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A bstract - This paper investigates the relationship bt:tween capital market development and economic 
growth using Nigerian data on GDP (proxy for economic growth), market capitalization ratio, va lue traded 
ratio and stock market turnover ratio (proxies for capital market development) over the period l98 1-
2014.Employi ng the econometric methodology of the vector enor coiTection model, the study shows that in 
the short-run, market capitalization ratio and turnover ratio have significant negative effect on aggregate 
national output (GDP). The study also shows positive effect of value traded ratio as well as negative effect of 
inflation rate on GDP though not significant. The long-run esti mate shows that all the exogenous variables 
have significant negative impact on GDP and that changes in market capitalization ratio, value traded ratio 
and turnover rat io produce more than proportionate changes in GDP. With an adjustment speed of about 
91.12 per cent, the model presents an inherent capacity to overcome short-run disequi librium. The Granger 
causality test shows evidence of causal impact of marke"r capitalization ratio, value traded ratio and turnover 
ratio on aggregate national output. The study fu rther shows uni-directional causality from GDP to inflation. 
The paper established therefore that stock market development constitutes a significant determinant of 
economic growth in Nigeria. 

I. INTRODUCTION 

The capita l market refers to a ne twork of specialized financial ins titutions, series of 
mecha ni sms, processes and infrastructure that, in vario us ways, fac ilitate the bringing together of 
suppli ers and users of m edium to long-term capita l for in vestment in economic development 
projects (A l-Faki , 2006). It is s imply an institutional pl atform or anangement for raising m edium to 
long- te rm funds needed to support real sector operations through the sale and purchase of medium 
to long tenured financial instruments. By offering a wide range of such instruments, economic 
agents are e nabled to pool, price and exchange risks. N wank wo (1991) posits tha t through assets 
with a ttrac ti ve yie lds, liquidity a nd ri sk characte ris tics, which are essential for government and 
other f inancial institutions in need of long-term funds, the capital market promotes savings in 
financial form. Basic economic theory postul ates a direc t and proporti ona te relatio nship between 
real ized savings and real ized in vestments . Higher rates of investments, all things be ing equal, lead 
higher rates of real growth. 

T he link be twee n capital market opera tions and economic growth and deve lopm ent de ri ves 
from the works of Adam Smith (1776) , Bageho t (1873), Schumpeter (1912), etc. who argue that a 
developed and efficient financial marke t is a conditio n precedent to growth in the real economy. 
Though there have been pockets of opposing views on the role of financial development in 
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study shows that developed stock marke ts promote economic growth by identifying and financing 
profitable investment opportunities. 

Agarwal (2001) and Mahtadi and Agarwal (2001) examin~d the relationship between stock 
market development and economic growth . Both studies show evidence of"Strong positi ve impact of 
s tock market development on economic growth. Studies by Luinke l and Khan (1999), Levine and 
Zervos (1996) Bencivenga et al (1996), Atje amd Jovanovic ( 1993) also show that the stock market 
promotes growth in an economy. Abu (2009) investigated the effect of stock marke t development 
on economic growth in Nigeria usi ng the analytical technique of the vector eiTOr correction method. 
He finds that s tock market development promotes economic growth. Also, Osinubi and 
Amaghionyeodiwe (2003) find a positive impact of stock market development on economic growth 
in Nigeria, using data over the period 1980-2000 and employing the technique of the ordinary least 
squares (OLS). 

