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SUMMARY

In line with broad expectations, the commencement 
of the much discussed ‘tapering’ by the US Federal 
Reserve drove an increase in volatility across global 
financial markets in H1 2014. Markets roiled over 
much of Q1; first, on a frontloaded reversal out of 
emerging markets into developed ones, and later, 
on speculation about timing of potential rate hikes 
by the Fed following comments by Janet Yellen. 
However, financial conditions calmed in Q2 after Q1 
GDP in US negatively surprised reducing fears about 
hasty transition to tighter interest rate environment. In 
addition, Europe continued to show signs of weakness 
with subdued inflation readings suggesting imminent 
deflationary threat. Thus, a subdued developed 
market growth outlook and firming signs of structural 
weakness in China led the IMF to revise 2014 global 
growth 30bps lower to 3.4%. Furthermore, rising geo-
political tensions in Eastern Ukraine following the 
annexation of Crimea by Russia and a fresh wave 
of violence in the Middle-East, which intermittently 
swayed market sentiment over H1, have acted to 
tame previous optimism about global growth in 
2014. Incidentally, the proximity of conflicts to major 
oil producers helped oil prices track higher though 
tapering, rising US shale production and slower EM 
growth signaled otherwise. The theme of unexpected 
support was extended to soft commodities as weather 
shocks clouded the fundamental picture.

Whilst speculation about timing of rate increases have 
assumed the front burner with the $85billion large scale 
asset purchase now preset for expiration in October, 
the far from reassuring economic growth picture 
continues to constrain prospect of rate hikes over 
2014. This development appears to be underpinning 
early signs of improvement in portfolio flows to EM, 
as reflected in financial market improvements in Q2, 
helped by improved clarity following elections in India 
and South Africa. However, as we surmised in our H1 
report, capital flows emitted a discriminatory scent with 
positive net flows into countries with favourable macro 
and political fundamentals and negative otherwise. 

Notwithstanding the softening EM picture and 
tepid commodity prices, economic growth in Africa 
continued its strong trajectory showcasing the 

strength of improving political conditions which have 
permitted a strong wave of economic reforms in 
recent years. Whilst currencies across the continent 
broadly weakened in response to tapering, inflation 
declined helped by soft trend in prices of food imports 
and improvements in domestic food production. 
In all, economic outlook remains robust helped by 
increasing investment in economic infrastructure, 
growing capacity in financial intermediation and 
favourable demographics. 

As with the broader EM/FM, Nigeria endured a torrid 
Q1 14, a development exacerbated by domestic 
issues following the ouster of the Central Bank of 
Nigeria Governor in February. Taking a cue from 
other developing nations in political season, 
deteriorating political conditions outweighed largely 
positive economic data over the period. An escalating 
insurrection and continued oil theft in the Niger Delta 
combined to offset the release of the long awaited 
rebased GDP which saw Nigeria emerge as the 
largest economy in Africa amid continued single digit 
inflation. Political brinkmanship following opposition 
takeover of the lower legislative house has also 
weighed on reform pace with delayed passage 
of the 2014 budget just one instance. Drumming 
home the point about political precedence was the 
announcement by the new CBN helmsman which 
effectively paused policy rate decisions till after the 
elections. Consequently, we see the looming shadow 
of 2015 elections, which pits a fraying ruling party 
against a coalition of opposition parties, as setting 
the broad tone for the domestic environment over 
H2 14. Feeding off inferences from South Africa and 
India, the prospect of tamer portfolio flows over the 
rest of the year reinforces local investing patterns 
role in equity and debt markets’ outlook. On the latter, 
we see rising influence of domestic liquidity enabling 
further downtrend in yields though, notably, the tail 
end of the year with heightened electoral activity holds 
scope for intermittent yield spikes as nerves soften. 
For equities, the continual erosion of foreign buying 
power ahead of the elections and growing influence 
of domestic investors amid tamer equities outlook 
suggests increased focus on securities selection over 
H2 14 amidst an overall subdued market performance. 
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The positive macro-economic trends that had 
emboldened the commencement of cutbacks in 
the US QE program in December 2013 wavered 
early in H1 14 as US Q1 14 GDP fell well short 
of expectations. Nonetheless, there was enough to 
show that this was more of a one-off, as Q2 14 
readings eventually showed. That positivity however 
was “bad news” to markets as the Fed made another 
closing twist at the spigot of the stimulus jar. Though 
weaker-than-expected growth early in Q1 14 was 
not confined to the US, for other regions it was not 
so easily dismissed as one-off. On the other side of 
the Atlantic, growth in key EM economies fell short of 
expectation and was broadly asymmetrical, prompting 
targeted stimulus program from select countries and 
causing agencies like the IMF and World Bank to cut 
global output growth.  

Closer home, African growth was relatively stronger 
reflecting the resilience of the continent’s potential 
despite structural challenges. Regardless, it was 
not better inclusive, driven as it was by Eastern 
and Western blocs of the continent. In particular, 
the structural issues appeared to compound the 
slowdown in FPI with currency pressures emerging 
as the primary symptom, offsetting most of the 
gains in its capital markets in dollar terms. Overall, 
with political risks and lack of economic buffers as 
contributory factors, the challenges faced in Africa 
manifested in ratings downgrades for key countries, 
an outcome that was replicated in other regions 
of the globe. In the main events both globally 
and on the continent, we see a manifestation of 
a key leg in our expected underpinning for H1 14 
trends—an heightened sensitivity to country-specific 
fundamentals though not as evident on commodities 
as it was for individual economies. Globally, the 
dichotomy in the use of QE reflected differing 
responses of economic managers to underlying 
trends but perhaps more poignantly the diversity 
in African outcomes, even between countries of 
apparent similarity, showcased the leading role 
domestic conditions played in H1 14. 

It is against this backdrop of renewed domestic focus 
evinced by global events that we assessed economic 
and policy developments in the Nigerian space in 
the first half of the year. From that perspective, the 
surprise eviction of the CBN governor added to 
the frontloading of adverse effects as FPI reversals 
rocked markets. Similarly, whilst MSCI rebalancing 
and resilient oil prices supported an improved market 
environment later in the half, optimism around GDP 
rebasing, improved oil production and the ample 
growth in domestic liquidity were more pertinent 
influences on market and economic outcomes. In 
this light, it is interesting to see the fledgling signs 
of re-coupling to global drivers late in the period. 
Regardless, going by the preset wind-down of the 
US’ QE, which is the most germane domestically, it is 
easy to see why our outlook considerations still give 
greater weight to domestic developments, without 
getting carried away by obvious positives. Indeed our 
twist is to reassess implications of key events already 
occurred and overall pay heed to subtle signals that 
could influence investment outcomes over the rest of 
the year.

INTRODUCTION
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REVIEW OF GLOBAL ECONOMY AND MARKETS

FRAGILE GLOBAL RECOVERY AS 
DM AND EM GROWTH SOFTEN

After a strong run in H2 2013, global growth 
moderated in the first half of the year as growth in 
developed and emerging economies stalled amid 
an upsurge of geopolitical tensions. Consequently, 
the IMF revised its 2014 global growth forecasts 
downward by 10bps to 3.6% in April, ~60bps higher 
than the 3% recorded in 2013 (H2 13: 3.7% vs. H1 
13: 2.7%).

Subsequent to an uptick in economic activity in H2 13, 
the US economy buckled in Q1 14, contracting ~2.9% 
YoY—the economy’s worst performance since Q1 2011. 
Though the disappointing growth figure was largely 
attributed to an unusually harsh winter which grounded 
economic activity, we believe the magnitude of the 
contraction calls to question the overall pace of growth. 
In Q2 14, consumer spending in the month of April 
unexpectedly pulled back by 0.1% YoY after surging 1% 
YoY in March. Similarly, industrial production declined 
by 0.6% YoY in April—the largest decline since August 
2012. Nonetheless, improvements in the jobs market, 
with May 2014 unemployment rate at 6.1%—the lowest 
level since 2009—and an uptick in May 2014 inflation 
reading to 2.1%, slightly above the Fed’s long-run 

inflation target of 2%, hint at a modest rebound in Q2 
14(1) and should keep the Fed on track to end its Large 
Scale Asset Purchase program (LSAP ) this year.

Equity markets in the US slowed at the beginning of 
the year over concerns about potentially higher long-
term rates in the US and declining global liquidity 
as the Fed commenced tapering of its $85billion 
monthly LSAP program in January. However, the 
equity market picked after Janet Yellen confirmed 
that the Fed planned to keep interest rates low for a 
considerable period of time after bond purchases end. 
Nonetheless, market performance remained below 
levels observed last year, as global liquidity tightened, 
with the Fed further reducing the size of its LSAP 
programme to $35billion by June.

Euro zone growth also softened, with the economy 
expanding only 0.2% YoY in Q1 14, missing 
expectations of a 0.4% rise. The growth data released 
by Eurostat further underscored Europe’s two-speed 
economy with Germany growing 0.8% YoY in Q1 
2014, while growth in France remained stagnant 
as other economies, notably Italy, Portugal and the 
Netherlands shrank. This coupled with a deceleration 

(1) First estimates by the US Commerce Department indicate that Q2 14 GDP grew  at an annual rate 
of 4%

Figure 1

Performance of Major US Equity 
Indices

Source: Bloomberg, ARM Research
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in inflation to 0.5% in May(2), which heightened fears 
that the bloc was headed into deflation, prompted 
the ECB, in a historic move, to cut deposit rates to 
negative 0.1% and further reduce its benchmark rate 
by 10bps to 0.15%. In addition, the ECB opened 
a $542billion liquidity channel to encourage bank 
lending, whilst stating it had begun working on an 
asset purchase plan. However, the labour markets 
continued to improve with unemployment in the bloc 
falling to 11.7%, the lowest level since November 
2012. Nonetheless, the June reading for forward 
looking indicators like the Markit Euro zone Composite 
PMI came in at 52.8—whilst still above the 50 point 
mark which indicates growth—marked the second 
(2) Inflation reading for June remained unchanged at 0.5%

consecutive month of decline and raises concerns 
about Q3 14 growth.

Elsewhere, economic conditions in the UK firmed; 
the economy grew 0.8% in Q1 14 over the previous 
quarter (+3% YoY)—the biggest rise since late 2007. 
In addition, unemployment declined to 6.6% in April 
while consumer price index (CPI) softened 1.5% 
in June from a ten month high of 1.8% in May.   
Acknowledging recent improvements, Fitch in June 
affirmed the UK’s sovereign rating of AA+.  

Geopolitical risks came to the fore with the escalation 
of the Russian-Ukraine crisis in the first quarter of 
2014, causing jitters in financial markets. However, 

Figure 2

Equity Performance of Major 
European Equity Indices

Source: Bloomberg, ARM Research
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Figure 3

Yield Spread between German vs. 
Sovereign Bonds (%)

Source: Bloomberg, ARM Research
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prospects of low interest rates in the US and increased 
liquidity as the ECB further eased monetary policy 
buoyed the markets.

Interestingly, despite weaker growth outcomes, bond 
yields for most countries across Europe notably 
France, Spain, Italy and even Greece declined as 
investors in pursuit of high yielding investments 
stepped up demand for debt of troubled European 
countries. Consequently, in H1 14 the yield spreads 
between the 10 year German bond and similarly 
dated bonds of other European countries compressed 
on average by ~ 95bps, a phenomena we believe 
could persist through H2 14 with the ECB keeping 
rates at a record low.

Having slowed in the final quarter of 2013 (0.1% YoY), 
the Japanese economy rebounded in Q1 14 expanding 
1.6% YoY on the back of a spike in capital spending. 
Following the implementation of a 3pps hike in sales 
tax to 8% in April 2014, inflation reading for that month 
spiked to a 23-year high of 3.4%, ~1.4 pps ahead of 
the BoJ’s 2% target. However, retail spending cooled 
off (-4.38% YoY) as consumers held back purchases. 
The initial jolt from monetary and fiscal stimulus which 
weakened currency and buoyed exports appears to be 
losing steam with the Yen strengthening 4% YTD. On 
the other hand, the June unveiling of the “third arrow” 
of Shinzo Abe’s Abenomics was met with skepticism 
as it failed to provide details on how the government 
planned to realize set goals. Consequently, Japanese 
equity markets pushed further south, with the Nikkei 
declining ~7% YTD. We expect Japanese economic 

growth to soften in H2 14 as consumer spending 
continues to slacken in response to higher prices.

Growth in emerging markets remained subdued 
in the first half of 2014 as the Chinese economy 
decelerated further, growing 7.4% YoY in Q1 14, the 
slowest quarterly growth rate since 2009. Weaker 
economic growth, which has negatively impacted 
corporate earnings, is increasingly being reflected in 
weaker credit quality and rising number of bad loans 
reported by Chinese banks. Economic data coming 
out of the country in the early months of 2014 was 
decidedly lackluster. Industrial production rose 8.6% in 
February—the worst monthly performance since April 
2009—as retail sales in the same month grew 11.8%, 
its slowest growth in 3 years. In addition, investment 
growth rate of 17.9% in the same month was the 
weakest in 11 years.  This prompted the Chinese 
government to undertake some policy measures 
to support the economy. In April, the government 
rolled out tax breaks for small firms and accelerated 
infrastructure spending to bolster growth. In addition, 
the PBoC reduced the reserve ratio for rural banks 
to encourage lending to the agricultural sector as 
well as SMEs. Consequently, in May 2014, industrial 
output and retail sales grew 8.8% YoY and 12.5% YoY 
respectively, both improvements from April readings. 
Furthermore, official PMI rose to 50.8 in May from 50.4 
in April—the fastest pace in five months—on the back 
of a rise in new orders. The new orders sub-index, 
a measure of both foreign and local demand rose 
to 52.3 in May from 51.2 in April with the improved 
readings of this leading indicator suggesting a mild 

Figure 4

USD-JPY vs. the Nikkei

Source: Bloomberg, 
ARM Research
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pick-up in economic activity as the government’s 
“mini- stimulus” provided some support. Nonetheless, 
rising bad debt among Chinese banks could derail 
growth. In a move to curb rising speculations on the 
Yuan, the PBoC in March doubled the trading band for 
the currency from 1% to 2%. Consequently, the Yuan 
strengthened ~0.15% in Q2 2014 having weakened 
by ~2.5% in Q1 2014.  

Brazil’s economy grew by merely 0.2% YoY (+0.4%: Q4 
2013) in the first quarter of 2014 despite government 
efforts aimed at stimulating growth. In addition, 
inflation readings began pushing higher in February, 
after softening in January, with May’s reading of 
6.37% approaching the 6.5% upper limit of the official 
target. This prompted a series of rate hikes by Brazil’s 
Central Bank in a bid to rein in stubbornly high 
inflation. Reflecting growing concerns, S&P in March, 
cut Brazil’s sovereign debt rating to BBB minus—
the lowest investment grade rating—and changed 
its outlook to stable from negative, dampening re-
election prospects for President Dilma Rousseff at 
the upcoming October 2014 polls. Nonetheless, the 
Brazilian Real has been one of the best performing 
emerging market currencies, gaining ~5% YTD as 
the central bank continued to provide support for the 
currency with its $60 billion intervention program.  
Through the rest of 2014, we expect tighter monetary 
policy as well as policy uncertainty due to the upcoming 
elections to weigh on economic performance in H2 14. 

Similarly, Russia’s economy slowed with Q1 14 GDP 
expanding 0.9% YoY down from 2% in the final quarter 

of 2013 amid escalating crisis with Ukraine. Moves by 
the Russian government to take over the Crimean 
peninsula in March 2014 sparked international 
outrage, prompting US and EU economic sanctions, 
which further hampered growth in the already 
struggling economy. Preliminary data compiled by the 
Central Bank of Russia indicate that capital outflows 
surged in Q1 14 to $50.6 billion, the largest since 
2008 as political risks heightened. Consequently, the 
Russian ruble weakened, depreciating ~5.4% YTD 
making it one of the worst performing EM currencies. 
Furthermore, inflation continued its upward trajectory, 
reaching 7.6% in May despite cumulative rate hikes 
of 2pps between March and April which pushed the 
policy rate to 7.5%. As with Brazil, S&P in April also 
cut Russia’s sovereign debt rating to BBB minus with 
its negative outlook maintained, citing concerns over 
Russia’s flagging economic growth and geopolitical 
tensions with Ukraine. Outlook for Russia is hinged 
on its ability to resolve the ongoing political crisis 
with Ukraine as escalation could result in increased 
sanctions with knock-on effects further crimping 
economic growth.

The apparent dissatisfaction of the Indian populace 
with slowing economic growth, persistently high 
inflation and wide spread corruption was made 
evident in the May 2014 general elections. This  
resulted in the ouster of the incumbent prime minister 
and a land-slide victory in favour of Narendra Modi 
of the Bharatiya Janata party which became the first 
party in 30 years to win a parliamentary majority—a 
significant win as it provides scope for the speedy 

Figure 5

EM Currency Performance

Source: Bloomberg, ARM Research
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East and West Africa drive continental 
growth

Economic growth remained robust in Africa in 2013 
with the World Bank reporting 1ppt YoY increase in 
the continent’s growth to 4.7% supported by sustained 
strong domestic demand and continued improvement 
in governance and infrastructure investment. This 
growth was broad-based with more than a third 
of the countries in the region expanding by 5% or 
more. However, a notable geographical streak was 

attached to this with countries in East and West 
Africa recording the fastest growth in 2013, nearly 
all above 6%(3). In these regions, growth rode a 
wave of increasing investment in mining activities, 
infrastructure for transport and communication, 
and improved agricultural production on account of 
favourable weather. 

Nigeria officially became Africa’s largest economy 
following the rebasing of its GDP and has forecast 
(3) All West African countries as well as Ethiopia, Rwanda, Tanzania and Uganda from East Africa.

Figure 6

EM Equity Market Performance

Source: Bloomberg, ARM Research

■  H1 2013
■  H2 2014

-5% 

-10% 

-15% 

-20% 

-25% 

-0% 

5% 

10% 

15% 

20% 

25% 

30% 

IB
O

V
In

de
x

S
E

N
S

E
X

In
de

x

S
H

C
O

M
P

In
de

x

IN
D

E
X

C
F

In
de

x

passage of planned reforms. In what seemed to be a 
vote of confidence by the financial markets, post the 
elections, the Sensex has advanced to all time highs 
returning ~21.65% YTD while the rupee strengthened 
(+2.8% YTD) as investors expect the newly elected 
Prime Minister who is largely viewed as pro-business 

to embark on a series of reforms which would put 
India back on the path of growth. Rating agencies 
are also watching closely, developments in India with 
the S&P hinting at a possible downgrade if the new 
government is unable to effect policy reforms and 
spur growth.   

Table 1

Real GDP growth (%)

2010 2011 2012 2013

Africa 5.2 4.5 3.7 4.7

South Africa 3.1 3.5 2.5 1.9

Nigeria 7.8 6.8 6.5 7.0

Angola 3.4 3.9 6.8 4.1

SSA excluding South Africa 6.1 5.0 4.2 6.0

Source: World Bank, ARM Research

REVIEW OF GLOBAL ECONOMY AND MARKETS
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GDP growth of 6.75% this year. Sierra Leone is 
currently the fastest growing country in West Africa 
with growth mainly driven by iron and ore exports 
although other sectors, particularly agriculture 
and construction, also contributed.  In Northern 
Africa, the aftermath of the political upheavals in 
Tunisia and Libya continued to hinder economic 
development. Oil production which had resumed 
in 2012 in Libya was again disrupted in 2013, 
resulting in GDP declining ~12%. Similarly, growth 
in Central Africa was impacted by political conflicts 
on account of unrest in South Sudan and Central 
African Republic. To the south of the continent, 
output growth was weighed down by pressures 
in South Africa where economic growth (-40bps 
YoY to 1.9%) was negatively affected by labour 
unrest in its mining sector, softer metal prices and 
a weakening currency on account of substantial 
portfolio outflows in H2 2013. 

Declining inflation but not for everyone

Africa’s average inflation rate declined in 2013 to 
6.7% from about 9% in 2012 with the number of 
countries with double digit inflation reduced from 
13 in the preceding year to only 5 (Eritrea, Ghana, 
Guinea, Malawi, and Sudan). Median inflation, which 
excludes outlier countries with extremely high or 
low inflation, declined from above 6% in 2012 to 
5% in 2013. The broad moderation in inflationary 
pressures across the continent reflects benign 
commodity price trends during the year with improved 
domestic output, subdued food and energy prices 

and monetary tightening measures across some 
countries. Disinflation was prominent in Ethiopia, 
Tanzania and Uganda where inflation declined from 
around 20%, 16% and from above 14%, in 2012, to 
above 7%, ~8% and to 5.5%, in 2013, respectively. 
Majority of the continent recorded inflation figures 
below 3%. In Egypt, Kenya and Nigeria, aside 
the occasional MoM spikes, inflation has generally 
trended lower. Egypt’s inflation slowed in May 2014 
to 8.87%, its lowest since May 2013. However, 
Ghana and South Africa seem to be fighting different 
battles. Inflation in South Africa continued its upward 
trajectory reaching 6.6% in May 2014, above the 
South African Reserve Bank’s (SARB’s) 6% target, 
its highest rate since July 2009, driven by higher 
food prices as the rand weakened ~24% in 2013. In 
Ghana, headline inflation accelerated for the ninth 
straight month to 14.8% driven by higher housing, 
electricity and transport costs. Inflation was lowest in 
member countries(4) of the two currency unions, the 
Central African Economic and Monetary Community 
(CEMAC) and the West African Economic and 
Monetary Union (WAEMU), which has been the case 
historically perhaps due to their fixed exchange rate 
regimes with the euro.

(4) (CEMAC) members are Cameroon, Central African Republic, Chad, Republic of Congo, Equatorial 
Guinea and Gabon and (WAEMU) members are Benin, Burkina Faso, Côte d’Ivoire, Guinea-Bissau, 
Mali, Niger, Senegal and Togo.

Figure 7

Average Inflation across Africa (%)

Source: AFDB, ARM Research
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Currency weakening informs tighter 
monetary policy stance

Amid weak economic recovery in developed markets 
and higher returns in frontier markets, Africa has also 
become more attractive to foreign investors enabling 
more African countries access international markets 
via foreign currency denominated bonds. Historically, 
African currencies have experienced volatility and 
devaluation to major developed markets currencies 
as a result of inflationary pressures from rising prices, 
more accommodative domestic policies, declining 
foreign reserves, and a host of other structural factors. 
Focusing on the latter, challenges with structural 
factors facing currencies have lingered on, amid 
capital flow reversals, but are now being combated 
by tighter monetary policy stance across the region—
though this alone cannot have a lasting impact. In 
South Africa, the rand already coming off the back of 

a downward spiral from 2013 continued to plummet 
following the commencement of the tapering of Fed’s 
QE prompting the SARB to increase the discount rate 
by 50 basis points to 5.5% at the end of January 2014 
(the first rate hike in six years). In Zambia, the central 
bank responded to the weaker currency, the lax fiscal 
policy and also the overrun of the inflation target 
by raising the policy interest rate. At the same time 
it capped interest rates on loans from commercial 
banks in order to limit borrowing costs for the private 
sector. Ghana, Malawi and Nigeria have also tightened 
monetary policies in response to heightened liquidity 
and weakening currencies. In contrast, however, 
interest rates in Egypt were lowered to boost growth 
despite the weakening of the currency. A sharper 
fall in the exchange rate was however prevented by 
limitations on currency transfers as well as by aid 
from Gulf States to moderate the depletion of foreign 
reserves. 

Figure 8

Performance of Selected 
African currencies 

Source: Bloomberg, 
ARM Research
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Bullish trend across African exchanges 

Generally, most equity markets across Africa have had 
positive returns YTD. Egypt, Ghana, Kenya and South 
Africa all have positive double-digit returns so far. The 
combined effect of increased domestic participation 
and a subdued impact of portfolio reversals have 
driven the positive performance in these regions. 
In addition, markets like Egypt and South Africa 
rallied after successful presidential elections risks 
around which had previously depressed performance. 

In Nigeria however, negative investor sentiment 
was observed following the removal of former CBN 
governor; with elections yet to take place, the market 
has been largely in negative territory for most of the 
year with a recent rally bringing the returns to 2.8% 
in H1 2014.
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Challenges still persist for the resource 
rich continent

Africa’s structural deficiencies continue to precede it 
posing a challenge for the continent. The reality is, 
challenges like political instability, corruption, limited 
access to financing, scale and diversity of the continent, 
the quality of overall infrastructure, and the overall ease 
of doing business remain significant deterrents for new 
investors and possible risks to growth. Although the 
issue of dictatorship across the continent is a thing of 
the past, a long term trend of political stability is needed 
in order to dispel investors’ fears. Other inherent risk 
factors include large current account deficits and 
fiscal imbalances as African governments continue to 

struggle. Elevated food and oil prices have increased 
import values and in turn put pressure on current 
accounts in many countries with little relief coming 
from weaker export volumes. The average current 
account deficit in oil-importing countries continued to 
increase in 2013 to an average of 8% of GDP and 
is projected to further increase slightly to about 8.5% 
by the end of 2014 while oil-exporting countries saw 
their current account surpluses weaken to below 1% 
of GDP in 2013 (from 2.3% in 2012). On the fiscal 
front, governments’ efforts to boost growth and reduce 
poverty by increasing infrastructure investment and 
other pro-poor spending makes fiscal consolidation 
difficult, especially in the face of, typically, low tax 
bases. The (GDP-weighted) average fiscal deficit for 

Figure 9

Performance of Selected 
African Equity Markets

Source: Bloomberg, 
 ARM Research
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Current account balance of 
select African countries

Source: IMF, ARM 
Research

■  2013
■  2012
■  2011
■  2010

Nigeria

South Africa

Kenya

Ghana

Egypt

-1
5%

 

-1
0%

 

-5
%

 

0%
 

5%
 

10
%

 

REVIEW OF GLOBAL ECONOMY AND MARKETS



July 2014

13

Africa increased to 3.9% in 2013 (from 2.9% in 2012) 
and is projected to increase further to 4.5% in 2014. 
Already this year, a few countries including Egypt and 
Tunisia have cut energy subsidies in order to reduce 
their budget deficit. Notably however, fiscal positions 
vary broadly with more than a third of African countries 
at low risk of debt distress and only a fifth at high risk(5).

