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SUMMARY

Global growth softened over H2 2014 as a tepid 
economic macro-picture across Europe and Japan 
combined with EM deceleration to offset robust 
growth in the US. Reflecting the uneven economic 
pattern across countries, IMF thrice downgraded 
global growth forecasts over H2 14. Feeding off the 
divergent economic signals, global financial markets 
headed in different directions with US equities 
outperforming DM peers while commodities buckled 
on the heels of slack EM demand.
 
One key outcome of the mixed global growth picture 
is rising monetary policy divergence with the threat 
of deflation and slowing growth driving further policy 
accommodation by BoJ, ECB and PBoC while 
strengthening economic fundamentals provided 
conviction for US Federal Reserve to retrench 
its $85 billion monthly LSAP program over 2014. 
In the aftermath of the Fed’s decision, the USD 
firmed while commodities markets re-coupled with 
underlying fundamentals, with oil prices plumbing to 
multi-year lows—aided by OPEC’s reluctance to cut 
cartel production. Reflecting depth of fundamental 
weakness, the bear trend in oil emerged despite 
heightened geopolitical tensions in East Europe 
after Russia’s actions in Ukraine, which drew 
western sanctions and unrest in Iraq and Syria. The 
shockwaves of the declines hit emerging markets, 
and in tandem with weaker portfolio flows, delivered 
significant pressures on currency and market 
performance. Nonetheless, political tailwinds offset 
flagging growth concerns to drive robust market 
performance in some countries, in particular India—
following the election of pro-business Narendra Modi. 

Similar to the slowdown across emerging markets, 
economic growth across Africa softened with the IMF 
lowering 2014 forecasts for SSA by 30bps from H1 14 
to 5.1% YoY reflecting the combined impact of bearish 
commodity prices, tightening external financing 
conditions, civil unrest and the Ebola epidemic across 
West Africa. Despite still strong appetite for African 
debt in 2014, slowing growth concerns and balance 
of payment weakness resulted in significant currency 
and asset price volatility across the continent. The 
foregoing was most evident across Nigeria’s financial 

markets with equities recording their worst annual 
return since 2011 (-16.1% YTD), underpinned by 
sizable foreign outflows in the aftermath of the oil 
price downdraft. The eroding foreign influence in 
financial markets and tumbling FX reserves drove 
the CBN to an 8% upward adjustment of naira peg 
to N168/$. The apex bank also tightened monetary 
stance resulting in a spike in yields across the naira 
curve in Q4 14.   Elsewhere, on the domestic front, 
GDP growth decelerated 32bps QoQ to 6.23% in 
Q3 14 as contraction in oil GDP (-3.6% YoY) offset 
impact of higher non-oil GDP growth (+80bps from 
Q2 14 to 7.5%). Amid the dour economic picture, 
inflation maintained its single digit run for the second 
consecutive year averaging 8.1% YoY – 40bps lower 
than 2013 mean on improved food production which 
contained conflict-induced shocks to food prices.  

Going forward, Saudi Arabian intransigence over 
cuts to oil production and weak EM growth continue 
to drive scope for weaker oil prices over H1 15, 
given supply glut. Assisted by stronger US economic 
outlook, IMF forecasts an uptick in global growth 
over 2015 as oil consuming countries benefit from 
lower energy costs and improved current account 
balances. On the flipside, the depressed oil prices, and 
commodities, pose daunting challenges to economic 
managers of commodity exporters in the absence of 
fiscal buffers to smoothen government expenditure. 
Further complicating outlook is the prospect of greater 
monetary policy divergence as the US looks set to 
normalize interest rates over 2015 whilst the ECB 
looks set to unleash further monetary stimulus to 
stave off deflation; global financial markets look set to 
be roiled by volatility over 2015. Consequently, whilst 
Africa’s economic growth remains robust, plunging 
commodity prices and a heavy electoral cycle drive a 
moderation in 2015 growth projections and prospects 
for FPI interest in the continent’s financial markets. 
Closer to home, cocktail of softer crude receipts, 
weaker FX reserves, double digit inflation and higher 
fiscal imbalances set the stage for bearish asset class 
performance. Whilst the keen nature of Nigeria’s 2015 
general elections create uncertainty over likely policy 
trajectory of the winner, the altered fiscal landscape 
following the oil plunge points to limited flexibility 
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and growing importance for greater momentum for 
structural reforms. The winner also faces the burden 
of battling a raging insurgency in the North East and 
tackling oil theft in the Niger Delta. 

Overall, a more volatile external environment 
compounded by tamer macro-economic balances 
set the stage for ‘domestic flight to safety’ theme 
across naira assets, which informs a strategy 
of rotating into quality names, amid a generally 

boorish outlook. For equities, whilst potential for 
aftershocks make us reticent to fully succumb to 
the enticements of long-term attractive valuations, 
the naturally lower risk profile of top players in most 
sectors mitigates such fears. For fixed income, 
fundamental underpins of higher supply of debt to 
finance deficits and tight CBN forward guidance on 
monetary policy speaks to high yield environment 
but we will place more emphasis on sovereign 
exposure than on sub-nationals or corporates.



ARM Research

5

INTRODUCTION

One key trend from our prior analysis of early 
2014 developments—monetary policy divergence 
across major central banks and its attendant mixed 
signals to investors—persisted into H2 14. The 
underpinning remained the two-speed recovery 
within DMs but also within EMs. In the US, amid a 
slew of robust economic data, Q3 14 output growth 
sustained the rebound in Q2 to deliver the fastest 
consecutive quarterly rate of growth in years. Aided 
by unemployment data hitting a 7 year low, this 
emboldened the US Fed’s resolve to terminate 
its stimulus program. On the other hand, amidst 
flagging economic output, the ECB unpacked 
additional stimulus packages in an (eventually) 
unsuccessful bid to forestall a slip into deflation. 
Despite invoking Abenomics’ currency leg which 
pushed the USDJPY to multiyear lows, events in 
Japan remained reminiscent of recurring cycles 
of deflation and recession over the last decade. 
Underscoring the desperation of the search for 
growth in some quarters, a few countries began to 
include totally new industries in GDP computation 
and, at such depths, adopting monetary policies 
to aid that process of improving their unique 
circumstances only seemed the minimum. However, 
by the end of 2014 the eyes of the world had firmly 
shifted from the macro-picture and monetary policy, 
having been the centrepiece for the last few years, 
to developments in the commodity space.

Having repeatedly bucked expectations for a 
reversal to fundamentals, the scale and speed of the 
downturn in global commodity markets resonated 
all the more louder, as the decade-long supercycle 
ground to a firm halt. As oversupply overtook prices 
in general, oil, in particular, rocked its producers 
causing further fracturing in an already murky EM 
growth picture. Whilst many reasons have been 
adduced for the spectacular oil collapse including 
technical reasons as the liquidity that pumped futures 
positions reversed, the demand-supply fundamentals 
and dollar strength, amongst others, the aftermath is 
undisputed: Fiscal imbalances, lower reserves and 
weaker currencies confirm the damage to economic 
buffers and country fundamentals. Incidentally, one 
of the key themes from our earlier observance of 

diverging growth and policy patterns was the key 
role individual country fundamentals would play in 
attracting investor interest. Interestingly, despite the 
adverse impact on commodity producers and EMs, 
in general, a few countries, particularly in Asia, 
continued to witness robust interest. Also, Africa 
remained remarkably robust with 5.1% growth, 
despite the Ebola pandemic, suggesting stronger 
economic diversification than apparent. 

Nigeria, however, despite its rebased GDP showing 
broader growth, was one of the most affected, 
justifying our caution in saying rebased GDP was not 
the all and be all in maintaining investment relevance. 
Indeed the speed with which its shiny credentials gave 
way underscores the importance of faster pace of 
reforms in building a sustainable economic framework 
and the role of reforms in India’s resilience in this 
tough environment delivers a good lesson. Midwifed 
primarily by its impact on government revenue, oil price 
crash -induced wreckage  across economic indices 
is a recurring theme in this report and expectations 
for its direction going forward features heavily in 
prognosis for asset classes in 2015.

5
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UNEVEN GLOBAL GROWTH 
PICTURE WITH US RESILIENCE TO 
THE FORE

Despite higher developed market growth underpinned 
by the US, global growth disappointed in 2014 with 
the IMF lowering its GDP forecasts three times to 
3.3% YoY—unchanged from 2013; Europe teetered 
on the brink of deflation, Japan went into a recession 
and EM economic slowdown worsened. The EM 
growth slowdown was evident in the bear trend 
across commodities, in particular oil, where prices 
cratered in 2014 impacting the fiscal and current 
accounts of oil exporting countries. Amid the shifting 
growth tides, geopolitical tensions emerged across 
Eastern Europe and the Middle East while the world 
witnessed an outbreak of the hemorrhagic fever Ebola 
which impacted several West African economies. 

Though IMF estimates DM growth to be 40bps 
higher YoY at 1.8% on account of stronger US GDP 
growth, EM growth is estimated 30bps lower YoY at 
4.4% following further deceleration in China, Brazil 
slipping into recession and economic weakness in 
Russia following the double whammy of lower oil 
prices and western sanctions.

Digging further into US numbers, after weather 
related slowdown in Q1 14, GDP growth averaged 
about 4.8% in Q2 and Q3 14, the fastest pace for 
two consecutive quarters in over a decade, helped 
by increases in personal consumption and increased 
investments. In particular, consumer spending has 
been strong, helped by an improving labour market 
where unemployment rate fell to 5.8% in November(1) 
2014—its lowest since 2008. The improving economic 
fundamentals which saw the US dollar end 2014 
with a gain of nearly 13% against a basket of 
major currencies underpinned US Federal Reserve 
retrenchment of its $85billion monthly LSAP program. 
Reflecting the positive macro-picture, US equity 
indices outperformed DM peers over the year with 
solid gains extending the bull-run for stocks into its 
sixth year, the longest such streak since the 1990s. 

Outside US equities, Barclays’ widely followed U.S. 
Aggregate bond index, which tracks US Treasuries and 
other U.S. investment-grade bonds, posted a 5.88% 
return over 2014 in contrast to the taper-tantrum-induced 
loss of 2.02%. Initially forecast for an increase in 2014, 
benchmark 10-year Treasuries yields instead declined 
more than 80 basis points in 2014, to hit 2.18%.
(1) The US added 246,000 jobs on average, monthly, over 2014 (+27% YoY)

Figure 1

Performance of US Equity Indices

Source: Bloomberg, ARM Research
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Across the Atlantic, though the Eurozone economy 
advanced 0.2% in Q3 14 (Q2 14: +0.1%), the region 
slipped into deflation in December as CPI reading 
turned negative (0.2% YoY). The mild GDP growth 
numbers reflect the offsetting impact of Greece’s 
exit from recession, France and Germany avoiding 
recession and continued recession in Italy (-0.1%). 
Overall, the growth picture which was impacted by 
growing geopolitical risks surrounding Ukraine and 
Russia, and sub-par inflation readings, point to a 
fragile European economy. Further cause for concern 
emerged from Greece in December after parliament’s 
failure to elect a new president triggered a new election 
and fresh concerns about Greek exit from the euro-
zone, with its bond yields set to climb north of 10%. 

In response to deteriorating fundamentals, the 
European Central Bank (ECB) at its September 
meeting cut its benchmark rate to a record low of 
0.05% following June’s rate cut from 0.25% to 0.15% 
and introduction of negative interest rates. The ECB 

also cut its deposit rate to minus 0.2% from minus 
0.1% in an effort to urge banks to lend money by 
imposing a financial penalty for keeping it in the 
safety of the ECB’s accounts. Furthermore, following 
weak bank patronage of the second TLTRO operation 
in September, ECB subsequently commenced 
purchases of covered bonds in October and asset 
backed securities (ABSs) in November while guiding 
to more monetary easing to stimulate the economy. 
The broadly tepid macro picture was mirrored in tame 
equity market performance across Europe with the 
German DAX up 2.65% while the France CAC 40, 
Italy’s FTSE MIB and Spain’s IBEX 35 respectively 
returned -0.54%, 0.43% and 3.66%. Elsewhere, 
despite sustained economic growth in the UK with 
GDP rising 3% YoY as at 9M 14, FTSE 100 was down 
2.79% for the year 2014, its first annual fall since 
2011, due to the index’s heavy weighting towards 
commodities , with miners hurt by the drop in iron ore 
prices and oil stocks hit by crude’s plunge.

Figure 2

Equity Performance of Major 
European Equity Indices

Source: Bloomberg,  
ARM Research
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Japan fell back into recession after a sales tax 
increase in April cut deeply into customers’ pockets. 
GDP shrank an annualised 1.9% in Q3 14—amid 
significant contraction in business spending and falls 
in private investment. In response, the BoJ expanded 
the size of its bond buying program from 70trillion yen 
to 80trillion yen per annum at its October meeting, 
while the Abe government put off further VAT hikes till 

2017. The increased bond-buying program resulted in 
the Japanese yen weakening 13% over 2014 with the 
core of the losses in Q4 14. Combined with increased 
allocation to equities by the Japanese Government 
Pension fund in October, the BoJ stimulus swung 
Japanese equities from a 2.2% YTD decline in 
October to an annual gain of 7.1%.
 

7
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EMs also follow differing growth paths 

Analogous to the DM, EM growth picture was uneven 
with Russia and Brazil slipping into recession, 
Chinese growth decelerating further whilst India 
bucked the weakening pattern.  China’s mean growth 
over the first three quarters of 2014 was 30bps lower 
YoY at 7.4% with the slowdown reflecting structural 
rebalancing; the authorities are putting emphasis 
on a shift from manufacturing to services, on the 
supply side, and from investment to consumption, 
on the demand side, and, overall, putting measures 
in place to rein in the rapid accumulation of credit. 
Nonetheless, whilst China’s reform-minded leaders 
have shown greater tolerance for slower growth, they 
remain wary of a hard landing as evidenced by Q4 
14’s slew of easing measures starting with the PBoC 
cutting one-year benchmark lending rates, for the first 
time in two years, by 40 basis points to 5.6%. The 
move was accompanied by lower reserve ratios and 
relaxations on real estate requirements. Assisted by 
the launching of the HK-Shanghai connect scheme in 
November, mainland Chinese equities rallied 38% in 
Q4 14 making it one of the best performing markets in 
2014 with a 52% annual return. 