Studies by Obamiro (2005), Ezeoha eta! (2009) show stron g evidence of positi ve impact of the 
capita l market on economi c growth in Nigeria. However, Ezeoha e t al (2009) reveal that while the 
stock market promotes economic growth through growth in domestic private investment flows, it 
has not been able to promote foreign private investment Oows required for growth . However, 
Nyong (1997) shows that capital market development is negatively and significantly correlated with 
economic growth in Nigeria. Ewah e t a! (2009) exar]1 ined the ~ff~ct of c~pit(\ 1 !ll~fl}et efficiency on 
the growth of the Nigerian economy using data from 1961-2004. They did not find evi<;l.ence of 
significant effect of the capital market on e~onomic growtb in Nigeria. · The study by Adamu and 
Sanni (2005) shows that (i) The stock marke t has a s i'gnificant posfi:ive effect on economic growth 
(ii ) The re is bi-directional causality between stock market turnover and economic growth . Kolapo 
and Adaramola (2012) examined the impact of Nigerian capit~l rr.arl$:et on economic growth using 
data over the period 1990-2010. Tbey find ~hat t~e Nigerian car,~tal mar~et impacts posi tively on the 
N igerian economy. Ogunmuyiwa (2010) ex.amin~c! the causal link between stock market and 
economic growth in Nigeria using data over the p~riod 198:1--2005 , he fi11ds that changes m 
investors' confidence and stock market liquidity ca!Jse change in economic growth in Nigeria. 

Odhiambo (2009) examined the causal link between stock marke t development and economic 
growth in South Afric!l usipg ~he Autor~gressive n"istribf+ted Lag (ARDL) : Bounds testing 
technique. He finqs evipeqce qf causal impact of stoc~ ~~r~~t qevelopfllent 011 ~coqo!llic ~owth . A 
similar South Afri~an stJJdy py Nc!ako (20Q9:) qas~~ on tqe econpmetric t~ch~~qu~ of the vector 
error correction m~chanism (V~CM), however, s~ows eviqence of causal irnp!lct econorp.ic growth 
on stock market development thereby raising some fundamental questions as to whether research 
outcome is a function of the nature of data and the me thod adopted in its anal ysis. Odhiambo (2009) 
employed annual data and ADRL technique while Ndako (2009) employed quarterly data for the 
same period on the same set of variables but adopted the analytical technique of the VECM. Riman 
et a l (2008) in vestigated the causal link be tween stock market development and economic growth in 
Nigeria. They fi nd evidence of uni -directional causality from stock market to economic growth. 
Vazakidi s and Adamopoulos (2009) examined the causal link b~tween economic growth and stock 
marke t development in France using the technique of VECM. The study shows that economic 
growth granger-causes stock marke t development. 

Udegbunam (2002) examined the impact of trade op~nness and stock mar~et development on 
economic growth in Nigeria. He finds eviden.ce of strong posi tive impact of trade openness and 
sock market development on econoll)ic growth in Niger~a. Adjasi and J3iekpe (2005) investigated 
the link between stock marke t development and economic growth using data from selected African 
countries. They find significant positive impac t of stock market development on economic grow th 
in the selected countries. 
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economic growth and development (see for example Robinson, 1952) and some refine ments of the 
basic hypothesis on the fin ance-growth nexus (see Patric k, 1966, Calderon and Liu , 2003), there is a 
near consensus that a well-fun ctioning financ ial sec tor is a pre-condi tion for the efficie nt allocation 
of resources and the exploitation o f a n economy's growth potenti al (Odeniran and Udeaja, 2010). 

There is subs tantial evidence that the s tock marke t plays a vital role in the economic health of 
most developed economies while developing economies re ly ex tensive ly on the operati ons of the 
money market to dri ve the ir economi c acti vities. Thi s study seeks examine the effect o f the capital 
marke t on the growth and development of the Nigeri an econ omy. Spec ifically, it examines the 
effect of key stock market performance indicators like stoc k marke t capita li zati on ratio, value 
traded rati o and turnover rati o on output growth in Nigeri a . Majori ty of earlier studies have either 
approached this iss ue through regression ana lysis or causality a na lysis. Both methods are e mployed 
to enhance the robustness of thi s study. 