Robust growth prospects ahead for 
Africa

Despite emerging challenges, medium term growth 
prospects for Africa remain favourable. Availability of 
natural resources, different stages of development, 
security and political stability are all responsible for 
the varying growth across the continent. According to 
the World Bank, Africa’s growth is largely underpinned 
by its emerging middle class with a large proportion 
of the continent classified as middle income or likely 
to be so by 2025.  As of today, 22 of the 54 African 
countries, have attained “middle income” status as 
defined by the World Bank, and at current growth 
rates, 13 more could reach middle income status within 
the next 10 years. This class is a critical economic 
and social factor due to its potential as an engine 
of growth and could provide a solid foundation for 
economic progress by driving domestic consumption. 
With regards to GDP growth, West Africa is expected 
to continue its rapid growth with likely acceleration to 
>7% in 2014. Ghana’s growth should remain robust, 
driven by oil and gas production and increased 
private and public investment; nonetheless, its 
depreciating currency poses significant risks. In East 
Africa, Ethiopia, Rwanda, Tanzania and Uganda are 
(5) According to the recent debt sustainability analysis by the World Bank and the IMF.

projected to grow between 6.5% in 2014 underpinned 
by development in agriculture, industry and service 
sectors. In Kenya, growth is expected to accelerate 
to 5.8% in 2014 driven by exports, financial services 
and the construction sector. However, in regions like 
Equatorial Guinea, oil production which is expected 
to decline further will continue to adversely affect 
GDP growth as the non-oil sector is not substantial 
enough to absorb the fiscal shocks. Similarly, in Libya 
in addition to oil production disruptions and given 
the current political instability, economic prospects 
are uncertain although the gradual resumption of 
oil production is expected to boost GDP growth. A 
return to political stability following the success of its 
recent presidential elections is expected to accelerate 
economic growth in Egypt with the new president 
willing to make unpopular but necessary reforms.

Overall, while the focus in looking ahead is often on 
the challenges the continent faces, it is also important 
to emphasize the profuse potential underpinned by 
the increasingly sound fundamentals driving economic 
growth. Despite the challenges ahead, Africa is the 
low hanging fruit with even more opportunities to be 
unlocked as these challenges are addressed, even 
in part.

GOODBYE QE, 
HELLO FUNDAMENTALS 

EM portfolio flows rebound post the start 
of tapering

Following the US Federal Reserve’s decision to 
trim its monthly $85billion LSAP program starting in 

Figure 11

2013 Fiscal deficits of select 
African countries

Source: IMF, ARM Research
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January 2014, FPI inflows to EM expectedly tapered 
with net capital flows in Q1 14 contracting 46% 
YoY to $47billion. Nonetheless, despite subsequent 
$10billion cutbacks by the Fed at its March, May 
and June FOMC meetings, which lowered the LSAP 
program to $35billion per month, net portfolio flows 
to EM rebounded in Q2 14–quadrupling YoY to 
$103billion and swinging total net FPI flows in H1 
14 33% higher to $150billion. On the latter rebound, 

a notable heterogeneous trend in flow patterns was 
observed across the EM universe with elevated 
political risk driving net outflows in some countries 
like Russia, Ukraine, Turkey and Thailand, each of 
which had serious political issues. Broadly speaking, 
the H1 14 FPI trend fits our summation about a front-
loaded impact of the Fed’s ‘tapering’ and subsequent 
selectivity in portfolio flows across EMs due to country 
specific economic and political fundamentals.

Figure 12

Monthly FPI inflows to EM(6)

Source: IIF, ARM Research
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In contrast to positive forecasts of US economic 
growth in 2014 which were to have supported further 
tapering, US Q1 output, surprisingly, contracted 2.9% 
YoY. Nonetheless, citing continued improvement 
in US unemployment which breached the US Fed 

6.5% threshold in April, the less dovish US FOMC 
composition dismissed growth concerns as one-off 
due to a harsher than expected winter resulting in 
unanimous voting for LSAP cutbacks. (6)

(6) IIF data is for 30 largest EM countries

Figure 13

US Labour market data

Source: BEA, ARM Research
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Elsewhere, there were no changes over H1 14 to 
the pace of asset purchase programs among other 
global central banks. In Japan, inflation hit a 23-year 
high of 3.2% in April exceeding the BoJ target of 2% 
though notably this spike was possibly underpinned 
by a 3pps hike in sales tax to 8%.  In the UK, 
continued improvement in economy with Q1 GDP 
growth at 0.8%—though 60bps below the pre-2008 
recession peak—resulted in the BoE adjusting its 
forward guidance towards the possibility of interest 
rate hikes in 2014 and possible tapering of its 
£375billion QE program. 

In broader Europe, after eight consecutive months, 
through June 2014, of euro-zone inflation hovering 
below 1%, the ECB slashed its key policy rate by 
10bps to 0.15% while cutting the deposit rate to 
negative 0.1%. This deflationary threat saw the ECB 
announce a twist to its much maligned Long Term 
Refinancing Operating (LTRO) program with the 
announcement of a new €400billion ‘targeted LTRO’ 
program(7). The new program set to commence in H2 
14 seeks to force European banks that benefit from 
the new LTRO into lending to the private sector as 
opposed to the ‘sovereign carry trade’ problem of the 
old LTRO. In addition, the ECB hinted that, should 
the inflation numbers remain close to zero, the 
bank would commence US QE-style ABS purchases 
which seems to have more potential to facilitate 
capital flows outside the euro-zone. 

(7) The Old LTRO saw the ECB provide €530billion in three-year loans to European banks.

Nonetheless, whilst other major central banks 
maintained their accommodative stimulus policies, 
the relatively smaller size of their programs to the US 
LSAP limited scope for these programs to prop EM 
FPI inflows.  Consequently, the receding impact of 
the US bond-buying program underpinned volatility 
across EM financial markets.  

This volatility was visible in trends across EM 
currency and asset markets with initial reaction 
to the commencement of tapering inducing strong 
FPI reversals which drove a wave of currency 
softness with Russian ruble, South African rand and 
Turkish lira losing more than 5% MoM in January. 
Post the front loaded impact, most EM currencies 
subsequently rebounded in February and March in 
sync with the uptick in FPI inflows in part reflecting 
interest rate hikes across EM central banks and 
dovish rate guidance by the US Fed. However, as 
we observed, in contrast to H2 2012 inflow patterns 
were asymmetric in response to changing country-
specific concerns. 

Figure 14

JP Morgan EM Currency Index

Source: Bloomberg, ARM Research

85 

86 

87 

88 

89 

90 

91 

92 

93 

Ju
l-1

3

A
ug

-1
3

S
ep

-1
3

O
ct

-1
3

N
ov

-1
3

D
ec

-1
3

Ja
n-

14

F
eb

-1
4

M
ar

-1
4

A
pr

-1
4

M
ay

-1
4

Ju
n-

14

REVIEW OF GLOBAL ECONOMY AND MARKETS



July 2014

16

Different strokes for different folks 

After contracting in 2013 on account of concerns 
about flagging economic growth in China and 
India, the IIF estimates that net portfolio flows to 
Asia declined 35% YoY to ~$17billion over the 
first four months of 2014 largely driven by further 
concerns in China where Q1 14 YoY output growth 
was 10bps below the 7.5% target set by the 
Chinese leadership. Investor worries about the 
weak economic growth heightened after China’s 
first corporate bond default occurred in March. 
These fears were further exacerbated by increasing 
Chinese belligerence which resulted in naval spats 
with neighbours Japan, Vietnam and Philippines. 
Outside China, heightened fears about political 
risk weighed on sentiment in Thailand where after 
waves of protests and cancelled elections, the 
Thai military seized power in May. Nonetheless, 
the IIF reports that Asian capital flows are likely to 
have received a boost from higher flows to Indian 
equities following the parliamentary elections in 
May which handed majority government to the 
Narendra Modi led Bharatiya Janata Party (BJP), 
the first time in three decades any party has 
secured a majority on its own. The clear mandate 
handed to the BJP raises the prospect of greater 
structural reforms in contrast to stalled progress 
due to tortuous coalition politics of the outgoing 
government. 

Elsewhere political concerns also weighed on 
net capital flows to EM Europe where FPI inflows 

contracted 87% YoY to $17billion in Q1 2014 driven 
by heightened outflows from Russia, Ukraine and 
Turkey. The reversal of flows to Russia is on the 
heels of the western sanctions in response to its 
meddling in Eastern Ukraine following a period of 
political unrest. This situation was exacerbated by 
JP Morgan’s decision to reduce the weightings of 
Turkey, Russia and Hungary in its EM bond indices 
in March.

Latin American flows continue to mirror trends 
in 2013 where moderating FPI inflows to Brazil 
are being offset by expanding inflows to Mexico 
and, more recently, Colombia. Of the benefitting 
duo, developments in the former reflect continued 
progress on energy reforms whilst Colombia’s 
comes on the back of JP Morgan’s March 
announcement of an expansion in its EMGBI 
weight. The IIF estimates a 20% YoY rise in capital 
flows to MENA following UAE’s upgrade from 
frontier to EM status by MSCI in May. Peaceful 
conclusion of presidential elections in Egypt likely 
added to the uplift although continued unrest in 
Syria and Iraq continues to hamper portfolio flows 
to the region. 

Overall across the EM universe, post the initial 
negative reaction, differing economic and political 
conditions induced a divergence in rebounding FPI 
patterns in H1 14. 

Figure 15

H1 FPI Inflows to EM

Source: IIF, ARM Research
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As QE push ebbs, FPI focus shifts to EM 
pull factors

Similar to H1 14, outlook for FPI flows to EM will remain 
hinged on trajectory of monetary policies across global 
central banks, in particular the US. Although the US 
Federal Reserve dismissed the sharper-than-expected 
contraction in Q1 14 GDP, Fed (and consensus) 
moderation of US growth forecasts has created 
doubts as to the strength of the underlying economy. 
Nonetheless, improvement in unemployment in Q2, PMI 
and housing data suggests a rebound in GDP growth 
in Q2 14. Further improvement on this front should 
likely reduce scope for the US Fed to deviate from the 
seemingly ‘preset course’ to tapering which should result 
in liquidation of the LSAP program by October 2014(8).  
Revalidating our thesis about a frontloaded impact for 
tapering, market attention appears to have shifted to 
the timing of interest rate increments by the US Fed. 
Although forward guidance on this front continues to 
remain dovish, a spillover from the sustained up-thrust 
in rebounding economic activity into inflation could drive 
a re-assessment of the trajectory of the Fed Funds’ rate, 
not to mention market rates front-running the Fed action. 

Outside the US, whilst Japanese inflation is currently 
above target, the proximity of the uptrend in inflation 
to the sales tax increase will likely result in the BoJ 
adopting a wait-and-see approach over H2 14 to 
ascertain inflation trajectory as the tax shock subsides. 

However, we see scope for sizable changes in monetary 
policy in Europe where strengthening economic indicators 
in the UK is likely to result in a hawkish tilt to BoE monetary 
policy and a taper to its QE program. Nonetheless, 
political concerns are on the horizon with no clear signs 
as to the likely outcome of the Scottish Independence 
vote scheduled for September 18. In the event of a victory 
by Scottish independents, the UK would lose oil and gas 
revenues to an independent Scotland with implications for 
economic policy in both countries. In addition to concerns 
about a recently strengthening GBP (YTD – 3.5% against 
the USD) we believe the BoE will likely hold on rate 
decisions till Q4 14. 

In contrast to the positive growth expectations in the 
UK, continued weak economic conditions in the euro-
zone with June inflation unchanged since April at 0.5% 
will shift focus to the first TLTRO auction in September 

(8) In minutes of June 2014 FOMC released in July, US Fed affirmed market expectations about this 
course of events.

where outcomes could be tied to the commencement 
of a fully fledged European bond-buying program. 
Although the size of the auction (€400billion) suggests it 
could serve as a source of capital flows, the assumption 
of supervisory roles by ECB in Q4 14 which should 
result in greater monitoring of fund usage limits scope 
the program to fueling ‘carry trades’ as obtained under 
the old LTRO. 

Overall, we believe the impending eclipse of the US 
LSAP program will result in a dampening of the push 
factor for FPI flows. On a fundamental basis, growth 
outlook remains soft with the IMF shaving off 20bps of 
its 2014 growth forecasts for EM to 4.9%. Furthermore, 
political risk premiums are likely to continue to soften 
EM appeal with presidential elections set to take place in 
Brazil, Turkey, and Indonesia amid prospects for further 
violence in Eastern Ukraine and Iraq. Nonetheless, the 
political risk dynamic is double-edged as the post election 
market rallies in India and South Africa indicate. In the 
interim, as in H1 14, we believe the rising opportunity 
costs as DM markets recover should result in a more 
marked diversity in FPI patterns with greater inflows 
into economies which offer greater return prospects on 
robust macro and political fundamentals.

Portfolio flows to Africa moderate on 
tapering concerns  

After a record year for FPI in 2012, the World Bank 
estimates 21% YoY contraction in net African portfolio 
flows to $23.8billion in 2013 as a 51% YoY moderation 
in net debt flows to $10.2billion offset 44% YoY increase 
in net equity flows to $13.5billion. The slowdown in net 
bond flows partly reflects declining foreign interest in 
South African debt and subdued Eurobond issuance 
(-35% YoY to $7.8billion) by African sovereigns in 
2013 after 2012’s record year, largely reflecting higher 
borrowing costs post tapering guidance. The slack 
in flows to South African bond markets, in particular, 
reflects concerns about a deteriorating growth outlook 
(2013: 1.9% vs. 2012: 2.5%) following labour unrest 
in the mining sector, rising currency concerns amid 
an expansion in fiscal and trade deficits and the onset 
of the 2014 electoral cycle. On a brighter note, the 
increase in capital flows to African equities in 2013 
was the highest since 2009 ($10.5billion) and largely 
underpinned strong YTD index performance across 
several bourses: Nigeria (47%) Ghana (79%) South 
Africa (21%) and Kenya (44%).
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H1 14 African portfolio patterns broadly 
mirror EM peers

Although continent wide data is not available for H1 14, 
trends across Sub-Saharan Africa (SSA)’s two largest 
economies suggests FPI flow patterns are likely to have 
mirrored overall EM trends with initial pull back tailed by 
a late rebound in latter part of H1 14. The South African 
Reserve Bank (SARB) reports that FPI switched from 
net short positions on South African capital markets to 
net long positions in February with YTD net inflows of 
7.6billion rand(9). The changes in FPI sentiment was 
on the heels of a surprise upward rate adjustment in 
January by the SARB which had previously dithered 

(9) SARB estimates that cumulative net sales of South African bonds and equities in the three months 
to January 2014 at 71billion rand.

on tightening monetary policy given feeble economic 
conditions which were further buffeted by workers’ 
strikes and mine shut-downs.  Similar to India, portfolio 
flows strengthened post May 2014 election victory of 
the ruling African National Congress (ANC), with IIF 
estimating cumulative flows of $2.4billion into South 
African financial markets during the month. 

Similarly in Nigeria, CBN data on the stock of portfolio 
flows shows 50% YoY contraction in Q1 14 to $2.9billion 
(including a 10-month low of $683million in February) 
before a 37% YoY rebound in Q2 2014 to $3.7billion. 
Nonetheless, year through May, FPI inflows are 22% 
lower YoY at $6.5billion in part reflecting the moderating 
QE undercurrent on Fed tapering.   

Figure 16

Net portfolio flows to Sub-Saharan 
Africa

Source: World Bank, ARM Research
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Figure 17

FPI trends across Nigerian 
financial markets (N’ billions)

Source: CBN, NSE, ARM 
Research *NSE data **CBN 
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Unfortunately, CBN data does not contain information 
about outflow patterns making it difficult to ascertain 
net flows trends. Nonetheless juxtaposing CBN data 
with NSE equity data, as equities historically account 
for ~83% of FPI into Nigeria, sizable outflows (+81% 
YoY to N353billion) recorded over H1 14 eroded the 
value of the rebounding inflows. These outflows were 
possibly driven by country specific factors following 
the ouster of the CBN governor. 
 
Outside the continent’s two largest economies, 
deterioration in the fiscal and economic situation in 
Ghana, which resulted in Q1 14 GDP growth slowing 
230bps YoY to 6.7%, a ratings downgrade to B2 
by Moody’s and continued cedi depreciation (41% 
YTD), likely resulted in moderation in FPI inflows. 

Elsewhere, FPI appetite for African sovereign bonds 
remained robust with Zambian ($1billion) and Kenyan 
($2billion) Eurobonds issuances attracting a total of 
$21billion in bids. Nonetheless, reflecting higher FPI 
sensitivity and less loose global financial conditions, 
issuance yields diverged with Zambia’s higher issue 
of 8.5%(10) for its $1billion contrasting with Kenya’s 
5.875% and 6.875% for its $500million (5-year) and 
$1.5billion (10-year) respectively. This split reflects 
FPI responses to varying economic conditions in both 
countries with increased media attention on Zambia’s 
widening fiscal deficit to GDP (2013: +2.5pps YoY to 
6.7%) as against broadly favourable sentiment over 
Kenya’s robust GDP growth. 

(10) Zambia issued its $750milion debut Eurobond at 5.4% in 2012.

Table 2

African sovereign eurobond issuance ($’ million)

 2012 2013 H1 2014*

Nigeria 1,000

Angola** 1,000

Zambia 750 1,000

Kenya 2,000

Mozambique** 500

Ghana 1,000

Tanzania** 600

Rwanda 400

Gabon 1,500

South Africa 1,500 2,000

Tunisia 985

Morocco* 1,500 750

Source: Bloomberg, ARM Research 
* Morocco issued a 10-year €1billion bond in June 2014
** Private placement

Tamer macroeconomic outlook to 
underpin softer H2 2014 flows to Africa

Although African growth remains at a premium to 
global levels, the IMF shaved 70bps off its 2014 
growth forecast to 5.4% underpinned by a 50bps 
cutback in South African GDP outlook. Similarly, the 
agency estimates a 30bps YoY decline in Nigeria’s 
GDP growth to 6.7% in 2014, citing negative effects 
of increased policy uncertainty on private investment 
due to the onset of the 2015 elections and unrest in 

the North. These developments, set against a theme 
of FPI aversion to political risk, are likely to extend 
the pattern observed in H1 where net FPI flows to 
Nigeria were negative. Outside these two countries, 
weakening EM commodity demand is likely to result in 
deceleration in African commodity exporters. Overall, 
the relatively softer growth outlook underpins World 
Bank’s forecast for a 13% moderation in FPI to 
$20.8billion in 2014 driven by tamer debt flows (-30% 
YoY to $7.1billion).
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Elsewhere in Africa, receding long term US yields, after 
the initial response to tapering, should induce more 
issuances in H2 14 with Senegal, Congo, Ghana and 
Ivory Coast set to issue $2.5billion Eurobonds while 

Rwanda is mulling a secondary issuance following its 
2013 debut. Nonetheless, these are unlikely to take 
total issuance beyond 2013 levels which limits scope 
for higher flows.  

Table 3

H2 14 proposed Eurobond issuances

 Size ($'million) Tenor (years)

Senegal 500 Not announced

Ghana 1,000 10.0

Congo* 1,500 6.5

Ivory Coast 500 5 & 10

Source: Bloomberg, ARM Research * Credit linked notes 

COMMODITIES’ REVERSION 
SUBVERTED BY DIVERSE SHOCKS

Whilst we also expected a reversion to fundamentals 
to impact global commodities, the bearish trends 
we anticipated were overridden by diverse shocks 
which spanned from geopolitical tensions boosting 
oil to adverse weather outcomes propping softer 
commodities. Beyond clouding the review picture, 
these developments make commodities’ outlook even 
more fickle than usual. 

OPEC output: unrest in Libya still weighs  

On the heels of the ~500kbpd decline in OPEC’s 
crude oil output in H2 13, an additional 100kbpd 
was shaved off in H1 14 through May, with output 

averaging 29.9mbpd in the period. The driver, 
however, was largely unchanged with declines 
linked to a plunge in crude oil production in Libya 
(-55% from H2 13 to 390kbpd) on account of the 
blockages of key export terminals by federalist 
rebels, as well as lower production in Nigeria—due 
to theft and sabotage—which hampered exports 
at the 850kbpd Forcados export terminal for up 
to 7 weeks. These outages more than offset the 
ramp up in production in Iraq (+10.5% to 3.3mbpd, 
relative to H2 13) which was bolstered by both 
completion of infrastructure and de-bottlenecking 
projects in the southern oil-producing region as 
well as the start-up of dual loading (previously 
single, due to pressure  problems) at some offshore 
single point moorings (SPMs). Interestingly, despite 
the November 2013 interim deal between Iran 

Figure 18

OPEC crude oil production

Source: IEA, OPEC, ARM Research
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and P5+1, Iranian production—which had been 
on a steady decline since 2011—rose ~160kbpd 
to 2.8kbpd on the back of strong Asian demand, 
particularly India and China. Net impact of the 
foregoing left overall OPEC production around the 
30kb/d target, unchanged since January 2012.

North America still driving Non-OPEC

On the other hand, non-OPEC supplies increased 
by another 600kbpd to 55.90mbpd in H1 14 from 
55.4mbpd in H2 13, which is 1.3mbpd higher than 
2013 average. As with OPEC, the narrative remains 
the same; surging production from North America—

particularly the US Eagle ford and Bakken formation—
continued to offset declines elsewhere, specifically 
South Sudan, Syria and the North Sea. US production 
rose ~500kbpd in H1 14 from H2 13, averaging 
8.2mbpd (1.03mbpd higher than 2013 average) which, 
combined with Canadian production, accounted for 
over 80% of the increase in non-OPEC supplies. Also, 
being non-oil related, Western sanctions on Russia, 
following its annexation of Ukraine’s Crimea had no 
impact on the Russian federation’s oil output which 
was largely flat from the prior period at 10.9mbpd. 
In all, global production was ~ 1.23mbpd higher 
(92.2mbpd)(11) YoY in H1 14. 
(11) Includes OPEC NGL’s ~6.3mbpd

Figure 19

Oil production from some OPEC 
members (mbpd)

Source: IEA, ARM Research
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Figure 20

Total US production and key fields 
(mbpd)

Source: EIA, ARM Research

■  NORTH DAKOTA FIELD
■  TEXAS FIELD
■  TOTAL US PRODUCTION (RHS) 0 

1 

2 

3 

4 

5 

6 

7 

8 

9 

0 

0.5 

1 

1.5 

2 

2.5 

3 

3.5 

Ja
n-

20
12

 

A
pr

-2
01

2 

Ju
l-2

01
2 

O
ct

-2
01

2 

Ja
n-

20
13

 

A
pr

-2
01

3 

Ju
l-2

01
3 

O
ct

-2
01

3 

Ja
n-

20
14

 

A
pr

-2
01

4 

REVIEW OF GLOBAL ECONOMY AND MARKETS



July 2014

22

OECD demand still weak

In line with recent trends in consumption patterns, 
non-OECD countries continue to power global crude 
oil demand, accounting for more than 90% of all 
the increase in H1 14 to 91.8mbpd, with China and 
India leading the pack. Specifically non-OECD Asia, 
accounted for nearly 50% of the growth in demand. 
However, though growth in China’s oil consumption 
decelerated in line with the slowdown in underlying 
macroeconomic trends that commenced in mid 2013, 
it managed to stage a 2.5% YoY increase in average 
consumption to ~10.3mbpd. The increase is largely 
linked to the buildup of its strategic reserves, following 
concerns that geopolitical concerns could drive oil 
prices higher, as China’s oil imports hit an all time high 
of 6.8mbpd (+21% YoY) in April 2014. In the same 
vein, India’s oil consumption also rose ~1.8% YoY 

to 3.6mbpd, notwithstanding the on-going monthly 
phased removal of diesel subsidy that commenced 
in January 2014. On the flip side, modest recoveries, 
as most OECD countries returned to growth, pared 
declines in oil demand from these countries to 46mbpd 
(-0.3% YoY). After 3 straight years of decline in its oil 
consumption, US demand recovered, driven by a late 
surge in Q4 13 which persisted into H1 14 (+0.9% 
YoY to 18.8mbpd). However, declines in other OECD 
countries in Asia and Europe, offset gains. In Japan, 
for instance, elevated crude oil prices, which widened 
2013 trade deficit, continues to see power companies 
accelerate on-going energy switch to natural gas. 
Accordingly, Japanese oil demand fell ~1.5% YoY 
to 4.5mbpd. In all, global oil demand which rose 
~200kbpd slower than supply in H1 14 returned oil 
markets to net surplus of nearly 500kbpd. 

