce market efficiency, and erode asset values.

Thus, improving exchange rate stability through credible monetary policy,
inflation targeting, and foreign reserve management is critical for promoting
financial market development.

Adjustment toward Long-Run Equilibrium

The error correction term is negative and statistically significant, indicating
the presence of a stable long-run relationship among the variables. This means that
when external shocks disturb the system, it gradually returns to equilibrium
correcting about 49.8% of the deviation each period. This speed of adjustment
suggests that Nigeria’s financial market is responsive to macroeconomic
fundamentals, though not instantly.

This finding strengthens the theoretical foundation of the study and validates
the use of a VECM framework.

Overall Implications: The results demonstrate that globalization when
managed effectively can support Nigeria’s financial market development. However,
the gains from trade and capital flows can be undermined by macroeconomic
instability, especially exchange rate volatility. Therefore, while promoting openness,
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the government must also implement stabilizing policies to strengthen investor
confidence and deepen market participation.

5.6. POST-ESTIMATION DIAGNOSTIC TESTS

To ensure the robustness and reliability of the estimated Vector Error
Correction Model (VECM), several diagnostic tests are conducted. These include
tests for serial correlation, heteroskedasticity, normality of residuals, and model
stability. These diagnostics help confirm that the model satisfies key econometric
assumptions.

Serial Correlation Test (Breusch-Godfrey LM Test)
Hypotheses:

e Hjy: No serial correlation (residuals are uncorrelated)

e Hj: Serial correlation exists

Table 8: Serial Correlation Test (Breusch-Godfrey LM Test)

Lag Order | LM Statistic | p-Value Decision

1 2.45 0.29 Fail to reject Ho

2 3.11 0.21 Fail to reject Ho
Source: Eviews out, 2025

Since the p-values are greater than 0.05, we fail to reject the null hypothesis,
implying that the model residuals are free from serial correlation.

Heteroskedasticity Test (White Test)
Hypotheses:

e Hj: Residuals are homoskedastic (constant variance)
e Hj: Residuals exhibit heteroskedasticity (non-constant variance)

Table 9: Heteroskedasticity Test (White Test)

Test Statistic | p-Value Decision
21.37 0.15 Fail to reject Ho
Source: Eviews out, 2025

The p-value exceeds 0.05, suggesting the model residuals are
homoskedastic. Thus, there is no evidence of heteroskedasticity in the model.

Normality Test (Jarque-Bera Test)
Hypotheses:

e Hjy: Residuals are normally distributed
e Hj: Residuals are not normally distributed

Table 10: Heteroskedasticity Test (White Test)

Jarque-Bera Statistic | p-Value Decision
2.86 0.24 Fail to reject Ho
Source: Eviews out, 2025

VOLUME 18 NUMBER 1 MARCH 2026 27




JOURNAL OF ACADEMIC RESEARCH IN ECONOMICS

The residuals are normally distributed, as the p-value is above the 5%
threshold. This validates the assumption of normality required for valid statistical

inference in the VECM.

Stability Test (CUSUM and CUSUMSQ Tests)
e CUSUM Test: Plots the cumulative sum of recursive residuals
e CUSUMSAQ Test: Plots the squared residuals

If the CUSUM and CUSUMSQ lines remain within the 5% significance
bands, the model is structurally stable over the sample period.

Stability Test Plots: CUSUM and CUSUMSQ
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Figure 1: CUSUM Stability Test

Source: Eviews out, 2025

CUSUMSQ Stability Test

=— CUSUMsQ

Cumulative Sum of Squares

-- 5% Significance Bounds

Figure 2: CUSUMSQ Stability Test

Source: Eviews out, 2025

In both tests, the plots remain within the 5% significance bounds (red dashed
lines), indicating parameter stability of the VECM model over the sample period.
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Conclusion: Both the CUSUM and CUSUMSAQ plots indicate that the model
is stable, confirming that the parameters of the VECM do not change over time.

6. SUMMARY, CONCLUSION, AND RECOMMENDATIONS

Summary of Findings: This study examined the relationship between
globalization and financial market development in Nigeria over the period 2000—
2024. Specifically, it investigated how trade openness, foreign direct investment
(FDI) inflows, and exchange rate volatility influence financial market development,
measured by market capitalization as a percentage of GDP. Using time series data
and the Vector Error Correction Model (VECM), the study accounted for both short-
run dynamics and long-run equilibrium relationships.

The major findings are summarized as follows:

e All variables were integrated of order one, I(1), and the Johansen cointegration
test confirmed the existence of at least two long-run cointegrating relationships
among the variables.

e Trade openness exhibited a positive and significant short-run relationship with
financial market development, suggesting that increased participation in global
trade contributes to market depth and expansion in Nigeria.

e Foreign direct investment inflows were positively associated with financial
market development, implying that capital inflows play a catalytic role in
enhancing market performance, although their effectiveness depends on
absorptive capacity and regulatory environment.

e Exchange rate volatility showed a negative and statistically significant effect on
financial market development. This confirms that macroeconomic instability,
particularly unpredictable exchange rate movements, deters investment and
erodes market confidence.

e The error correction term was negative and significant, confirming a stable long-
run relationship and demonstrating that financial market development adjusts
toward equilibrium after short-run shocks.

6.1. CONCLUSION

The findings of this study affirm that globalization, when effectively
harnessed, can promote financial market development in Nigeria. Trade openness
and FDI inflows are important drivers of market expansion and investor
participation. However, the destabilizing effect of exchange rate volatility cannot be
overlooked. These results underscore the dual nature of globalization it presents
opportunities for growth but also exposes the domestic market to vulnerabilities.

A well-functioning financial market is not only a product of liberalized trade
and capital flows but also of macroeconomic stability, institutional efficiency, and
policy coherence. Therefore, while Nigeria should continue to integrate into the
global economy, it must strengthen its financial and regulatory frameworks to
mitigate the risks associated with such integration.
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6.2. RECOMMENDATIONS

Based on the empirical findings, the following policy recommendations are
proposed:

e Promote Exchange Rate Stability: The Central Bank of Nigeria (CBN) should
adopt a more transparent and consistent exchange rate policy, supported by
sound monetary and fiscal coordination, to reduce volatility and foster investor
confidence in the capital market.

e Deepen Trade Integration with Safeguards: Trade policies should prioritize
value-added exports, improve logistics and infrastructure, and provide
incentives for local industries to benefit from globalization. This would ensure
that trade openness translates into sustainable financial market growth.

e Enhance FDI Quality and Diversification: Beyond attracting FDI, efforts should
focus on ensuring that investment flows are channeled into sectors that stimulate
financial innovation and capital market participation, such as manufacturing,
services, and ICT, rather than extractive industries alone.

e Strengthen Financial Market Institutions: Regulatory agencies like the Securities
and Exchange Commission (SEC) and the Nigerian Exchange Group (NGX)
should continue improving transparency, corporate governance, and product
diversity to attract domestic and foreign investors.

e Build Resilience through Financial Reforms: Financial market reforms should
target greater digitalization, risk management frameworks, and investor
education to make the market more inclusive and responsive to globalization
shocks.
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