II. REVIEW OF RELATED LITERATURE 

The relationship between capita l marke t developme nt and economic growth de ri ves from the 
supply-led theory of fina nce . As the long-term market for financial resources, the capita l market 
offe rs long tenu red financ ia l assets with attrac ti ve yie lds, liquidity and ri sk c haracteri stics to attract 
savings required by government and other in vestors in need of long-term funds. The capita l market 
he lps the government and corporate entities to raise long-te rm funds for fin anci ng new projects, 
expanding a nd moderni zing industria l/ commerc ial concerns (Nwank wo, 199 1). A developed 
capita l market, according to Levine (1 991) reduces liquidity shocks of investors thereby enhancing 
the productive capacity of the economy and hence producti vity growth through provision of capital 
used in production and by e nsuring that capital is produc ti vely employed. The importance of the 
capital market to economi c growth and deve lopment has a lso bee n emphasized by O gwumi ke & 
Omole (1996), Adamu and Sanni (2005), Agarwal (2001 ), e tc. 

An ac ti ve stock market, according to Demirguc-Kunt & Maksimovic (1998) is an indication of 
a we ll deve loped financ ial syste m. Accordin g to Tharawanji (2007) countries with deeper capital 
markets face less severe business cyc le output contraction and lower chances of economic down 
tum compared to those with less deve loped capital markets. Tachi wou (2010) examined the effect 
of capital market development on economic growth in the West African sub-region. He finds a 
positi ve impact o f stock market development on economic growth in the long and short-term. 
Nowbutsing (2009) in vesti gated the re lati onship between stock market development and economic 
growth in Mauritius. The study shows that in the short and long-run , stock marke t development 
positi vely impacts economic growth . Ba lbo e t a! (2005 ) studied the impact of fin ancial development 
on economic growth in Egypt using data over the period 1974 -2002. They fi nd that capital market 
development contri butes significantly to economic growth in Egypt. Similar s tudy by Beckaert et al 
(2005) also le nds support to the growth-prope lling impact of the stock market. 

Tharawanji (2007) studied the capital market with regard to severi ty of bus iness cyc les and 
probability of economic down turn. T he study reveals that countries with greater capital market 
depth face less severe business cycle o utput contraction a nd have lower chances of experienc ing a 
downturn compared to those with less developed markets. Nieuwerbugh e t a l (2005) examined the 
relationship between economi c growth and stoc k market development in Belgium. They fin d strong 
support of positi ve impact of capita l deve lopme nt on economic grow th . A sim ilar study by Chee et 
al (2003) a lso reveals strong pos iti ve effect of the capital marke t on economic growth in M alaysia. 
They a lso find evidence tha t the stock market leads economic growth (suppl y-leading hypothesis) in 
Malays ia. Studi es by M uhammed et a! (2008) for Pakis tan, a nd Liu and Hsu .(2006) for Taiwan, 
Korea and Japan, produce evidence of positi ve impact of the s tock market. Caporale and Soliman 
(2004) in vesti gated the causa l link between stock market deve lopme nt and economic grow th . The 
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METHODOLOGY 

Quantitative researc h technique based on ex-post facto design was adopted for the study. The stwly 
employed time series data,for the pe riod 1981-2014. on GDP (proxy for economtc growth). stu~.-" 
market capitali zation, stock value traded, stock market turnover (prox ies for stock market 
performance) and innation (control variable). Research parame te rs were estimated usi ng 
econometric methodology based on vector enor cotTection (VECM) ana lytical technique at 5 per 
cent level of signifi ca nce. The Granger ca usa lity test was conducted to Jeterrn ine the d irection of 
causati on, if any, between the de pe nde nt and independent variables. 

TV. EMPIRICAL RESULT AND DISCUSSIONS 

Resu lts of the Phillip-Pen-on unit root test in table 1 belov, shows that GDP, market 
capitali zation ratio, value traded ratio and turn over ratio are not s tati onary at the ir leve ls. Thi s is 
e\idcnced b) highe r \alues of these variab les relat ive to their calculated val ues. Only in fl ation ra te 
showed evidence of stati onary at level. However, a ll the variab les beca me stationary at first 
di ffere ncc. 