Figure 21

Global crude oil demand

Source: IEA, ARM Research
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OPEC outages and geopolitical concerns 
becoming the refrain to bolster oil prices 

Notwithstanding, the ample supply, Brent crude oil 
prices rose a further 1.5% in H1 14 to close at 
$112.36/bbl. Prices were buoyed by geopolitical 
tensions, particularly in Libya, Ukraine and Russia 
as well as militia insurgency in Iraq with fears around 
the possible disruption of ~13mbpd (Russia: 10mbpd 
and Iraqi: 3.3mbpd) of oil supply. However, actual 
disruption was limited to only the 390kbpd loss in 
Libya’s production in the period; in particular, the non-
oil related nature of economic sanctions imposed on 
Russia by the West, following the former’s incursion 

into Ukraine in March 2014 helped mitigate impact. 
Similarly, the Iraqi insurgency which commenced in 
the north, remained localised, with no impact on oil 
production in the southern region were most of the 
nation’s crude is being exported. Interestingly, the US 
crude oil benchmark WTI also rallied in the period 
jumping ~5.8% in H1 14 from the 2013 close. While 
this partly reflected global events that support Brent, 
domestic developments seemed to have played a 
greater role. As we anticipated in our H1 2014 report, 
the start up of the 700kbpd TransCanada Marketlink 
pipeline in January 2014, which moves crude oil from 
Cushing Oklahoma, the delivery point of WTI, to 
refineries in the gulf coast, help drive crude inventories 
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nearly 50% lower in H1 2014. This exerted upward 
pressure on the WTI, narrowing the Brent/WTI spread 
to $6.99/bbl from $11.25/bbl as at YE 2013. 

Surging US production: Nigeria poised to 
seek alternative crude market... 

Broadly speaking, the surge in oil production in the US, 
particularly from Bakken formation in North Dakota 
has increased investments of midstream companies 
in various modes of transportation. Deliveries of crude 
oil to domestic refineries reached 6mbpd by YE 
2013 from 4mbpd in 2008. This, alongside the jump 
(to 200kbpd in 2013 from under 10kbpd in 2008) in 
deliveries via domestic rail cars to the East coast, 

with sourcing mainly from the tight shale formation, 
largely accounted for the steep drop in Nigeria’s 
crude oil exports to the US to 200kbpd in 2013 
from ~900kbpd in 2008. Whilst the EIA does not 
currently keep monthly data on delivery methods to 
US refineries, the agency estimates that domestic 
rail cars deliveries to the refineries in East Coast—
which are suited to primarily refine light crude oil 
similar to Nigeria’s grade—were ~400kbpd in each of 
January and February 2014. Interestingly, NNPC data 
suggests an even steeper drop in crude oil exports to 
the US for January 2014 to 62kbpd from December 
2013, though we believe extreme weather conditions 
possibly further slowed imports into the region.

Figure 22

WTI spot price ($) and crude 
oil inventory at Cushing, 
Oklahoma (barrels mln) 

Source: EIA
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Figure 23

Brent - WTI spot prices 
and spread ($)

Source: Bloomberg, ARM Research
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Considering oil production in the US is forecasted 
at 8.4mbpd and 9.3mbpd in 2014 and 2015 
respectively, what seems clear is that Nigeria’s 
exports to US could actually become insignificant 
as early as YE 2015 simply going by surging 
delivery of domestic crude oil to the US gulf and 
East coast refineries which jointly account for about 
65% of US refinery capacity. However, with total 
exports still hovering around the 2mbpd mark, 
Nigeria seems to have found market elsewhere. As 
previously established, declines in export to the US 
have largely been picked up by Asia (particularly 
India) and Europe—with prospects for the latter 
buoyed by lower exports from Libya. Key off-takers 
in Europe include Netherlands (17%)—where 
Nigerian imports account for sizeable chunk of its 
refined petroleum products—and Italy (11%). On 

the other hand, India became Nigeria’s largest 
crude oil market in 2013 (22% of total), when export 
of the commodity rose 16% YoY. This implies that 
developments in India could have implications for 
Nigeria’s revenue outlook. On this front, India’s 
GDP which is expected to accelerate to 5.4% and 
6.4% in 2014 and 2015, respectively, from 4.4% 
in 2013, should support the country’s demand for 
crude oil. Indeed the IEA forecast India’s oil demand 
to grow by 2.5% to 3.5mbpd in 2014. However, the 
agreement between the central Libyan government 
and rebels group in late June 2014, could see 
the reopening of 2 export terminals and add up to 
600kbpd to global market from H2 14. With most 
of Libya’s export directed to Europe, this could 
possibly heighten competition for Nigeria’s crude. 

Figure 24

US domestic crude oil delivery 
methods

Source: EIA, ARM Research
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Figure 25

Key markets for Nigeria crude

Source: NNPC, ARM Research
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...But latent local demand could offer 
some relief 

The abovementioned brings to the forefront domestic 
crude oil consumption and its influence on the dynamics 
of Nigeria’s crude oil sales. The appalling state of the 
nation’s 445kbpd refineries (with utilisation average 
of 25% in the last decade) has resulted in weak local 
supply over the last decade. According to NNPC, 
deliveries have average ~100kbpd in the last 5 years, 
while OPEC data show that demand has grown at a 

CAGR of 8.8% in the period to 370kbpd. The point 
here is, though global crude oil exports market is set 
to get more competitive over the next few years, an 
increase in domestic uptake can mitigate the impact 
on Nigeria’s revenues. At current levels, domestic 
demand could shave up to 25% off current exports. 
Unfortunately, this is unlikely to change until the 
completion of the 400kbpd Dangote refinery in Lagos 
in 2016, as scheduled turnaround maintenance (TAM) 
on the nation’s refineries continue to be delayed by 
inadequate funding.   

Figure 26

Domestic crude oil consumption 
(mbpd)

Source: NNPC, OPEC, 
ARM Research, 
*2013 ARM Research estimate
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Global crude oil net surplus set to widen 
as Libya reopens export terminals 

In our H1 14 update, we highlighted that a possible 
ramp-up in Libya’s exports and positive outcome 
from the series of meetings between Iran and P5+1 
could have a depressive impact on oil prices. While 
these events failed to materialise in the first half of 
the year, recent developments in Libya suggests a 
crystallisation is imminent—at least to some extent—
in H2 14. At the end of H1 14, rebels in Libya entered 
an agreement with the government, to allow the 
reopening of 2 exports terminals which could add up 
to 600kbpd to production, buoying OPEC’s output 
for the rest of the year. For Iran, prospects of higher 
oil production remains dim after little progress at the 
series of meetings held, following the November 2013 
interim deal. In sum, OPEC supply is estimated to rise 
to 30.6(12)mbpd in H2 14 from 30mbpd in H1 14. On 
the other hand, the IEA estimates non-OPEC supply 
(12) 37kbpd including 6.4kbpd NGLs (IEA)

to average 56.5kbpd in H2 14 (+650kbpd relative to 
H1 14) largely on the back of surging production from 
the US which is expected to account for more than 
half of this increase. Specifically, US production is 
forecasted to average 8.4mbpd in 2014, from 7.4mbpd 
in 2013. In all, global oil production should average 
93.5mbpd—includes Libya’s 600kbpd—in the second 
half of the year. Oil demand is estimated at 92.8mbpd 
driven by non-OECD countries which are expected to 
account for nearly all the increase, notwithstanding 
the tepid outlook for GDP growth (4.9% in 2014 vs. 
4.7% in 2013). On the other hand, though the IMF’s 
forecast stronger output growth—2.2% in 2014 vs. 
1.3% in 2013—for OECD economics, consumption 
remains low. Specifically, consumption in OECD 
Europe and America seems entrenched in long-term 
structural decline, as efficiency gain, and impact of 
regulatory caps on CO2 emission outstrip the effects 
of economic growth. Japan’s increase use of natural 
gas and coal in its energy mix, coupled with proposed 
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restart of the country’s nuclear power plants(13) should 
also weigh on demand. Overall, whilst demand 
continues to recover, we expect global oil markets to 
remain well supplied for the rest of the year. 

Easing geopolitical concerns to depress 
prices

Notwithstanding the fundamental story, recent 
events—as highlighted above—suggests that 
development on the geopolitical front which have 
helped keep oil prices elevated (>$100) in H1 14, is 
pertinent to outlook. However, with development on 
this front calmer, we expect fundamental picture to 
depress prices over the rest of 2014, absent a marked 
deterioration in conditions in Iraq, Libya and East 
Ukraine, though we continue to see $100/bbl level 
as a floor. Incidentally, OPEC remains comfortable 
with current prices (>$100) with the Minister of oil for 
Saudi Arabia commenting in May 2014, that he “sees 
no reason for a change in current production target 
of 30mbpd”, adding that the market remained well 
supplied. Indeed the cartel left its target unchanged 
at its June 2014 meeting. Overall, we see oil prices 
averaging $105/bbl in H2 14, 3.6% lower than H1 
14 average but not enough to trigger a change in 
OPEC’s stance. 

Soft commodities rebound on the back of 
weather infused shocks

Global commodities have experienced a rebound in 
2014; by the end of H1 2014, the SPGSCI commodities 
index and the Jefferies CRB commodities index 
gained 5% and 6.29% respectively with declines in 
metal prices offset by rising food prices. Whilst the 
former category clearly manifested the reversion to 
fundamentals we had envisaged for commodities as 
a whole, the latter had its fundamental picture altered 
by adverse shocks, mostly related to weather.  For 
instance, concerns about supply of the Arabica coffee 
crop after a severe drought in Brazil helped propel 
coffee prices 23% higher in March, while severe 
weather in the U.S helped fuel a surge in wheat prices 
to a 14 month high by May. However, much of the 
boost to prices from weather shocks came earlier in 
the year and, a moderation of climate patterns helped 
normalise prices towards mid-year with the SPGSCI 
commodities index appreciating by a modest 1.5% in 

(13) A Japanese court ruled against restarting a nuclear power plant in May. The matter has been 
appealed.

Q2 2014. (Q1 4%)

Sour economic conditions drag on metal 
prices

On the other hand, fundamental economic weakness 
weighed on metal prices as the global economy 
stuttered amid the determined pursuit of ‘tapering’ 
by the US Fed, conditions which combined to drive 
declines through much of H1 14. Copper and Iron ore 
slid 6% and 27% in H1 2014 respectively on the back 
of fears about a prolonged slowdown in the Chinese 
construction sectors and broader economy. However, 
periodic pullbacks in the dollar index helped temper 
any prolonged slides in metal prices with Copper now 
off its 2014 lows, and aluminium rallying to 10month 
highs on concerns of constrained global supply from 
plant closures in China and an impending export ban 
on mineral ores in Indonesia.

Is the onset of El Nino a whirlwind factor 
for commodities in H2?

Recent forecasts by Australian and US weather 
agencies predict the arrival of El-Nino weather 
patterns before the end of 2014. EL Nino is a climatic 
phenomenon caused by warm waters in the tropical 
Pacific Ocean that often triggers downpours or 
droughts and can affect temperatures drastically, 
disrupting production and threatening crop yields. 
The International Research Institute for Climate and 
Society at Columbia University reported a 70% chance 
of El Nino occurring in August, rising to a 75-80 % 
probability by October. As seen in the past, El Nino 
patterns could result in delayed monsoon rains in India, 
reducing sugar cane output; also undue dryness in 
southern and eastern Australia could negatively affect 
wheat yields later in the year. Further, Brazilian cane 
yields could suffer from unusually high precipitation 
during harvest, whereas dry weather to the Pacific 
Rim could threaten palm oil production conditions 
in major producers Malaysia and Indonesia. These 
factors could culminate in upward pressures on soft 
commodity prices in the second half of the year. 

Gold rises above receding waves of 
liquidity...

Countering taper-induced fears, gold prices rallied 
10.5% to $1,326.90/lb as at the end of H1 2014, hitting 
a 6 month high in March as geopolitical tensions in 
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Eastern Europe led investors to seek a refuge in the 
metal in the first quarter. The rebound in gold also 
appears, at least partly, to reflect price recovery after 
sharp declines in 2013 (-27% YoY).

Demand for gold was stable in Q1 2014, coming in 
relatively unchanged YoY at 1,075 tonnes. Jewellery 
demand in the first quarter was well supported, 
strengthening 3% YoY, as bargain shopping and 
seasonal effects such as the Chinese New Year, 
Western New Year and Valentine’s Day shopping 
all played a role. Investment demand was also firm 
with ETF holdings unchanged QoQ in Q1 2014, after 
outflows of 177 tonnes in Q1 2013. However, attempts 
by the Indian government to curtail gold imports—due 
to concerns of large scale imports weighing on current 
account deficits—put a damper on Indian demand as 
the Indian government imposed import duties of 10%. 

Miners keep supply flowing – despite 
price drop 

Similar to demand, the supply picture for gold was 
marginally unchanged YoY rising from 1039.4 tonnes 
in Q1 2013 to 1048.5 tonnes in Q1 2014. Mine supply 
rose by 8% to 726.5 tonnes (from 670.8 tonnes). The 
lower price environment however did put a damper on 
volumes from the recycling market which fell by 15% 
YoY in Q1 2014.

Gold to counter numerous headwinds 
amidst robust global demand 

Gold continues to face a number of headwinds in 
the near term. First, improving economic conditions 
worldwide, the likelihood of full tapering and the 
prospects of impending interest rate hikes combine to 

Figure 27

Gold Price H1 2014 ($/lb)

Source: ARM Research, Comex, 
CME Group
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Figure 28

Gold Demand Q1 2013 vs. Q1 2014

Source: World Gold Council, ARM 
Research
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portend an increase in the value of the dollar which 
may be to the detriment of gold prices. Furthermore, 
Indian regulation restricting imports is also a 
restraining factor on demand. However, with a new 
government in place and the outgoing administration 
previously indicating a willingness to lighten tariffs 
despite achieving a decline in the national deficit, 
market watchers anticipate tariff reduction could help 
resuscitate demand. Further indicating resilient gold 
demand are bargain hunters and Chinese consumers/
investors who increased their purchases of jewellery 
and bullion by a combined 259 tonnes to a record 
1,132 tonnes in 2013 according to the World Gold 
Council. China, accounting for 26% of global private 
sector gold demand, has now surpassed India to 
be the number one consumer of the precious metal 
as well as the world’s largest bullion importer. Also, 
inflationary shocks, should they materialize, might 
renew investor interest in the metal (prices rallied 4% 
after U.S May 2014 CPI numbers showed  inflation 
rising 0.4% - its highest rate in over a year). Hence, 
for the rest of the year, we expect gold prices to be 
propped up by robust demand as well as the potential 
for persisting geopolitical instability.  

Wheat see-saws into bear market 
territory...but fundamentals provide 
support

Global wheat prices ended H1 2014 10% lower YTD 
and were down 22% YoY. Global production in the 
2013/14 season was 711 million MT. Consumption 
of 704 million MT was up 4% from 2012/13 season 

and helped prices climb to a 14-month high in May as 
scorching temperatures in the top U.S wheat producing 
state (Kansas) deepened fears about damage to the 
US crop. These issues were further exacerbated by 
high winds and an ongoing drought, in US, even as 
concerns about unrest in Ukraine raised fears about 
restrained output from that country. However, those 
fears failed to materialize; Ukraine output has flowed 
unabated thus far, and reprieve to U.S farmers came 
in the form of rain in late April, providing relief to the 
U.S crop. That confluence of events led to prices 
retreating from their May 2014 plateau, slumping over 
26% to $554/MT by the end of H1 2014. 

According to the U.S department of Agriculture 
(USDA), global wheat production in 2014-15 is 
projected at 701 million MT, down 2% from the 2013-
2014 season largely due to expectations the United 
States output will decline amidst less than favourable 
weather conditions. However, the shortfall will likely 
be augmented by rising output from India, China, 
Russia and the European Union thus restricting the 
overall global YoY output decline. On the other hand, 
global consumption is projected to hit a record 697 
million MT (up 3% from its 5 year average), with China 
expected to experience one of the largest increases 
in forecasted consumption of 1 million tons according 
to the USDA. Major importers like Egypt, Brazil, 
Indonesia and Nigeria all have projected demand 
in line with historic estimates. Thus, strong demand 
amidst a backdrop of tighter supply underpins our 
expectations for a rebound in prices. This could be 
even stronger if risks to production, from weather 

Figure 29

Wheat Prices ($/MT)

Source: USDA Market, ARM 
Research
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related shocks—especially the El-Nino expected in 
latter 2014—and escalation of conflict in Ukraine, 
materialise.

Barley holds firm despite persistent 
surplus conditions 

Barley prices have been flat in 2014 rising 0.72% 
YTD (by June 31st) to $163.33/MT, apparently not 
swaying to the tune of adverse weather shocks as 

they however remain down 25% YoY. Demand was 
in line with global projections of 139 million tonnes 
for the 2013/14 harvest year ending in July 2014, 
with Chinese demand being exceptionally strong at 
a record high 2.7 million tonnes according to the 
International Grain Council (IGC). However, ample 
global supply, estimated at 143 million tonnes for 
the 2013/14 season plus available stock, has helped 
temper any price surges thus far.

Figure 30

Barley Prices ($/MT)

Source: World Bank, ARM Research
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The IGC projects a balanced demand and supply 
outlook for Barley prices for the rest of the year. 
Production is meant to continue at buoyant levels 
due to increased planting in Ukraine and the EU even 
as strong export opportunities should spur Argentine 
producers to maintain output levels. On the other 
hand, world consumption is very well supported with 
demand drivers, including use in feed and malting 
industry, sustained in different global regions. Hence 
we expect prices to hover around current levels in the 
near to medium term. 

Global sugar surplus on the verge of 
reversing as weather premium further 
constricts supply

In line with recent weather influenced bullish trends 
in the commodities space, Sugar rebounded 11.4% 
YTD by the end of H12014 rising to 17.06 cents/
lb, although prices were flat YoY. Specifically, the 
recent rally in prices was due, in part, to concerns 
over constrained production output in Brazil amidst 

a dearth of rain and generally unfavourable weather 
conditions. In addition, large hedge funds who had bet 
on a slump in prices last year finally began covering 
short positions. However, price rises were tempered 
by large overhang of stocks built up from surpluses in 
previous years even as announcements by the Indian 
government to introduce a subsidy for exporters of up 
to 4 million tonnes of sugar means that supply from 
that region might be amplified.

The International Sugar Organization (ISO) forecasts 
global sugar production to be 181.5 million tons 
this year, 1.2 percent lower than last year and the 
first decline in output since the 2008-09 season. 
Consumption is also forecasted to be 176.75 million 
tons which is up 2.2% from last year. Basing its view 
on little expected increase in world production amid 
continued rise in demand, the ISO also noted that 
Sugar is on the verge of transitioning from a surplus 
phase characterized by excess production and rising 
stocks to a deficit phase whereby rising demand 
outpaces supply. This informs our moderately bullish 
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outlook on the commodity with current prices likely 
supported in the near term; also as the transition 
to a deficit phase materializes, there will be a real 
likelihood of prices to trend higher correspondingly. In 
addition, it must be noted that weather shocks from 
the emergence of the El-Nino tropical storm which 
might appear later in the year could affect global 
production and cause short term spikes in prices.

Waning demand cramps upside in CPO 
prices 

Palm oil prices are flat YTD at $753/MT. The commodity 
had initially rallied to an 18 month high in March 2014 
due to very dry weather in major producing countries 
such as Indonesia and Malaysia. However, receding 

demand from traditional buyers coupled with rising 
production from primary producers amidst the onset 
of more conducive weather conditions led to the 
retrenchment of prices from prior levels. A narrowing of 
the premium between crude palm oil prices and other 
oils is seeing a diversion of demand to substitutes. 
The typical increased demand for palm oil around the 
Ramadan season has also failed to materialise with 
Malaysia’s June 1-20 exports down between 5.8% 
and 8.6% MoM as consumers sought alternative oils 
for feeding needs. Also, India, a leading importer 
of palm oil, saw imports from February experience 
a 45% drop from levels witnessed in the previous 
month, while March imports dropped a subsequent 
27% MoM.
 

Figure 31

Sugar Prices (US cents/lb)

Source: Nymex, CME Group, ARM 
Research
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Figure 32

CPO Prices ($/MT)

Source: CME Group, ARM Research
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The reality of relatively tempered demand amidst 
rebounding production dampens prospects for a price 
uptick. Malaysia, the second-biggest global producer, 
increased production to 2.3 million tons in May, the 
highest level since December 2013, while boosting 
inventories 10% to 2.2 million metric tons, a 10-month 
high. Although continued strength in crude oil prices 
might make CPO based fuels a more attractive energy 
alternative, slowing emerging market economies—a 
traditional source of demand—will probably negate 
the boost to demand in the short term. To buttress, 
Chinese imports, the second largest in the world, are 
expected to soften 4.5% to 6.3 million tons for the 12 
month period ending September 30 2014. Therefore, 
we expect soft palm oil prices going forward—with an 
important caveat surrounding the arrival of El Nino 
before the end of 2014, which could deliver prices 
spikes in the short term.

The trends across commodities are likely to provide 
mixed outcomes for commodity themes on the 
NSEASI. Strong projected demand for wheat amidst 
stable supply likely signifies a rise in input costs 
for milers. Sugar refiners, on the other hand, were 
not able to translate the 2013 decline in raw sugar 
prices to improved operating performance which likely 
reflects intensified price competition when prices fall, 
and which paradoxically implies higher expected 
prices might help re-inflate margins. In the absence 
of significant upside catalysts, brewers seem poised 
to capitalize on the YTD reduction in barley prices 
and should experience favourable performance as a 
result.

REVIEW OF GLOBAL ECONOMY AND MARKETS
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KEY DEVELOPMENTS IN DOMESTIC ECONOMIC AND POLICY ENVIRONMENT

The materialization of country-specific considerations, as 
we discussed in our global review, did not leave Nigeria 
behind. Having already shown domestic developments 
influenced things like FPI flows into the country we 
assess them in greater detail to fully dimension import. 

Boko Haram: one shade darker but 
is insensitivity the real deterrent to 
investment 

The Boko Haram insurgency took a step deeper into 
ignominy with the April 2014 kidnap of 300 students 

from an all girls’ secondary school in Chibok. Whilst this 
action forced Nigeria into frantic appeals for international 
support in the fight against the group, her own response 
was less than stellar. In contrast to the immediate 
mobilization globally, the delays in acknowledging the 
crisis and the ultimate ineffectual efforts of domestic 
authorities were hardly traits to be displayed by a nation 
which, as part of its burgeoning investment credentials, 
must be seeking to showcase an environment of stability 
and security. All this amid another spike in its casualty 
number with H1 14 total of 2,806 ahead of  357 and 
1,149 in H1 and H2 13 respectively. 

Figure 33

Boko Haram attack profile

Source: Council on foreign relations, 
ARM Research
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What’s more, the insurgents’ scope of attack and 
economic importance appear to have broadened(14), both 
in terms of targets as well as geography, with repeated 
attacks on the FCT, telecommunication infrastructure 
and mega stores/shopping complexes.

Insecurity: pricking a hole in the money 
bag

As noted by FEWSNET, northern violence continues 
to cramp food production via route disruptions and 
displacement of farmers. Unsurprisingly, typical 
cultivation activities such as planting of corn, millet, and 

(14) In July 2014, Boko Haram publicly claimed to have masterminded the Apapa Lagos Bomb blast that 
was allegedly aimed at an oil depot.

cotton have pulled back significantly since the uprising. 
The impact of this expanded scope is directly on food 
production and also its pecuniary benefits, as well as 
inflation. In particular, coinciding with the inception of 
Boko Haram violence, Nigeria—once famous for the 
production of cotton, groundnut, maize, yam, cassava, 
guinea corn, and millet(15) from its north eastern states—
has endured 5 consecutive years of declining cotton 
output with an average growth rate of  -3.53% between 
2009 and 2013 (vs. +0.68% for the 5 years before 2009). 
Corn, another staple food produced in the region, had a 
similar trend with average growth rate of -0.17% since 
2009 (vs. 8.65% for the 5 years before 2009). Whilst, 
according to FEWSNET, other factors such as flood, 
(15) FEWSNET attributed rising cereal prices to the insurgence in 2012
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erosion, and early lean season are clear contributors 
to this production cutback, the role of insecurity has 
clearly been expanding especially in the more recent 
weakness.

Thus, the recent escalation in scope and severity force 
a reassessment of prior view that the insurgency had 
little economic impact, a view which had primarily been 
hinged on containment of attacks in a region of smaller 
economic importance. In a nutshell, the trend with 
insecurity now has the potential to fuel food inflation in 
the coming years through food shortages while reducing 
economic revenues, although oil receipts remain 
overarching in this regard. 

Will relative quiet in the Niger Delta last?

Q1 2014 saw Niger Delta re-emerge into the fore-front of 
the Nigerian economic discussion with the vandalism of 
the Forcados pipeline triggering a force majeure. Whilst 
this contributed to a dim outlook for oil exports, a view 
affirmed as Nigeria’s crude oil receipts of N1.8 trillion in 
the period fell 2.2% YoY, it more importantly underscores 
the reality that the long fought battles of the Niger Delta 
may not be entirely over after all. 

Given the heightened jostling ahead of the 2015 election 
with defections, counter-defections and impeachments 
on the rise, the well publicized hard-line stance of militant 
elements in the region might take more prominence 
than the presidency’s more demur position. Hence, it 
would seem that the apparent calm in Niger Delta from 
having a president from the volatile region is about to be 
overrun by intransigence that his tenure be elongated. 

However, it seems unlikely that the rationale behind that 
position will be accepted by other political players as a 
reason and an end in itself and this could prove pivotal 
as events unfold.  

Whilst the ascension of the forcibly removed CBN 
governor, Sanusi Lamido Sanusi to a critical socio-
religious office as the Emir of Kano in the extreme 
opposite of the regional divisions may not in itself have 
been a problem, the politics surrounding that transition 
and the lack of public peace moves, as yet, do not 
provide much comfort that deepening of partisan/ethnic 
rifts can be prevented. In all, the 2015 elections appear 
to be living up to its billing as a critical test of Nigeria’s 
democracy and its socio-political stability.

