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Abstract This paper examines the impact of interest rate changes on the Nigerian stock market- two very key aspects of
the economy of a country. It studies the behavior of the Nigerian Stock Exchange All Share Index (NSE ASI) to the changes
in the central bank of Nigeria’s (CBN) interest rate over a period of 25 years (1986-2011). The problem identified indicated
that the All Share Index responded differently to interest rate hikes and cuts. The objective, therefore, is to study the
relationship which exists between the All Share Index and the changes in interest rates. Data obtained from the CBN and NSE
was analyzed based on a six-month and twelve-month percentage change basis with their respective averages taken. The
paper makes use of the bivariate and multivariate regression analysis models for periods of interest rate hikes and cuts.The

study finds that the impact of interest rate is not significant when other variables affecting stock prices are controlled.
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1. Introduction

The Nigerian Central Bank's monetary tightening policies
of 2011 impacted adversely on the economy of Nigeria. In a
bid to support the weakening naira and curb high inflation,
the interest rate was jacked up to 12 percent by the end of
2011. According to [12], the hiking in interest rates also
affected the stock market.

The scenario prompted the following problem statements:

2. Statement of Problem

1. How does the stock market respond to interest rate
hikes?

2. What could happen to the stock market when the
Central Bank begins to cut rates in an attempt to increase the
stimulus in the economy?

3. How does interest rate variable fare when other
variables affecting stock prices are controlled?

Questions and problems arising prompted this article to
examine the market's reaction during periods of rising and
falling rates over a period of 25 years from 1986-2011.

3. Objective
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The primary objective is to determine the impact of
interest rate on the share prices with the case study being the
All Share Index. Other specific objectives include: to
examine the relationship between the monetary policy rate
and the All Share Index of the Nigerian stock exchange and
to assess the guideline for interpreting the behavior of the
market's movement when interest rates rises or falls.

4. Theoretical Review

Stock market is an important economic indicator of any
country. [13] Writes that share market makes it possible for
the economy to ensure long-term commitments in real
capital.

[6] States that the central objective of the stock exchange
worldwide remains the maintenance of the efficient market
with attendant benefit of economic growth. Thus a
substantial decline in the stock market gives reason to fear
that a recession may be around the corner as noted by [10].
So measuring the efficiency form of stock market is very
important to policy makers. A stock market index is a
statistical parameter to reflect the composite value of a
market characteristic. It is a quick measure to judge the
overall direction of the market and the scope of its
movement.

The Nigerian Stock Exchange (NSE) was established in
1960 as the Lagos Stock Exchange. As of December 31,
2012, it has about 198 listed companies with a total market
capitalization of about N8.9 trillion ($57 billion). All listings
are included in the Nigerian Stock Exchange All Shares
index.



International Journal of Finance and Accounting 2014, 3(2): 96-101 97

It started operations in Lagos in 1961 with 19 securities
listed for trading. In December 1977 it became known as The
Nigerian Stock Exchange, with branches established in some
of the major commercial cities of the country.

The NSE is regulated by the Securities and Exchange
Commission, which has the mandate of Surveillance over the
exchange to forestall breaches of market rules and to deter
and detect unfair manipulations and trading practices. The
Exchange has an automated trading System. Data on listed
companies' performances are published daily, weekly,
monthly, quarterly and annually.

In order to encourage foreign investment into Nigeria, the
government has abolished legislation preventing the flow of
foreign capital into the country. This has allowed foreign
brokers to enlist as dealers on the Nigerian Stock Exchange,
and investors of any nationality are free to invest. Nigerian
companies are also allowed multiple and cross border
listings on foreign markets.

The Exchange maintains an All-Share Index formulated in
January 1984 (January 3, 1984 = 100). Only common stocks
(ordinary shares) are included in the computation of the
index. The index is value-weighted and is computed daily.
The highest value of 66,371.20 was recorded on March 3,
2008 [5]. Also, The Exchange has introduced the NSE-30
Index, which is a sample-based capitalization-weighted
index plus four sectorial indices. Similarly, four sectorial

indices have been introduced to complement existing indices.