Table 1: Phillip Perron (PP) unit root test at levels and first difference 

Variable PP Test PP Critical Test@ First PP Critical Remark 
@Levels values Difference values 

LGDPR -2.6578 17 -2.957 110 -6.169787 -2.9604 11 Integrated of order 1 

LMC R -0.881553 -2.9571 J 0 -5.868830 -2.960411 Integrated of order 1 

LVTR -0.80972 1 -2.957 110 -5.355607 -2.960411 Integrated of order 1 

LTOR -1.579855 -2.957 110 -5.605725 -2.9604 11 Integrated of order 1 

LINFL -3. 123005** -2.957 110 -9.49397 1 -2.96041 L Integrated of order 1 

*, ** Represents stationary trend at l CJc and 5% level of sign(ficance 
Having established ev ide nce of stationary for the study observations, we proceeded to test for 

the existe nce of co-i ntegra ted series among the variables captured in the economic growth model 
using the Johansen and Jusulius (1990) co-i ntegrat ion procedure. Computed val ues for both the 
trace and max-Eigen statis tic were compared with the ir respec ti ve critical values at 5 pe rcent level 
of sign ificance. In table 2, the trace stati stics revealed evide nce of a co-i ntegrated series at 5 percent 
signifi ca nce leve l. The existe nce of a co- integrated seri es suggests a tende ncy of the series not to 
drift apart over a long period of time. 
In table 3, the estimated long-run re lat ionship between economic growth and capital market 
development shows s ignificant e ffects of market capitalization, value traded rati o, turnover rati o 
and inflation rate on rate of economic growth. Further analys is of the evidence at lag1 shows a 
signifi cant in verse effect of market capita lization ratio, turnover ratio and inflation rate on economic 
growth . The study a lso shows evidence o f significant posi ti ve effect value traded ratio on economic 
growth at lag 2. 
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Table 2: Co-integration result 

Eigen Trace 0.05 Ma x- 0.05 
Hypothesized Value Statistics Critical Prob>* Eigen C ritical 
No. of CE(s) Value Statistic Value Prob. '''* 

None''' 0.626487 72.18706 69.81889 0.0320 30.52892 33.87687 0.1 192 
At most 1 0.49239 1 41.65814 47.856 13 0.1685 2l.O 1934 27.58434 0.2751 
At most 2 ().385 154 20.63880 29.79707 0.3805 15.07788 2 1.13162 0.2835 
At most 3 0.152650 5.560921 15.4947 1 0.7467 5.134872 14.26460 0.7247 
At m ost 4 0.01 3650 0.426049 3.841466 0.5 139 0.426049 3.841466 0.5139 

- ---

Source; Author 's computation, 2015 

a e stlma te T bl 3 E . d l ong run co-e m· 1ctents 
Co intcgratingEq: C --- --,--
~ ' ointEq I I 2:?..180281 LMCR(- LINFL(-

I II LVTR(-2) LTOR(-1) I ) 
f-'---- - · r- -- -- r-- --- -· ~ 

1 

Cocfloc;em' 1 -4 B211982 4.748874 -5.404209 -0. 154940 
Standard I 

. f 1ro: (2.97787) (2.98487) (3.02268) (0.08467) 

tStallstk [- r- r-
l.61894J 1 l.59U98J 1.787881 1.82984) 

!:>ourc,·: Aurlzor's Colllputarion, Standard e rror and T-statistics are swted in parenthesis as ()and 
(}respectively. 2015 

A percentage change 1n market capitalization resu ll <; to 4.821 percentage change in economic 
growth rate holding other variables at constant. The estimated co-efficien t for market capitalization 
indicates a high degree of the sens itivity of econom1c growth rate to the variations in market 
capita lization. The result in tabl e 3 above shows that a percentage change in value traded ratio 
rai ses economic growth rate by 4.75 percent all things being equal. This implies that a proportionate 
change in value traded ratio leads a more proportionate change in economic growth in the right 
direction. At lag1 a percentage change in turnover ratio leads to 5.4 pt;rcenta~c c hange in economic 
growth rate. A significant inverse relationship was observed bet\\.een carit·d market turnover ratio 
and economic growth ra_te . A I so, the degree of the responsiveness o f ecoN ·mic growth rate to the 
variati ons in turnover rat io is highl y e lastic. 