For economic purposes, the stakes also appear much 
higher. First, our surmise that Boko Haram’s increased 
deadliness could see it emerge at the fore front of 
investors’ consideration appears to be materializing as 
Moody, Fitch and S&P all alluded to the northern crisis 
as either an anti-rating upgrade factor or the basis 
for a downgrade in outlook.(16) Furthermore, expansion 
to economically sensitive targets puts the telecoms 
infrastructure and shopping malls at most risk. This 
is even as economic activities become dampened by 
constraints to free flow of goods and services with knock-
on effects on route to market and revenue numbers 
of food and beverage companies, amongst others, 
compounded by escalating costs on their predominantly 
agricultural inputs.

(16) Businessnews.com

Figure 34

Nigerian cotton and corn 
production

Source: United States 
department of agriculture, 
ARM Research
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REFORM PROGRESS TOO LITTLE, 
TOO SLOW

Federal revenue higher on the back of 
non-oil inflows...

Federally collected revenue for the first 4 months of 
2014 was N3.3 trillion representing a 4% increase 
over the N3.2 trillion received during the corresponding 
2013 period. The increase was largely due to a 60% 
YoY surge in non-oil revenue to N299 billion in April 
2014. This can be attributed to rising inflows from 
corporate taxes, and independent revenue of the federal 
government witnessed in 2014. Gross non-oil receipts, 
recorded at N904.8 billion, (27% of total revenue) were 
short of projected budgetary estimates by a 5% margin 
but could yet be boosted by seasonal 3rd quarter 
strength typically underpinned by tax revenues.

Oil receipts were flat YoY; surprising, given that YoY 
production was down on average from 2.4mbpd to 
2.3mbpd and average Bonny light prices were lower 
by 5% from $115.34 to $109.47 per barrel () in Q1. 
Contributing to the YoY decline in production was 
likely the force majeure issued by Shell on exports 
through its Forcados pipeline as well as continued 
leakages via vandalism and theft. CBN figures showed 
an increase in crude sales revenue (up 17% to 
N718 billion) being offset by declining revenues from 
PPT/Royalties (down 13% to N1.16 trillion). Actual 
oil revenues exceeded budgeted estimates on the 
back of crude and gas exports exceeding projected 
amounts. However, as we noted in our H1 14 report, 
the assumptions maintained in the 2014 budget were 
on the conservative side – hence surpluses were 
anticipated. 

Figure 35

Breakdown of FG revenue (%)

Source: CBN, ARM Research
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Import substitution: new automotive 
policy to weigh on non-oil revenue 

The recent import substitutions policies being 
embarked on by the current administration should 
effect some changes in the revenue profile of the 
federal government. A new automotive policy which 
mandates significant tariffs (a 35% duty fee and an 
additional 35% levy) on any imports of brand new 
automobiles into the country is set to go into effect 
July 1st 2014, with a similar tariff hike on used vehicles 
effect January 1st 2015. These will likely drive a 
drop in automobile imports (currently estimated at 
N1.2 trillion/annum) and a consequential decline in 

the custom and excise duties component of non-oil 
revenues. However, a 50% 5-year tax break which is 
to serve as an incentive for vehicle assemblers and 
indigenous manufacturers to set up operations in the 
county, will ensure that any anticipated corresponding 
increase in tax revenue will be deferred. Thus, the 
near term net effect of such policies on government 
revenue is likely to be negative. 

Budget impasse finally resolved...

After political bickering and partisan posturing, a 
compromise was finally reached five months into the 
year, on May 21st 2014, when the 2014 budget was 
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finally signed by the President with minor adjustments 
from the December 2013 version initially proposed. 
Changes made include a 1% upward adjustment 
of the revenue figure from N4.642 trillion to N4.695 
trillion. Also, recurrent expenditures were increased to 
N2.454 trillion, while capital expenditure was raised to 
N1.19 trillion from N1.10 trillion – a 2% revision. These 
changes were largely immaterial and are unlikely to 
hold any significant new implications on the economy.

...But associated implementation delays 
remain a bane on the economy 

Nonetheless, the impact of the lethargic 
consummation of the budget process will 
undoubtedly have some ramifications for the national 
economy. With just 7 months left in the year after 
passage, full implementation of the budget came 
into question. Delays in the mobilization of payments 
to contractors for the commencement of capital 
and/or infrastructure projects will presumably cause 
delays in execution.  The Coordinating Minister of 
the Economy, Mrs. Ngozi Okonjo-Iweala stated that 
only N200billion was released for capital projects 
in Q1 2014, leaving an estimated N919billion gap 
for unfunded capital projects. This delay will herald 
unconstructive consequences, most likely of which is 
an element of economic stagnation associated with 
the deferral of stimulative projects. Also, economic 
productivity would further have been frustrated 
by the escalation of uncertainty that blossomed 
in the absence of clear decisive clues and paths 
on government spending. Lastly, such a modus 
operandi can be seen to incubate wasteful spending 

as MDAs become incentivized to exhaust funds 
originally budgeted over a 12 month period in the 
remaining months. 

Lower budget augmentation bolster ECA 

In line with our expectation for a recovery, the 
Excess Crude Account (ECA) increased ~19% to 
$4.1 billion in H1 14 from YE 2013 levels. Our view 
crystallised on the back of conservative revenue 
assumptions which kept actual federally collected 
revenues largely in line with budget estimates 
in the period—eliminating budget augmentation. 
Significantly, though average monthly inflows to 
the ECA remained soft (H1 14: $343 million; FY 
2013: $530 million; H1 13: $700 million) gains were 
buoyed by lower monthly average outflows (H1 14: 
$218 million; FY 2013: $670 million; H1 13: $1.3 
billion). Notably, positive net-flows were achieved 
for the first time since Q4 12. Meanwhile, amidst 
the lower revenue estimates, combined state 
governments’ budget rose ~7% YoY to N6.9 trillion 
in 2014, relative to the 14% YoY decline to N4.52 
trillion in FG’s 2014 budget. Expectedly, given 
lower FAAC allocation and unsuccessful attempts 
by the SGs to coerce the FG to approve additional 
withdrawal from the ECA, the SGs reignited calls 
for subsidy removal—a first line charge on Nigeria’s 
revenues. As a follow-up, the state commissioners 
of finance approved same at the March 2014 FAAC 
meeting, but with no federal government nod, the 
subsidy regime remains in place. 

Figure 36

Crude production (000 bpd) 
and oil receipts (N bln)

Source: CBN, Bloomberg, 
ARM Research
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SWF operations yielding results 

Meanwhile, the Nigeria Sovereign Investment 
Authority released its first annual report (FY 2013) 
wherein it posted profits of N505 million ($3.2 million). 
Performance reflects income from the Stabilisation 
Fund (SF) wherein investing commenced in September 
2013, as other sub-funds—Future Generation Fund 
(FGF) and Nigeria Infrastructure Fund (NIF)—were 
barely operational in the period with investing of FGF 
only commencing late December. 80% is allocated to 
growth assets with the balance split between inflation 
hedge (15%) and deflation hedge (5%) assets. Also, 
media sources report that the NSIA posted a profit 
of N1.2 billion ($7.5 million) in Q1 14, which implies 
a return of 0.5% (2% annualised) based on total 
fund size of $1.55 billion. In our view, the financial 
performance of the SWF underscores the advantage 
of its structure over the ECA—which is domiciled 
with the CBN, earning no interest—given that return 
on investments could be channeled towards various 
developmental projects. More importantly, it brings 

into sharp relief the expediency of resolving blockages 
to SWF inflows.   
 
Further progress came in January 2014, when the 
NSIA finally unveiled the Investment Policy Statement 
(IPS) for the Nigeria Infrastructure Fund (NIF) 
which is set to focus on investable sectors within 
the Nigerian infrastructure space. Identified sectors 
include: Healthcare, Agriculture, Motorways, Housing/
Real Estate and Power, with commitments to invest 
$10 million (N1.6 billion) in each of Agriculture and 
Real Estate(17), as well as $2.5 million (N400 million) 
in Motorways.  Whilst launch of the NIF brightens 
outlook for infrastructure development in Nigeria, 
issues linked to the precariousness of inflows to the 
fund could limit overall impact, as we proceed to 
discuss.

(17) Nigeria Mortgage Refinance Company (NMRC)

Figure 37

ECA flows

Source: BIR, FMF, ARM Research
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Table 4

Fund Managers

Fund Investment Managers

Stabilisation Fund (SF) Credit Suisse, Goldman Sachs and UBS

Nigeria Infrastructure Fund (NIF) In-house Management Team

Future Generations Fund (FGF) Cevian Capital, Laurion Capital, Blue Mountain Capital, JHL 
Capital Group, Credit Suisse

Source: NSIA 2013 Annual Report

KEY DEVELOPMENTS
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SWF records another inflow but funding 
scepticism lingers...

As we outlined in our H1 14 reports, the Supreme 
Court, yet again, adjourned the litigation—held 24th 
March 2014—on the legality of the SWF to 23rd 
September 2014, still favouring an out-of-court 
settlement for the dispute between the Federal and 
State Government. The latest adjournment, which 
brings the total to 15 since the case was instituted in 
2008, appears to affirm our view on the apprehension 
of the SC to adjudicate on the matter and implicitly 
support our post 2015-election resolution timeline. 
Beyond this, the lingering legal tussle heightens 
uncertainties as to funding the SWF in the manner 
envisaged in the Nigeria Sovereign Investment Act 

(NSIA) 2011--where excess earnings are expected to 
flow to the SWF. Thus, since the initial $1billion seed 
capital transferred into the fund from the ECA in late 
2012, after approval by all 36 states, there has been 
no additional flow. 

Notwithstanding this hurdle, the Federal Government 
unilaterally added another $550 million (sourced from 
the June 2013 Eurobond proceeds) to the Fund in 
February 2014, bringing the total to $1.55 billion. 
According to the Minister of Finance, channelling 
the funds via the SWF will generate more funds for 
infrastructure development (with $200 million of the 
new money going into the infrastructure sub-fund) 
adding that an agreement has been reached with 
private sector partners to match every $1 the NSIA 

Table 5

Asset allocation for Stabilisation Fund (SF)

Policy Target (%) Benchmark

Growth Assets 75 Barclays 1-3 Year Corporate Bond

IG Corporate Bonds 1-3 years Barclays 1-3 Year Corporate Bond

Hedge Assets 25 Barclays 1-3 Year Treasury Bond

US T-Bills 91-Day Treasury Bill Index

US Treasuries 1-3 years Barclays 1-3 Year Treasury Bond

Source: NSIA 2013 Annual Report

Table 6

Asset allocation for Future Generation Fund (FGF)

Policy Target (%) Benchmark

Growth Assets 80 MSCI All Country World Index

Developed Equities 10 MSCI World Index

Emerging & Frontier Equities 15 MSCI Emerging Markets Index

Private Equity, VC and value-added Real-Estate 25 Cambridge Associates US Private Equity Index

Absolute Return 25 HFR Event-Driven (Total) Index

Other Diversifiers 5 TBD

Hedging Assets: Inflation 15 Weighted Composite

Commodities S&P GSCI (Equal Weighted)

Hard Assets 10

50% FTSE® EPRA/NAREIT 
Developed Real-Estate Index

50% CA Private Natural Resources Benchmark

Hedging Assets: Deflation 5 Citigroup World Government Bond Index 
(Hedged)-$

Cash 5 US T-Bill

Source: NSIA 2013 Annual Report
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invests in infrastructure in Nigeria with $2 of their 
own. The balance of the new inflow (~$350 million) 
is to form part of the liquidity facility for the Nigerian 
Bulk Electricity Trading Company (NBET) to boost 
investors’ confidence in the power sector but will 
be managed by the NSIA. Indeed, given Nigeria’s 
ailing infrastructure, any initiative to attract funds is a 
welcome development and we also believe the NSIA 
is better poised to manage the NBET liquidity facility. 
However, the FG’s unilateral action suggests other 
subthemes. One is that it hints at a hardened position 
by the state government to block further transfers from 
the ECA to the SWF, especially given the existent 
pause on withdrawals from the ECA for distribution 
amongst the tiers of government. On the other hand, it 
tends to the Federal Government’s resolve to maintain 
the SWF, regardless of the outcome of the litigation. 
Importantly, the on-going impasse between the FG 
and SG around constitutionality of the deductions 
evidently threatens the funding structure envisaged for 
the SWF. This ultimately exacerbates the uncertainty 
around future funding for the Fund particularly as it’s 
unlikely the FG can singlehandedly meet the 3-year 
$5 billion target.  

...nonetheless, fiscal savings to continue 
Barring any significant dip in oil prices, we expect 
occasional outages, linked to crude oil theft and 
sabotage, to keep crude oil production around current 
levels (~2.3mbpd) for the rest of the year. This should 
see average government revenues in H2 14 broadly 
in line with budget estimates. Whilst this implies 
ECA inflows could remain soft, on the flip side, 
it also suggests budget augmentation will remain 
unnecessary. However, higher SGs’ budget amidst 
lower FAAC allocation and the onset of the 2015 
elections is likely to see state governments intensify 
pressure on the FG to withdraw funds from the 
ECA. Nevertheless, we believe the likely quantum—
probably $1billion—is unlikely to change the current 
trajectory of the ECA for the rest of 2014. 

Genco privatisation arrangements 
completed…

The Afam power plant and the Kaduna Electricity 
Distribution Company—two remnants from last year’s 
privatization exercise left in government hands—
have now been handed over to private investors. 
After completing deals for 14 out of 17 successor 
companies with handover in November 2013, it 

was positive to see the FG meet stated deadlines 
for completion of the last 3, bringing the 15-year 
power privatization sojourn to a close. The Talaveras 
group –a consortium which includes the Rivers state 
government—and the North West power consortium 
- which has the Dantata Investment and Securities 
Company as one of its backers respectively bid 
successfully for the Afam Power plant and the Kaduna 
Disco. Talaveras offered $260 million for Afam while 
North West was selected on the basis of having 
the highest Aggregate Technical, Commercial and 
Collection (ATC&C) loss reduction figure of 29.26%. 
Both investors signed share purchase agreements 
with the Federal government and paid the initial 
25% fee in February 2014 with the remainder 75% 
due 6 months from the initial payment date. Also, 
the preferred bidders for the Sapele Power Plant 
– CMEC/Euafric Energy – were able to complete 
payment after initially failing to come up with the full 
price and requesting a 3 month extension. The plant 
has now been handed over to them upon payment of 
the outstanding $21 million of the total consideration 
of $200 million.

The resolution of severance payments to former staff 
of PHCN has also witnessed some progress with 
half of the outstanding 10% of staff compensated 
in H1 14. Till date, the BPE has remitted a total of 
N370 billion to the Accountant General’s office to 
satisfy payment obligations to 94.79% of PHCN staff. 
Nonetheless, the process has had hitches as staff 
unions engaged in protests and have threatened 
strikes alleging preliminary dismissal as well as undue 
delay of gratuity and severance payments. However, 
the BPE has come out to refute these allegations 
stating that any delays were as a result of the 
necessary verification of the legitimacy of over 47,913 
workers before authorizing payment. 2,777 workers 
remain unverified by mid 2014, but the exercise will 
likely be complete in a few months.

For the bulk trader, Nigerian Bulk Electricity Trading 
Company (NBET), a further boost came from the 
World Bank and the African Development Bank Group 
which offered partial risk guarantees (PRGs) of up 
to $700 million and $182 million respectively. The 
NBET was set up to provide credit guarantees to 
Gencos on behalf of the Discos, and these PRGs 
are meant to enhance the creditworthiness of NBET 
and help mitigate the risk of the agency not fulfilling 
its contractual obligations. Gencos have grown 
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increasingly wary of the default and counterparty risks 
inherent in signing Power Purchasing Agreements 
without explicit credit guarantees from institutions 
capable of implementing them. The unstable financial 
conditions of some discos—which we discuss in some 
detail shortly--have only intensified these concerns. 
Hence, these measures have the significant benefit 
of offering some respite to Gencos and their investors 
by reinforcing NBET’s effectiveness, thus helping 
stimulate investment and credit liquidity to the sector.

Gas problems linger….

Despite these positives, total electricity generated 
continues to hover around 3500 MW far from projected 
estimates of 9000 MW expected this year. Installed 
capacity improved marginally by 15% from 8664 MW 
to 9920 MW with available capacity at just 60% of 
that, signifying a 58% utilization rate which pales in 
comparison to rates upwards of 85% seen in the U.S 
but roughly in line with rates in India. 

At a fundamental level, the lower levels of 
utilization primarily reflect constraints on/failure of 
generating companies to access required production 
components, especially gas. Despite Nigeria boasting 
the 7th largest reserves in the world, procuring gas in 
sufficient quantities continues to prove challenging for 
Gencos. First, a lack of adequate gas infrastructure 
exacerbated by rampant vandalism, sabotage and 
malfunction is impeding supply. Also, the lack of 
an adequate pricing regime remains a barrier to 
attracting investors and producers to deploy resources 
to overcome the current challenges in the domestic 
gas market. Gas is currently sold in Nigeria at a 
discount to international prices which is a significant 

disincentive to attracting capital that will develop 
necessary gas infrastructure. The Nigeria Electricity 
Regulatory Commission (NERC), which is charged 
with setting gas prices in Nigeria, had earlier unveiled 
a plan to gradually increase the price of domestic 
gas to more commercially viable levels. However, it 
halted implementation in H1 2014 when it decided to 
maintain current prices at $1.8/MMbtu while deferring 
an increase to $2.3/MMbtu till June 2014. NERC 
states that the deferral was due to a failure of the 
NNPC to fulfill its obligation to supply a predetermined 
amount of gas.

Further constraining the level of power generated 
nationwide was the maintenance shutdowns of 2 
gas power plants—Utorogu and Ughelli—which 
estimatedly shaved another 700 - 1000MW from the 
grid. However, we anticipate some temporary respite 
in this area. Fortunately, the plant maintenance is 
scheduled to last only 3 weeks, thus should be 
complete by early July with allowance for delays or 
any unforeseen circumstance. Furthermore, plans by 
NNPC to boost gas output by 250 MMscf before the 
end of the year is a promising development. Supply 
of previously agreed gas volumes by the NNPC would 
help satisfy NERCs requirements and thus pave the 
way for a gradual rise in gas tariffs to levels more 
likely to attract developmental capital.

Discos in distress…..

The new owners of the distribution and generation 
companies have been groaning under the burden of 
heavy debt loads, reduced cash flows and substantial 
capex requirements. After shelling out huge sums 
to purchase assets, sub-optimal generation of 

Table 7

Estimated Capex requirements for power generating companies

Company Capex Requirements

Ughelli Power Plc, $604 million

Sapele Power Plc $394 million

Geregu Power Plc $200 million

Afam Power Plc $850 million

Kainji Hydro $456 million

Egbin Power Plc $1700 million

Green Field IPPs $7500 million

Source: ARM research, NBET 
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power amidst input shortages has meant less power 
delivered to customers and consequently, less 
cash flow accrued from fees and service charges 
according to The Managing Director/Chief Executive 
Officer, Kano Distribution Company, Dr. Jamili 
Gwamna. The reality of fixed costs—based on the 
assumption that operating plants incur a minimal 
level of cash flow to operate—is likely to amplify 
disco woes. In addition, some plants, upon gaining 
access, were found to be in such states of disrepair 
that significant refurbishment and upgrades were 
required to restore capacity. Nonetheless, estimates 
from NBET put capex requirements for discos at $1.8 
billion with Genco requirements for pre-existing plants 
significantly higher at $4.2 billion. 

However, disco operators might find some respite. 
The NERC has a responsibility under Section 32(d) 
of the Electric Power Sector Reform (EPSR) Act 
2005 “to ensure that the prices charged by licensees 
are fair to consumers, and are sufficient to allow 
licensees to finance their activities and allow for 
reasonable earnings for efficient operation”. In its 
most recent biannual review of tariffs due to go 
into effect June 1st 2014, the NERC decided to 
increase the proportion of tariffs due to discos (and 
the transmission company) on account of reduced 
daily generation amid constant fixed and maintenance 
costs which have shrank economic benefits.(18) In 
our view, this appears to be aimed at achieving 
some commensurateness in the contribution of each 
segment of the power chain to ongoing challenges 
and how benefits accrue. However, the tariff increases 
for discos will only factor into the variable component 
of tariffs that consumers are charged. The fixed 
component charged regardless of power generated 
will remain unchanged so as to insulate consumers 
from higher costs without receiving the attendant 
benefits of power supply. However, in the event that 
the gas constraints currently plaguing the industry are 
resolved and electricity generation and distribution 
accelerates, there is a likelihood of disco tariffs being 
revised downwards. 

Transmission improves but is that 
enough to stave off privatization?

In contrast to declining output and challenges facing 
discos, transmission capacity has witnessed some 

(18) The NERC factors the rate of inflation and foreign exchange rates, in addition to gas prices and 
generation capacity, into its decision.

improvement, rising to 7000 MW in Q1 2014 from 
5000MW in 2013. The Transmission Company of 
Nigeria projects improvements to 10,000 MW by 2017 
and 20,000 by 2020. However, transmission continues 
to be plagued by a host of issues and inefficiencies. 
Recently, five transmission lines nationwide were 
simultaneously crippled due to a range of faults and 
maintenance operations.  The Afam/Alaoji line in Port 
Harcourt, Rivers State was undergoing reconducting 
as well as the 330kV Sapele/Delta line in Benin. In 
Lagos, the 132kV Akangba/Itire line 1 was down for 
over 5 months through May 2014, owing to a faulty 
line isolator at the Akangba Transmission Station. The 
132kV Ikeja West-Ilupeju line 2 was also out due to a 
cut in the red phase conductor, and the 330kV Egbin/
Aja line 4 was said to be unavailable due to issues 
at the Aja generation station chamber. These faults 
have hindered the ability of discos to transfer the 
dividends from positive developments to consumers 
as, despite capacity improvements, power transmitted 
to consumers continues to suffer, and has dropped 
10% MoM to 3,674 megawatts by May 24 2014. 

Perhaps fed up with the constraints faced by 
transmission deficiencies and faults, a few private 
investors and some of the healthier distribution 
company operators have expressed interest in 
partnering with the government in a bid to resolve 
the issues. Management of the Eko Disco, one of the 
few healthy distribution companies, has expressed 
willingness and financial capability to partner with 
the Transmission Company of Nigeria (TCN) to 
boost transmission capacity in its domain (which 
spans the southern part of Lagos state, as well as 
Agbara in Ogun state). TCN, on its own part, appears 
receptive to the idea and has stated it is open to such 
considerations subject to the agreement of mutually 
beneficial terms for all stakeholders and approval by 
NERC. Such arrangements are only in the conceptual 
phase and no information has yet been released 
indicating what form or how such a partnership might 
be structured. Such details will be critical to assess 
the merits or potential of such an arrangement. 
Nonetheless, it seems unlikely that such agreements 
with a few discos will materially alter the transmission 
profile especially as operational challenges remain 
the key issue, not adding capacity, at least based on 
recent improvements in the latter. Furthermore, the 
privatization initiative clearly delineated the roles of 
generation, distribution and transmission entities and 
such agreements could blur these lines. 
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In any case, what the persistent weakness in 
transmission does is force the FG to revisit TCN’s 
performance. After first excluding it from the 
privatisation exercise, the Federal government is now 
reportedly considering privatizing the transmission 
company. Further heightening the prospects of 
reverting to the privatisation route, rumblings about the 
practices of Manitoba Hydro—the Canadian company 
given a three year contract to operate TCN—continue 
to linger. The Minister of power has come out to state 
his dissatisfaction with Manitoba Energy’s handling 
of the contract, specifically its transfer of knowledge 
and skill to Nigerian workers, which was an integral 
clause of the performance contract. It would appear 
the Federal Government, disappointed with persisting 
anaemic power supply, is seeing transmission as the 
link in the power chain that could malign the success 
of its efforts and is taking steps to not jeopardize its 
transformation agenda—one of the hallmarks of the 
current administration. Regardless, the improvement 
in capacity—in spite of the numerous technical 
malfunctions witnessed—must not be overlooked, 
and is certainly a step in the right direction. 

Refineries on slow burn…

The Nigerian government continues to emit mixed 
signals regarding the privatization of 4 government 
owned refineries slated to begin this year. Perhaps 
bowing to political pressure, the presidency 
spokesman stated, in January, that the government 
had no plans to privatize the refineries, which is 
in contrast to statements made by the Minister of 
petroleum—and the BPE—slating privatization for Q1 
2014. Clearly, political opposition to the proposed sale 
remains an influencing factor in this matter.

The Turn Around Maintenance (TAM) initiative for 
the refineries, slated for Q1 2014, had not yet begun 
as at June 2014 and is being delayed for a host of 
reasons. For example, the Port Harcourt refinery, 
poised to be the first in line for TAM, had its line of 
credit—which was issued by the NNPC headquarter 
technical committee (HTC) and intended to be used to 
acquire TAM materials—suspended. In addition, the 
refinery cited lack of progress on a TAM commercial 
evaluation report by the HTC, as well as lack of budget 
provisions for additional TAM and Rehab funds as 
paralyzing factors affecting the commencement of 
the TAM initiative. At this rate, to have a successful 
TAM exercise in 2014 would seem optimistic, as 

the process of customization, manufacturing and 
importation would take at least six months. Thus, this 
would push any TAM exercise to late 2014 or early 
2015 at the earliest.