These are NSE-Food/Beverages Index, (Later renamed NSE
— Consumer Goods Index) NSE Banking Index, NSE
Insurance Index and NSE Oil/Gas Index. [5]

The All Share Index and the market capitalization capture
activities and performance on the NSE [3]. [2] stressed that
one percent increase in stock market capitalization ratio
would lead to about thirty three percent raise in real GDP
growth rate. His findings emphasize the need for a healthy
positive growth in the stock market.

In order to promote outstanding growth in the Nigerian
stock market, the interest rate is a very important factor that
must be considered because interest rates decide where we
invest. [4]

For an example: An investor who is given the option to
choose between a 12 percent interest in fixed deposit in a
bank or the stock market will most likely deposit his money
in the bank than invest in stocks. Why? Because he has the
chance of earning higher returns at a very low risk.

Generally, interest rate is considered as the cost of capital
means, the price paid for the use of money for a period of
time. From the point of view of a borrower, interest rate is
the cost of borrowing money (borrowing rate). From a
lender's point of view, interest rate is the fee charged for
lending money (lending rate) [17]. [16] Defines it as the
return or yield on equity or opportunity cost of deferring
current consumption into the future. Thus, [1] writes that any

economy that wishes to grow must pay proper attention to
the changes in interest rate. Generally, financial analysts
agree that there is an inverse relationship between interest
rates and stock markets. Studies conducted by [7] on the
Bogota stock market and [18] reveals that stock price and
interest rates are inversely correlated.

This study also looks at the impact of interest rate on the
ASI and assesses its effect when other significant variables
like Inflation rate, Unemployment rate and Gross Domestic
Product (GDP) that also affect stock prices come into play.

5. Hypothesis

The hypothesis this study aims to test is as follows:

HO: interest rates has no effect on the Nigerian stock
market

H1: interest rates has an effect on the Nigerian stock
market

Hypothesis testing is carried out with a significance level
of 0.05.

6. Research Methodology

This study incorporates the descriptive statistics
techniques. It involves calculating the mean of the All Share
Index percentage change based on 6 months and 12 months
analysis. Their respective charts are plotted to facilitate clear
comparison of the effect of interest rate hikes and cuts on the
ASL

The bivariate linear regression model tests the relationship
between the ASI and the Interest rate as the only predictor
variable. The model is given below:

ASI= a + a; interest rate + e (1)

The multiple linear regression model is also adopted to
control for other important variables. Although stock prices
are impacted by many factors, the research incorporates three
very basic economic indicators that affect stock prices into
the multivariate model. They are the Inflation rate,
Unemployment rate and the GDP of Nigeria with the period
of 25 years.

We have:

ASI = b +, b, interest rate + b, Inflation rate
+ b3 Unemployment rate + by GDP + el (2)
For models I and II:
a, b = constants of the models
aj, by,by, by, by = coefficients of the models
€, €= error terms
The matrix correlation between the ASI percent changes
and the four predictor variables is calculated to determine the
degree of relationship between the variables.
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7. Data Presentation and Analysis
Table 1.1. ASI% change during interest rate hike

Impact of Interest Rates on Stock Prices: An Analysis of the All Share Index

Interest Rate Hike Period

Increase Rate Level

NSE ASI % Change Before and After hike

Start End Change 6 Months before 6 Months after 12 Months after

1986 — 1987 10.0 12.8 2.8 8.5 17.5 14.4
1988 — 1989 12.8 18.5 5.7 10.4 8.1 35.7
1991 — 1992 15.5 17.5 2.0 13.8 9.7 39.5
1992 — 1993 17.5 26.0 8.5 25.9 6.7 38.7
1998 — 1999 13.5 20.7 7.2 2.5 8.8 -4.2
2000 — 2001 14.0 20.5 6.5 17.5 244 24.7
2007 — 2008 9.5 9.8 0.3 9.4 32 -42.0
2009 —2010 6.0 6.3 0.3 -17.6 12.3 9.6
2010 —2011 6.3 12.0 5.7 -4.2 -6.9 -22.7