Despite hosting the World Cup in June, Brazil’s 
economy slipped into recession for the first time in more 
than five years as business spending contracted in H1 
14. Compounding the growth picture was the policy 
tightening by the Brazilian central bank in response 

to inflation running above 6%. Although Q3 14 GDP 
rose 0.1% YoY, this owed much to higher government 
expenditure ahead of the October elections which 
returned current president Dilma Rousseff. Mirroring 
the weak domestic macro-environment and declining 
commodity prices, Brazil’s main equity bourse shed 
2.7% over 2014. 

Russia’s economy also floundered, first on account of 
Western sanctions and later on the heels of the plunging 
oil price. Consequently, eroding investor confidence 
drove a sell-off of Russian assets, causing a decline 
in the value of the Russian ruble (-82%) and sparking 
fears of a financial crisis. Whilst authorities responded 
with rushed legislation to allow state intervention in 
affected financial institutions, Russia’s vulnerability 
to lower oil prices resulted in Moody’s lowering its 
credit rating to two notches above junk in October. 
Unsurprisingly, Russia’s benchmark equity index shed 
7.1% in ruble terms (-42% in USD) over 2014.

Bucking the softening EM growth trend was India 
where GDP growth is projected 60bps higher YoY 
at 5.6%. Furthermore, India appears set to benefit 
from the business friendly approach of the Prime 
Minister, Narendra Modi with the government’s focus 
on building infrastructure and attracting foreign 
investment positive for business confidence. The BSE 
Sensex jumped 29.9% with net foreign capital flows 
surging to $22 billion between May and September on 
the prospect of reforms.

Figure 3

Performance of Japanese 
equities and exchange rate

Source: Bloomberg,  
ARM Research
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Global growth to track higher on improving 
US economy and oil price tail-wind

Global output growth is expected to pick up in 2015 
with IMF estimating 50bps YoY expansion to 3.8%, 
underpinned by further improvement in US and a 
recovery in EM growth led by reforming countries 
India, Brazil and Mexico. Supporting the upbeat 
assessment for global growth in 2015 is the tamer oil 
prices which the IMF estimates should add between 
30-70bps to growth numbers. The IMF forecasts DM 
growth 50bps higher YoY at 2.3% largely reflecting 
gains in US GDP growth (+90bps YoY to 3.1%) while 
EM growth is projected 60bps higher YoY at 5%. 
Nonetheless, the oil price declines drive a bifurcation 
across global economies with oil importers positioned 
to benefit from higher household income, lower input 
costs, and improved current account balances while 
oil exporters should face greater difficulty in keeping 
budget and trade accounts balanced. 

A derivative of the divergent growth picture is the 
discordant tune across global monetary policy with 
the strengthening US macro-economy inducing 
greater prospects of interest rate normalization whilst 
with their respective economies skirting with deflation, 
the ECB and BoJ are gearing up for sizable balance 
sheet expansion. However, we expect US rate hikes 
to occur at a measured pace as headline inflation 
is expected to remain benign due to global spare 

capacity, lower energy prices and a stronger dollar. 

Similarly, the UK has strong prospects and is likely to 
outperform the rest of the region with an estimated 
2.6% expansion in contrast with 1.2% growth for the 
broader Euro area. Nonetheless, the still unclear 
nature of general elections scheduled for May 2015 
could pose headwinds for UK markets still reeling 
from bearish commodity prices.  Political risks also 
lurk in Europe with renewed prospect of Greek 
exit from the euro-zone, where a new election is 
scheduled for January with the anti-EU Syriza party 
leading in opinion polls. Focus now shifts to the ECB’s 
efforts to combat a growing deflationary threat and 
flagging growth with Governor Mario Draghi expected 
to announce a sizable QE program.

In Japan, with a much bigger parliamentary majority 
following December polls victory, Shinzo Abe now has 
the political space to push through his ‘third arrow’ 
of Abenomics which involve lowering corporate tax, 
labour market reforms, etc. Complementing the fiscal 
reforms is the sustained BoJ monetary stimulus which 
should continue to drive further yen weakness and 
higher corporate profits in Japanese equities. 

For emerging markets, growth differentiation 
is becoming more evident due to tightening U.S. 
monetary policy and falling commodities prices. In 
China, this is taking the form of more central bank 

Figure 4

Performance of BRIC 
 equity indices 

Source: Bloomberg,  
ARM Research
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easing and giving more foreign investors greater 
access to its stock market which has helped to 
push that market to its best level since early 2010. 
A hard-landing in China remains a risk although this 
seems less likely than a year ago given the reforms 
implemented in 2014; the government’s substantial 
reserves and its willingness to provide support could 
soften the current economic slowdown. Low inflation 
should provide policymakers ample scope to stimulate 
the economy, if needed. India’s growth outlook remains 
robust with the softer oil price and greater prospect 
for reforms by Modi leading the IMF to raise growth 
outlook for 2015 (+80bps YoY to 6.4%). In contrast, 
on account of the combined impact of lower oil price 
and western sanctions, Russia is expected to be in 
recession over 2015. Whilst outlook for Brazil is weak, 
the appointment of Joaquim Levy as Brazil’s Finance 
Minister, a man with a record of cutting deficits bolsters 
optimism about structural reforms. 

In sum, in an environment of plunging commodity 
prices and a rising geopolitical tension, broadly uneven 
global growth picture should underpin a varied picture 
across global financial markets in 2015 with the 
ultimate question being how long the divergence can 
continue. Whilst we expect the US to continue growing 
strongly even as the global economy struggles, in a 
world of very mobile and global capital, developments 
in Russia and Asia reflect in interest rates and stock 

prices in the US, so a more severe slowdown in other 
regions may eventually start to impact the US. We 
may have already started to see that playing out as 
manufacturing activity in December slowed down 
internationally, including in the US.

Africa’s growth catches slowdown virus

Similar to the slowdown across emerging markets, 
economic growth across Africa, though still relatively 
strong, softened with the IMF downgrading 2014 
forecasts for SSA by 30bps from H1 14 to 5.1% 
YoY whilst mean North African growth was projected 
18bps slower than previous at 3.1% YoY. The tamer 
growth picture reflects the combined impact of bearish 
commodity prices, tightening external financing 
conditions, civil unrest and the Ebola epidemic. 
Examining trends across sub-regions, West African 
growth has slowed on the heels of the Ebola pandemic 
which has resulted in over 6,300 reported deaths and 
a slide in economic activities in the three most affected 
countries(2). Similarly, political unrest in Burkina Faso 
and Islamic insurrection in Nigeria are exacting a toll 
on economic activities across the region. To the north 
of Africa, amid continued unrest in Libya, growth 
in Egypt and Algeria decelerated 10bps and 60bps 
to 2.2% YoY and 2.7% YoY respectively. In Central 

(2) The World bank estimates that economic growth in the three worst hit counties has cumulatively 
contracted by 15pps with cumulative fiscal impact in excess of $2billion

Figure 5

Q3 GDP growth rates (%) 
for select African countries

Source: Bloomberg,  
ARM Research, *Q2 Figures
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Africa, conflict continues to weigh on economic growth 
with the fragile political landscape in CAR and South 
Sudan curtailing economic activities while insecurity 
also undermined growth in east Africa with Kenya, in 
particular, further hampered by low agricultural output.  

Finally, in the southern part of the continent, South 
Africa’s GDP growth dipped 40bps to 1.4% YoY in 
Q3 14 on account of prolonged mining strikes, low 
business confidence, and tight electricity supply. 

Figure 6

Growth rate of Ebola 
hard hit countries 

Source: World Bank, ARM Research 
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Figure 7

Performance of Euro and CFA against 
the US dollar

Source: Bloomberg, ARM Research
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Slackening portfolio flows and 
declining commodity prices underpin 
currency weakness

Despite stable demand for African debt with 
Eurobond issuance flat YoY at $7.75 billion in 2014, 
simultaneous weakness in current accounts—

due to softening commodity prices(3)--and capital 
accounts—due to tapering—combined to underpin 
currency weakness across Africa in 2014. The 
discordant tunes in ECB and US Fed Reserve 
reflected in the performance of the CFA franc which 
depreciated 12.9%YoY tracking weakness in its Euro 
(3) S&P GSCI declined 33.87% YoY in 2014
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Such Balance of Payment concerns were also evident 
in the 2014 performance of Nigerian Naira (-14.44% 
YoY), South African Rand (-10.27% YoY), Zambian 
Kwacha (-15.16% YoY) and Angolan Kwanza (-5.38% 
YoY). Quintessentially, Ghana, amid a deteriorating 

macroeconomic picture which resulted in ratings 
downgrade and a request for IMF assistance, saw 
its cedi weaken 35.48% YoY—making it the worst 
performing African currency in 2014.

Figure 8

2014 performance of 
major African currencies

Source: IMF, ARM Research,  
*2014 Estimate 
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Figure 9

2014 performance of 
major African currencies

Source: Bloomberg, ARM Research
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In response to the currency weakness, monetary 
policy across the continent grew tighter with the SARB 
raising policy rates twice to 5.75%. The BoG also 
raised its benchmark rate 300bps in 2014 to 19%. 

Elsewhere, in addition to interest rate hikes, CBN and 
BoZ respectively hiked statutory reserve requirements 
by 5pps and 12pps to 20% and 22%.
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Figure 10

Mean Inflation figures (%) 
of major African countries

Source: IMF, Trading economics, 
ARM Research *2014 Year-Nov
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Mixed picture in African inflation

In consonance with trends in commodity prices 
in 2014 (energy: -43.51% YoY(4); food prices: 
-7.1%YoY)(5), inflation broadly declined across Africa 
in H2 14. This was evident in the 1.7pps pull back 
in Kenya’s inflation to a 17-month low of 6.02% in 
December. Similarly, the impact of slowing energy 
and food prices drove Rwanda and Zimbabwe 
into deflation with inflation declining 6.64pps and 

(4) S&P GSCI Energy Index
(5) S&P GSCI Food Index

1.1pps to -3.1% and -0.8% respectively.  In South 
Africa and Nigeria, inflation declined, dipping 
50bps and 60bps(6) to 5.8% and 7.9% respectively. 
Elsewhere, strong base effects following sizable 
currency devaluations in 2013 underpinned sizable 
moderation in inflation in Sudan (-21.2pps to 25.6%) 
However, the declining Cedi pushed inflation 1.7pps 
higher to 17% in Ghana, while reduction in fuel 
subsidies fuelled Angolan’s inflation rate, which 
increased 51bps to 7.49%. 

(6) From its year peak in August

Capital outflows drive weaker 
performance in equity markets
 
In Q4 14, the S&P All Africa index shed 4.1% 
(-2.48% YoY) as weakness across Zambia (-1.2%) 
Egypt (-9%), Mauritius (-3.7%) and Nigeria (-16%) 
was tempered by gains in Tunisia (+11%), South 
Africa (+1%) and Ghana (+1%). The declines in 
Nigeria and Egypt reflect foreign sell-offs following 
decline in energy prices (-38.4%) in Q4 with NSE 
data showing net foreign outflows of N119 billion in 
Q4 14 (9M 14: N 52.54billion). Similarly, in Egypt and 
Kenya outflows underpinned market weakness over 

Q4 14 whilst, amidst currency worries, the death 
of the Zambian president in October underpinned 
bearish sentiment. Meanwhile, equity markets in 
Ghana rose following plans by IMF to financially 
support the country’s economic and financial 
program while South African equities benefitted 
from net long FPI positions in Q4 14.(7) 

(7) SARB data shows that FPI was net long South African equities to the tune of 32.7billion rand (2013: 
-165million rand)
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Figure 11

Performance of major 
African equity markets

Source: Bloomberg, ARM Research
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Divergent global growth picture and 
uptick in political activity to temper 
growth optimism

Going into 2015, African countries face difficulty 
ensuring macroeconomic stability against a backdrop 
of shifting tides in the global environment and sizable 
political activity on the domestic front. First, continued 
deceleration in EM growth, in particular China, could 
continue to drive downdraft in commodity prices, stoking 
current account pressures to resource exporters across 
Africa. In response to the dwindling commodity prices, 
the IMF has shaved off 2pps and 40bps off growth 
expectations for leading oil exporters in the continent 
(Nigeria and Angola) to 5% and 5.9% respectively. The 
agency also penciled down similar cutbacks for major 
commodity exporters; Ghana (-30bps to 4.5 %), and 
South Africa (-90bps to 1.4%). Nonetheless, the oil price 
decline provides a growth boost to oil importing countries 
with the IMF raising growth outlook for Ethiopia (+70bps 
to 8.2 %),  while on a more positive note, WHO’s 
report of containment of Ebola epidemic to the three 
most affected countries and the declining number of 
reported cases portends end to the outbreak, boosting 
the continents growth prospects. 