In the absence of TAM projects, refinery capacity and 
output continues to be significantly below potential. 
Performance YTD has not deviated from decade 
long levels of sub 30% of capacity which barely meet 
the market demand for refined petroleum products 
estimated at 35 million litres daily. The TAM initiative 
is key to increasing capacity and reducing levels 
of import that make up a significant portion of the 
national import bill and exerts pressure on already 
declining forex reserves.  

…with benefits of first liberalization 
steps still a way off

Work continues to be done on the proposed 400kbpd 
refinery announced by the Dangote group. Initially 
intended to be located in Ondo State, the refinery 
site has now been relocated to the Lekki Free Trade 
Zone in Lagos state. The company has the blessing 
of the state government and has begun to award 
contracts for the project with EIL of India securing a 
$139 million contract for the provision of engineering, 
procurement and construction management services 
for the refinery. Overall, the group will spend $9 billion 
and intends to double the country’s maximum refinery 
output.

The refinery is expected to cut national fuel imports, 
currently estimated at nearly $20billion (~30% of total 
imports), by half. The plant is expected to refine PMS 
(petrol), AGO (diesel) and HHK (kerosene), which 
have national daily consumption of 35 million, 12 
million and 10 million litres respectively. In addition, 
the refinery project includes a fertilizer plant expected 
to produce 2.75 metric tons per annum of Urea and 
Ammonia – effectively stopping the import of fertilizer. 
If successful, the project would undoubtedly ease 
pressures on external reserves, the current account 
and exchange rates – ultimately improving external 
sector outlook. 

In addition, the project will have a huge economic 
significance on the Lekki Free Trade Zone and 
Lagos State environs. With 9,500 direct jobs and 
25,000 indirect jobs expected to be created from the 
venture, the employment deficit picture in the region 
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should experience some improvement with potentially 
significant multiplier effect on demand, consumption, 
investment and property values Already, the Lekki Ibeju 
corridor, housing the Free Trade Zone, is witnessing 
increased investor interest and development activity, 
with significant land appreciation in some locales as 
investors jockey for a stake in the anticipated growth 
of the region.  

The Dangote group is financing the project with a 
mix of $3 billion of its own equity and debt of $6 
billion. The company signed a $3.3 billion deal with 
a consortium of 12 banks representing the largest 
amount of debt financing granted to a Nigerian entity 
and the largest syndication of debt organized by 
Nigerian banks. Also, in a show of its commitment to 
economic development and support for private sector 
developmental initiatives, the CBN granted Dangote 
Industries Limited (DIL) a medium term credit facility 
of N50 billion. The facility term is 15 years and at an 
interest rate of no more than 7%.

KEY PENSIONS INITIATIVES 
MATERIALISE TOO LATE TO 
CHANGE STATUS QUO 

Pension fund assets continued to grow with AUM 
rising 6.7% from year end levels to N4.3 trillion by 
the end of May 14, with asset allocation largely 
unchanged. However, asset allocation through H1 14 
shed some light on Pension Administrators’ investment 
preference.  In the first half of 2014, pension fund 
administrators (PFA) remained largely neutral on 
equities as their equity portfolios continued to track 
market performance, though we estimate increased 
equity purchases of ~N28 billion  by PFAs between 
March and May when markets began posting gains. 

In the fixed income space, pension administrators at 
year start liquidated money market positions to invest 
in FGN securities in pursuit of higher yields and then, 
expectedly reversed the trend once rates trended 
lower. In our view, movement in asset allocation 
through the first half of the year suggests that PFA 
investment decisions’ are increasingly hinged on 
short term considerations despite the industry’s long 
term liability structure. 

Figure 38

Yield Trends vs. Movements 
in PFA FGN and MM Asset 
Allocation

Source: FDHL Analytics, 
PENCOM, ARM Research
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Overall, investment actions continue to reflect herding 
behaviour with PFAs using the safety of the pack to 
avoid riling not only an overly-restrictive regulator 
but also fund holders who could soon have more 
choices as planned opening of the transfer window is 
set to increase competition within the industry. In this 

direction also lies a further motivation for unchanged 
investment patterns, with the much delayed transfer 
window just a symptom of the overall stalled progress 
on reform initiatives, stemming from uncertainty at 
the helm of PENCOM, potential changes that should 
create flexibility in asset allocation and stimulate 
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strategy differentiation failed to materialise. On 
this front, whilst the Pension Reform Act (2014) 
was passed by the House of Representatives in 
May, its adoption by the Senate in June prevented 
presidential assent to the bill in H1 14. Nevertheless, 
the emergence of the Police PFA and FRC threats 
over IFRS adoption raise scope for deviations in 
industry structure—themes we explore subsequently.  

Police Pensions...much ado about 
nothing?

In line with our expectations, the FGN failed to grant 
requests for the exclusion of the Nigerian Police Force 
(NPF) or other agencies from the contributory pension 
scheme as indicated by a recently issued white 
paper on the report of the Oronsanye Committee on 
the Rationalization of MDAs. However, in the first 
half of the year, PENCOM granted an Approval-in-
Principle to newly incorporated NPF Pensions Limited 
to operate as a PFA.  Consequently, we do not view 
recent developments as a negative for the pension 
industry as the N305 billion accumulated pension 
savings of the police force would remain part of total 
pension assets. Though NPF Pensions Limited would 
exclusively manage the RSA’s of police personnel, 
it will remain under PENCOM’s supervision, with 
assets under management held by licensed PFC’s, 
allaying concerns over fraud and funding shortfalls 
which plagued previous schemes. As such, over 
the next eighteen months, records of all Nigerian 
Police contributors will be transferred to NPF Pension 
Limited, with greatest impact likely being on the AUM 
and market share of the top 5 PFAs who currently 

control ~64% of the pension industry. Nevertheless, 
every police officer will have the freedom to move to 
another PFA once the transfer window is open.

IFRS implementation...FRC threatens 
sanctions

The Financial Reporting Council of Nigeria (FRC) 
threatened to penalize PFAs for failure to meet 
the December 2013 deadline for the adoption of 
International Financial Reporting Standards (IFRS) 
for pension funds. Presently, all fund assets are 
marked-to-market on a daily basis with the exception 
of bond portfolios which are valued at amortised 
cost irrespective of classification. However, under 
IFRS PFAs would be required to mark-to-market 
bonds that have been classified as either trading or 
available-for- sale (AFS).  Given the choppy nature 
of yield movement over the past years, concerns that 
compliance with this directive could negatively impact 
PFA portfolios has come to the fore as FGN securities 
account for ~60% of PFA assets. 

However, based on some broad assumptions(19) and an 
analysis of net bond purchases and yield movement, 
we believe impact on bond portfolio valuation would be 
muted. Our analysis indicates that a majority of PFA 
bond holdings were purchased between 2011 – Q1 
2014 when yields were relatively high. Consequently, 
the southward movement in yields from Q2 14 has 
placed most of these bonds firmly in-the-money. In 

(19) a) Net bond purchase=FGN Securities at YE – FGN Securities at YS
   b) IFRS Implementation date set at June 30th 2013
   c) PFA bond holdings consist mainly of FGN 14, 17, 19 & 22

Figure 39

PFA Asset Allocation

Source: PENCOM, ARM Research
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addition, our expectation of a limited impact incorporates 
our anticipation of a slight moderation in yields through 
2014 and the potential dilutive impact of fresh inflows 
into PFAs. Nonetheless, the long term liability structure 
of the pension industry creates scope for PFAs to 
classify loss making bond portfolios as HTM. On 
the other hand, we envisage increased volatility in 
RSA prices upon adoption of IFRS, a phenomenon 
that would be highly unwelcome for both pension 
administrators and fund holders with the imminent 
opening of the transfer window.

Pension reform wheels in motion

Returning to some of the key initiatives and overall 
reforms, after several months of delay, the House 

of Representatives in May passed the Pension 
Reform Act 2014, adopting the proposal to reduce 
the required years of experience for a PENCOM DG 
to 15 years from 20 years. More so, passage by the 
Senate in June brightens prospects for Presidential 
assent in H2 14- a positive for an industry where 
reforms have been stagnated. Developments(20) at the 
National assembly will likely hasten implementation 
of anticipated pension reforms of which a key one is 
the recommendation to increase the rate of pension 
contribution from 15% to 20%. This is significant—
we estimate that a 5pps rise in contribution rate 
could result to a 33% rise (+N12.7 billion) in monthly 
contributions to ~N50.9 billion which translates to 

(20) The President signed the bill into law in July and contribution rate was set at 18%: employers 10%, 
employees 8%.

Figure 40

Trends in PFA Net Bond 
Purchases vs. Average FGN 
Yields

Source: PENCOM, FMDQ & 
ARM Research
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Figure 41

Annual Growth of Pension AUM 
and Contributors

Source: PENCOM, 
ARM Research
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yearly inflows of N611 billion —and could resuscitate 
the slowing growth of pension fund asset. More 
importantly, it does hold import for financial markets 
as increased inflows beg investment outlets.

Pension Funds to drive local demand for 
financial market instruments

We view pension reforms—most  especially the 
proposal to increase monthly contribution from 15% 
to 20%—and  planned PENCOM initiatives as positive 
for both fixed income and equity markets given that 
an uptick in inflows portends an increase in demand 
for these asset classes. Applying a 15% and 60% 
allocation to equities and fixed income securities—in  
line with current trends— on our estimated annual 
inflow, places  value of new equity and fixed income 
securities purchases by PFA’s at N92 billion and 
N367 billion per annum respectively. For equities, this 
translates to daily allocation of N382 million, ~10% 
of average daily value of N4 billion. Whilst estimated 
daily allocation appears insignificant when compared 
to average daily value, we believe the equities market 
may not be able to absorb the persistent demand 
on a daily basis without putting significant upward 
pressure on equity prices. Furthermore, our estimate 
of N356 billion in FI purchases is ~63% of net FGN 
bond issuances in 2013. Based on annualized H114 
net issuance figures, this ratio is poised to increase 
to ~65% in 2014 as FG cuts securities issuances in 
favour of foreign borrowing—H1 net DMO auctions 
of N272 billion is ~79% lower YoY. Considering 
these scenarios are yet to factor in reinvestment, the 
potential to overwhelm traditional asset classes is 
self-evident.

Consequently, we foresee increased PFA interest 
in alternative asset classes such as real estate and 
infrastructure. Incidentally, the need for these on 
the part of PFAs is being met by willingness on the 
part of regulators to facilitate these channels with 
SEC currently working on processes to encourage 
infrastructure and other funds. In this light, the global 
portfolio limit of 5% set by PENCOM is only a near-
term restraint as total investible funds are likely to 
increase rapidly, in line with asset growth. Such 
consideration also implies that diversification might 
not only be along financial instrument lines. The 
urgency of having outlets while waiting for diverse 
domestic initiatives to materialise, and the market 
to deepen further, is likely to nudge policy makers 

towards allowing greater investments offshore. 

CAPITAL MARKET REGULATORS 
REENERGIZE TO EXPAND 
DOMESTIC INVESTMENT HORIZON 

NSE partnerships signify resolve to grow 
the market

In a bid to meet its target of N1 trillion market 
capitalisation by 2015, NSE in H1 14 entered into 
some agreements with WACMIC (West African 
Capital Market Integration Council) to integrate capital 
markets across West Africa. The process, which 
started in 2013, will bring all capital markets in West 
Africa together and give investors the opportunity to 
trade across exchanges, include those of Nigeria, 
Ghana, Sierra Leone and West African Economic and 
Monetary Union (WAEMU) which is made up of Benin, 
Burkina Faso, Cote D’ivoire, Mali, Niger, Senegal and 
Togo. The combined market capitalization of the 
sub regions as at the end of December 2013 was 
$114 billion with the NSE having the largest market 
capitalization of $87.30 billion and Ghana Stock 
Exchange (GSE) of $22.45 billion. The integration is 
expected to accelerate the development of domestic 
financial systems as well as promote competition 
and innovation whilst giving investors an opportunity 
to trade across sectors that were not initially listed 
on the exchange of their erstwhile country of focus. 
However, Nigeria already constitutes the bulk of the 
joint market cap and ultimately would have to look 
inward to supplement its existing listing base whilst 
putting measures in place to enhance standards and 
global attractiveness. 

In line with these aims of broadening market access, 
deepening competence, at the beginning of 2014, the 
NSE partnered with J Streicher advisory LLC, with 
the aim of training members of the trading industry 
to enhance their knowledge on market structure, 
market making tools and risk management, whilst also 
promoting market recovery. The market deepening 
efforts did not stop there, in Q2 the NSE announced 
the scrapping of the 0.06% charge on every trade on 
the exchange and this led to a cut in transaction cost 
by over $6 million and the introduction of a notification 
system (X-Alert) with a flat fee of N4 per transaction. 
This will bring real time notification and improve the 
transparency of the market, whilst also protecting 
against unauthorized sales or purchase of securities.
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Recent developments by NSE clearly constitute 
tangible efforts to reposition the market for long-term 
development, growth and sustainability. The need 
to encourage listings and make the capital market 
a viable capital source to the economy is made 
more poignant by the February 2014 outcome of the 
GDP rebasing which reduced market capitalization 
to GDP by 950bps to 12.6%. In this regard, recent 
developments appear to be a step in the right direction. 

IPO market stirring to life?

On the heels of two listings in 2013, Computer 
Warehouse Group and Infinity Trust Mortgage, the 
NSE finally witnessed its first IPO since 2008 with 
the entry of the first upstream oil and gas company 
SEPLAT in April 2014. H1 14 also saw the listing 
of Caverton Marine Services. Seplat and Caverton 
listed with respective market capitalization of N312.93 
billion and N32 billion which, though of little market 
weight is in consonance with the NSE’s drive for more 
listings on the exchange.

In this light, recent events in the oil and gas space 
and power sector appear fortuitous to NSE objectives. 
Part of the support appears to come from the robust 
performance of the NSE in 2013 (+47.2%) which 
gave companies the confidence to commit to the 
exchange. However, sector conditions also appear 
to be an important factor. The wave of asset sales 
to be embarked upon by IOCs and the drive by 
indigenous players to acquire same provides sizable 
opportunities which SEPLAT seems well poised 
to seize with its dual listing on the NSE and the 

London Stock Exchange. Similarly, Caverton’s listing 
increases the Services sector’s market representation 
having recently been crowned the largest sector 
of the economy. From these considerations, the 
privatization and liberalization of the power sector 
and the required investments the new players need 
to undertake provides an opportunity for sustained 
use of the capital market as a viable funding source, 
especially if previous initiatives materialise. Indeed 
the trickle could soon become a wave as multiplier 
effect of reforms hits other sectors. 

The flip side of post-rebasing contraction in market 
cap-to-GDP is that non-market sectors take on new 
importance. Again, policy direction appears favourable 
and even somewhat anticipatory. We briefly examine 
these trends with possible implications for the 
emerging asset classes.

SEC efforts to broaden alternative asset 
class in full flow

On the heels of the initial December 2013 amendment 
to the Securities and Exchange Commission (SEC) 
rules which granted indefinite life to non-equity shelf 
prospectus of supranational agencies, the SEC 
approved other proposed amendments (as well as 
new rules) in May 2014. Supranational agencies 
appear to already be responding to the December 
amendment, with the filing and subsequent approval 
of AfDB’s N160 billion Medium Term Note (MTN) 
programme in H1 14, even as the IFC also indicated 
intention to file a programme of similar size after a N8 
billion issue in 2013. Another important amendment 

Figure 42

Trends in Market capitalization 
to GDP

Source: World Bank, ARM Research
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provides clarity as to when a mandatory take-over 
bid is required with acquisition of more than 30% (in 
the case of new shareholder) or not less than 30% 
but not more than 50% (in the case of an existing 
shareholder) in a public quoted company providing 
a trigger. Whilst under the old provision, in addition 
to crossing the threshold, an intention to take-over 
still had to demonstrated, it is implicit under this 
amendment.

Furthermore, the newly approved rules—Infrastructure 
Funds (IF) and Foreign Collective Investment 
Schemes (FCIS)–showcase the unrelenting effort of 
the SEC to broaden the universe of asset classes 
available on the Nigerian capital market. In addition to 
stimulating product innovation in the Nigerian capital 
market, which we highlighted in our H1 14 report, 
the allowance of FCIS is likely to broaden the asset 
classes available for investments on the Nigerian 
capital market. With required domestic investment 
pegged at a minimum 20%, leeway abounds for FCIS 
that will invest in varied asset classes—including 
mortgage back securities and derivative instruments—
offshore. Similarly, the dearth of available investment 
vehicle which has limited private sector participation 
in infrastructure development should be resolved—at 
least to some extent—with the introduction of the IF 
rules. In particular, we believe that it will engender 
development of fund structures capable of attracting 
private funds, particularly PFAs, who, given lower 
government debt issuance, are increasingly faced with 

limited investment outlets. Testament to the foregoing, 
a Nigerian fund manager recently announced plans 
to establish a $250 million infrastructure fund in the 
second half of 2014 shortly after the rule change. In 
the same vein, the infrastructure sub-fund of the SWF 
also creates an alternative vehicle for investors via 
the PPP model, with proposed 2nd Niger Bridge being 
co-funded with a private construction company.
 
In our view, regular amendments and introduction 
of new rules by SEC points to an increasing 
responsiveness to the changing dynamics and 
sophistication of local investors. Notably, unlike in 
previous years where SEC had to play catch up—
for instance, in the case on money market fund 
and REIT rules—there is a newfound proactiveness 
in guideline-setting which appears set to increase 
availability of alternative investment products. A case 
in point is the issuance of the Osun State Sukuk bond 
in the Q4 2013 that came on the heels of the Sukuk 
rules approved earlier in the year, even as other 
issuers are set to follow suit.

Real estate poised for take-off

One alternative asset class at a more advanced state 
is real estate. The 4pps expansion in real estate 
GDP share to 8% amid strong gains recorded by 
ancillary sectors such as Construction and Hospitality 
showcase the sector’s potential.

Table 8

Timing relationship of SEC Rules and establishment of alternative asset funds 

Rule
Date 

Released
First Fund

Date 
Launched

Money Market fund Mar-10 UBA money market fund Dec-06

Islamic fund Jan-11 Lotus Halal Fund Jan-08

Funds of Funds Sep-11 NA NA

Exchange Traded Fund Jan-11 New Gold ETF Dec-11

REIT Pre 2010 Union Homes REITS Oct-08

Venture capital Pre 2010 NA NA

Private equity fund Feb-13 Africa Capital Alliance 1997

Sukuk Mar-13 Osun State Sukuk Bond Oct-13

Infrastructure May-14 ARM Infrastructure Fund H2 2014

FCIS May-14 NA NA

Source: SEC, ARM Research
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Pre-rebasing, real estate GDP had shown marked 
improvement recording double-digit expansion since 
2005 as supply-side efforts rallied to match a housing 
deficit estimated at 17million units. The timing of the 
strong growth is in tandem with the broader economy 
where, since 1999, real GDP growth expanded as an 
offshoot of structural reforms. The surging economic 
growth also reflected a re-emergence of the middle 
class, helping underpin demand for real estate with 
both residential and commercial real estate (offices, 
hotels and restaurants) benefitting. 

Notwithstanding these gains, challenges persist in the 
form of weak legal framework around land acquisition, 
mortgage financing and construction supply chain 
issues. Although property rights have broadly 
improved across several Nigerian states with the 
return to democracy, the process remains opaque and 
strenuous with applications for property registration 
lasting 77days in contrast to 23days in South Africa 
(World Bank). Similarly whilst real estate share of total 
bank lending improved since 2008 (+3.7% CAGR 
to N540billion in 2013), mortgage lending to GDP 
remains low at 0.5%. 

Table 9

Trend Sector growth rate

Sector 1985-89 1990-94 1995-99 2000-04 2005-09 2010-12 2013 

Building & Construction -1.5% 4.2% 4.0% 4.5% 12.6% 12.2% 14.2%

Real Estate & Business 1.3% 3.9% 4.1% 5.1% 11.1% 10.3% 12.0%

Hotel & Restaurant -0.7% 1.2% 2.6% 32.8% 12.2% 12.1% 73.9%

Source: NBS, ARM Research

Table 10

Mortgage Finance to GDP ratio

Country Mortgage finance/GDP

Nigeria 0.5

Ghana 2

Botswana 2

South Africa 31

Malaysia 32

US 77

Europe 50

UK 80

Source: Ministry of Finance, ARM Research 

However, recent developments suggest an inflection 
point could be in the offing starting with the 
establishment of the Nigeria Mortgage Refinancing 
Company (NMRC) amid a gradual resurrection at 
the Federal Mortgage Bank of Nigeria (FMBN). The 
NMRC which was launched in H1 2014 received a 
$300million 40-year World Bank loan at concessionary 
rate of 0.75%. 80% is earmarked to serve as credit 
enhancement with the remnant dedicated to under-
served segments of the mortgage sector. It is 
pertinent to note that the NMRC is a sub-set of the 
broader Nigeria Housing Program policy which seeks 

to tackle the housing deficit by directly addressing the 
issues of mortgage finance, legal framework around 
property acquisition and construction. On the latter 
two, the FGN is undertaking projects to fast track land 
registration in selected states(21) with partial funding 
by two DFIs (DFID and GIZ–Deuts Gesellschaft fur 
Internationale Zusammenarbeit GmbH). The program 
which began in 2014 involves simplifying registration 
processes across states, providing serviced plots 
to developers and calls for the passage of standard 

(21) These states are Abia, Anambra, Bauchi, Bayelsa, Delta, Ekiti, Gombe, Kano, Kwara, Kaduna, 
Lagos, Edo, Enugu, Nasarawa, Ondo, Rivers, Ogun and the Federal Capital Territory (FCT)
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foreclosure laws in these states. Evidently, policy 
thrust clearly addresses the three key issues militating 
against housing supply thereby complementing efforts 
to develop alternative assets.

On the demand side, progress remains tied to 
further expansion in the middle class. Nonetheless, 
recent changes to pension legislation which allow a 
percentage of RSA funds to stand in lieu of equity 
contributions for mortgages could provide an avenue 
to strengthen housing demand. Further demand pull 
could come from PFAs where recent increase in 
monthly contributions amid a constrained traditional 
asset investment space raises prospects for spill over 
into alternative asset classes. Aside the impact of the 
growing pension pool even at existing allocations, 
the improved regulatory disposition towards other 
investment outlets should open up non-traditional 
asset classes and, in particular, should favour real 
estate in coming years. 

RATING AGENCIES FIRE WARNING 
SHOT 

Despite the widely expected boost from recent 
initiatives like GDP rebasing and improved economic 
management, all three rating agencies left their long 
term credit ratings for Nigeria unchanged splitting their 
reports between March and May 2014. In particular, 
Moody insisted that Nigeria’s economic positives and 
negatives balance out as it joined S&P and Fitch in 
highlighting falling crude oil output, dwindling external 
reserves, increasing vulnerability to adverse changes 

in oil prices, uncertainty evoked by the apex bank 
crisis, and continuing infighting within the country’s 
ruling party and delays in the release of new economic 
information as justifications for an unimproved rating. 
Worse still, S&P downgraded its ratings outlook for 
Nigeria to negative– a decision which increases the 
risk of an eventual long term credit rating downgrade 
and prompted an appeal from FGN. 

However, such pleas ignore the reality that mixed 
economic data and policy outcomes, as was again 
the case in H1 14, cannot be a substitute for steady 
progress. For instance while oil prices have been 
fairly stable, maintaining a level above the $100/b 
mark, production worries resurfaced due to a leak 
in the Forcados pipeline that had prompted the 
force majeure on 400kbpd of Shell’s output. As if 
the fiscal implications were not bad enough, with 
the event contributing to an 11% YoY contraction 
in ECA balance in February 2014 even  as Q1 
crude oil receipts, at N1.8 trillion, once again missed 
the proportionate budget estimate by 6.5%, the 
(repeated) deviation from set targets  makes economic 
planning appear uncoordinated or at best an ad-
hoc exercise. Continuing the ‘swinging pendulum’ 
theme, while power and manufacturing continue to 
witness improved investments oil industry reforms 
stagnate with the PIB stuck in endless congressional 
deliberations. Similarly, the optimism fanned by the 
recent GDP rebasing is significantly watered down 
by rising income inequality (gini-coefficient rose from 
44% in 2003 to 48.8% in 2012).

Figure 43

Registering Property

Source: World Bank Doing Business 
Report (2014), ARM Research
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In all, while downgrades to closest African peers 
South Africa and Ghana appear to paint flat ratings  
in flattering light, the warnings to consistent policy 
making and economic management cannot be 
ignored. In particular, the long-dragging delay in the 
release of economic information as highlighted by 
S&P is worth noting. Whilst the delays in the release 
of GDP rebasing numbers might be understandable 
given the large time gap from the last with Q1 
2014 GDP results only a few weeks old, the lack 
of trade data since Q3 13, budget implementation 
report since Q4 13 and unemployment figures since 
2011 point to a broader based apathy to providing 
timely information. This is further exacerbated by the 
increasingly frequent practice of sporadic withdrawal 
of the limited available information by key economic 
agencies with no effort to fill in gaps when restored or 
resolve conflicts in data. We believe eliminating these 
issues along with enhanced consistency in policy 
making will go a long way towards maximizing the 
ratings-supportive impact of current initiatives.