Average 43 6.8 9.3 10.4

Table 1.2. ASI% Change during Interest Rate cut period

Cut rate level

NSE ASI % change Before and After rate cut

Interest rate cut period
start End change 6 months before 6 months after 12 months after

1990 - 1991 18.5 15.5 3.0 154 233 48.1
1993 - 1994 26.0 13.5 12.5 30.7 15.2 323
1999 - 2000 20.7 14.0 6.7 6.5 124 41.0
2001 - 2002 20.5 16.5 4.0 3.7 16.8 14.0
2002 - 2003 16.5 15.0 1.5 -2.6 9.5 51.4
2004 - 2005 15.0 13.0 2.0 -11.9 -6.6 4.4
2005 - 2006 13.0 10.0 3.0 9.9 11.1 40.2
2006 - 2007 10.0 9.5 0.5 19.0 39.5 57.6
2008 - 2009 9.8 6.0 3.8 -40.8 23.1 -4.5

Average 4.1 33 16.1 31.6

Table 1.3. ASI% change for all 25 years

. ASI% price change
All years interest rate 6 months 12 months
1986 10.0 9.5 21.7
1987 12.8 17.5 14.4
1988 12.8 8.0 22.4
1989 18.5 8.1 35.7
1990 18.5 21.7 49.8
1991 15.5 23.3 48.1
1992 17.5 9.7 39.5
1993 26.0 6.7 38.7
1994 13.5 15.2 32.3
1995 13.5 56.9 122.8
1996 13.5 12.9 36.2
1997 13.5 16.4 -11.4
1998 13.5 -8.4 -11.9
1999 20.7 8.8 -4.2
2000 14.0 12.4 41.0
2001 20.5 24.4 24.7
2002 16.5 16.8 14.0
2003 15.0 9.5 514
2004 15.0 27.2 5.0
2005 13.0 -6.6 4.4
2006 10.0 11.1 40.2
2007 9.5 39.5 57.6
2008 9.8 3.2 -42.0
2009 6.0 23.1 -4.5
2010 6.3 12.3 9.6
2011 12.0 -6.9 -22.7
Average 14.3 23.6
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Figure 1. NSE ASI % changes after interest rate cuts and hikes 1986-2011
Table 2.1. Single regression analysis-ASI on interest rate (hike periods)
Regression Statistics
Multiple R 0.338765461
R Square 0.114762038
Adjusted R Square -0.011700529
Standard Error 28.79675367
Observations 9
ANOVA
df SS MS Significance F
Regression 1 752.5291427 752.5291 0.907478 0.37251167
Residual 7 5804.771155 829.253
Total 8 6557.300297
Coefficients Standard Error t Stat P-value Lower 95% Upper 95% Lower Upper
’ pper=aro 95.0% 95.0%
Intercept -3.378273427 17.36671792 -0.19453 0.851289 -44.44403578 37.6874889 -44.444036 37.68749
(Changein 5 1635003 | 3330800689 | 0952617 | 0372512 | -4.715951318 | 11.0792217 | -4.7159513 | 11.07922
interest rate
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Table 2.2. Multiple regression analysis for control-ASI on 4 variables (hike periods)