On the currency front, divergent DM growth paths and 
resulting monetary policy dissonance poses further 
currency pressures for African economies with large 
external financial requirements. Similar to H2 14, the 
discordant global monetary policy picture could drive 
subdued issuance of African debt over 2015. Further 
complicating the macro-picture is the large number 
of elections taking place across Africa which come 
with uncertainties about future economic paths and 
a potential for violence. As with elections across the 
broader EM class in 2014, heightened global investor 
sensitivity should result in diminished FPI appetite for 
African securities over 2015. Overlaying the broadly 
weak growth picture with currency concerns, tamer 
portfolio flows and heavy political cycle suggests tepid 
outlook for African equities over 2015. 
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FLUID EM MACRO-PICTURE 
UNDERPINS ASYMMETRY 
IN FPI FLOWS 

A tale of two halves

Despite the progressive winding down of US 
Federal Reserve’s $85 billion LSAP program over 
the year, net portfolio flows to EM rose 10% YoY 
to $216.4 billion over 2014.(8) Nonetheless, capital 
flow patterns over the year present a mixed picture 
as, after frontloaded reaction to commencement 
of tapering in January drove a slump in Q1 14 to 
$30.9 billion (-11% QoQ, -85% YoY), FPI flows 
more than tripled QoQ to $100 billion in Q2 14, 
largely reflecting reaction to dovish US Fed rate 

(8) IIF estimate

guidance following softer than expected Q1 14 
GDP growth, and pushing H1 14 flows higher on 
aggregate to $131bn (+22.5% YoY; +46.4% over 
H2 13). However, FPI flows subsequently declined 
in Q3 14 (-41.3% QoQ to $58.8 billion) ahead of the 
conclusion of tapering in October as strengthening 
US macro-economic fundamentals amid a tepid 
economic picture elsewhere (Europe, Japan and 
EM) stoked investors’ concerns about greater 
financial volatility. Capital flows moderated further 
over Q4 14 (-55% QoQ to $26.6 billion) as plunging 
commodity prices, in particular oil, and fall-out 
from geopolitical tensions with Russia heightened 
concerns about further growth deceleration in major 
EMs and Europe even as Japanese reforms failed 
to spur a recovery in the economy. 

Table 1

2015 election date for African Countries

Country
Type of 

 Election
Election 

Date

Zambia Presidential 
By-Election January, 2015

Nigeria General February, 
2015

Egypt Parliamentary March, 2015

Togo Presidental March, 2015

Sudan General April, 2015

Benin Parliamentary April, 2015

Ethiopia General May, 2015

Burundi Legislative May, 2015

Mauritius Parliamentary May, 2015

Burundi Presidental June, 2015

Guinea General June, 2015

South Sudan General July, 2015

Cote d'Ivoire Presidential October, 2015

Tanzania General October, 2015

Burkina Faso Presidential January, 2015

Libya Presidental 2015

Source: NDI, ARM Research
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Overlaying the weak H2 14 FPI flow trends is a 
divergent global growth picture which is inducing 
tectonic shifts in global monetary policy stance from 
a broadly accommodative stance across the major 
global central banks since the 2008 financial crisis 
to a dissonant one with the US Fed and BoE on one 
hand looking to tighten, whilst the ECB, BoJ and 
PBoC embark on further policy easing.
 
In response to the deflationary threat over the Euro-
area and weak bank participation in the TLTRO(9), 
ECB commenced purchases of euro-area covered 
bonds and ABS in Q4 14 with a potential universe of 
€1 trillion LSAP and a mandate to raise inflation to 
2% over 2 years. Similarly, with inflation pulling back 
after the Q2 14 sales tax induced spike and Japan 
sliding into a recession, BoJ expanded the size of its 
bond-buying program from 70-trillion Yen to 80-trillion 
Yen. Whilst the PBoC did not announce a similar 
stimulus program, it cut one-year benchmark lending 
rates for the first time in two years by 40bps to 5.6%. 
Consequently, amid the receding QE tidal wave, the 
asynchrony in global monetary policy acted to crimp 
FPI flows into EM over H2 14.

Heightened FPI sensitivity reflects in 
varying flows to EMs

Inevitably, what FPI flow remained became 
increasingly selective of destination with growth 
outlook and credible reform programs being key 

(9) Euro-area banks tapped €129.84 billion (against an expected €150 billion) at ECB’s second cheap 
-funding operation in H2 14

attractions. Decomposing FPI patterns on a 
geographical basis reveals strong flows to Asia over 
H2 14 driven by strong flows to China and India 
with the newly launched Hong Kong- Shanghai 
connect scheme inducing flows to the former whilst 
greater optimism about structural reforms following 
the election of Narendra Modi is attracting portfolio 
investments to the latter. Elsewhere, improvement in 
FPI to the region was largely attributed to improved 
investors’ confidence following the election of pro-
reform government in Indonesia and an end to the 
bout of political uncertainty in Thailand following the 
appointment of General Prayuth Chan-ocha as prime 
minister. Overall the IIF estimates that net portfolio 
inflows to Asia more than doubled YoY to $109billion.
In contrast, net FPI flows to EM Europe worsened in 
2014 with foreigners net short positions widening to 
$11billion from $2billion in 2013. The negative net flow 
patterns reflect the impact of crises in Ukraine and 
consequent impact on the Russian economy following 
western sanctions. FPI outflows heightened following 
subsequent declines in the value of the Russian 
rouble (-84.8% YTD) and Ukrainian hrvynia (-91.9% 
YTD) in response to oil prices. 

Elsewhere capital flows to the Middle eastern region 
rose following unusual strength of equity issuance 
in the region boosted by the $6 billion IPO of Saudi 
Arabia’s largest lender, National Commercial Bank. 
Also FPI flows to Egypt rose following the election 
of President Al-Sisi, and the achievement of a more 
stable political environment has already been reflected 
in a rally in the equity market and a strong recovery 

Figure 12

FPI flows to EM

Source: IIF, ARM Research  
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in industrial production. In the broader MENA region, 
IMF estimates net outflows of $750million in the gulf 
region over 2014 with the Saudi riyal briefly tumbling 
0.75% from its stable peg of 3.751/$ in October as 
foreign investors became jittery at the prospect of 
lower oil prices driving twin deficits over 2015.

Latin American net portfolio flows are estimated to 
have risen 45% YoY to $29 billion with both bond 
and equity markets benefitting.  Regional FPI has 
been boosted by strong inflows into the Mexican 
bond market amidst improving growth picture(10) and 
structural reforms. Following five increases in the 
benchmark Selic rate to 11.75%, net FPI flows to 
Brazil rose 20.4% YoY to $43billion(11) on account of 
greater foreign interest in Brazilian debt (+23.5% YoY 
to $30.9billion). Similarly, capital flows to Colombia 
expanded on the back of policy rate hikes and the 
country’s increased weight in the JP Morgan’s GBI-
EM Global Diversified Index. Consequently, foreign 
purchases of Colombia’s local securities rose 66% 
YoY to $17.2billion(12) largely dominated by debt 
inflows (+54% YoY to $13.3billion). In contrast, there 
(10) Mexico’s GDP gained 60bps QoQ to 2.2% in Q3 14 (highest gain in 7 quarters)
(11) Brazil Central Bank estimates (Jan- Nov)
(12) Colombia Central bank 9M 14 estimates

has been moderation in inflows into Peru and Chile 
following decline in interest rates, respectively, to 
3.5% (dropped 50bp since July) and 3% (following 8 
reductions in 13 months). 

Divergent EM picture mirrored in African 
FPI flows 

As with the broader EM grouping, FPI flows to 
Africa showed diverse trends as the continent 
faced a confluence of shocks ranging from bearish 
commodity prices, tightening external financing 
conditions and Ebola pandemic. In South Africa, net 
portfolio flows surged to 22.2billion Rand in 2014(13)  
(2013: 1.2 billion Rand) after FPI swung to a net long 
position (32.8 billion Rand) on the JSE after three 
consecutive net short years. The bullish buying into 
South African equities offset net short FPI positions 
in debt markets (-10.5billion Rand). In contrast, 
capital flows to Nigeria declined 7.8% YoY to $13.9 
billion reflecting cutback in equities (-18.7% YoY to 
$10.7billion). The retrenchment reflects investors’ 
discomfort with falling oil prices which contribute 
70% of government revenue. 
(13) SARB estimates (Jan-Oct)

Figure 13

FPI flows across Nigerian financial 
markets (N’mln)

Source: CBN, ARM Research
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Although continent wide data is not available for 
2014, trends in sovereign debt issuance suggests 
FPI appetite for African assets remained robust 
with Kenya ($2billion) and Ethiopia ($1billion) 
making their maiden euro-bonds issuances which 
were respectively 4x and 2.6x oversubscribed. 
Nonetheless, reflecting higher FPI sensitivity and 

less loose global financial conditions, issuance yields 
rose with Zambia’s 8.5%(14) and Ghana’s 8.125%14  
yields for their respective 10-year and 12-year $1 
billion embedding sizable upticks; both countries 
have large budget deficits to finance.(15)

(14) Zambia issued $7.5 billion Eurobond at 5.4% in 2012 while Ghana raised $2 billion at 7.88% in 2013
(15) 2014 fiscal deficit targets: Ghana (8.8%) and Zambia (5.5%)
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Differing prospects for EM Growth drive 
dissonant FPI flow outlook

Looking ahead, 2015 potentially marks the first full 
year devoid of US Fed liquidity which shrinks the 
potential quantum of FPI flows into EM regardless of 
the sustained asset purchases by the BoJ and ECB 
bond-buying. The smaller size of the latter program 
relative to the US Fed and the largely Japan-centric 
nature of the BoJ program caps scope for these two 
LSAP programs to provide the same impact on FPI 
flows to EM as the US Fed did. Further dampening 
the push factor for FPI flows is the prospect of 
monetary policy normalization by the US Fed as data 
on unemployment and output continue to highlight the 
strong underlying macro picture. Whilst the US Fed 
has guided to a ‘patient’ approach in policy tightening, 
and risk of contagion from slowing global economy 
exists, gains from lower oil prices to US consumption 
expenditure (~69% of GDP) raise the prospect of 
liftoff in interest rates over H2 15.

On the EM side, growth picture increasingly looks 
divergent on account on varied economic growth 
outlook, asymmetric impact of bearish commodity 

prices and geopolitical tensions. On the growth 
picture, the prospect of sustained structural reforms in 
India should, as in 2014, continue to attract FPI flows. 
However, despite Chinese authorities’ turnaround 
on policy accommodation to support the economy, 
growth concerns continue to remain with the IMF 
estimating 2015 GDP growth at 7.1% - 20bps lower 
than previous forecasts. Elsewhere, sluggish exports 
resulting from softening commodity prices is driving 
slower growth expectations in Indonesia. 

Similarly, the mixed impact of  bearish commodity 
prices, in particular oil prices, which provides an 
economic boon for oil importers but raises the prospect 
of trade and fiscal imbalances among oil exporters 
creates room for further FPI flow dissonance.  As in 
2014, FPI flows to EM Europe should be impacted by 
a combination of a frozen conflict in Eastern Ukraine, 
western sanctions and sliding oil prices with Russia’s 
economy projected to enter recession over 2015. 
FPI inflows to Africa is set to be subdued as growth 
picture for the region slows following declining 
commodity prices with the IMF cutting its growth 
outlook for Nigeria, Angola and South Africa by 2.3pps, 
40bps and 40bps to 5%, 5.9% and 2.3% respectively 

Table 2

Africa sovereign euro-bond issuance ($’mln)

2013 2014

Nigeria 1000

Zambia 1000

Kenya 2000

Mozambique 500

Ghana 1000 1000

Tanzania 600

Rwanda 400

Gabon 1500

South Africa 2000 1000

Tunisia 500

Morrocco 750

Ethiopia 1000

Cote D'ivoire 750

Senegal 500

Source: Bloomberg, ARM Research
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as well as other major commodities exporters. 
Additionally, the prospect of US Fed tightening should 
act to taper supply of sovereign debt issuance with 
only Tanzania ($1 billion) and Egypt ($1-1.5 billion), 
thus far, signaling intent to issue paper in 2015. 
Compounding the gloomy picture is the rising political 
activity across the continent with 16 elections taking 
place over 2015. In summary, the lower potential FPI 
flow universe following tapering, discordant global 
monetary policy and divergent EM growth picture 
should drive softer portfolio flows to EM over 2015. 

WHEN IT RAINS, IT POURS: FIRM 
END TO COMMODITY SUPER-CYCLE
 
After an extended pattern of gains that appeared 
set to defy supply-demand dynamics as different 
shocks, geopolitical tensions, adverse weather, 
monetary policy, intervened, and made it seem as 
if our bearish expectations would never materialize, 
commodities reverted to fundamentals with a bang 
sending reverberations through global economies and 
markets. It appears that crude oil in particular had all 
its chickens come home to roost but it is not alone 
in the dour outlook implied by pointers that price 
weakness will persist. 

OIL DELIVERS SPECTACULAR 
COLLAPSE IN H2 14 

Rebound in Libya’s production pushes 
OPEC’s output above target

OPEC’s crude oil production rose 500kbpd to 30.5kbpd 
in H2 through October 20114 on the back of increased 
production in Libya, after an agreement between the 
central government and the militia led to the reopening 
of Libya’s biggest oil field, El Sharara (~300kbpd) as 
well as the Ras Lanuf and Es Sider export terminals 
with combined capacity of 500kbpd. Although ramp-up 
has been gradual, Libya’s production, which reached 
about 870kbpd in October 2014, from less than 
250kpd as at June 2014, more than offset declines 
elsewhere, particularly in Iraq where insurgency in 
the north led to disruption and shaved off 80kbpd from 
average production levels in H1 14 to 3.2mbpd in H2 
14. While production from the cartel’s largest producer 
(Saudi Arabia) remained flat at 9.8mbpd from H1 14, 
the extension (from July to November 2014) of the 
deadline for the interim agreement between Iran and 
P5+1 on the former’s nuclear program kept Iranian 
oil production flat at 2.8mbpd from H1 14. Overall, 
increased output from Libya primarily drove OPEC 
production above the 30mbpd target output. 

REVIEW OF GLOBAL ECONOMY AND MARKETS

Figure 14

OPEC crude oil production (mbpd)

Source: IEA, ARM Research
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Light tight oil still powering non-OPEC output

Increase in North America’s oil output led by the US 
continues to underpin growth in non-OPEC oil supplies. 
Whilst Mexico’s oil production declined 80kbpd in H2 
from H1 14 levels, output from unconventional fields 
in the US—mainly Texas and North Dakota—more 
than offset these declines, with the EIA reporting that 
light tight oil (LTO) production accounted for ~40% of 
total US production which averaged 8.8mbpd in H2 
through October (H1 14: 8.3mbpd, H2 13: 7.7mbpd). 
Elsewhere, increased output from Greenfield projects 
in Russia moderated the rate of decline from mature 
fields and left total output largely flat at 10.9mbpd 
from the H1 14. Overall, largely reflecting surging 
production from the US, non-OPEC production rose 
nearly 800kbpd to 57kpd in H2 14 relative to H1 
14 and combined with OPEC’s boost to drive a 
1.3mbpd increase in global oil production to 93.6 
mbpd (+1.6mbpd YoY) in H2 14. 