To this end, given that the upgrade criteria are 
clearly stipulated, it is perhaps easy to have a more 
objective appraisal of expectations. Surveying the 
factors in play for Nigeria which include: institutional 
and governance effectiveness, external liquidity and 
international investment position, fiscal flexibility and 
fiscal performance, monetary flexibility, economic 
structure and growth prospects and, finally, debt 
burden; clear positives for Nigeria can hardly be 
argued beyond the latter pair. More importantly, the 
considerations are a two-way street and stagnancy 
in any combination holds a warning that economic 
managers will do well to heed. 
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REBASING UNVEILS AFRICA’S 
LARGEST ECONOMY

NBS released estimates of the rebasing/re-
benchmarking exercise which conveyed nominal 
GDP for the new base year (2010) rose 61% from 
previous—in line with our projections—to N54.6trillion 
($363billion). The revisions to output numbers show 
a deceleration in growth rates with rebased 2011 and 
2012 figures on average 240bps lower than previous 
at 5.3% and 4.2% respectively. At 5.5% YoY, 2013 
GDP growth implies nominal GDP at N80.1trillion 
(($510billion) which places the Nigerian economy as 
the 24th largest in the world(22) and 3.4 times the joint 
economy of the other ECOWAS countries The output 
adjustments  also unveil significant changes to the 
economic structure with higher weight to sectors most 
favoured by Nigeria’s demographics but also those 
more impacted by reform initiatives embarked upon 
since 1999 as against marked tilt in favour of natural 
resources under the old series.   

In contrast to the paradox that existed under the 
old series where nominal and real GDP pointed to 
different sectors, the rebased series both confirm 
(22) IMF 2013 nominal GDP estimates

Services(23) position as the largest component 
of  the economy at ~36% vs. 20% under the old 
series. The sizable expansion in Services, which we 
anticipated on account of various reform initiatives 
across Telecommunications and Real estate over the 
past decade, resulted in Services GDP accounting 
for 75% of the jump in the base year. Using an 
attribution analysis, Services contributed 45pps to the 
61% rise in base year GDP—driven largely by ICT 
(Telecommunications, motion picture, publishing and 
broadcasting). This development provides evidence of 
the success of reform initiatives that allowed greater 
private investment into the telecommunications sector, 
resulting in exponential growth in tele-density. Real 
estate, public services, professional scientific and 
technical services and finance also worked to bolster 
Services GDP reflecting modest improvements in 
legal rights, financing and government regulation. 

In other sectors, Manufacturing GDP share accounted 
for 14% of the rise in base year GDP (9pps) largely 
reflecting issues with weak infrastructure and 
financing. On this front, despite the entrenchment of 
vast protective barriers across most industries and 
a large populace,  inadequate investment in energy 
(23) Services, as defined here, excludes Wholesale and Retail Trade which the NBS release included.

Figure 44

Sectoral GDP contribution pre and 
post rebasing

Source: NBS, ARM Research
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and transport infrastructure have resulted in less 
competitive domestic manufacturing. Exacerbating 
the problem is the generally high domestic interest 
rate environment and absence of longer tenured 
financing options due to weak financial intermediation 
which tilts the scale more markedly towards trading 
companies as opposed to manufacturing concerns. 
Thus, it was unsurprising that Trade GDP accounted 
for 21% of the rebase gains reflecting rapid expansion 
in retail trade infrastructure and logistics. 

In the same vein, Agriculture accounting for just over a 
tenth of the overall rebase ‘jump’ is in line with general 
perception that sizable weight of the former growth 

‘powerhouse’ in the old series would limit scope for 
sizable gains post-rebasing. Lastly, the inability of 
the Ministry of Petroleum Resources to hold OML 
auctions since 2007, which would have expanded 
reserves and production, appears to explain why our 
attribution analysis traced a negative contribution 
(18pps) to oil GDP. In this light, the implications of 
continued delays in PIB passage, which still clouds 
medium to long term outlook for oil production, are 
easy to see. Overall, the rebasing exercise, which 
was notably supported by the IMF, World Bank and 
AfDB, reveals an economy that is effectively non-oil 
driven given the sizable investments inflows into other 
sectors of the economy in the last decade-and-a-half.

Figure 45

Attribution analysis of rebase ‘jump’

Source: NBS, ARM Research
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GDP growth rebounds in Q1 2014

In its first quarterly release post rebasing, NBS reports 
that headline GDP grew 6.2% in Q1 14 tracking 
180bps higher than rebased Q1 13 numbers (Q4 
13: 6.8%). This upswing partly reflects sustained 
strength in non-oil GDP which rose 8.2% (+80bps 
YoY) and a slower YoY contraction (-6.6%) in oil 
GDP relative to Q1 13 (-11.4%). The weak trend in 
oil GDP continues to reflect disruptions to oil exports 
with the NBS reporting mean production of 2.26mbpd 
vs. 2.29mbpd in Q1 2013. Improvement in non-oil 
GDP reflect the new dynamics post-rebasing with 
Services GDP rising 7.6%--70bps higher YoY driven 
by gains in telecommunications (+230bps YoY) and 
financial services (+40bps YoY). In contrast to muted 

contribution to rebasing, Manufacturing GDP rose 
14.9% YoY which amounts to ~25% of increase 
in overall headline GDP growth. Gains here reflect 
improvement in heavy weighted sub-sectors: cement, 
beverage, food and tobacco (BFT) and textile, apparel 
and footwear (TAF) which cumulatively contributed 
11pps to expansion in Manufacturing GDP. Further 
parsing other non-oil GDP components reveals equal 
contribution of 1.1pps from both Trade and Agriculture 
which respectively grew 6.3% and 5.5%. Overall, 
growth remains anchored on robust non-oil GDP led 
by services with oil GDP maintaining its negative 
trend on account of sustained oil theft. 

In all, fundamental changes from the rebasing 
exercise underscore its importance as more than 
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just aesthetics. The new numbers indicate a 
transformation of the Nigerian economy from being 
primary output driven—Agriculture and crude oil—to 
a Services oriented one and provide enough scope 
for a re-assessment of the economy from a policy and 
investment viewpoint given the resulting changes to 
various macroeconomic indicators. 

Improved clarity to embolden recent 
reform thrusts

In as much as the sizable expansion in output 
reflects the broad impact of reform progress, the 
revisions equally showcase shortcomings from a 
policy standpoint across several fronts which recent 
initiatives suggest awareness by policymakers.  

On a quantitative note, the rebased GDP numbers 
trigger an instant improvement in fiscal indicators 
with total debt to GDP ratio and fiscal deficit to GDP 
contracting 8pps and 1ppt to 11% and 1.4%. In 
particular, the contraction in external debt-to-GDP 
post-revision dovetails into DMO’s 2013-2017 debt 

strategy for FGN to increase its foreign borrowing 
component from under 20% currently to 40% further 
dimming outlook for local paper issuance. The 
compression in both broader metrics should also sit 
favourably with credit rating agencies. Nonetheless, 
the higher GDP denominator reveals a fairly small 
government revenue base with fiscal revenues to 
GDP 11pps lower than previous at 8%. Perhaps more 
worrisome is the 4pps contraction in tax revenues 
to GDP to ~3% of GDP which aside highlighting 
continued over-exposure to negative oil price shocks 
points to institutional weakness in tax collection. 
On this front, recent FGN initiatives such as the 
engagement of McKinsey suggests the GDP numbers 
will strengthen policy thrusts around closing leakages 
in the tax collection process and driving greater 
inclusion of the informal economy.

On the monetary policy front, the rebasing saw 13pps 
and 24pps decline in financial deepening indicators 
like M2/GDP and CPS/GDP ratios to 20.9% and 
11.9% respectively which compare less favourably 
with EM peers. The evidently lower engagement with 

Figure 46

Trends in quarterly headline, oil and 
non-oil GDP

Source: NBS, ARM Research
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Table 11

Fiscal Revenue to GDP post rebasing

 2010 2011 2012 2013

Non-oil tax revenues 2.8% 2.8% 2.9% 2.8%

Total Revenues 13% 17% 14% 8%

Source: NBS, Budget Office, ARM Research
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the real economy further entrenches the dynamic 
that domestic capital mobilization by financial 
intermediaries remains largely fixated on risk-free 
government assets, highlighting the broken monetary 
policy transmission mechanism. Coinciding with the 
CBN’s thrust to pivot the banking system towards the 
real sector amid plans to lower FGN fixed income 
issuance, the larger GDP base and implied greater 
absorptive capacity of the economy remove one more 
excuse for weak financial intermediation. To the point, 
amid a structurally benign inflation outlook, receding 
liquidity fears and dovish forward guidance by the 
new apex bank helmsman regulatory policies should 
thrust more pointedly towards acceleration in credit 
growth over the medium term. 

Poor integration with the economy is also reflected 
on the market front where the 9pps reduction in 
market capitalization to GDP to 13% post rebasing 
highlights the narrow nature of NSEASI without taking 
anything away from recent SEC and NSE initiatives. 
Nonetheless, it highlights the need to double down on 
market initiatives aimed at driving greater inclusion of 
economic segments while simultaneously improving 
liquidity and fostering best practices. 

On more qualitative footing, the GDP revisions reveal a 
deviation from conventional structural growth theories 
that posit any nation’s emerging output structure 
evolves from a primary extractive-based economy 
to an industrial one and on to services dominant 

Figure 47

Financial deepening indicators (%)

Source: World Bank, ARM Research
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Figure 48

GDP vs. Unemployment

Source: NBS, ARM Research
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economy. The ‘skip’ in Nigeria’s case largely reflects 
capital/resource allocation problems and sizable 
infrastructure deficit in the broader economy which 
essentially cuts out the labour intensive secondary 
stage, the leapfrogging of which helps explain the 
paradox of rising unemployment rates and robust 
GDP growth reported between 2000 and 2010 
(average: 9%). This jump is not without side-effects. 
Whilst the rebasing exercise showcases a larger 
economy, the ‘skip’ of the infrastructure-developing 
and manpower-skills-enhancing phase questions the 
sustainability of economic growth in the long run. 
Thus, as with the quantitative issues, the rebasing 
exercise highlights the need for a more co-ordinated 
approach to economic reforms between Nigeria’s 
economic managers to rectify this deficiency.

In addition to the likely policy ramifications on the 
domestic front, investors’ attention will also likely 
be focused on possible changes to investment 
perceptions for Nigeria in relation to the upstaging of 
South Africa, which historically received more than 
half of portfolio flows into Africa. More so as the 
release of the rebasing estimates coincided with 
adverse sentiment about South Africa’s economy due 
to continued labour unrest around its mining industry, 
currency weakness and political infighting within the 
ruling ANC. Nonetheless, as with the actual rebasing 
itself, we believe the follow up debate on implications 
for preferred investment destination is not a foregone 
conclusion.

Preferred investment destination status 
cannot be hinged only on size

Whilst immediate investor attention following the 
rebasing focused on Nigeria’s toppling of South 
Africa, a reassessment of the investment outlook 
for both countries inevitably involves growth 
sustainability.  On this front, at 7.1% in 2014 (World 
Bank estimates), Nigeria’s potential GDP (a proxy 
for trend macroeconomic growth) is 430bps higher 
than South Africa’s. This higher trend GDP growth 
combined with sizably larger GDP suggests more 
investment opportunities lie in Nigeria relative to 
South Africa. However post rebasing, Nigeria’s even 
lower market cap-to-GDP ratio relative to South 
Africa would appear to limit capital market based 
investment interest pending crystallization of diverse 
initiatives aimed at driving greater listings with a 
tilt in favour of FDI in the interim. Over time, we 
see increasing inflows to sectors unfurled by the 
rebasing as providing underlying support for greater 
representation of the economy on the capital markets 
which should ultimately favour FPI activity also. 

Similarly, the improvement in debt and fiscal metrics 
should position Nigerian debt assets more positively 
relative to South Africa which had its rating cut 
twice in the last two years by S&P to a notch above 
junk. On this front, the greater potential GDP growth 
and implicit high credit quality for Nigerian fixed 
income instruments should encourage more bond 
index listings as incomes rise in the future and reform 

Figure 49

Potential GDP growth rate for select 
EM countries (%)

Source: World Bank, ARM Research
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initiatives crystallize. For equities, the bigger nominal 
GDP size and faster future growth suggest a greater 
scope for earnings expansion attractive valuations 
further firming a positive long-term outlook.

Already, Nigeria’s potential is not going unnoticed 
as recent media reports on frontier market investing 
increasingly pose comparisons between Nigeria and 
China given the sizable demographic advantages 
and large reform agenda being served up all of which 
naturally whet FPI appetite. 

Disruptions to oil exports and rising 
imports crimp trade balance in H1 14

In H1 2014(24), Nigeria’s trade balance declined 7% 
YoY to $15.4billion reflecting export weakness (-2% 
YoY to $40billion) and a modest increase in imports 
(+1% YoY to $24.5billion). Disaggregating numbers 
on a quarterly basis, whilst Q1 14 trade surplus rose 
4% YoY to $10billion, Q2 balances declined 22% YoY 
to $5.4billion. Although no breakdowns are available, 
export weakness likely mirrors trends in oil exports, 
the historically larger share of exports. On this front, 
decreases partly reflect milder oil prices (-1% YoY 
at $111.68/b) and, to a stronger extent, disruptions 
to oil production with force majeure declared on 
(24) CBN data is between January and May 2014

Table 12

Nigeria vs. South Africa - Selected Macroeconomic Indicators

Nigeria - Old
Nigeria - 
Rebased

South Africa

GDP ($'billions) 257 510 382

GDP per capita ($) 1,555 2,689 7,314

Current Account (% of GDP) 7.9% 4.5% -5.2%

Debt (% of GDP) 18.6% 10.7% 42.1%

Fiscal deficit  (% of GDP) 2.4% 1.4% 4.2%

Market Capitalization (% of GDP) 22.1% 12.6% 159.3%

Investment (% of GDP) 8.2% 12.8% 19.4%

M2 (% of GDP) 32.7% 18.6% 75.2%

Source: NBS, CBN, DMO, World Bank, ARM Research

Figure 50

Monthly Trade Statistics 
($’millions)

Source: CBN, 
ARM Research
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400kbpd output from Forcados pipeline (20% of 
total production) in March. In addition, CBN reports 
that export weakness also reflects slowdowns in 
agricultural and food exports which account for ~93% 
of non-oil exports. Rises on the import front possibly 
reflect higher vehicle imports (18% of overall imports) 
as the FGN delayed the kick-off of the implementation 
of the hike in automotive tariffs (+35pps to 70%) till 
July 2014. 

Musical chairs in major destinations 
continues to support Nigerian exports

Coming into 2014, we had highlighted how, despite 
the significant cutback in US import of Nigerian crude, 
increased off-take from other destinations helped 
to prop overall exports and in turn trade surplus. 
Whilst the earlier shift had been towards European 
countries, in H1 14, the robust YoY expansion in 
the growing Indian market relative to the mature-to-
declining European region (though Europe as a whole 
still has the greater share) continues to buoy near 
term outlook for Nigerian oil exports. 

Figure 51

Breakdown of Nigeria’s oil exports 
by region

Source: NNPC, ARM Research
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Continuing recent patterns,  US share of oil exports 
declined  to 4.3% using available NNPC data in 
the first two months of 2014 (2013: 15%) with 59% 
YoY contraction to 4.9million barrels over the period. 
Notwithstanding fundamental concerns regarding the 
future of European refining, exports firmed up 12% 
YoY to 63.5million barrels per day raising share of total 
exports to 49% (2013: 43%). Increases in Europe’s 
share stem from sizable rises in France (+53% YoY) 
and Netherlands (+95% YoY) and reflect interruptions 
to oil supplies from Libya following continued unrest 
there. In the same vein, despite a 49% YoY rise 
in Indian imports of Iranian oil in Q1 14, as Indian 
refiners took advantage of temporary sanctions relief 
granted to Iran by P5+1 countries in January, Indian 
purchases of Nigerian crude tracked faster than 
Europe rising 69% YoY to 22.3million barrels raising 
its share of overall exports to 17% (2013: 14%). 

Further support for Nigeria’s crude exports came from 
Brazil which imported 12.8million (+10% YoY) and 
South Africa where imports surged seven-fold YoY to 
6.9million barrels over Jan-Feb period. 

Overall, the continued off-take of Nigerian production 
amid a regime of moderately upheld oil prices helped 
limit pressures on oil exports. In particular, amid 
global supply shocks, Nigerian crude found an outlet 
in Asian and South American destinations where 
demand continues to grow, and in terms of incremental 
demand shifting a further step away from Europe 
where we felt declining refining capacity capped long 
term export prospects. 
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Nonetheless, recent policy reversals on 
imports to pressure trade surplus

Our earlier assessment of sustainability of this 
shifting pattern to sustain export had taken specific 
note of the mothballing of  12% of refining capacity 
in Europe—the destination which took up much 
of the slack, then—which translates to 1.7mbpd 
of refining capacity. Incidentally, dynamics in 
other destinations have also not really changed, 
providing only short term support to domestic crude 
export. Having earlier had its options constrained 
by European re-insurers refusal to insure Iranian 
exports, India decided to create its own reinsurance 
fund for shippers of Iranian exports. While the 
impact of this action might be limited at source 
by the caps posed on total Iranian exports, the 
situation nonetheless underscores the fluid nature 
of the export markets and the risks that remain 
posed by changing supply dynamics. 

On this front, whilst talks between Iran and P5+1 
have progressed since the historic reset in January, 
divisions still remain on the issue of enrichment 
which will likely delay the full lifting of sanctions on 
expiry of the six month relief in July. This prospect 
of further extension into H2 14 should retain scope 
for robust Nigerian oil exports to India. Nonetheless 
as in H1 14, this will also continue to result in a 
compression of Bonny-Light’s premium to dated 
Brent which contracted 14% YoY to $2.35/b during 
the period, largely reflecting discounts to Bonny for 
longer distance shipping.

To a lesser extent than in India, Brazilian purchases 
of Nigerian light crude continue to be fuelled by 
shortage of domestic refining capacity to process 
heavy crude from its offshore fields. Although H2 
14 will likely witness on-streaming of a 230kpbd 
Abreu-e-Lima refinery in November 2014, the still 
regulated nature of Brazil’s downstream oil industry 
which underpins losses at Petrobras refining unit 
should continue to ensure greater capital focus on 
upstream exploration. 

Developments elsewhere also remain tense as 
continued Libyan unrest is unlikely to result in a 
sizable expansion of its exports to Europe as its 
production levels remain depressed at 350kpbd 
vs. pre-2011 levels of 1.2mbpd. More importantly, 
Russia’s invasion of Crimea and subsequent 

interference in East Ukraine has stoked European 
fears which resulted in a broad agreement across 
the region towards diversifying energy supplies 
away from Russia. This move is likely to sustain 
increased purchases of Nigerian crude to Europe 
over the near term, aided by dynamics in Brazil and 
India. Nonetheless, whilst import pressures are likely 
to be offset by moderation in released fuel import 
allocations for Q3 14 which declined to 1.7mbpd 
vs. 1.85mbpd in Q2 14 recent policy reversals 
on components of non-oil create fresh avenues 
for weakness in trade surplus. On this front, the 
delayed implementation of new automobile tariffs 
on used cars – which accounts for ~80% of car 
imports – to January 2015 drives scope for further 
up-thrust in imports. In addition, imports are likely to 
trend higher on Minister of finance’s comment about 
a moderation in the hiked duties on rice imports. 
Consequently, as in H1 14, whilst export markets 
remain supportive for growth in trade surplus, gains 
are likely to be pegged back by further uptrend in 
imports stemming from automobiles and rice.
 
HEADLINE INFLATION ON THE 
UPTREND

In line with our expectations, headline inflation has 
remained within the single digit band thus far in 
2014 averaging 7.9% in H1 14, 100bps lower YoY. 
However, headline inflation touched a 10-month 
high of 8.2% in June, having dropped 30bps in 
February to 7.7% YoY (a six year low) with the 
NBS attributing the rise to increases in food prices. 
This has been a yearlong pattern with the rise 
in food inflation being attributed to insurgency in 
the north driving prices in the Bread and Cereals, 
Meat, Fish, Dairy, Fruits, and Vegetable groups 
higher. Conversely, core inflation experienced 
higher volatility, rising from 6.6% in January to 
8.2% in June and averaging 7.3% which is however 
50bps lower YoY. Importantly, the current level of 
inflation is 80bps shy of the CBN’s upper target 
limit though a number of upside risks including 
increased pre election government spending, lower 
crop output resulting from prolonged dry season 
and heightened insurgency in the north underpin 
the potential for a different inflation picture over the 
rest of the year.
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Core inflation reemerges as a concern

Inconsistent trends in core inflation have been a key 
factor in H1 14 inflation figures going in contrast to 
H2 13 when core inflation showed much less volatility 
though slightly (10bps) higher on average. Following 
a decline to 6.6% YoY (an 8 month low) in January, 
core inflation has progressively risen through the first 
half of the year reaching 8.1% in June (a year high). A 
further breakdown of core inflation reveals the 150bps 
YTD increase was primarily driven by an increase in 
imported food inflation (+150bps YTD) which possibly 
reflects, in part, a pass-through from exchange rate 
volatility experienced in the first quarter of the year but  
primarily the continuing global trend of rising commodity 
prices. Adverse weather conditions have seen the 

price of commodities such as wheat, meats, cereals 
and sugar trend higher in H1 2014 with Food and 
Agriculture Organisation’s (FAO) food index increasing 
3.2% YTD, all supporting the uptick experienced in the 
imported food sub component. However, trends in core 
inflation are only one leg of the potential upside risks to 
the overall inflation outlook. 

Rising impact of insecurity contained for 
now…

Though average food inflation has remained flat YoY 
in H1 2014, averaging 9.4%, the 10bps uptick to 
9.8% YoY in June marks a fifth consecutive month of 
increase. The NBS links the upswing to higher cereal 
prices which corroborates FEWSNET’s reports during 

Figure 52

Trends in Key CPI Items

Source: NBS, ARM Research
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Figure 53

YoY Core Inflation

Source: NBS, ARM Research
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the period on the combined effect of higher fuel prices 
across northern Nigeria and again lower than normal 
trade flows from north-eastern Nigeria due to conflict 
related market disruptions. Against this backdrop, 
the benign trends in farm produce with H1 14 mean 
160bps lower YoY would appear surprising. However, 
we suspect  a repeat of the 2013 pattern when 
release from strategic grain reserves helped erode 
any vestige of a lean season despite a hangover of 
adverse impact of flooding from 2012. In this sense the 
tempered farm produce readings and overall limited 

volatility owe much to factors that bear repeating: 
improved output, mainly via backward integration and 
FMARD initiatives, and enhanced storage capacity. 
Nevertheless, as Boko Haram related conflicts in the 
northeast continue to expand amid rising incidents 
of farmer-pastoralist conflicts in the middle-belt, the 
constraints on cultivation, market and trade activities, 
amid population displacements and further depletion 
in national storage point to greater pressure on food 
prices. 

Figure 54

H1 MoM Food Inflation 

Source: NBS, ARM Research
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…But how much longer in single digits? 

Having already forecast H2 2014 mean inflation 
30bps above H1 14, with a peak reading forecast 
of 8.9% in September, the unexpected insecurity 
impact on food inflation could significantly raise the 
expected inflation ceiling with single digit inflation no 
longer to be taken for granted. Recent escalations 
in the deadliness and geographical reach of Boko 
Haram suggest the assumption (which was generally 
hinged on the confinement of attacks to a relatively 
economically insignificant north-east) that the Boko 
Haram attacks had no impact on economic indices 
needs to be revisited. Particularly, the greater 
insecurity and what we believe to be an emergent 
impact on inflation has a major implication which 
could put sustained pressures on food inflation. In 
addition, with adverse weather patterns forecasted 
globally before the end of 2014, negative impact 
on supply of key crops globally could persist on 
imported food, driving core inflation higher. Whilst 

a return to double-digit inflation might be hard to 
deduce, should the escalation in insecurity fully 
materialize on inflation, in addition to the other 
aforementioned factors, the impact would linger 
as disruptions to ongoing planting season have 
implications for the next few harvests and storage 
levels in the interim—impacting not only price levels 
but volatility. In all, we believe the balance of risks 
is tilted to the upside going into H2 14. 

CURRENCY WOES: DOMESTIC 
UNCERTAINTIES AGGRAVATE 
NAIRA WEAKNESS

In line with our bearish views on 2014 currency 
performance, USDNGN weakened 1.1% in H1 
14 to N163.01/$. Having hinged those views on 
eroding support of portfolio flows amid a sub-
text of fundamental weakness in oil revenues, the 
persistence of sluggish Naira trends from H2 13 
was no surprise. As with December 13, net portfolio 
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flows remained negative in January as jittery 
portfolio managers remained concerned about 
prospects of reduced liquidity in global financial 
markets following the Fed’s decision to cutback 
monthly bond purchases. Furthermore, this reversal 
aggravated in February even as country specific 
concerns came to the fore following the forced 
exit of then CBN governor after his allegations of 
fiscal leakages at the NNPC with knock-on effects 
cutting portfolio inflows by half to $682.5 million 
amidst a surge in outflows. Also, we estimate that 
IOC and  NNPC dollar sales—which constitute 
the largest chunk of autonomous interbank dollar 
supply—declined  by ~31% MoM in the same 
month. Consequently, Naira weakness was further 

aggravated in February, posting its worst monthly 
performance in H1 14 (-1.4% MoM) and failing to 
mirror broad based recovery observed across most 
emerging and frontier markets. 

In response, the CBN stepped up sales in March 
with $3.5 billion (+14% MoM) RDAS auction in 
the month –the highest in 7 years. This, coupled 
with a modest recovery in portfolio flows in March, 
improved Naira fortunes.  Naira gains were further 
cemented in April following a rebound in portfolio 
flows into the country (+119% to $2.1 billion)—
largely mirroring improvements across emerging 
markets as tapering shock waned. However, gains 
soon reversed in May on the back of a surge in 

Figure 55

Inflation forecast 

Source: NBS, ARM Research
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Figure 56

MoM Naira Performance vs. 
FPI Flows ($’ Million)

Source: CBN, FDHL Analytics, 
ARM Research
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demand for FX as investors’ repatriated dividends 
amidst further softening of IOC and NNPC dollars 
sales to banks. In June, the Naira weakened further 
by 0.13% despite improved supply dynamics—
brought on by a rise in both oil prices and exports—
as demand continued to build up. 