Impact of Interest Rates on Stock Prices: An Analysis of the All Share Index

Regression Statistics
Multiple R 0.807297222
R Square 0.651728805
Adjusted R Square 0.303457611
Standard Error 23.89413531
Observations 9
ANOVA
df SS MS F Significance F
Regression 4 4273.581489 1068.395 1.871326 0.279392881
Residual 4 2283.718808 570.9297
Total 8 6557.300297
. Upper
Coefficients Standard Error t Stat P-value Lower 95% Upper 95% | Lower 95.0% 05.0%
. 0
Intercept 6.956461825 31.63911732 0.219869 0.836738 -80.88781058 94.8007342 -80.887811 94.80073
change in
. 2.840700455 3.084743825 0.920887 0.409223 -5.723921439 11.4053223 -5.7239214 11.40532
interest rate
change in
. 0.851261699 1.204337952 0.70683 0.518673 -2.492516513 4.19503991 -2.4925165 4.19504
Inflation rate
change in
-2.485382729 2.567831237 -0.96789 0.387908 -9.614825197 4.64405974 -9.6148252 4.64406
Unemp rate
change in
GDP -0.000472262 0.000483402 -0.97695 0.38391 -0.001814402 0.00086988 -0.0018144 0.00087

8. Discussion of Findings

From the six and twelve month percentage change
analysis, the CBN has initiated a rate tightening program 9
times since 1986. Coincidentally, within the same period,
there has been 9 interest rate cut phases. During all the 25
years, the ASI rose an average of 23.6% annually or
approximately 14.3% in every six month period.

After rate hikes the ASI's average for 6-month price rise
was 9.3% and 12 months after, the stock prices rose with an
average of 10.4%. This margin is very minimal.

Based on the data analysis, the difference between the
long term average annual price percent change and the
annual price percent change during the rate hike period is
13.2%, this translates to a 1320 basis points. This significant
difference further supports the fact that stock market returns
after rate hikes is dismal. In contrast, the outcome following
interest rate cuts is a different one. We see the ASI soaring to
an average of 16.1% after 6 months and almost doubling its
value after 12 months - an average price rise of
approximately 31.6%. This also surpasses the 6 month and
12 month normal growth observed throughout the whole 25
years.In other words, during rate cut cycles, the market's
response is impressive.

The bivariate regression analysis further confirms in table
1.5 that interest rate, as a stand-alone predictor variable, has
a negative impact on the ASI. The F-test has a p value less
than a=0.05. The p value for the interest rate is also less than

0.05. This implies that the null hypothesis does not hold
when the focus variable is only interest rate changes. The
predictive equation for the single regression model I
becomes:

ASI= 35194.39 — 1606.68 Interest rate

A completely different result, however, comes to fore
when other significant factors are brought into the scenario.
This is a better reflection of what takes place in the real world.
The correlation matrix in table 1.7 provides some insights
into which of the independent variables are related to the ASI.
It shows that the interest rate has a moderate negative
correlation (-0.51) with the ASI while the highest correlation
with the ASI is GDP (0.81).

Table 1.6 gives the results of the multiple regression
analysis for control of the three other variables incorporated
into the model. The overall F-test for the model is 12.21 with
a p-value of 0.000028. This means that our model is
statistically significant. The R squared value of 69.9%
further indicates that the fit has really improved over the
simpler regression model. A look at the p-values of each
variable reveals that interest rate has a p-value of 0.87. This
is greater than the significance level of 0.05, hence it is not
statistically significant.

Regression analysis for periods of interest cuts and interest
rate hikes were also carried out separately. Results of the
output can be found in tables 2.0-2.3. The results show that
the overall F-test is not statistically significant.
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9. Re-stated Hypothesis/Result
Summary

HO: interest rates has no effect on the Nigerian stock
market

HI1: interest rates has an effect on the Nigerian stock
market

Given that interest rate no longer plays a significant role
when we control for variables in the model II. It implies that
we fail to reject the null hypothesis HO. In simple terms, the
effect of interest rate on the ASI is very insignificant.

10. Policy Implication and
Recommendations

The finding from the paper reveals that the historical
relationship between CBN's interest rate and the ASI of the
NSEis an inverse one. However, interest rate is not an
important determinant when considering the changes in
stock prices. Nevertheless, a continuous hike in interest rates
will not be in the best interest of the economy of which the
stock market is a part of. In view of this, a downward review
of the current level of interest (12%) should be considered by
the CBN.
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