Flagging Asian and European growth 
moderate demand for oil  

In contrast, crude oil demand was more muted on 
softer Asian and European demand, a consequence 
of waning economic growth which has led the IMF to 
lower its global growth estimate for the third time this 
year in October 2014. Specifically, amidst efficiency 
gains and regulatory shifts toward alternative fuels, 
weak macroeconomic environment continue to cap 
oil demand in Europe even as continued deceleration 
in China’s GDP growth held demand at 9.9mbpd, 

despite the Republic’s move to take advantage of 
low prices to build its strategy reserves. In Japan, 
combined with waning economic growth which saw 
an official return to recession, a shift towards coal 
for power generation dragged oil consumption to 
multi year lows of 3.89mbpd (-600kbpd YoY). In 
the US, robust economic recovery did not buoy oil 
consumption which fell 40kbpd YoY to 19.2mbpd in 
H2 14 as improving fuel economy in new vehicles 
continues to offset highway travel growth. Overall, 
weak demand in advanced economies offset the rapid 
growth in Africa (+1.4mbpd) causing global demand to 
rise~800kbpd YoY to 93.06mbpd over H2 14, and in 
light of larger supply gains, widening  global surplus 
to 600kbpd in H2 14 (+200kbpd) and pushing OECD 
inventory levels higher.  

Oil prices finally responding to 
fundamentals...and more?

The widening of the oil glut into H2 14 drove crude 
oil prices ~50% lower by year end, from 2014 highs 
of $115/bbl in June. The collapse which occurred 
despite simmering geopolitical tension between 
Russia and Ukraine, which amongst other factors 
had bolstered prices earlier on suggests a shift in 
price determination, like for other commodities, to 
fundamentals on the heels of fast receding global 
liquidity due to unwinding of US LSAP program. 
However, reaction of money managers to the tighter 
liquidity conditions also contributed to price declines 
with net long positions in oil futures falling to 1.3x in 
November 2014, the lowest since 2012. Also stoking 

Figure 15

Global oil supply  
and demand (mbpd)

Source: IEA, ARM Research
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downward pressure on oil prices was the strengthening 
of the dollar on anticipation of rate hikes given the 
recovery in US economic growth. In addition, OPEC’s 
decision not to cut daily production target of 30mbpd 
at its 27th November meeting also weighed, with 
more than 50% of the price decline occurring within 
2 weeks after the meeting. Juxtaposed with Kuwait, 
Iraq and Saudi Arabia’s decision to increase discounts 
offered to European and Asian buyers(16), the cartel’s 
(16) These members also trimmed discount before the November meeting

decision hints at an attempt to preserve market share 
in the face of rising competition, particularly from 
more expensive unconventional supplies from the 
US, which are widely perceived to only have thrived  
because of elevated prices (>$80/bbl). Indeed, WTI 
price which has traded firmly above this level over the 
last three years partly explains the Shale oil boom, 
and having declined to $52/bbl now raises important 
questions on the sustainability of nearly 40% of US 
production and implication for oil prices going forward.

Figure 16

OECD crude and petroleum products 
inventory (mln barrels)

Source: IEA
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Figure 17

US oil production, US dollar Index and 
major oil benchmark 

Source: Bloomberg, ARM Research 
*scaled by 10 units
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Market share war sets up oil prices for 
longest bearish run since 2008... 

To elaborate on the issue of sustainability, estimates 
from Wood Mackenzie (between $74 and$77/bbl) 
and from the International Association for Energy 
Economics ($72/bbl - $80/bbl) both affirm this level as 
a breakeven threshold for shale oil. Thus, at current 
depressed prices, shale oil production is uneconomical 
and output could be significantly hampered if the 
current price regime is sustained. Incidentally, recent 
moves by major conventional producers, after Saudi 
Arabia yet again increased discounts (the sixth since 
June 2014) offered to European buyers, and oil output 
from Russia hit a post-Soviet high of 10.6mbpd in 
December, reinforce these producers’ resolve to retain 
market share. These market share struggles; between 
conventional and unconventional oil producers, on one 
hand, and within conventional producers as a group, 
on the other hand, suggests an extended bearish run 
for prices. This is compounded by IEA’s projection for 
net surplus to widen by 400kbpd, largely on weaker 
demand. Notably, while impact might not affect all 
shale fields immediately, continued production only 
firms up the dour expectations for oil prices until such 
a time as steep natural declines—ranging from 40% 
to 90% in the first production year—kick in and temper 
crude oil oversupply. 

...But investment cutbacks by shale 
producers hold out small hope for a 
rebound

Interestingly, this natural stabilisation might be 
accelerated by conscious cutbacks in shale oil 
production in response to the challenging environment. 
For instance, Continental Resources, a major shale 
oil producer with over 130kboe/d announced a 40% 
reduction in its 2015 non-acquisition capex to $2.7 
billion. Similarly, ConocoPhillips which disposed of 
assets in various regions to invest in shale fields in the 
US also slashed its 2015 capex budget by $3.2 billion 
to $13.5 billion, with most of the adjustments related 
to shale exploration in Texas. Accordingly, it would 
appear that an extension of current trends these 
cutbacks could offset some of the expected growth in 
US production possibly as early as H2 15, increasing 
scope for a narrower surplus. In the interim, bearish 
overall sentiments towards the crude oil markets as 
indicated in the still depressed long-short ratio (1.2x), 
backed by simultaneous jump in options contracts 
to 30% (vs. 15% historic average), points to an 
increasingly uncertain future and suggests—amidst 
oil supply overhang—that crude oil prices will stay 
depressed, likely below $60/bbl over H1 15 with 
any likely rebound held back till later in the year as 
production cutbacks take hold.   

Table 3

Projected 2015 capital expenditure for select Shale oil companies ($ bln)

2013 2014E 2015E

Continental resources 3.67 4.55 2.7

YoY growth 24.3% -40.7%

ConocoPhillips 15.8 16.2 13.5

YoY growth 3% -17%

*Oasis Petroleum 0.92 1.42 0.80

YoY growth 55.6% -44%

*Goodrich Petroleum 0.19 0.38 0.18

YoY growth 102.7% -53%

Pioneer Natural Resources 2.6 3.3
To be 

announced 
early 2015

YoY growth 25%

Source: Company financials and press releases *Mid range of 2015 budget assumed
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Soft commodities resume downtrend as 
weather fears ease

After the modest rebound in H1 14, global commodities 
plunged in H2 14, with the SPGSCI commodities index 
and Jefferies CRB commodities index plummeting 31% 
and 20%, respectively by year end to five year lows. 
Declines were underpinned by soft agriculture and metal 
prices due to slowdown in demand from the Euro area 
and emerging economies, as well as the strengthening 
dollar, in a generally well supplied market. 

Wheat plunges to 4 year low on 
bumper harvest

Reversing the modest (+4%) gains recorded in H1 
14, wheat prices fell 20% to $245/MT—a 4 year 
low—in H2 14 buffeted by abundant production 
from Canada, European Union and Ukraine, which 
bolstered global supplies and increased stockpiles. 
Furthermore, reduced probability of El Nino event 
announced by the Australian Bureau of Meteorology 

added to the downward pressure on prices. Over the 
2014/2015 cycle, developments in various regions 
suggest supply could falter. In Australia, drought in 
two states which account for nearly ~30% production 
could see output drop as much as 14% to 24 million 
MT. In addition, below-normal cold weather that is 
threatening output of hard red winter wheat in the 
US, Russia and eastern Ukraine could also weigh 
on wheat output. Indeed, though prices were already 
responding, rising 3.6% MoM in December 2014, 
expected bumper harvest of European Union should 
act as a dampener. Specifically, the USDA projects 
that EU production will hit a record of 155.4 million 
MT (+10 million MT) and drive nearly 5 million MT 
increase in global wheat production to 719.9 million 
MT in 2014/15. On the other hand, global wheat 
use is projected to dip to 708 million MT on reduced 
consumption in Egypt (the world’s largest importer) on 
the back of government policy that seeks to reallocate 
subsidy on bread to other food products, suggesting 
surplus could persist and keep wheat prices soft in 
the near term.

Government polices compound global 
surplus of sugar 

After drought in Brazil drove a modest 1.3% recovery 
in sugar prices in H1 14, the onset of rains in 
São Paulo (Brazil’s largest sugar producing region) 
coupled with robust output from other major producers 

like Thailand and Australia, added to the supply 
overhang, with sugar prices falling 8.9% in H2 14 
(YTD: -8%). Furthermore, weak ethanol consumption 
in Brazil due to cheaper gasoline after government 
capped prices to limit inflationary pressure as well as  
the extension of sugar export subsidy by the Ministry 
of Food in India to September 14 (from March 14), 
added to downward pressure on prices. .

Figure 18

Wheat Prices ($/MT)

Source: Bloomberg, ARM Research
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Malting barley to trend higher on 
wintery weather  
  
Record output from Russia—the world’s largest 
producer—as well as increased competition from 
alternative feed grains drove barley prices to 5 year 

lows of $185/MT (-12%) over Q3 14. Nonetheless, 
reports that heavy rains in US and Canada impacted 
harvests soon fuelled a recovery particularly for malt 
barley, paring H2 14 declines to 8%, a recovery likely 
to be sustained in the near term. Specifically, the 
International Grain Council (IGC) forecast that global 

Going forward, although the International Sugar 
Organization’s (ISO) projection of 183.75million 
MT production would result in the fifth consecutive 
yearly surplus (1.6mmt) in the 2014/2015 cycle, it 
implies a sizeable contraction from 4.5mmt surplus 
over 2013/14 season. Nevertheless, with about 
half of   Brazil’s sugar output used for bio-fuels, 
further downdraft in oil prices is likely to reduce 

the competitiveness of bio fuels relative to gasoline 
and weigh on demand. Furthermore, amidst receding 
weather concerns, which increase scope for bounty 
harvest, further plans by India to extend the subsidy 
to select companies over the next planting cycle 
suggests that the estimated surplus could widen and 
keep sugar prices depressed over 2015. 

Figure 20

Barley Prices (US$/MT)

Source: Bloomberg
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Figure 19

Sugar Prices (US cents/lb)

Source: Bloomberg
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production will fall 5% YoY to 138 million MT, largely 
on reduced production in Canada and US, where 
cultivation will, respectively, be lowest in 45 years and 
3 years as farmers reallocate acreage to competing 
grains, like corn with higher prices.  For demand, 
the IGC estimates that competition from alternative 
feed grains is likely to lead to a 3% decline in Barley 
consumption to 137 million MT over the 2014/2015 
cycle. The foregoing which suggests tighter barley 
market over 2015 coupled with expectation of below 
normal cold weather in Russia increases scope for an 
uptrend in prices.

Cheaper energy prices to dampen 
CPO recovery
 
On the heels of the 6.8% decline in H1 14, palm 
oil prices fell 19% over Q3 14 on the back of 
softer imports from China (second largest importer) 
and cheaper alternative sunflower oil. Amidst rising 
political tension between Ukraine and Russia, bumper 
sunflower oil harvest in these regions has seen 

farmers aggressively selling crops at a discount. 
Furthermore, despite both Malaysia and Indonesia 
introducing ambitious regulations aimed at increasing 
use of palm-based biodiesel, flaccid enforcement, 
combined with logistic and infrastructural challenges 
has limited impact on prices. However, the removal 
of export duty by both countries—that jointly account 
for 80% of production—supported a recovery and 
pared declines over H2 14 to 11.2%. Going forward, 
a number of variables could prove to be supportive 
of palm oil price recovery in the near term. First, 
production from the two top producers peaked in 
September, and seasonal decline in production 
should set in over the next few months. Also, 
stronger demand from China, which accounts for 
13% of global demand, ahead of the lunar holidays, 
alongside prospects of weak output from Indonesia 
due to lower rainfall should support prices. However, 
similar to sugar, oil prices which are at multi-year 
lows could reduce discretionary demand for bio-fuel 
(~10% of total CPO demand) and ultimately hamper 
the recovery in palm oil prices.  

REVIEW OF GLOBAL ECONOMY AND MARKETS

Figure 21

CPO Prices ($/MT)

Source: Bloomberg
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In all, while the downdraft in oil prices portends 
softer earnings outlook for upstream players in the 
oil and gas sector, petroleum marketers are likely to 
benefit due to increase scope for margin expansion 
underpinned by deregulated products. In the FMCG 
space, expected tightness in the barley market 
suggests earnings of brewers could come under 

pressure, even as lower wheat prices, on mounting 
global surplus, likely drive margin expansion for flour 
millers. Although the fundamental picture in the sugar 
market suggests depressed price regime could be 
sustained in the near term, further downside appear 
limited by on-going scale back in output from Brazil. 
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Though country-specific considerations gained 
prominence in H2 14 as we expected, global events 
significantly altered the broadly positive macro-
economic tapestry for Nigeria. The still narrow 
economic focus, despite recent diversification efforts, 
was brutally highlighted by the collapse in oil prices 
whilst the undertone of election jitters and slow reform 
progress rumbled louder, permeating all facets of 
economic activity. In all these, significant pension 
reforms emerged as a bright spot but the questions 
asked of economic managers still demand answers 
as the storm is by no means over. 