Inflation at lag l indicates a significant inverse relationship wi th economic growth rate. 
However. a percentage change in inflation rate resu lts in a less than proportionate percentage 
c hange in economic growth rate . Specifically, a perccntagc c hange in intlation rate leads to 0. 155 
percentage c hange in economic growth rate . Thi s indicates tha •.. • ..; degree of sensitivity of 
economi c growth rate to the changes in inflation rate is inelastic. hc!nce it be concluded from this 
study that market capitalization ratio, va I ue of sec uri tics traded, turnover ratio and inflation rate are 
significant determinants of economic growth rate in the long-run. 

Table 4: Vector error correction model 
~-- --· 

Enor Conection: ECM (-1) D(LMCR(-1)) D(LVTR( -2)) D(LTOR(-1)) D(LINFL(-1) 
Coefficient -0.911154 -4.324414 1.940394 -4.8 11092 -0. 123985 
Standard En·or (0.27 173) (1.34676) (2. 14642) (1.41 L39) (0. 10559) 
T-Statistic l-3.353181 [-3.21097] l 0.90401 J [-3.40876] (-1.174241 
Source: Authors C OIIIJ>lifaTwn, Stondard error and 7 -srattst1cs ore stated 111 parenthesis os () 
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The result of the vector error correction estimates reveals the short run dynamics associated with the 
system. As could be observed in table 4 above, it appears that market capital ization and turnover 
ratios support a significant inverse re lationship with economic growth rate while value traded ratio 
has a positive but not significant re lationship with economic growth rate at first difference ta6 2. 
The error correction term was correctly signed and statisticall y significant. The error correction 
model result shows that 91.12 percentage of the disequilibrium in the system could be corrected per 
time in the event of external forces acting on the system. This shows a re lative ly high speed of 
systemic adjustment and poss ibility of convergence of the system. 

Granger Causality Analysis 

Table 5: ·Granger Causality Estimates 
Pairwise Granger Causality Tests 
Date: 12/10115 Time: 16:52 
Sample: 198 1 2013 
Lags: 2 

Null Hypothesis: Obs 

LMCR does not Grange r Cause LGDPR 31 

LGDPR does not. Granger Cause LMCR 

L VTR does not Granger Cause LGDPR 3 1 
LGDPR does not Granger Cause LVTR 

LTOR does not Granger Causl.! LGDPR 31 
LGDPR does not Granger Cause L TOR 

LINFL does not Granger Cause LGDPR 3 1 

LGDPR does not Granger Cause LINFL 

F-Statistic Pro b. 

3.74781 0.0371 
0.43296 0.6532 

7.86157 0.002 1 
0.37747 0.6893 

7.30085 0.0030 
1.03155 0.3706 

0.71653 0.4978 
3.82757 0.0349 

The Granger causa lity test shows evidence of unidirectional causality from (i) market capitalization 
ratio to GDP (ii) value traded ratio to GDP (iii) turnover ra tio to GDP. These results imply that 
changes in these variables cause changes in output growth in Nigeria. There is also evidence of 
unidirecti onal causality from GDP to inflati on. Thi s is an indication that changes in output growth 
cause inflati on level in the economy to change. 

V. CONCLUSION AND RECOMMENDATION 

The vector regression estimates show suffic ien t evidence that the s tock market significantly 
impacts economi c growth in N igeria in the short and long-run . Th is result is further reinforced by 
the Granger causality estimates that changes in stock market performance indicators induce change 
in output growth. It is therefore recommended that government should vigorously pursue the 
development of the capital market as a veritable source of long-term funds needed to support real 
sector operations, 
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