The overall demand pressure in the first half of 
the year, which underpinned heightened CBN 
interventions was not without consequence as 
H1 14 RDAS sales of $17.9 billion—the highest 

in eight years—and sluggish oil exports due to 
shut-ins at the Nembe creek and Trans Forcados 
pipeline(25) negatively impacted reserve accretion, 
with reserves hitting a 22 month low of $36.9 billion 
in May. However, the re-opening of the 400kbpd 
output from Trans Forcados Pipeline mid-May 
helped a rebound in reserve accretion, growing 
1.4% MoM in June to $37.5 billion by half year 
(May: -3.1% MoM). 

(25) Nembe Creek was closed in February  while Trans Forcados was closed in March

Figure 57

YTD Currency Performance across 
select EM markets

Source: Bloomberg, ARM Research
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Figure 58

Reserves vs. 
RDAS Sales ($’millions)

Source: CBN, 
ARM Research
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Regulatory interventions tighten Parallel 
and Interbank rate spread...for now

Following the upheaval in the parallel markets at 
the end of 2013—when CBN implemented several 
administrative measures which effectively disengaged 
the parallel market from major supply sources—
activities eased in January when the CBN removed 
$250,000 cap on interbank sales to BDC markets, 
freeing supply of forex to that market. The policy had 

intended effects as parallel market exchange rate 
fell to N166.5/$ vs. N170/$ at the end of December, 
narrowing the spread between parallel and interbank 
market rates to N5.9 in January 2014 from N12.8 
at the end of 2013. However, the spread began 
widening February through April as CBN stalled the 
approval of cash importation—which had hampered 
BDC activity—requests till May when spreads then 
fell to N4.21.

Figure 59

Spread between Parallel and 
Interbank Market Rates (N)

Source: FDHL Analytics, 
ARM Research
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In what appeared to be an effort to curb forex demand 
and cap pressures on reserves, the CBN at the 
end of June announced plans to implement more 
administrative measures targeted at the operations 
of BDC operators. The measures include: a raise in 
minimum capital requirements for BDCs from N10 
million to N35 million, an increase in cautionary 
deposit to N35 million which is to be deposited in 
an interest yielding account and, finally, the abolition 
of the ownership of multiple BDCs . In addition, the 
apex bank also reduced its weekly sale to BDCs from 
$50,000 to $15,000 with reduced forex supply likely 
to widen the spread between parallel and interbank 
rates going into H2 14.

Improvements in oil production leaves 
naira outlook less precarious

With  “tapering” in full swing, investor expectations  
have now taken to second guessing the timing of 
the first US  rate hike as  improving economic data 
from the US heightens concerns that the Fed may 

be forced to increase interest rates sooner rather 
than later. On that front, an uptick in interest rates 
would likely raise the opportunity cost of investing in 
Frontier and Emerging markets, potentially limiting 
scope for portfolio inflows into these markets. As in H1 
14, domestic events are unlikely to provide support 
as the onset of the 2015 elections and the continued 
unrest in Northern Nigeria are likely to continue to 
raise scope for further outflows over the rest of 2014. 
Notably, these two factors have largely underpinned 
heightened currency volatility since June 2013 (see 
figure 60). On the balance, global and domestic 
events will likely underpin further erosion of FPI 
support for currency. 

Our subdued outlook for FPI flows should translate to 
increased demand pressure at the RDAS window as 
autonomous dollar supply from FPIs to the interbank 
market likely wanes. In addition, the FGN’s decision 
to push implementation of the new automotive tariff 
on used cars to January 2015 suggests that vehicle 
imports—which is ~18% of total imports—is unlikely 
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to trend lower though impact on currency is expected 
to be muted given the series of postponements in the 
past.

Nevertheless, recent improvements in supply side 
dynamics of the interbank market leave naira outlook 
less precarious as the recent uptick in oil exports 

portend increased FX supply to the interbank market 
by IOCs and improves the scope for reserve accretion 
in H2 14. Nonetheless, we note possibilities of more 
shut-ins through the rest of the year remain a risk as 
challenges of oil theft and vandalism remain unabated, 
potentially adding to exchange rate volatility. 

Figure 60

6 Months Volatility Index

Source: Bloomberg, ARM Research
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With regards to parallel market activities, we expect 
recent administrative measures by the CBN to reduce 
fragmentation in the market as fringe players who 
are unable to meet new requirements drop off. 
Consequently, in the run up to implementation date, 
we anticipate increased pressures on the Naira as 
operators front-load demand. Post implementation, 
we foresee further widening of spreads between 
parallel and interbank rates in H2 14 as the drop in 
number of BDCs and reduced weekly sales by the 
CBN crimps supply to the parallel market. 

Monetary aggregates well below 
benchmarks 

From December 2013, broad money (M2) increased 
by 1.5% through May 2014 (3.7% annualized) but was 
however below the CBN’s benchmark growth target of 
15.52%. In contrast, narrow money (M1) declined 
3.9% YTD (annualized: -9.3%). M1 decline was driven 
by 17% YTD shrinkage in demand deposits whilst 
‘currency outside banks’ was flat. In contrast to the 
muted performance in M1 sub-components, a 5.9% 
YTD increase in quasi money (savings and time 
deposits) helped drive the growth in M2. Nonetheless, 

the growth in quasi money—which has been on an 
uptrend since H2 2013—was tamer than the 7.6% 
growth recorded over the same horizon in 2013 and 
is symptomatic of the overall muted performance 
in monetary aggregates. Extending this pattern, 
aggregate domestic credit was flat through May 2014 
even as Net foreign assets (NFA), continued its 
downward trajectory since Q1 13 with a 10% YTD 
contraction (~18% YoY) reflecting heightened current 
account pressures. Conversely, Net domestic assets 
(NDA) have risen 15% YTD (~ 36% YoY). Overall, 
the subdued performance of monetary aggregates, 
including the tempered increase in M2, continue 
to reflect the central bank’s tightening measures; 
however, the sustained rise in M2 is likely to persist, 
regardless, in line with further economic growth and 
deeper financial inclusion. 

Muted impact on NIBOR by monetary 
tightening 

Despite the overall constricted money supply, the 
impact on broader market rates appeared muted with 
the exception of a few point of pressure.  March 2014 
was one such instance; with the increase in CRR from 
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50% to 75% leading to a rise in interbank rates and 
subsequently a spike to year highs (average: 18%) 
reflecting both temporary tighter liquidity conditions 
as well as NDIC debits amidst delayed FAAC inflows. 
Rates remained at this level in anticipation of further 
CRR hikes however, the MPC’s decision at the end of 
March to only raise CRR on private sector deposits 
~N300 billion (vs. ~N1.4trillion if public sector CRR 
had been raised to 100%), saw yields retract through 
the course of the second quarter. Overall, interbank 
rates have trended lower from H2 2013. Also, prime 
lending rates which experienced a spike in Q4 2013 
have contracted to previous levels following a 51bps 
drop YTD to 16.5% largely reflecting heightened 

liquidity levels amongst banks following the payback 
of N1trillion in AMCON bonds. However, following 
the CBN mandate requiring banks to pay a certain 
percentage of the MPR saw the savings deposit rate 
increase by 88bps YTD to 3.41%. Overall, the liquidity 
overload for much of H1 14 overruled the effect 
of tightening measures during the period driving a 
broadly declining trend across interbank rates.

Dampened OMO issuances and rising 
liquidity drive yields lower

Aside the limited impact of the monetary tightening that did 
occur, the central bank itself appeared more permissive 

Figure 61

Growth Rates of Money Supply 
Components

Source: CBN, ARM Research
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Figure 62

NIBOR Rates (%)

Source: FMDQ, ARM Research
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in the half, allowing between N450-N700billion liquidity 
balance in the system in most months. Hence, rising 
liquidity conditions amid tamer OMO issuance have 
continued to drive yields down across the yield curve 
underpinning a~140bps YTD contraction in T-bill yields 
to 10.76%, 10.87% and 11.36% for the 91-day, 182-day 
and 364-day paper respectively. In addition to fewer 

OMO issuances in H1 (-46% YoY), more maturities 
from prior elevated issuance are coming due, further 
increasing liquidity levels. Overall, current trends in the 
fixed income space continue to bear out our views about 
how tamer security issuance would attract firm securities 
demand (particularly domestic) to cap any intermittent 
yield spikes. 

Figure 63

Treasury bill yields (%)

Source: FMDQ, ARM Research
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Change of guard brings change in 
strategy?

Although the minimal monetary policy activity in H1 
14, which had the dismissal of the previous CBN 
governor and commencement of the new appointee 
at either end, was widely construed as an effort not 
to pre-empt the policy initiatives of the new governor 
Godwin Emefiele, the change of guard itself has brought 
no drastic alteration in course. Indeed the inaugural 
address appeared to be a trade-off between maintaining 
the thrust of the previous administration’s acclaimed 
policies, which had its own short-comings in our view, 
and also charting a new course that perhaps reflects 
the incumbent’s incoming governor’s own objectives. 
Going by the address, the key components of the 
latter half of that balancing act encompassed a strong 
developmental bias focusing on economic development, 
increased banking supervision and, finally, renewed 
commitment to defend currency stability and rebuild FX 
reserves whilst simultaneously targeting a reduction in 
interest rates. Whilst the Governor later clarified that 
implementation will not be until after the 2015 elections, 
the last part of his plans is clearly the most fascinating, 
given the apparent paradox that it represents. 

As we said at the time of the initial announcement, 
the prospect is not so far-fetched. Having repeatedly 
highlighted the undue costs of policy with the quantity 
of OMO issuances at such high interest rates and 
also the fact that the extent of focus on domestic base 
rate levels ignores the impact of FPI and domestic 
institutional demand on rate and currency stability 
(although base rates still form a critical underpinning), 
a plan to lower rates would seem not so bad. Indeed, 
by having the flexibility to mop up more funds at lower 
rates, liquidity management can be more effective 
even as currency implications of cutting rates would 
appear less nightmarish. Such flexibility is perhaps 
most valuable at such a time as this when policy 
options would appear to be reaching its limits going by 
CRR and rate levels. Moreso, as significant liquidity 
challenges still lie ahead with OMO maturities and 
imminent AMCON bond payments. We see such mix 
of conditions as conducive for some unconventional 
policy actions as the CBN governor mooted with a 
downward adjustment to the SDF another option for 
policy to pursue with similar ramifications. In all, we 
think the overall rate environment is likely to remain 
capped with liquidity factors and dovish sentiments of 
CBN governor mediating longer term downtrend.
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FI MARKET BATON HANDOFF AS 
DOMESTIC LIQUIDITY SURGES TO 
THE FORE 

The early redemption of AMCON bonds (series 
II, III and IV) late in December 2013 which saw 
additional~N1trillion (cash and T-bills) flow into 
banks set the stage for high system liquidity which 
persisted through H1 14. Indeed the financial 
system opened the year with ~N1 trillion balance 
and monthly liquidity averaged N600 billion over 
H1 14 even as the apex bank continued (from 
H2 13) to favour direct liquidity sequestration via 
CRR over OMO paper issuance. Accordingly, OMO 
issuances which nearly halved YoY to N3.9 trillion 
(vs. N4.4trillion maturities) in H1 14, was primary 
driver of net bills (OMO and T-bills) repayment of 
~N400 billion—similar to the quantum in H2 13. 
However, net issuance of N171 billion by the DMO 
in the period moderated overall net security (Bond, 
T-bills and OMO) repayment to ~N251 billion. 
Meanwhile, despite the commencement of tapering 
by the US Fed, FPI inflows to the fixed income 
market (Bonds and T-bills) rebounded 70% in H1 14 
from H2 13 (15% YoY), with the bigger inflows in Q2 
14 manifesting our thesis of front loaded FPI impact 
on markets.  In all, the combination of elevated 
liquidity levels, as well as a modest rebound in 

foreign portfolio inflows drove a 192bps moderation 
in average yields(26) in H1 14 to 10.98%. 

Not one-way traffic for yields 

Observing quarterly patterns provides further insight 
into possible drivers and reveals counter-intuitive 
yield movements. Specifically, despite record N760 
billion bill repayment—N2.9 trillion issued vs. N3.7 
trillion maturities—in Q1 14, Treasury bill yields ticked 
up (~40bps) on average, to end the quarter at 12.85% 
relative to YE 13 levels. Much of the uptick came 
from a 60bps rise in February 2014 which was 
driven by, at least, a couple of factors. First, the 
additional $10 billion cut in the US QE program at 
the January 28th/29th 2014 FOMC meeting firmed 
market expectations for continuous scale down in 
the course of 2014. This dovetailed into domestic 
currency devaluation concerns which heightened on 
the heels of the abrupt February suspension of the 
CBN governor, who, if nothing else, had gained 
credibility for his policies. Yields were relatively flat 
in March as the increase in private sector CRR was 
offset by a jump in system liquidity to N600billion by 
month end, leaving the 25bps January declines to 
temper overall rise in quarterly yields. 

(26) T-bills: 91, 182 and 364 days – Bonds: 2017, 2019 and 2022
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Figure 64

Yield trends in H1 14

Source: FMDQ, ARM Research
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In contrast, Treasury bill yields collapsed 2.7pps to 
10.2% in Q2 14. As tapering fears subsided and 
apex bank’s assertions that currency pressures since 
February had a significant speculative element gained 
traction, lowered tightening expectations meant the 
sanguinity of CBN in allowing elevated liquidity earlier 
in the year looked riskier by the day. With little other 
options after nearing limits on CRR (especially for 
public sector deposits), the apex bank rekindled its 
OMO issuance in Q2 14 (+14% QoQ to N2.1 billion). 
However, in the second leg of our 2-way paradox the 
accompanying net bill (T-bills and OMO) issuance of 
~N400 billion could not prevent overall yield moderation 
with the steepest decline (220bps) in April. Again the 

strongest monthly movement in the quarter had a clear 
foreign component as renewed interest in  naira assets 
drove FPI in money markets  290% higher MoM, on 
the back of clearer guidance on currency outlook, but 
also aided by the FOMC’s dovish tone on rates in the 
month. However, as we discuss later, this did not in 
any way translate into FPI dominance in price setting 
through H1 unlike in prior years. 

Bond issuance anticipates favourable 
refinancing environment 

The DMO tapered its bond issuance by ~12% YoY 
to N571 billion in H1 14 (~ N171 billion—net issue). 

Figure 65a

Primary Market data 
for 90-day T-bills (%)

Source: CBN, ARM Research
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Figure 65b

Primary Market data 
for 182-day T-bills (%)

Source: CBN, ARM Research
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Similar to H2 13, issuance was concentrated at the 
short end, with the 3 year accounting for over 50% of 
entire issue in H1 14. Farther out the curve, though 
the DMO issued more of the 20 year paper (maturing 
2030) to start the year, in March 2014, it switched to a 
new 10 year bond (maturing 2024) which together with 
the 3 year accounted for over 80% of total issuance. 
After series of concerns by the FG on high cost of 
domestic borrowing, we believe, in addition to filling 
the maturity gap in 2016, concentration at the short 
end is also aimed at taking advantage of prospects of 
refinancing at a lower rate over the next year or two. 

Average bond yields(27) contracted (~230bps) in H1 14 
averaging 11.59% at the end of the period. Quarterly 
movements were broadly identical to treasury yields 
movement, with an uptick in Q1 (72bps), followed by 
a 226bps decline in the Q2 14. Like the money market 
space, retracement in yields in Q2 14 was on the back 
of steep drop in April (~86bps)—following a 6-fold 
rebound in FPI—but also involved another 89bps 
decline in June 2014.  

Domestic liquidity glut helps cap impact 
of FPI volatility 

Incidentally, our views, as set out in our H1 report, that 
elevated domestic liquidity was set to increase the 
influence of domestic players on yield movements, 
materialised. Despite major yield movements 
coinciding with FPI flow shifts, we see this as mainly 
(27) 2017, 2019 and 2022

reinforcing patterns already woven by the fabric of 
domestic influences. The 60bps February increase 
which determined overall Q1 14 yield outcome owed 
as much to FPI reversal and CBN governor suspension 
as it did to the N900 billion debit effected that month 
after additional tightening measures (including the 
25pps hike in public sector CRR to 75%) in January 
2014. The overall dominance of domestic buying is 
given further credence by the much tamer (N150 
billion) decline in overall banks’ holdings of bills 
(T-bill and OMO) relative to their expected share 
(N300 billion) of total bill repayments. Similar analysis 
for PFAs also indicates an N100 billion increase in 
aggregate holding which, again, in the face of net 
repayment by the CBN suggests domestic investors 
have become an even bigger part of the FI market. A 
similar inference is arrived at when bond holdings are 
analysed. PFAs net bond purchases were in excess of 
N250 billion in H1 14 which, when compared with total 
net bond issuance of N175 billion, clearly indicates 
they accounted for the bulk of demand in the period.  

These numbers showcase how domestic liquidity 
providers helped cap the erstwhile price setting 
influence of FPI and limited the volatility that should 
have come with the H1 14 extension of the quarterly 
dip-and-recover swings in FPI flows that has been in 
place since the announcement of tapering in Q2 13.

It is therefore worthwhile to reassess the specific 
drivers of domestic actions. In this regard, quarterly 
primary market bidding patterns for bills shows an 

Figure 66

FPI into debt securities 
(N’mln) and yield trends 
(RHS)

Source: CBN, 
ARM Research
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interesting dichotomy where bids were generally 
higher in Q1 and fell in Q2. One key inference 
from this is the anticipatory investing on the part of 
domestic players, an unsurprising phenomenon given 
the dominance of large institutions. Furthermore, the 
pattern also reflects expectations for tightening and 
FPI reversal in Q1 while the reality of the limited 
impact of both in the face of relentless liquidity 
build-up facilitated the Q2 declines. Perhaps more 
importantly, and speaking to the paradoxes earlier 
highlighted between paper issuance and actual yield 
trends, it would seem clear that despite its clearly 

more significant influence, domestic liquidity sat on 
the sidelines for much of Q1 and only began to find 
expression in Q2 when rate declines seemed less a 
fluke, with the dovish rate guidance by the then-new 
CBN governor in May providing a nudge. Hence, in 
looking ahead, the extent of deployment of current 
domestic liquidity and potential for additional boosts 
take precedence. 

Figure 67

Change in primary market 
rates (%) and month-end 
system liquidity position (N’mln) 

Source: CBN, ARM Research
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Figure 68

Bill issuance vs. banks’ 
holdings(28) (N’mln)

Source: CBN, ARM Research
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(28) Q2 14 change in banks’ holdings was likely influenced lower by CBN mandating transfer of all 
non-proprietary financial assets off the banks’ books and to licensed custodian by end of April 2014. 
This change reinforces the inference of net increase in bill purchases over H1 14.
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Policy leaning to aid further yield 
downtrend 

The US Federal reserve’s tapering is now expected 
to end in October and, with most of the impact front 
loaded, sensitivity of FPI flows to the naira assets 
will allow greater reflection of domestic dynamics. 
On this front, while a number of positives abound—
with the GDP rebasing, as well as on-ongoing 
reforms—the 2015 general election heightens risk 
of FPI outflows. However, we expect FPI to mirror 
trends in other emerging markets—South Africa and 
India—where concerns bordering on the outcome of 
elections buoyed the deceleration in net FPI inflow, 
before a rebound soon after the successful transition 
of power. Another key consideration is the elevated 
bill maturity profile in H2, which though represents 
a sizable step-down (-27%) from H1 14 levels, 
remains elevated at N4.6 trillion(29), even as the 
repayment of N1 trillion AMCON bond series V due 
end of October is set to boost liquidity further. This 
quantum of liquidity is likely to be boosted by recent 
amendments to pension legislation which raises 
monthly contributions and put together suggests 
paper demand is likely to remain strong. 

A pertinent question that emerges on the back of 
the foregoing is how the Emefiele-led MPC is likely 
to respond to the liquidity build up. On this front, 
we believe given incoming maturities, that the MPC 
is likely to maintain the tight monetary regime over 
H2 14. However, with the MPC reaching its limits 
with traditional policy instruments, OMO issuance 
seems the obvious tool to maintain status quo. 
Nevertheless, taking cues from recent issuance 
patterns, particularly in H1 14, where ~50% of OMO 
allotment came in the final 2 months in the period, 
we expect the CBN’s reluctance to issue significant 
amount of OMO paper to persist over H2 14.  
Furthermore, significantly lower maturities in H2 
allow more scope for reprisal of the benign response 
to high liquidity as in early 2014, barring significant 
pressure on exchange rates. To this point, recent 
improvement in oil production, which has buoyed 
foreign reserves, simultaneously allays currency 
fears while enhancing the FG’s contribution to 
liquidity ramp-up. On the fiscal side, paper supply 
is similarly expected to remain around current 
levels, as the FG continues to skew borrowing 
in favour of cheaper foreign loans. Though the 
(29) As at end of June 2014

GDP rebasing dims prospects for concessionary 
borrowing, any uptick in costs is unlikely to change 
the relative attractiveness to domestic rates. In all, 
we are of the view that the tempered outlook for 
paper issuance in H2 14, amidst expected elevated 
liquidity levels, provides scope for further yield 
downtrends. Notably, while election concerns could 
usher FPI downturn—likely from late Q4 14—we 
believe the aggregate increase in demand, coupled 
with the dovish forward rate guidance of the CBN 
governor is likely to promptly cap any possible 
spikes. 
 
NSEASI RALLY DISSIPATES AS FPI 
FLOWS SOFT-PEDAL

In our H1 14 report, we outlined our views about the 
impending end of the strong run enjoyed by Nigerian 
equities, basing our position on the incomplete 
catharsis of FPI from equity markets and likely 
deterioration in domestic political landscape with 
the onset of the 2015 elections. These views were 
largely borne out with NSEASI recording a weak 
performance during the first six months of 2014 
(+2.8% YTD) bringing an end to the 18-month bull 
run since H2 2012. H1 2014 performance included 
four consecutive months of negative returns - the 
first since H2 2011 with Nigerian equities shedding 
2% on average between January and April 2014. 
This was in line with our thesis of a front-loaded 
FPI reversal impact, which underpinned negative 
Q1 2014 performance (-6.2%). The softness during 
the quarter coincided with FPI net short positions 
(see figure 70) on Nigerian equities reaching 
~N102billion—the largest since NSE began keeping 
monthly FPI data—reflecting events on both the 
global and domestic fronts. Moderation in global 
liquidity by US Federal Reserve drove a sell-off 
similar to EMs in January but failure to participate 
in the ensuing broad-based recovery the following 
month owed to the February suspension of the 
CBN governor which dampened appetite for naira 
assets. The latter event which coincided with the 
worst monthly performance (2.1%) of the NSEASI 
thus far in 2014 saw FPI outflows hit an all time 
peak of N104billion. 
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MSCI FM rebalancing provides tail-wind 
to NSEASI in Q2 14

However, market performance improved in Q2 2014 
(+9.6%) driven by a strong MoM return in May 2014 
when the NSEASI witnessed its strongest monthly 
performance in a year (+7.8% MoM). Following its 
2013 announcement of the elevation of UAE and Qatar 
from MSCI FM to the MSCI EM index and the demotion 
of Morocco to the latter, the expected rebalancing in 
index weight, which favoured Nigeria, already hinted 
at increased inflows into the NSEASI. Thus, it was 
somewhat unsurprising that the implementation of 
the rebalancing in May heralded such strong buying 
interest with most of the demand coming in the final 

week to the month-end deadline. It would appear 
the foundation of the recovery had already been laid 
when, despite a weak MoM performance in April 
(-0.7%), FPI inflows at N66billion in the month stood 
at a 9-month high. Nonetheless, FPI remained net 
short the NSEASI over April-May whilst domestic 
transactions surged nearly one-and-half fold MoM to 
a year high N109billion in May 2014. This implicitly 
suggests domestic investors front-ran expected 
foreign buying as appears to be corroborated by the 
fact that whilst prices ran up ahead of the deadline, 
traded value was much stronger thereafter. This adds 
more evidence to the increasing savvy of the domestic 
investor which we discuss later.

Figure 69

NSEASI Half-yearly returns

Source: NSE, ARM Research
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Figure 70

Trends in FPI flows into NSEASI

Source: NSE, ARM Research
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To the rebalancing, given the scope of interest it 
was unsurprising that the MSCI Nigeria index whose 
constituents make up ~79% of NSEASI market 
capitalization accounted for ~87% of the broad 
based gains across NSEASI in May 2014. The boost 
persisted through June when NSEASI returned 2.4% 
MoM supported by the anticipated foreign inflows 

(+67% MoM to a year high of N67billion) as global 
fund managers tracking the MSCI FM replicated 
the new weightings. Thus, market performance over 
H1 14 was a tale of two quarters with the onset of 
tapering inducing FPI sell-offs over Q1 14 whilst 
domestic investors used the MSCI rebalancing anchor 
to underpin broad based market gains in Q2 14. 