Insecurity: at the heart of socio-political 
instability…

In an era of global shocks and growth headwinds, 
Nigeria continues to struggle with the added burden 
of insecurity with Boko Haram at the forefront, for 
now. More recently, the group appears to have 
been re-inspired by the territorial hunger of Middle 
Eastern radical Islamist group (ISIS)–evidenced by 
a new-found hunger for territorial conquest(17) and 
a declaration of an Islamic caliphate in parts of 
Northern Nigeria. Thus, while plummeting oil prices 
have contributed to Nigeria’s dwindling appeal as 
a prime frontier-market investment destination even 
as preparations for elections heats up, insurgency’s 
growing anti-economics looks the most constant 
worry. The additional upheaval to an already uncertain 
business terrain is underscored by recent attack on 
Ashaka Cement Plc’s Gombe plant, amid overall 
business-stifling by restricting trade flows.  
After a period of collaboration between Nigerian and 
foreign military forces, the US State and Defense 
departments are launching a $40 million Global 
Security Contingency Fund for Cameroun, Chad, 
Niger, and Nigeria to counter Boko Haram.(18) Whilst 
the escape of some of the girls kidnapped from 
Chibok is a positive, this is dwarfed by further rampant 
kidnappings of hundreds of women and children and 
a further rise in casualty numbers to well above 3000 
in 2014 alone. The increasing impunity highlights the 

(17) The article ‘Why Nigeria has not defeated Boko Haram” on The Economist, November 19th, 2014, 
provides useful insights into the insurgents’ territorial conquest.

(18) In the previous editions of this strategy report, we noted FGN’s attempts to apply a cross-border approach 
to the fight against the insurrection. The current US initiative may serve to propel such a strategy.

impotence of Nigeria’s attempt at all-out force even as 
the incidents of failed FGN declaration of a ceasefire 
agreement and claim of ongoing negotiations for 
the release of the remaining captive Chibok girls as 
well as constant re-appearance of the sect’s leader 
in open media, despite several announcements of 
his death by the Nigerian army, make a mockery 
of the government’s overall strategy to contain the 
insurgency and its affirmations that there is an end 
in sight. In particular, the military side of things 
may not have been helped by constant removal of 
the General officers commanding the 7th infantry 
division(19) as well as several allegations of mutiny by 
soldiers of the division. This overall theme of military 
ineffectiveness, in sharp contrast to that in the dual 
military and amnesty approach in the past Niger Delta 
insurgency, magnifies concerns about the ongoing 
attacks and appears to be encouraging threats of 
renewed insurgency, including from prior hot-spots.

Niger Delta: to sleep or spew

Recent reports of the hijacking of two gunboats with 
no fewer than 11 soldiers killed in the process, in Niger 
Delta, barely weeks to presidential polls, have re-
evoked concerns about the volatile region–especially 
with ex-militant generals re-echoing their unshaken 
insistence on a second term for the incumbent and 
not-so-hidden threats if a different outcome occurs. As 
is often the case, and in the Niger Delta in particular, 
these more sinister motives for violence are given 
cover by legitimate issues. Over 50% of Niger Delta 
residents continue to suffer from long-dragging oil 
spillage problem with ~ 2744 oil pollution locations 
in the region alone–with Ogoni community reportedly 
gearing up for fresh rounds of protest. 

Furthermore, alleged falseness of Shell’s claims 
about the size and impact of two major oil spills at 
Bodo–perhaps in attempt to reduce compensation 
payments–could encourage agitations.(20) To 
this point, and according to reports, Shell’s joint 
investigation report for the first oil spill in the Bodo 
(19) The 7th Infantry Division was established in August 2013 specifically for the war against Boko Haram
(20) On November 13, 2014, Amnesty International revealed documents that suggest that Shell has 

repeatedly made false claims about the size and impact of oil spills. Information retrieved December 
29, 2014 from http://www.amnesty.org/en/news/court- documents-expose-shell-s-false-claims-
nigeria-oil-spills-2014-11-13

KEY DEVELOPMENTS IN DOMESTIC ECONOMIC AND POLICY ENVIRONMENT
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■  CUMMULATIVE BOKO HARAM DEATHS
■  BOKO HARAM DEATHS
■  BOKO HARAM, STATE ACTOR   
     DEATHS(RHS)

Figure 22

Boko Haram attack profile

Source:Council on foreign relations,  
ARM Research

area of the Niger Delta claims that only 1,640 
barrels of oil were spilt in total whereas, independent 
assessments revealed that the total amount of oil 
spilt was in excess of 100,000 barrels–sparking 
doubts about Shell’s previous oil spill estimates and 
underscoring the scale of potential long-running 
injustice in the form of inadequate compensation. 
Unfortunately, in these developments, ex-militant 
generals may have found the needed springboard 
with which to galvanize post election insurrection in 
the event of a PDP collapse in presidential polls. 

The adverse effect on business is not far-fetched 
and, indeed, resonates even more deeply given 
the importance of oil revenues to the national 
budget. Shell had previously admitted that elections 
outcome uncertainties could complicate its ongoing 
sale of Nigerian assets in the region and this is a 
development likely to affect other IOCs as well as 
expected M&A in the industry. The additional toll 

on already dwindling oil receipts, external reserves 
and currency would also be significant. 

…but what import for 2015 elections?

Clearly, agitations within and between the major 
political parties characterized by opposing claims to 
the presidency by Northern and Niger Deltan political 
elements heighten the stakes for the February 2015 
elections which is the implicit settlement point. 
Whilst Nigerian elections are traditionally fiercely 
contested, the current scenario is made even tenser 
by, arguably, being the first time an opposition party 
has been so strong. The mix is further heated by the 
nefarious links attributed to the main protagonists of 
either side. In the 2011 elections, most states in the 
volatile NE region were won by the current opposition 
candidate, Muhammadu Buhari, and the up-scaling 
of Boko Haram violence thereafter has been tacitly 
attributed to him, in some quarters. Similarly, the 

Table 4

General officers commanding 7th Division

Rank Name Appointment Period  

Maj Gen OT Ethan  GOC 22 Aug 13 - 01 Jan 14  

Maj Gen JS Bindawa GOC 01 Jan 14  - 24 Feb 14  

Maj Gen A Mohammed  GOC 24 Feb 14  -  16 May 14

Brig Gen  MY Ibrahim  acting GOC 16 May 14  -  to date

Source: globalsecurity.org; ARM Research
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boldness of the threats from the Niger Delta ex-
militants makes some believe there has to be some 
form of Presidential backing while others make him 
complicit in the Boko Haram angle especially amid 
recent US allegation of high level compromise within 
Nigeria’s military and FGN’s initial sluggishness to 
embrace foreign help in quelling the crisis.  

Regardless of whether each truly condones or is 
responsible for what has been attributed to him or 
not, the uncertainty being fostered in the run-up to 
the 2015 elections remains the biggest bane for the 
Nigerian market. Indeed, whilst any insecurity fallout 
would deepen Nigeria’s already grave security and 
governance crises the barrage of mixed pre-election 
signals, makes it even more difficult for investors 
still bothering to seek opportunities to decipher the 
Nigerian terrain for 2015. On one hand, the risks 
to the perception of fairness of the elections are 
mixed: Whilst INEC’s adoption of new technology 
i.e. biometric ID card readers could make ballot 
box stuffing harder, inefficient implementation of 
processes involved may cause millions of voters to 
be disenfranchised. On the other, either outcome 
has its attendant issues. Even as a GEJ second 
term could imply relative policy continuity, especially 
from the view point of foreign investors, a repeat of 
Northern Nigerian post elections’ outburst could make 
government business unworkable. Similarly, a Buhari 
led administration could possibly introduce new vigour 
in the pursuit of government business eventually, but 
initial uncertainties about policy direction– especially 
prior to swearing in ceremony in May 2015, could also 
see large sell-offs across Nigerian markets.

REFORM PACE MUST QUICKEN TO 
ESCAPE THE LANDSLIDE

Fiscal house of cards facing a gust of wind

Gross federally collected revenue rose 3.7% YoY to 
N7.8 trillion in 9M 2014, driven by a 10.6% increase 
in non-oil revenue to N2.4 trillion whilst oil revenue 
remained largely flat at N5.3 trillion (+0.8% YoY). 
The upswing in non-oil receipts was underpinned 
by respective 23.1% and 34.4% YoY increases in 
company income taxes (CIT) and custom and excise 
duties (CED). According to the MoF, higher CIT reflects 
early gains from the FIRS/Mckinsey tax drive, while 
the implementation of the Pre-Arrival Assessment 
Report (PAAR) generation system, which eased 

cargo clearing process, underpinned the increase in 
CED. On the other hand, relatively stable oil prices 
$110/bbl (-0.8% YoY) and production level 2.2mbpd 
(-0.4% YoY) kept oil receipts steady over the first 9 
months. Nevertheless, affirming the point we raised 
in our H1 14 update on the reasonableness of the 
oil revenue assumptions implied in the 2014 budget 
framework, oil receipts came in line with projections, 
with 10% shortfall in non-oil revenue responsible 
for the 4% deviation of cumulative revenue from 
projections. Oil:non-oil revenue contribution remained 
sticky around the 70%:30% ratio. 

Tumbling oil prices moderate 2015 
revenue estimates...
 
Despite the non-oil driven shortfall in federation 
revenues that via lower FAAC allocations, put total 
FG’s retained revenues 3.7% behind estimates at 
N2.7 trillion, in line with historic trends, the recurrent 
expenditure was implemented apace (+1.5% above 
estimate). In contrast, the capital disbursement ran 
27% behind projections, partly due to delay in signing 
the 2014 budget into law until May 2014. Nonetheless, 
with oil receipts accounting for ~70% of federally 
collected revenue, recent plunge in oil prices portends 
a gloomy picture for overall revenues. Acknowledging 
this reality, the FG lowered estimates for federally 
collected revenues for 2015 budget. Specifically, oil 
price benchmark was revised lower to $65/bbl (2014: 
$77.50/bbl), with production estimates trimmed 4.3% 
to 2.28mbpd in line with average daily output as at 9M 
14; a marked deviation from the previous pattern of 
ambitious production targets which invariably resulted 
in shortfalls. Notably, despite these sizeable revisions, 
federally collected revenue for 2015 is projected to 
dip a modest 8.2% to N9.5 trillion, with a ramp up in 
non-oil revenues set to moderate the sharp declines 
in oil receipts. Elaborating, the Co-ordinating minister 
of the economy linked the expected increase in non-oil 
revenue to additional N160 billion from corporate taxes, 
on the heels of the joint tax drive being embarked upon 
by the FIRS and Mckinsey, as well as additional ~N36 
billion to be garnered from the on-going review of 
tax waivers and exemptions. Furthermore, another 
N7.9 billion is expected from introduction of luxury 
surcharges on select goods. Reflecting the impact of 
the foregoing initiatives, FG-only revenue in the 2015 
budget (including independent revenue) is projected to 
reach ~N3.6 trillion, which is a modest 3.4% lower than 
estimated receipts implied in the FGN 2014 budget. 
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....as well as that of expenditure, but 
recurrent spend changes little 

On the  other hand, citing on-going implementation 
of IT systems—including the IPPIS(21) and GIFMIS, 
cut in travels and trainings as well as on-going 
rationalization in line with Oronsanye report, 
amongst others, 2015 expenditure is projected to 
be 6% lower at N4.36 trillion, implying  deficit 
of N755 billion. Perhaps unsurprisingly, projected 
capital expenditure (inclusive of Sure P) is nearly 
half N633 billion of 2014 budget with recurrent 
expenditure projected to increase 13.4% YoY to 
N3.6 trillion. Accordingly, recurrent ratio jumps to 
(21) FG states implementation till date has weeded out 60,000 ghost workers

89% of 2015 budget (2014: 74%). The increase 
in recurrent cost is underpinned by the 32.4% 
spike in debt service to N943 billion on the back 
of ballooning expensive domestic debt, even 
as non-debt recurrent expenditure rose 7.6% 
underpinned by higher personnel cost. Notably, this 
brings to the fore the lack of growth in government 
revenue profile since the oil-price-induced-surge 
in 2011. Given the softer revenue outlook, we had 
expected, in line with the Co-ordinating Minister 
for Economy’s assertions of austerity, that non-
debt recurrent expenditure will remain flat to lower, 
possibly via reductions in overheads. In this sense, 
the projected increase questions the FG’s resolve 
to adjust to new realities. 

Figure 23

Trends in FGN budgetary 
provision for recurrent and capital 
expenditure (N bln)

Source: FMF, Budget Office, 
ARM Research
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Table 5

Measures to increase non-oil revenues

Measure
Expected Income 

(N’Billion)

CIT 160

Tax waivers and exemptions 36

10% import surcharge on new private jets 3.7

39% surcharge on luxury yachts 1.6

5% import surcharge on luxury cars 2.6

Surcharge on business and first class air tickets N/A

3% on champagnes, wines and spirits 0.36

1% FCT Mansion Tax on residential properties with value of N300 million 206.56

Source:  FMF, ARM Research
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Figure 25

Surplus/deficit of FGN revenue, 
recurrent and capex

Source: CBN, Budget Office, ARM 
Research
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Figure 24

Nigeria’s revenue (N trn) and Bonny 
light crude oil ($/bbl)

Source: CBN, ARM Research 
* 10M 2014 annualised

■  GROSS OIL REVENUE (RHS)
■  AVERAGE OIL PRICE
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Of more concern is the unmistakable inference from 
oil revenue projection in the 2015 budget, especially 
when analysed in light of performance over 2009 and 
2010 when, similar to 2015 projections, oil prices 

averaged $63-$80/bbl with average production at 
2.3mbpd. Using average oil receipt of N4.3 trillion for 
both years, and adjusting for the 13.7% depreciation 
in assumed USDNGN exchange rate between 
2009/2010 and 2015 budget, we estimate gross oil 

Table 6

Actual oil production, receipts, prices and 2015 budget assumptions (N bln)*

2008 2009 2010 2011 2012 2013 2014*
2015 

Budget

Oil Revenue (N bln) 6.53 3.19 5.40 8.88 8.03 6.81 6.39 6.06

Average oil price  ($/bbl) 101.02 63.90 77.30 113.34 112.96 111.62 100.82 65

Average oil production (mbpd) 2.10 2.14 2.45 2.37 2.38 2.21 2.28 2.28

Source: Budget office, CBN, ARM Research estimates 
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receipts of N4.9 trillion for 2015, relative to the N6.1 
trillion projections in the budget. Further adjusting 
for nearly N1.2 trillion joint venture cash calls, which 
incidentally has been fairly stable over the years, 
suggests net inflow into the federation account could 
trail expectations substantially. This situation portends 
a grim picture for the 2015 expenditure, particularly 
the already paltry 2015 capital expenditure, which 
historically bears the brunt of revenue shortfalls. More 
importantly it raises questions on the reasonability of 
the deficit implied in the 2015 budget.  

Fiscal savings: reaping the 
rewards of profligacy 

As is, the projected deficit of N755 billion is expected to 
be financed via domestic borrowings and withdrawals 
from the Excess Crude Account (ECA) each accounting 
for 75% and 25%. On the ECA, whilst it appears that 

the current balance of ~$4.2 billion (N714 billion) 
is sufficient to fund the N188 billion ($1.1 billion) 
portion of the FG’s estimated deficit, that’s about as 
far as it can go. Given that funding the FG portion 
implies (automatic) additional withdrawal of N229 
billion ($1.4 billion) for state governments, we see 
little scope for additional support from this account 
should our expectations for a bigger-than-expected 
deficit materialise. The low ECA balance, at a time of 
imminent fiscal shortfalls, is a vivid reminder of fiscal 
indiscipline exhibited when oil prices were elevated, 
with budgetary augmentations and discretionary 
withdrawals at the behest of the governors as well as 
subsidy disbursements draining the account. Indeed, 
whilst the practice appears to have stopped, at least 
since H2 13, and subsidy payments are set to be 
significantly lower (or nil), the chickens have already 
come home to roost as current oil prices imply no 
fiscal savings are possible in the near-term. 

Figure 26

Regulated retail price and expected 
open market price PMS (N/litre)

Source: PPPRA, ARM Research 
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This scenario reprises the importance of the 
Sovereign Wealth Fund (SWF) and, in particular, its 
stabilisation fund. In our H2 14 report, we argued 
that the income earning ability of the SWF, justifies 
its structure over the ECA—which sits with the 
CBN earning no interest—and recent media reports 
quoting the managing director of NSIA, that the fund 
recorded slightly higher profit in Q2 14 (N1.3 billion) 
vs. N1.2 billion in Q14 buttresses this reasoning. 
Unfortunately, the 16th adjournment of the legal 
tussle between the state and federal government, 
to 26th January 2014,(22) continues to perpetuate 
(22) From 23rd September 2014

the weak structure under which the nation’s fiscal 
savings operates and hamper inflows into the SWF 
in the manner envisaged by the Act. Accordingly, the 
paltry $200 million in the stabilisation fund is too little 
to offset the anticipated shortfall in 2015. 

FG set to ramp up domestic paper 
issuance; for consumption
  
Clearly, the FG has to find a way to make up this 
shortfall and external picture as well as buffet 
from oil price constrains its preferred option of 
dollar debt. Indeed, one only has to look at current 
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State governments to feel the heat

Our view of lower federally collected revenue over 
2015 also has implications for implementation of 
the state governments’ budgets, given over reliance 
on allocation from the central purse. Specifically, 
state governments’ (SGs) internally generated 
revenue for 2013 which was less than 10% of 
budget proposals highlights this over dependence 
on oil receipts. Indeed, the 50% increase to N6.9 

trillion in total SGs budgets between 2010 and 
2014 was largely hinged on burgeoning oil receipts, 
after the sharp recovery in oil prices. Given the 
foregoing, it would appear that modest downward 
revisions implied in the 2015 budget of most states, 
particularly those entitled to 13% oil derivation, 
would be insufficient to cover shortfalls, hinting at 
greater budget deficits and attendant complications 
for functioning of the states.

Eurobond yield to see the dramatic changes from 
when the FG was able to borrow with minimum 
fuss just a few years ago and combining increased 
prospects of interest rates hike in US with lower oil 
prices, Nigeria faces significantly higher dollar costs 
in 2015. Similarly, domestic revenue issues make 
attempts at concessionary loans from the IMF less 
straightforward than recent history and stringent 
conditions will likely instigate stiff political resistance 
even as extended negotiation periods suggest it is 
unlikely as an early option in 2015. Hence, it would 
appear the FG has little choice but to look inward 
and increase domestic paper issuance to bridge 
shortfalls especially in recurrent spend, delays 
in which could precipitate salary and industrial 
action crises. Unfortunately, this comes with its own 
concerns. Whilst the rebased GDP puts the deficit 
to GDP ratio in better light (<1%), flat to declining 
revenue profile as well as ballooning debt stock, it 

raises questions on the FG’s capacity to service 
debt. Specifically, debt service accounts for ~22% 
of 2015 budget expenditure and 26% of expected 
revenues, proportions which could drastically 
increase if targets are unmet. Further adding to the 
conundrum facing the nation’s financial managers, 
when statutory transfers (N411 billion) to the 
National Assembly are included, non-discretionary 
expenses jumps to 38% of projected revenues. 
More alarmingly, all this assumes the deficit stays 
in line with projections, which as we discussed 
previously is unlikely to be the case. Nevertheless, 
the FG has more control over its domestic debt 
stock and will likely use the domestic market as 
its main source of borrowing, with prospects for a 
sizeable supplementary budget, and with funding 
recurrent expenditure likely its primary concern. 

Figure 27

Budget Expenditure, Outstanding 
FGN bond, Debt Service

Source: DMO, Budget office,
ARM Research * 9M 2014
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Figure 28

Projected IGR contribution for select 
states based on proposed 2015 
budget

Source: NBS, ARM Research 
estimates
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As crisis hits, FG framework to halt 
squandering not yet in place 

Inflows into the ECA plunged in H2 14 to $78.1 billion 
(from $389.7 billion in H 14) tracking the sharp drop 
in oil prices. Specifically, after notching N231 billion 
in Q2 14, inflow fell 24% in Q3 with none at all in Q4 
14 where oil averaged $77.80/bbl, relative to budget 
benchmark of $77.50/bbl. However, with ECA balance 
relatively stable around $4.1 billion through November, 
it would appear that in response to the downturn in oil 
prices, the government tapered outflows from the 
account, only withdrawing $1 billion in December to 
pay oil marketers leaving it at $3.1 billion despite 
pressures from SGs to withdraw $2 billion at the 
October FAAC meeting to augment budget shortfall. 
With crude oil prices significantly lower than 2015 
budget’s benchmark of $65 and about one-third of 
SGs owing workers salaries,(23) it is expected that in a 
bid to meet revenue shortfalls, given the lack of legal 
backing for the ECA(24), significant withdrawals will yet 
be made. 

Modest SWF success could 
have little meaning

The SWF, for its part, followed up its H1 commitments 
(including Nigeria Mortgage refinancing company and 
an agriculture deal) by actually providing the full 
(23) 11 state Governors were owing December salaries as at 31st December
(24) The ECA was set up as a stabilisation and savings account to protect planned budgets against 

revenue shortfalls due to volatility in crude oil prices

investment of the stabilisation fund in US treasuries 
and corporate bonds with returns between 3-3.5% and 
significant investment in the Future Generation Fund, 
the focus of the NSIA over H2 was largely on the 
Nigeria Infrastructure Fund (NIF). After unveiling the 
Fund’s IPS earlier this year which indicated domestic 
investment in selected projects, the NIF which had 
already been used to finance two commitments 
including Nigeria Mortgage refinancing company and 
agriculture provided funds for the construction of 
the second River Niger Bridge(25) which serves as 
part of its equity stake. The NSIA also together 
signed a $100 million investment commitment with 
Seven Energy International Limited towards ramping 
up gas supply to power plants in the country. NSIA 
through its Gas to Power funds managed on behalf 
of Nigeria’s Debt Management Office signed a 
commitment letter, subject to certain conditions, for 
an investment of at least $100 million in aggregate 
principal amount of senior secured notes due in 2023 
to be issued and privately placed by Seven Energy 
Finance Limited. The NSIA’s focus over H2 appeared 
largely to be on the Nigeria Infrastructure Fund (NIF), 
having also indicated plans to invest in Lagos-Ibadan 
expressway as well as in healthcare infrastructure. 
Whilst profitability and a proper structure remain 
key advantages over the ECA, the legal stumbling 
blocks loom even larger under current circumstances. 
Though Supreme Court again adjourned the hearing(26) 

(25) A new dual carriage bridge which will cost $726.2 million to build
(26) The latest adjournment is the 15th one since the case was instituted in 2008
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(to January 26, 2015), this 15th postponement is likely 
to reinforce perception of the weakness of the FGs 
case being at the core of the apex court’s reticent and 
likely intensify the SGs challenge with collapsing 
allocation revenue underpinning the desperation. 
These very issues could threaten a meaningful 
existence for the SWF itself. 

Despite delays in key refinery project, 
modular refineries offer glimmer of hope

The Dangote group’s proposed Lagos refinery 
continues with sites clearing even as the company 
made a recent announcement to increase investment 
by $2 billion(27) to facilitate a further 100kbpd(28) 
(27) Investments to be made on the refinery now stands at $11 billion
(28) Previous refining capacity of 400kbpd

bringing total capacity to 500kbpd. While the 
intent is commendable, the company expects the 
enhancement to extend production commencement 
by another two years to 2018. This delay, given the 
comatose state of the nation’s refineries, implies 
continued importation of refined products for the 
foreseeable future, hardly an ideal situation even 
with lower costs from weaker oil prices.

In a bid to ameliorate the situation, the FG, in 
December 2014, approved the establishment of 
modular refineries in the country. These are cheaper 
when compared to standard refineries, have shorter 
project cycle as well as flexible construction. However, 
current focus is limited to boosting domestic supply of 
House-Hold Kerosene (HHK) which requires less 
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Figure 29

2014 Capacity utilisation of Nigeria’s 
refineries (%)

Source: NNPC, ARM Research 
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sophisticated technology than PMS. The government 
plans to support the drive by encouraging financial 
institutions to fund the initiative. Given the country 
imports 2,175,388.04MT of HHK to support local 
production, and the potential of a standard modular 
refinery (consisting between 3-4 modules) to produce 
between 250,000-300,000MT per annum, a moderate 
8-10 of such entities will bridge the present shortage.
Although HHK currently accounts for 18% of total 
fuel imports (and about 5% of total imports), the real 
value of successful implementation of this initiative 
might lie in the acceptance of the technology.  Ease of 
increasing installed capacity through addition of extra 
modules, scaling up technology used and potential 

eventual application to weightier items like PMS could 
prove transformative for domestic production and 
reliance on imported refined crude oil products. 

Skimpy gas supply stalls power sector gains

Despite conclusion of the privatization of the power 
sector, with the bulk of the sales over a year ago, power 
supply continue to hover around pre-privatisation 
level of 4000MW. The inappreciable change in power 
generation continues to reflect diverse challenges 
across the value chain but with gas supplies at the 
forefront, especially as 80% of current generation 
capacity is gas-powered plants. The limited gas 
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supply, in turn, stems from under-investment but is 
being compounded by sustained vandalism of gas 
pipelines, leaving power generation by Gencos at 
3,683MW. Furthermore, outstanding debts owed to 
gas suppliers and liquidity concerns for the privatized 
companies have worsened the gas supply situation, 
which incidentally has been fingered as a factor in 
the delays experienced in the sale of the ten National 
Integrated Power Projects (NIPP) by the Federal 
government. Underscoring the scale of the challenges 
that lie ahead, the Africa Finance Corporation (AFC) 
estimates that $53billion investment is required to 
address the huge deficit in gas infrastructure in 
the country of which $4billion is required for gas 
processing hubs and $29billion for pipelines. In light 
of Nigeria’s $7.1 billion annual capital expenditure, 
sizeable private sector investment will be needed 
to plug the gap. 

But new initiatives could give fresh 
impetus to generation

In a bid to re-energize investment in gas infrastructure, 
and after shelving a planned increase to $2.3/mmbtu 
in June 2014, the Federal Ministry of Petroleum 
Resources in collaboration with NERC increased 
domestic gas price to $2.5/mmbtu (2013:  $1.8/
mmbtu) contained in the MYTO, even as it introduced 
transport cost of $0.8/mcf both effective December 
2014. Based on currently dire fiscal straits, we 
see more resolve for the FG to follow through on 
increases this time around. Already, the desired boost 
to investment appears to be materializing with a 
number of companies, including Seplat and Oando, 
announcing planned investments. 

Furthermore, to tackle the debt challenges and support 
liquidity, the Federal Government through the CBN 
initiated a N213 billion “Nigeria Electricity Market 
Stabilisation Facility” (NEMSF) to ease funding gaps 
in the sector. The apex bank stated that the proposed 
facility will cover legacy gas debts approximating 
N36.9 billion owed to gas suppliers and complement 
shortfalls in revenue during the current interim rule 
period (IRP). The facility will be administered through 
deposit money banks at the rate of 10% per annum 
under a 10-year tenor but will only be accessible after 
parties licensed to operate in the electricity market by 
NERC agree to be immediately bound by performance 
agreements signed with the relevant authorities. The 
apex bank also expects NERC to reset the Multi Year 

Tariff Order (MYTO) and ensure that it provides for 
loan repayment which includes costs of setting up and 
operating the NEMSF which sets the tone for the long 
awaited Transitional Electricity Market (TEM, which is 
now slated to commence in January 2015). Unlike 
IRP where market participants operate on the basis 
of best endeavour, without any regard for terms of the 
existing contracts, the launching of TEM will hold market 
participants responsible for implementing all actionable 
agreements and also allows for sanctions for failing to 
meet their contractual obligations to other stakeholders. 

From a different angle, the Federal Government in a bid to 
diversify power generation sources has started initiatives 
to drive investments in fuel-to-power programmes. The 
government, in conjunction with Chinese Exim Bank, 
plans to finance $5billion Mambilla 3,050MW hydro 
power plant in Taraba State and has also signed an MoU 
with a consortium of American investors to generate 
1,200MW solar-powered electricity in the country with 
a capacity to expand to 10,000MW in five years. Not 
limiting its options, the government has also begun 
talks with Zuma Energy for the generation of 1,200MW 
from coal in Kogi State and Exxon/MPN 100MW wind 
plant in Plateau State. With a total power generation 
capacity of 5,550MW (excluding the expansion plan), 
accomplishing these projects should help stabilize 
power supply given the vagaries accustomed with gas 
generated power in the country.