Table 13

MSCI Nigeria May MoM performance analysis

MSCI Nigeria Index May MoM Market Weight
Weighted 

Contribution
MSCI Index return 

Attribution

Nigerian Breweries 17% 8.9% 1.6% 22.60%

Guaranty Trust Bank 14% 6.1% 0.9% 12.44%

Nestle Nigeria 3% 6.5% 0.2% 3.00%

Zenith Bank 12% 5.6% 0.7% 9.71%

First Bank of Nigeria 8% 3.6% 0.3% 4.26%

Guinness Nigeria 2% 2.1% 0.0% 0.69%

Dangote Cement 4% 30.4% 1.2% 17.54%

United Bank for Africa 14% 1.8% 0.2% 3.47%

Unilever Nigeria 5% 1.4% 0.1% 1.08%

Lafarge WAPCO 4% 2.6% 0.1% 1.37%

Access Bank 23% 1.5% 0.3% 5.01%

Flour Mills of Nigeria 12% 1.3% 0.2% 2.25%

Stanbic IBTC 3% 1.8% 0.1% 0.88%

PZ Cussons 0% 1.1% 0.0% 0.00%

Union Bank of Nigeria 6% 1.3% 0.1% 1.18%

Ecobank Transnational 24% 1.8% 0.4% 6.50%

Forte Oil 44% 1.3% 0.6% 8.03%

Total  79.2% 6.9% 100%

Source: Bloomberg, ARM Research

Half baked cyclical rerating helps limit 
bearish trends across defensives

Nonetheless, domestic conditions also proved 
enablers as ground for this local renaissance appeared 
to have been set. First, poor performance in first four 
months of the year made valuations more compelling. 
Additionally, the market itself was in a buoyant mood 
with renewed primary market activity the clearest 
symptom of this confidence and, finally, earnings 
reports provided more spotty boosts. Higher dividend 
yields by banks in April drove bargain hunting (+6% 
MoM) whilst following weak Q1 14 results by index 
heavyweight DANGCEM, cement sector declined 6% 

MoM. However, YTD picture was slightly different 
with indifferent equity market performance over H1 14 
(+2.8%) underpinned by, according to our attribution 
analysis, YTD weakness across banking (-0.5%), 
Brewers (-0.3%) and Food and Personal Care (-0.2%) 
but offset by gains in Cement (+2.8%) and Oil and 
Gas (+0.9%). 

In line with our value-focused strategy which had 
pinpointed a combination of cyclical, on one hand, 
and small-mid cap exposure, on the other, as key 
elements of an equity differentiation strategy, cement 
and oil and gas stocks (which respectively account 
for ~30% and 2% of market capitalization) recorded 
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positive YTD gains of 8.8% and 36.4% respectively. 
Gains across cement were restricted to Q1 (+8.7%) 
with the flat Q2 14 price performance underpinned 
by de-rating in DANGCEM which, in turn, reflected 
investor response to its softer earnings performance 
following expiration of some tax holidays in Q1 14. 
Having established domestic dominance in equity 
markets over Q2 14, the pattern reinforces the 
investor class’ greater focus on fundamentals. On 
the heels of a 16% weakening in Q1 14, oil and gas 
rallied 62% in Q2 14 reflecting sustained local interest 
in the sector following IPO listing of SEPLAT in April, 
index inclusion of Forte Oil in the MSCI FM index 
and Oando’s completion of its acquisition of Conoco-
Philips upstream and midstream Nigerian assets in 
Q2 14. 

On a dour note, the other leg of our cyclical recovery 
theme swayed with the banking sector weakening 
1.6% YTD reflecting continued regulatory pressures 
during the period following 25pps hike in public sector 
CRR to 75% in January and 3pps hike in private 
sector CRR to 15% in March 2014. Further pressure 
on bank valuations emerged via the abrupt and legally 
contentious change in CBN leadership which raised 
questions about sustainability of banking sector 
reforms which had helped the sector draw a firm 
line under the NPL crisis between 2009 and 2011. 
Consequently, the banking sector declined 16% in Q1 
14. Nonetheless, banks re-rated 17% over Q2 14 with 

the high dividend yields in April acting as the trigger 
before as strong local buying over May around the 
MSCI FM theme supported strong price performance 
over Q2 14. 

On the flip side of our H1 14 cyclical-defensive 
framework and in line with our views about rising FPI 
sensitivity to country specific issues post tapering, 
waning portfolio flows drove a compression in valuation 
of defensively themed brewers, food producers and 
personal care stocks as their position as natural 
habitat for capital inflows placed them at most risk 
of a reversal. Consequent on the initial negative 
FPI reaction in Q1 14, defensives cumulatively 
shed 32% reflecting respective declines of 13%, 
11% and 8% for personal care, brewers and food 
producers. Furthermore, defensives were not helped 
by investors’ perception about underlying weakness 
in financial results on account of pressured consumer 
discretionary incomes and intensifying competition 
from cheaper local substitutes. Nonetheless, as 
with the broader NSEASI, defensive valuations 
cumulatively rebounded in Q2 14 (+31%) led by 
personal care (+14%), Brewers (+10%) and food 
producers (+7%). Notably, whilst defensive valuations 
rebounded in Q2 14, they still remain below 2013 peak 
when they were pushed higher by foreign buying(30).

(30) Weighted defensive valuations across our universe shrank 23% in Q1 14 to24.6x before rebounding 
11% in Q2 14 to 27.4x.

Figure 71

Evolution of Forward P/E’s across 
NSEASI(31)

Source: Bloomberg, ARM Research
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(31) We proxy defensives with Food, Personal Care and Brewery Stocks and cyclicals with Banking and 
Cement/Construction sectors
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Overall, retreating FPI interest in defensives saw a 
crystallization of the bearish scenario we envisioned 
in Q1 14, while among cyclical regulatory issues 
appeared to be the main weight on Q1 14 performance 
before a resurgent tide of domestic investors on the 
MSCI FM expansion theme lifted valuations across 
board in Q2 14. 

Domestic investor savvy reinforced

In contrast to the resurgent trend observed since H2 
2013, domestic transactions on the NSE shrank 24% 
YoY to N454billion over H1 2014 resulting in 14pps YoY 
contraction to 37% in share of domestic transactions 
over the period. (FY 13: 49%). On the flipside, foreign 

transactions rose 21% YoY to N705billion during the 
first half of 2014. However, beyond the shrinking 
domestic participation, H1 14 also witnessed a 
break-down in the trend following pattern observed 
between foreign and domestic transactions since May 
2013. Looking closely at monthly trends, it becomes 
apparent how local investors differed from the FPI sell 
offs, particularly at its February-April peak and only 
began to ramp up towards the end of that window. 

As we established earlier, the confluence between 
elevated domestic interest on the NSE, robust MoM 
NSEASI performance and strong returns on the MSCI 
Nigeria index implies domestic activity not only did not 
blindly rush for the exits with FPI but also timed market 

Figure 72

Attribution analysis of monthly 
sectoral performance

Source: NSE, ARM Research
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Figure 73

Foreign and Domestic 
transactions on the NSE

Source: NSE, ARM Research
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entry at attractive levels in anticipation of foreign led 
buying post the index re-classification at the end of 
May. The timing and execution of the re-entry harps 
on the theme of growing sophistication of the local 
investor we briefly explored in our past reports.

The more visible domestic impact reflects greater 
synchrony between institutional and retail investors 
over H1 14 relative to 2013.To uncover drivers of 
institutional patterns, we carry out an attribution 
exercise on PFAs and equity mutual funds holdings in 

a bid to disaggregate impact of new purchases from 
the impact of market returns.

Our analysis reveals that in contrast to 2013, when 
PFA equity positions  largely mirrored NSEASI 
performance (except in November), MoM movement 
in equity holdings reflected increasingly ‘active’ 
investing behavior with short positions over February 
and March switching to long purchases in April and 
May as market weakness approached a low point. 

Figure 74

Breakdown of Domestic 
transactions on the NSE

Source: NSE, ARM Research

■  RETAIL (N’BILLIONS)
■  INSTITUTIONAL (N’BILLIONS) 0 

20 

40 

60 

80 

100 

120 

Ju
n-

13

Ju
l-1

3

A
ug

-1
3

S
ep

-1
3

O
ct

-1
3

N
ov

-1
3

D
ec

-1
3

Ja
n-

14

F
eb

-1
4

M
ar

-1
4

A
pr

-1
4

M
ay

-1
4

Ju
n-

14
Figure 75

MoM changes in pension fund 
equity holdings and NSEASI

Source: PENCOM, NSE, 
ARM Research
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Similarly,  applying our framework on NAV data of 
equity mutual funds over January and April, we find 
that despite a slow start in January when mutual fund 
movements accounted for under a fifth of increases 
in institutional transactions, the group progressively 
contributed to movements in institutional fund 

holdings, up ~46% on average between January and 
April. Although data for mutual fund holdings does 
not include May, the strength and breadth of MSCI 
FM rally suggests a wider pool of domestic investors 
including mutual funds took part and likely also the 
growing asset management business. 

Table 14

MoM changes in equity positions (N’ billions)

Month Institutional Mutual Funds

Jul-13 (76.03) 0.95

Aug-13 12.65 (2.30)

Sep-13 (6.52) (0.88)

Oct-13 17.61 1.29

Nov-13 9.69 0.18

Dec-13 (19.27) (0.04)

Jan-14 9.29 1.56

Feb-14 (11.63) (4.14)

Mar-14 (12.95) (5.42)

Apr-14 8.48 5.03

Source: NSE, SEC, ARM Research

For retail investors, we believe rising confidence 
continues to reflect strong market rally of last two 
years which continues to see small caps maintain 
the positive run which began in H2 13. However, 
the tracking pattern to institutionals which firmed up 
in 2014 hints at growing sophistication of a greater 
portion of this class suggesting that recent NSE/SEC 

initiatives at investor education are possibly gaining 
traction.  Combining all of the foregoing with the 
implications from our defensive-cyclical framework, 
we see the attention of rising domestic interest 
providing a counterbalance to foreign sell-offs and 
helping to prop market performance in H1 2014.
 

Figure 76

NSEASI performance 
by Market cap

Source: Bloomberg, 
ARM Research
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Modest equities outlook as domestic 
investors takeover 

This dynamic appears set for a reprisal in H2 14. 
Having previously established a subdued outlook for 
FPI over H2 2014, we see an extension of the trend 
in net short positions on NSEASI over H2 14. Whilst 
the prospect of a US type quantitative easing program 
in Europe in H2 14 rises with progressively tamer 
CPI readings there, the relatively less significant 
share of European based inflows in total Nigerian 
FPI (~8%) suggests limited scope to drive strong 
inflows to Nigerian financial markets. Furthermore, 

the looming shadow of the 2015 elections, which sees 
H2 14 mined with heightened politicking as a slew of 
presidential, gubernatorial and legislative primaries 
occur,  increases the uncertainty in an already close-
to-call contest. That said, in the resumption of co-
movement between NSEASI and related global/EM 
indices, we see some scope for residual foreign 
buying power to provide support. Nonetheless, amid 
increasing insurgency activity, the heated political 
climate stacks up the odds against higher FPI 
activity given recent trends in South Africa, India and 
Indonesia in the run-up to their elections.

Figure 77

MoM performance across 
the MSCI World, EM and NSEASI

Source: Bloomberg, ARM Research
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Consequently, the expected constraint on FPI activity 
suggests, as in H1 14, outlook for market performance 
mainly revolves around the investment patterns 
of domestic investors. In this regard, key factors 
such as valuations, corporate earnings, and other 
catalysts like market listing and index rebalancing and 
corporate earnings give little grounds for optimism. 
In contrast to H1 14, where there was an abundance 
of sentiment triggers (ex-corporate earnings), H2 14 
appears ‘cold’. Scheduled primary market activity is 
confined to listing of agro-chemicals firm Notore, with 
little other triggers, besides Q2 and Q3 corporate 
earnings, to boost market performance. 

On corporate earnings catalyst, outlook remains 
weak for defensives where increased trading up of 
value brands by domestic consumers on pressured 
discretionary incomes should underpin tepid top-

line growth by Brewers and food manufacturers and 
personal care companies. In addition, an escalation 
of Boko Haram activities outside the North-East 
epicenter poses further concerns to volume growth. 
In response to the tame top-line outlook, consumer 
goods companies have broadly responded by raising 
route-to-market expenditure which has resulted 
in higher operating expenses and little respite for 
earnings. Consequently, already burdened valuations 
are likely to become susceptible to adverse local 
sentiment upon quarterly releases.

Similarly, cyclical expectations are less upbeat with 
cement stocks likely to face selling pressures as 
heavyweight DANGCEM stares down higher taxes 
over 2014 with corporate releases in the seasonally 
weak Q2-Q3. All this comes amid ongoing row over 
cement grades which sees smaller cement stocks 
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poorly positioned to adjust to stiffer regulatory 
requirements. For banks, the continued reduction 
in bank charges and lowering fixed income yields 
suggests an extension of the tamer growth in earnings 
though valuations continue to remain attractive. 
Although the strong returns on the Oil and Gas sector 
continue to attract investor interest, the still regulated 
nature of the sector with little scope for PIB passage 
in H2 14, further re-rating for the sector is difficult 
to justify. In any case, its relatively lower weighting 
due to dominance by mid-caps limits the prospect of 
the sector singularly providing support to the overall 
NSEASI.

Though this picture suggests equity outlook will remain 
dull, there are a few key positives. First, diminishing 
fixed income yields and dovish monetary policy 
forward guidance might facilitate greater rotation into 
equities by domestic institutional investors, especially 
PFAs. Whilst we have outlined the import of the 
continuously growing buying power of the latter class 

on traditional asset space as a whole, the increasing 
openness to equity investments dovetails nicely with 
higher contributions which constitute a potential 
secondary support. The increased contributions 
imply greater equity buying to the tune N92billion 
per annum, simply to maintain current allocation, 
without accounting for the additional push if greater 
predisposition crystallizes into upped allocations. On 
this wise, implementation of stalled initiatives as the 
multi-fund structure, transfer window opening and 
adoption of IFRS reporting standards should allow 
higher equity allocation by PFAs.  This could be the 
first leg in the potentially greater support of domestic 
investors for equities than would initially appear. At 
the same time, the already pulled back FPI suggests 
that whilst expectations remain for subdued inflows in 
H2, risks are more to the upside. Overall, we believe 
despite limited major drives, NSEASI down side 
appears capped with some room for improvement on 
H1 performance as cutback late in that period leaves 
some room for re-rating.

Figure 78

Sector Contribution to 
NSEASI performance

Source: NSE, ARM Research
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CAPITAL MARKET STRATEGY

MORE BULLISHNESS AS 
LIQUIDITY SET TO PUSH YIELDS 
TO LIMIT

The anticipated broadening of domestic influence in 
FI markets came on in leaps and bounds in H1 14. 
The aggregate increase in excess of N500 billion in 
bank and PFA holdings of FI instruments compares 
very favourably with total FI net issuance of N230 
billion. It also confirms our view that domestic demand 
was more than sufficient to cater for any foreign sell-
off in FI markets, a view that provided the comfort for 
our call on rates declines coming into 2014, despite 
evident headwinds. After these headwinds initially 
encouraged investors’ putting their collective head 
in the sands, liquidity buildup inevitably began to 
influence yield movements. On this front, the omens 
do not seem to portend much change going into the 
second half of the year.

Liquidity-boosting events remain visible over the 
horizon. For starters, the expected quantum of AMCON 
repayments portends an impact almost as great and 
as long-lasting as the December 2013 repayment 
had on the subsequent half-year. Furthermore, we 
have repeatedly showcased the potential impact the 
additional buying power from increased contribution 
gives the PFAs and their natural preference for FI 
securities presages the impact of increased inflows. 
Banks also continue to grow their funding base with 
the limitations on the domestic lending mechanism 
clearly a pointer that securities as an outlet will 
continue to be maxed out first, providing a more 
efficient asset creation outlet as it were. In all, in 
light of fiscal plans and borrowing focus manifesting 
in contained domestic issuance, it is easy to see 
how, based on the forces of demand and supply, we 
expect FI yields to continue to trend lower over H2 14. 
The same view is extended farther out based on the 
timeline of the dovish rate guidance by the new CBN 
governor.

However, this is not to ignore the various issues 
brewing on the horizon. Political concerns remain an 
important factor as indicated by the examples from 
other emerging markets which recently underwent 

or concluded election cycles. This is also likely to be 
overlaid by still burning insecurity in the north-east 
and potential for new outbreaks in the south-south. 
With a burgeoning impact on economic indices/output 
than has been the case in the recent past it definitely 
becomes a more difficult influence to ignore. Having 
affirmed a net improvement in domestic environment 
in our last report based on monetary, fiscal and 
sociopolitical considerations, the escalating political 
and insecurity issues certainly take some shine off 
that improvement. Furthermore, actual crossover into 
the election year also means that political jostling is 
likely to take on renewed significance for investors. 
Similarly, with monetary policy apparently reverting 
to favouring OMO issuance, it is logical to entertain 
concerns as to whether a return to the distortive 
impact on rates, as in the recent past, is in the offing.

However, mitigations to such concerns exist. For one, 
despite late H1 ramp up in OMO we do not foresee 
a return to such aggressive levels of issuance. 
This view is supported by limited issuance with net 
repayment persisting in H1 14. Additionally, to the 
extent that OMO activity is hinged on supporting the 
exchange rate, the recent increase in petro-dollar 
receipts suggests less onerous burden on monetary 
activity from currency stabilization efforts in H2 14. All 
said, the probability for a nervous uptick in yields late 
in Q4 14 remains significant.

This has motivated a tweak in our duration maxing 
strategy. Inasmuch as we expect further yield declines 
in H2 to accelerate into the AMCON repayment(32) our 
view remains to build duration. However, we believe 
cognizance must be taken of potential spikes late in 
Q4 14. Nonetheless, we expect such spikes to be 
shortlived based on still-significant liquidity on the 
sidelines. Hence, we see that period as providing 
a tactical opportunity to redress likely investment 
deployment shortfalls as competition for FI securities 
tightens.

(32) AMCON bonds series (V) is due October 2014, but a recent a Bloomberg report suggests payment 
could be as early as August 2014
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CAPITAL MARKET STRATEGY

LACKLUSTER EQUITY OUTLOOK 
CALLS FOR CHERRY PICKING

The decoupling we expected in equities was fully 
evident in the first four months of the year as the 
NSE ASI for the first time in years moved in polar 
opposites to MSCI EM and WORLD indices. As 
anticipated, this largely reflected a reversal of foreign 
inflows which, as discussed in detail during our review 
left domestic influences at the helm. However, with 
this scenario being in line with our expectations 
for a frontloaded impact of tapering, the question 
is whether the decoupling is now concluded or if 
potential alterations in FPI flow outlook could change 
the tilt of our expectations for equity market impact. 
In resolving this, figure 77 is interesting in that it 
shows some measure of re-coupling in May and 
June. Notwithstanding, the domestic underpinning in 
the former month and limited overall rise in the latter 
suggest FPI contribution may not be at its peak yet. 
Indeed the relative size of the push from either source 
in those months suggests the domestic end continues 
to have a greater impact. Barring further QE, which 
in itself is not far-fetched and from which Nigeria 
would certainly benefit given its improved investment 
credentials in the interim, we believe that recovery in 
FPI flows will remain too tepid to drive a sustained 
uptick in market performance. To our thinking, an 
event-linked FPI push as in late H1 is likely to 
naturally subside even as a repeat performance is 
further hindered by confirmation of full tapering by 
October, potentially limiting momentum buying in H2. 
Furthermore, the domestic environment remains far 
from perfect and, in particular,   heightening political 
concerns could replicate the pattern of poor pre-
election performance seen in other EM climes. In this 
sense, the renewed focus on domestic influences 
comes full loop.

In this regard, despite high risk events on the horizon, 
the role played by domestic investors in anchoring H1 
market performance cannot be ignored. Left only to the 
manifestation of our FPI regurgitation, as witnessed 
through April, market performance would certainly 
have been much poorer than the muted gains seen 
in the half. Indeed, with NSE ASI down through April, 
the domestic investor led push in May accounted 
for much of gains in the period. Nonetheless, even 
after incorporating how weak performance and low 
valuations helped set the tone for a rebound it is 
clear that the domestic push impact was not across 

board. This is significant in that despite slightly better 
optimism on H2 14 performance hinged on factors 
earlier cited, including enhanced relative attraction 
compared to FI markets, we do not anticipate a 
blanket rally. In fact, simply based on the domestic 
centerpiece in the anticipated mild improvement in 
equity market performance, we expect even greater 
stock selectivity going into H2 14. 

Nowhere do we expect security selection to be a more 
dominant theme than in the defensives category. Whilst 
our bearish views materialized, and in tandem with 
expected drivers, with sharp declines through April, 
the post-MSCI recovery has also reflated defensive 
valuations. Accordingly, this erodes the case for a 
much broader positive view than if valuations had 
stayed at April troughs. Nonetheless, it’s also pertinent 
to mention that the later lift in defensives was mainly 
on the shoulders of a few names in that space. Thus, 
while still-high valuations and weak earnings outlook 
mean we remain bearish on defensives, we see some 
opportunities in names left out of the recovery and 
which have better-than-average earnings outlook. On 
these criteria Flour Mills and UACN come to mind.

For cyclicals, performance has also largely been flat 
over H1 with the earlier declines just about offset by 
buying later in H1. Whilst outlook for earnings growth 
is only a modest improvement on that of defensives, 
the much better valuations make us continue to favour 
this segment. Modest gains in insurance, cement 
and other industrials do not cramp upside even as 
2% decline in banks as a whole over H1 14 keeps 
fundamental case largely intact. Nonetheless, with the 
relatively unchanged profile at the broad sector level 
and, especially for the latter category, stock specific 
factors will play a more dominant role in investment 
cases going forward. Specifically, we believe tighter 
competitive landscape perhaps puts the larger banks 
on the front foot.

In all, with outlook clouded by local & global risks 
events and less than bumptious earnings expectations, 
we continue to expect valuation considerations to 
influence investor choices. In particular, we envisage 
the focus of domestic money on high quality large 
cap stocks would also help shape the selections in 
defensive space but overall fundamental tilt favours 
cyclical as a class. 



ARM Research

82

ABS Asset Backed Securities
AfDB African Development Bank
AFS Available for Sale
AGO Automotive Gas Oil
AMCON Asset Management Cooperation of Nigeria
ANC African National Congress 
ATC&C Aggregate Technical, Commercial and Collection 
AUM Assets under Management
BDC Bureau de Change
BFT Beverage, Food and Tobacco
BJP Bharatiya Janata Party 
BPE Bureau of Public Enterprises
CAGR Compound Annual Growth Rate
CBN Central Bank of Nigeria
CEMAC Central African Economic and Monetary Community 
CMEC China Machinery Engineering Cooperation
CPI Consumer Price Index
CPO Crude Palm Oil
CPS Credit to Private Sector
CRB Commodity Research Bureau
CRR Cash Reserve Ratio
DANGCEM Dangote Cement
DG Director General
DIL Dangote Industries Limited
DM Developed Markets
DMO Debt Management Office
ECA Excess Crude Account
ECB European Central Bank
ECOWAS Economic Community of West African States
EIA Energy Information Administration
EM Emerging Markets
EMGBI Emerging Market Government Bond Index
EPSR Electric Power Sector Reform 
EPSR Electric Power Sector Reform 
ETF Exchange Traded Fund
EU European Union
FAAC Federation Accounts Allocation Committee
FAO Food and Agriculture Organisation
FCT Federal Capital Territory
FDI Foreign Direct Investment
FEWSNET Famine Early Warning Systems Network
FG Federal Government
FGF Future Generation Fund 
FGN Federal Government of Nigeria
FI Fixed Income
FM Frontier Markets

FMARD
Federal Ministry of Agriculture and Rural 
Development

FOMC Federal Open Market Committee
FPI Foreign Portfolio Investment
FRC Financial Reporting Council
FX Foreign Exchange
GBP Great British Pound
GDP Gross Domestic Product
H1 First Half of the Year
H2 Second Half of the Year
HHK House Hold Kerosene 

HTM Held to Maturity
ICT Information Communication Technology
IEA International Energy Agency
IFRS International Financial Reporting Standards
IGC International Grain Council 
IIF International Institute of Finance
IMF International Monetary Fund
IOC Independent Oil Cooperation
IPO Initial Public Offer
IPS Investment Policy Statement 
ISO International Sugar Organization 
Kpbd Thousands of Barrels Per Day
LSAP Large Scale Asset Purchase program
LTRO Long Term Refinancing Operating 
M1 Narrow Money Supply
M2 Broad Money Supply
Mbpd Millions of Barrels Per Day
MDA Ministries, Departments and Agencies
MENA Middle East and Africa
MMscf Million Standard Cubic Feet
MoM Month on Month
MT Metric Ton
MW Mega Watt
NBET Nigerian Bulk Electricity Trading Company 
NERC The Nigeria Electricity Regulatory Commission 
NIF Nigeria Infrastructure Fund 
NNPC Nigerian National Petroleum Corporation
NSEASI Nigerian Stock Exchange All Share Index
NSIA Nigeria Sovereign Investment Act 
OECD Organization for Economic Co-operation and 
OPEC Organization of Petroleum Exporting Countries
PBoC Peoples Bank of China
PENCOM Pension Commission
PFA Pension Fund Administrator
PHCN Power Holding Company of Nigeria
PMI Purchasing Managers Index
PMS Premium Motor Spirit 
PPT Petroleum Profit Tax
PRG Partial Risk Guarantee
SARB South African Reserve Bank’s 
SF Stabilization Fund 
SG State Government
SME Small and Medium Enterprises
SPGSCI S&P Goldman Sachs Commodity Index
SPM Single Point Moorings 
SSA Sub-Saharan Africa
SWF Sovereign Wealth Fund
TAM Turn Around Maintenance
TCN Transmission Company of Nigeria 
TLTRO Targeted Long Term Refinancing Operating
U.S United States
UK United Kingdom
US Fed United States Federal Reserve
USDA United States Department of Agriculture 
WAEMU West African Economic and Monetary Union 
WTI West Texas Intermediate
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