But transmission has to be prevented from 
being the new shackle 

Historically, transmission capacity (currently 5500MW) 
has been greater than power generation, making the 
latter the limiting factor in improving the nation’s power 
supply. To illustrate the extent of this impediment, though 
Lagos needs an estimated 20,000MW of electricity an 
average of 1,000 MW delivered to the state from the 
national grid. Similar situations have encouraged NERC 
to allow Discos to seek embedded generation within 
their areas but unfortunately this has come to naught. 
However, generation’s role as the stumbling block could 
be about to change. The recent sale of ten NIPPs, which 
is expected to generate additional 5280MW, coupled 
with expected improvement in generation capacity 
from ongoing investments, including in alternative 
sources, has made the need for massive improvements 
in transmission capacity exigent. Fortunately, the FG 
appears to be addressing this.
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Table 7

NIPP sold, and expected power to be generated

Names of NIPP
Megawatts to 
be generated 

(MW)

Amount 
realised 
 ($’ M)

Geregu 11 434 690.2 

Calabar 630 623

Egbema 378 415.7

Ihorvbor 504 580

Gbarain 252 340

Ogorode 504 531.8

Omoku 252 318.7

Alaoji 1,076 902

Olorunsogo 750 751.2

Omotosho 500 670

Total 5280MW $5.8 billion

Source: Nigeria Power Reform, ARM Research

Having, in our last report, highlighted the FG’s 
dissatisfaction with the performance of the management 
of the Transmission Company of Nigeria (TCN) by 
Manitoba Hydro International, the Federal Government 
is considering selling Transmission Company of 
Nigeria’s (TCN) assets to private investors. Though 
the sale has been stalled pending National Council on 
Privatisation’s (NCP) approval, the expected proceeds 
of $20 billion is planned to finance a $1.6 billion 
transmission upgrade. In addition, the government 
has signed a Memorandum of Understanding with 
Chinese Company--Shandong Power Equipment Co 
Ltd (SPECO) for the construction of a new national grid 
system. Whilst these could change the outlook in a few 
years, the current reality of dilapidated transmission, 
with significant transit losses, and stagnant generation, 
with no boost from embedded producers, underscore 
how much power sector reforms remain off the pace 
in terms of delivering tangible change. However, the 
question is whether the soul-searching engendered by 
current revenue and income challenges is sufficient to 
force a change amid all the other reform initiatives that 
need revamping.

REVISED PENSION LAW TO 
ENGENDER IMPLEMENTATION OF 
PENDING INITIATIVES

Less than two weeks after passage by the National 
Assembly, the revised pension reform bill received 
the president’s assent, ushering in a number of long 

awaited changes in the new Pension Reform Act 
(PRA) 2014.  In the first instance, contribution rates 
for employees and employers have been reviewed 
upward to a minimum of 10% and 8% of emolument, 
respectively, from 7.5% for each previously. 
Furthermore, the new Act broadens coverage to 
include employers with as little as three employees 
(vs. five under the 2004 Act) as well as extend the 
scheme to states and local government employees. 
Whilst the reduction in number of employees is 
likely geared at capturing part of the informal sector, 
we believe significant awareness campaign will be 
required to make any significant inroad. Based on our 
estimates, the upward review in contribution could 
raise monthly contributions by ~N7.4 billion to ~N40 
billion. Furthermore, the extension of coverage to state 
and local government could significantly boost monthly 
contribution, as enrolments increase. However, one 
concern, based on pension history, is the likelihood 
of irregular or delayed remittances limiting overall 
impact. A particularly important inclusion into the law 
is the provision that allows first time home buyers to 
utilize part of their pension fund (as to be determined 
by PENCOM) for equity contribution in mortgage 
transaction. While this sprinkles some optimism for 
real estate demand, we believe the impact might be 
tempered by existing impediments including access 
to, and cost of, finance. 
  
In contrast to the 2004 Act, the 2014 PRA’s empowerment 
of the regulator to impose sanctions on erring companies 
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would help to consolidate on the existing law and 
addresses numerous implementation challenges facing 
the contributory scheme. On this wise, the confirmation 
of the hitherto acting Director General of PENCOM as 
substantive head of the commission effective October 1, 
2014, on nomination by the president and confirmation 
by the senate, gives the leadership adequate backing 
to kick-start enforcement and monitoring as well as 
fast track implementation of pending initiatives such as 
multi fund structure and RSA holders transfer window. 
Additionally, in contrast to the old law, employers that 
fail to provide the required life insurance cover shall be 
made to pay the resultant death claim arising from non-
compliance with employees’ life insurance policy. Indeed, 

while insurance companies are the likely beneficiaries of 
this provision, a relatively high compliance level suggests 
only marginal increase in premium, on the back of this 
provision. As part of government’s efforts aimed at 
increasing the economic impact of long term retirement 
savings, interests, profits, dividends and other incomes 
accruing to pension funds are now exempted from all 
forms of taxes.
 
In our view, the speedy passage of the bill, ratification 
and subsequent confirmation of acting Director General 
signal well intentioned clear policy direction—with 
minimal alteration of existing policy drives and focused 
leadership to consolidate on reforms.  

Table 8

Summary of Major Changes in PRA 2014

PRA 2004 PRA 2014 Remarks

Coverage was limited to employees in the federal public 
sector, FCT

S19(a) Extends coverage of 
the scheme to states, local 

governments

Coverage is extended, 
however, there is no provision 

anywhere in the new  law 
that makes it compulsory for 

states to participate

Rate of contribution was 15%: 
Employers – 7.5% 
Employees – 7.5%

S4 - Rate of contribution 
increased to 18%: 
Employers – 10% 
Employees – 8%

Employers under the new 
law just like in the old can 

bear full responsibility for the 
entire contribution but under 
the new law, S4(4) says it 

should not be less than 20% 
of the employees monthly 

emolument

No provision in the old law

S4(6) makes it mandatory for an 
employer who fails to put in place a 
Group Life policy for its employees 

to be responsible to pay claims 
arising from death of any staff in 

employment during the period there 
was no policy in place. 

The new law fails to provide 
for who the employer would 

remit such claims to.

No similar provision

S89(2) PFAs may, subject to 
PenCom guidelines apply a 

percentage of pension assets in the 
RSA towards equity contribution for 
payment of residential mortgage for 

an RSA holder

PenCom yet to provide 
framework

Voluntary Contribution made under subsection (5) of 
section 9 of this Act shall be subject to tax at the point of 
withdrawal where the withdrawal is made before the end 
of 5 years from the date the voluntary contribution was 
made.

S40(4) Any income earned on 
voluntary contribution shall be 

subject to tax at the point of with-
drawal where withdrawal is made 
before the end of five (5) years of 

the voluntary contribution.

Makes Voluntary Contributions 
a more compelling story as 

the Old law was silent on the 
portion to be taxed

All income earned from investment of pension funds 
under this Act shall be placed to the credit of individual 
retirement saving account holder save for clearly defined 
and reasonable fees, charges, costs and expenses of 
transactions made by the pension fund administrators.

S10(2) All interest, dividends, 
profits and investment income 

accruable to pension funds 
shall not be taxable

Provides tax free income 
accruing to the fund as 

against old law

Source: Pension Reform Act
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Full IFRS Implementation via backdoor?

The Financial Reporting Council of Nigeria (FRC) 
held firm to its December 2014 deadline for pension 
fund assets to be marked-to-market daily. Currently, 
PFAs mark all assets to market prices daily, except 
bond portfolios which are valued at amortised 
cost, irrespective of classification. This has helped 
taper volatility of overall asset value and beyond 
its investment characteristics, the relative stability 
bonds provide to fund prices also underpins why the 

class is so favoured by PFAs. Under IFRS, PFAs 
would be required to mark-to-market bonds that have 
been classified as either trading or available-for- sale 
(AFS). Given recent volatility in the fixed income 
market, it would appear that PFA fund valuations are 
set for a bit of a hit. While this increases scope for 
some reclassification, for instance from available for 
sale portfolio to held-to-maturity auditors are likely 
to be on the lookout for any misclassification aimed 
at masking poor performance, after the Financial 
Reporting Council already sanctioned some auditors 

Figure 30

PFA Asset Allocation

Source: PENCOM, ARM Research 
*January-October
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PFAs nibble at equities but FI benefits 
most from increased inflow

Total pension assets rose 13% in 2014 through 
October to N4.6 trillion, largely reflecting contribution 
which we estimate accounted for more than 70%. 
AUM growth of 3.3%, over the first four months of H2 
14, tracks behind the 4.4% in corresponding period in 
H1 14 mainly on the back of faster decline in equity 
holdings. However, relative to the 12% downturn in 
domestic market over the period, the 7% in PFAs’ 
equity holdings in the same period, hints at increased 
inflow into the equities. Examining trends over the 
period, it would appear that PFAs looked to take 
advantage of market downturn in Q3, given the inverse 
movement in PFAs equity holdings and NSE ASI, but 
stayed out in October after domestic market declines 
accelerated. Indeed, not for the Q3 purchases, the 
contraction (150bps over H2 14) in equity holdings 
share of AUM to 14.2% would have been larger. 

More in line with historic trends, PFAs continue to 
favour FGN securities with holdings increasing 7.5% 
to N2.3 trillion in H2 14 and the class now accounts 
for 62% of total AUM (+240bps from H1 14, and 
likely increased further by year end as downturn in 
equities persisted. Asset allocation amongst other 
asset classes remained largely unchanged. From a 
broader view, the concentration of ever-growing PFA 
funds in usual traditional assets reflects the high risk 
averseness of players despite the very long-term 
nature of their liabilities suggesting investments should 
be skewed in favour of equities. On this wise, while 
recently issued investment guideline is a positive and 
should engender the channelling of pension funds 
to infrastructure developments, lack of framework to 
guaranty the safety of the retirement savings remains 
a concern. In our view, Pension Fund Administrators’ 
preference for FI will continue until the full adoption of 
IFRS in the valuation of bonds holdings.
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for not assessing pension fund accounts on mark-to 
market basis in 2014. Setting aside the likely increase 
in fund price volatility, the commencement of mark to 
market on PFA’s bond holdings from 1st January 2015 
has the potential benefit of heightening competition 
amongst PFAs, and ultimately driving better allocation 
optimisation amongst available asset classes.  

Police Pension transfer…..an harbinger 
for transfer window

The granting of operating license to NPF Pension 
Limited in August 2014 doused the tensions of 
police pension breakaway in the existing scheme 
as mulled by police officers. To facilitate the smooth 
take off of the new licensed PFA which has assets 
estimated at N305billion, the commission provided 
an operational framework that guides the transition 
of existing Nigerian Police Force personnel to NPF 
Pension Limited.  Based on the framework, PFAs 
are to immediately submit their plans for transfer 
of these assets to NPF, while the regulator has 
given a 4 month window, till end of March 2014, for 
list of verified police personnel to be forwarded to 
their respective PFAs. Allowable assets for transfer 
are cash, money markets, treasury bills and FGN 
bonds with transfers scheduled to commence from 
January 2015. Going by the phased approach that 
facilitated the relatively smooth exit of the military 
and SSS pension, we expect a similar pattern to 
help ameliorate operational transfer challenges 
for the NPF pension. Nevertheless, we foresee 
challenges around the form in which assets are to be 
transferred, particularly as equities, which account 
for nearly 15% of total assets, have been excluded. 
In a sense, this implies that equity holdings for 
existing PFAs, particularly those with high number 
of police personnel, would likely increase, in 
some cases, beyond respective comfort levels—a 
development which puts the NPF Pension in better 
stead. We expect PFAs to raise objections to this 
restriction, which if foisted could trigger sell-off of 
equity positions to fund the obligation and keep 
asset allocation in line with comfort. In any case, it is 
likely that the completion of the police officers RSA 
transfer from PFAs will serve as litmus test to gauge 
the industry readiness for the long awaited transfer 
window and multi fund structure which has since 
been in pipeline and can now be fast-tracked as key 
reforms are completed.

CAPITAL MARKET LIQUIDITY AND 
TRANSPARENCY GETS SOME 
MORE SHINE

NSE on course to bolster  
capital market awareness

As follow-up of its West African Capital Markets 
Integration Council (WACMIC) propositions, NSE is 
poised to push through the initial phase of the sub-
programme–support of Direct Market Access (DMA) 
ahead of the eventual Sponsored Access--in pursuit 
of greater foreign investment. This will allow domestic 
brokers in constituent countries of the WACMIC to 
trade securities as well as settle in markets other 
than theirs through counterparties in those markets. 
However, the domestic broker–dubbed the Sponsoring 
Member (SM)–would be mandated to inform the NSE of 
the DMA arrangement with the Sponsored Participant 
(SP) in the remote country, for whom the SM must 
also have full responsibility. This responsibility includes 
the acceptance of whatever risks is associated with 
possible infractions that may arise as a result of 
the SP’s participation in trading activities as well as 
keeping its infrastructure open as pass-through for 
DMA transactions. To the former point, the NSE’s recent 
expulsion of two brokers on grounds of infringements 
in H2 14 serves as a reminder of both NSE’s renewed 
drive to stamp out infractions as well as the magnitude 
of responsibility expected of SMs.

On other fronts, the FGN recently approved VAT 
exemption on commissions(29) applicable to capital 
market transactions in a bid to boost activity in the 
Nigerian equity market. In particular, the severing 
of VAT on stock market transaction fees raises 
expectations for a reduction in overall transaction 
cost for investors. According to FGN gazette this 
exemption is effective for a period of 5 years. An 
added boost to market rejuvenating efforts is NSE’s 
admission as full member of World Federation of 
Exchanges (WFE), from previous observer status. 
Aside being a recognition of the NSE’s efforts over 
the past few years, we believe this inclusion could 
fast-track the regulator’s bid for full integration with 
global markets and exchanges whilst removing any 
exchange-status based limitations for investors 
with such restrictions.

(29) These are commissions: (a) earned on traded values of shares, and (b) payable to the Securities 
and Exchange Commission (SEC), The Nigerian Stock Exchange (NSE) and the Central Securities 
Clearing System (CSCS).
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Still on the theme of increased interaction with markets 
and investors, though tilting more to domestic efforts, 
NSE, in association with Convention on Business 
Integrity (CBI), launched Nigeria’s first ever Corporate 
Governance Ratings System (CGRS) in November, 
2014. Specifically, this could tie into the objectives 
of WACMIC, by potentially bolstering overall trust 
and market perception of the Nigerian equity market, 
including means to measure same, with expected 
knock-on effects from anticipated new businesses 
from risk-oriented and/or ethically sensitive business 
partners and investors.   

FMDQ: humble beginning, 
lofty aspiration

A fall-out from the global financial crisis has been a 
shift towards greater regulatory scrutiny of financial 
markets, in particular OTC dealings. In Nigeria, this 
took shape with SEC’s licensing of FMDQ OTC–a 
self-regulatory institution established in November 
2013 to provide organization and oversight over 
OTC transactions in money, FX and fixed income. 
Amongst other things, the exchange was also 
expected to guarantee proper market governance, 
as well as standardize market operations, practices 
and businesses across the main OTC products. To 
achieve the latter, the exchange was earmarked to 

provide a single operating platform, wherein pre-trade 
and post-trade data would be aggregated in a bid to 
enhance market transparency.

Starting off, FMDQ tackled the issue of transparency 
in the OTC market with the launch of the Daily 
Quotations List (DQL) in November 2013. The DQL 
provides market-traded rates in the money and FX 
markets as well as market-traded yields for all fixed 
income securities as against the previous era where 
different sources of market yields were obtainable. 
Given the trade based nature of DQL data, the FMDQ 
now provides a veritable source of information on the 
size and liquidity across the various OTC markets, 
thereby aiding price discovery.

Other developments on transparency include the 
April 2014 review of the old NIBOR curve–a most 
criticized OTC fixing–to ensures its compliance with 
the 19 principles of the International Organisation of 
Securities Commission (IOSCO). The review resulted 
in a collapse of the number of tenors for NIBOR from 
seven to four (overnight, one, three, and six months) 
in compliance with IOSCO benchmarks. Further 
developments in May 2014, saw the exchange license 
its first batch of dealing members in the form of banks 
and discount houses. 

Figure 31

Fixed Income Market Turnover on 
FMDQ (N’Billion)

Source: FMDQ, ARM Research
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The FMDQ followed that up with the establishment of 
the Bloomberg E-Bond system in March 2014. The 
Bloomberg E-Bond is a robust trading architecture 
for the trading of Nigerian government bonds with 
enhanced features for price discovery and integrated 
trading—execution, capturing and reporting. 
The quasi-exchange features solves information 
asymmetry problems associated with the old OTC 
systems and permits easy access for market 
oversight entities and regulators to review market 
activity and audit transactions. Complementing the 
trading platform, FMDQ developed the FMDQ Bond 
Specialist System (BSS) in a bid to boost the 
profile of non-sovereign debt. The BSS ensures 
that FMDQ dealing members make firm bids as well 
as offer best-effort quotes to willing participants to 
ensure competitive pricing for non-FGN instruments. 
Coinciding with the establishment of S4 depository 
system for bonds by the CBN, the foregoing bolsters 
the profile of the local bond market. 

As at November 2014, FMDQ OTC also witnessed 
the licensing of 36 new members across its associate 
and registration member categories. Completing the 
round of achievements, FMDQ secured SEC approval 
in December 2014 to list bonds on its platform, 
providing an alternative option to the NSE. The 
alternative platform provides greater competition for 
domestic bond listing and trading which augurs well 
for issuers and investors alike while equally driving an 
improvement in service delivery by both exchanges.

CBN nod sparks CP market rebirth...

FMDQ OTC’s initial focus was the Nigerian interbank 
market – money, repo, foreign exchange, treasury 
bills and bonds. However, following 4 years of falling 
commercial paper (CP) activity in Nigeria,(30) the 
revival of the CP market was again stepped up as 
CBN’s no objection stance on the proposition to 
revamp CP dealings in August 2014 paved way for 
the take-off of fresh CP quotations, this time, on 
the FMDQ OTC platform.(31) This was on the back 
of FMDQ’s expressed readiness with the draft rules 
for the market that could see Deposit Money Banks 
(DMB) free short term credits from their books. This 
CP rejuvenation, we believe, would bode well for 
banks as they focus on ramping up long term funds 
(30) Monthly outstanding CP volumes dropped from about N1 trillion in December 2008 to N9.8 billion 

in the fourth quarter (Q4) of 2013.
(31) The quotation of the “Stanbic IBTC Bank PLC (Stanbic IBTC Bank) N100billion Multi-Currency 

Commercial Paper Issuance Programme” on the FMDQ platform in November 2014 marked the 
first CP quotation on FMDQ platform since CBN approval.

in a bid to commence Basel III. Going forward, we 
also expect this development to provide companies 
with alternative source of short term credit as well as 
increase scope for investments in alternative assets for 
corporates, fund managers, or PFAs seeking greater 
diversification or more efficient ways to raise funds. To 
this point, we note that PENCOM regulations place a 
restriction on the amount of deposits PFAs can place 
with commercial banks while giving allowance for 
allocations to CPs. 

On other fronts, and more importantly, open 
publication of redeemed and unredeemed CPs on 
the FMDQ platform is more likely to bring about 
improved transparency. It is expected that this would 
blot out the negative sentiments that greeted several 
abuses in the use of the product prior to CBN’s 
intervention in 2009.(32)  

…But its adjustment of NOP could 
boomerang on liquidity quest 

To rid currency market of speculative activity, the 
CBN issued a circular which instructed banks to 
hold zero trading positions over-night, relative to 1% 
of shareholder funds previously.  This action which 
immediately curbed liquidity in the interbank forex 
market, as traders were reportedly reluctant to quote 
prices for fear of not being able to unwind same 
before close of day portends a significant setback to 
FMDQ OTC’s increased liquidity drive at the forex 
markets. Clearly, CBN appears to be rolling back prior 
liberal policies in response to mounting pressures of 
crude oil prices and the derailing naira. Given the 
sizable share of FX trades on the OTC platform, the 
development crimps liquidity and could distort price 
discovery on the platform. Furthermore, the tightening 
FX market triggers downward adjustment in activity in 
debt markets, in particular for execution of FPI trades 
given the minimum secondary trading standards for 
bonds and NTBs. Whilst the apex bank moves are 
meant to shore up currency, the resulting illiquidity to 
OTC debt market could result in adverse perception 
of Nigeria’s bond market.

(32) These abuses included repackaging of troubled assets into CPs, frequent rollovers beyond the 
allowable tenor, and using CP sales to raise liabilities in an attempt to conceal the size of deposit 
liabilities or inter-bank borrowings.
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Figure 32(33)

2014 Segmental Breakdown of OTC turnover

Source: FMDQ, ARM Research *Corporate, 
Sub-national, Supranational and Agency Bonds
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In sum, FMDQ OTC initiatives aid the improvement of 
the Nigerian financial market landscape, in particular 
debt markets, where greater transparency and liquidity 
should permit the development of more sophisticated 
intermediation instruments, in the process deepening 
domestic capital markets.(33) 

No change in ratings, for now

Despite turmoil across domestic financial markets 
in response to oil price plunge, Nigeria’s sovereign 
ratings by Moody’s and Fitch were left unchanged 
from H1 14 update at Ba3 and BB- respectively 
in most recent updates. In its December update, 
Moody’s cited offsetting impact of Nigeria’s lower 
debt metrics to risks of weaker fiscal balances and 
slack pace of structural reform as the basis for 
its unchanged ratings stance. In addition, whilst 
noting lower budgeted capital spending, the agency 
pointed out that Nigeria’s infrastructural spending 
would remain higher driven by increased multinational 
investing and cited the instance of China’s $12 billion 
railway investment. Similar sentiments were shared 
by Fitch’s December release which despite lowering 
its projected 2015 growth for Nigeria left its rating 
unaffected from H1 14. 
The linkage to debt is in line with recent rating 
actions among oil exporters where on account of 
the existence of large maturing foreign obligations 
(33) January-November

and sizable external financing requirements, Russia 
and Venezuela were downgraded with the latter also 
witnessing significant political upheaval. On this 
wise, the adverse effect of oil prices on Nigeria’s 
macro-picture raises the potential for negative 
ratings actions. This view is further supported by 
the fact that amongst the EM oil exporters that 
have dollar Eurobonds, Nigeria is only next to 
the two that have already been downgraded in 
terms of deterioration in Eurobond yields over 
H2 14, evidence of sovereign risk perception as 
oil prices fell. Whilst Nigeria has a significantly 
lower external debt profile which should shield her 
from a ratings downgrade (and probably already 
contributes to current stability), tail risks of political 
unrest around 2015 elections could yet drive scope 
for negative ratings action in 2015 with a possibility 
of a downward outlook revision at the minimum. 
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Figure 33

Movement in Eurobond yields of 
select oil exporters

Source: Bloomberg, ARM Research

■  H1 14
■  PPS INCREASE OVER H2
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OILY STAINS ON ECONOMIC 
GROWTH PICTURE

Tamer oil GDP contraction mutes non-oil 
GDP slowdown 

After rising ~33bps from Q1 14 reading to 6.54% YoY 
in Q2 14, headline real GDP growth reversed gains 
in the third quarter by decelerating ~32bps to 6.23% 
YoY. Relative to 2013, mean GDP growth over the first 
three quarters is 90bps higher at 6.33% YoY largely 
reflecting impact of a smaller contraction in oil GDP as 
non-oil GDP growth slowed. 

At 7.5% YoY, mean non-oil GDP growth in 2014 is 
80bps lower than in  2013, reflecting slowdown in 
manufacturing and services sub-sector which jointly 
account for ~49% of Non-oil GDP. Drilling further 
down, services GDP growth is, on average, 160bps 
lower at 7.6% YoY on account of softer real estate 
expansion (-7.3pps to 4.7% YoY) which tempered 
improvement in ICT (+0.2pps to 7.7%YoY). Gains in 
ICT mirror sustained strength in its largest component, 
telecommunications GDP, which rose 6.2% YoY on 
average with the NCC reporting 7% YoY growth in 
connected lines to 184 million at the end of September 
2014 with tele-density at 96.1% (December 2013: 

88.4%). Elsewhere, tepid readings in manufacturing 
GDP reflect softness in food, beverage and tobacco 
(FBT) and textiles which together account for ~64% 
of sector output. The pattern is synonymous with 
disappointing top-line growth recorded by listed 
FMCG companies and reflects increasing trading 
down the value chain by consumers facing subdued 
income and disruptions in key northern markets on 
account of the insurgency there. 

On a brighter note, agriculture GDP strengthened 
over 2014 with mean sector GDP growth 170bps 

higher than 2013 level at 4.6% YoY. The improvement 
emerges despite concerns around cultivation activity 
in the major food producing regions following an 
escalation in insurgency activities in the North-east 
and higher incidents of pastoralist-farmer conflicts in 
the Middle-Belt. FEWSNET reports that several field 
surveys in September(34) indicate ~10%, 6% and 2% 
YoY increases in the national production of rice, maize 
and sorghum respectively which speaks to the scale 
of improvements in regions unaffected by violence.

(34) National Agricultural Extension and Research Liaison Services (NAERLS) and CILSS/FEWSNET/
FAO/FGN pre-harvest assessments

Figure 34

Trends in quarterly YoY real GDP 
growth

Source: NBS, ARM Research
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Figure 35

Trends in oil GDP and oil production

Source: NNPC, NBS, 
ARM Research
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Whilst the non-oil growth picture was weaker YoY, 
improvement in headline GDP growth from prior year 
reflects less negative oil GDP growth in 2014 (-1.7% 
YoY) relative to 2013 reading (-13% YoY). The softer 

declines in oil GDP mirror developments in crude 
production in 2014 (-1% YoY to 2.21mbpd) relative to 
2013 (-3% YoY to 2.32mbpd).  

In sum, though 2014 headline GDP growth reading 
looks strong numerically, recent trends across both oil 
and non-oil sectors point to softening output underbelly 
– a development likely to be compounded by recent 
declines in oil prices. Already on the heels of the 
steep drop in oil prices, the resulting naira devaluation 
has shrunk the size of nominal GDP to $476 billion 
(~$510 billion post rebasing). Amid scant fiscal buffers 
and limited progress on structural reforms, the 48% 
YTD decline in oil prices poses questions about the 
resilience of Nigeria’s macro fundamentals, a threat 
we examine more closely. 

Oil GDP caught between a shock and a 
hard place

On oil GDP, the steep drop in Brent crude prices which 
has resulted in global E&P companies moth-balling $1 
trillion in planned capital expenditure for 2015 should 
drive a similar reaction on the local front. Aside delaying 
final project decisions on domestic E&P activities, 
current bear trend in prices should immediately 
impact production of small independent marginal field 
operators (~11% of Nigeria’s oil production in 2013) by 
driving increased focus on profitable fields and limiting 
overall drilling activity. Over the medium term, recent 

warnings from CBN to banks on oil and gas credit 
exposures should result in a contraction in lending 
to upstream oil and gas projects as project feasibility 
weakens under subdued price assumptions. Farther 
out, the opportunity costs of delayed PIB passage 
now appears manifest as the bearish oil price outlook 
should result in shelving of offshore E&P projects, in 
particular, which limit scope for volume driven gains 
in oil output. Overall, these developments suggest oil 
GDP growth will likely stay negative in 2015. 

Small fiscal multiplier limits impact of 
weaker oil price on non-oil GDP 

Elsewhere the depressed oil price raises concerns 
about likelihood of sizable deterioration in non-oil GDP, 
where growth over 2014 was slower than 2013 levels, 
via impact on government spending. First, lower 
recurrent expenditure levels as contained in proposed 
2015 budget impacts manufacturing GDP even as 
the weaker government expenditure joins already 
battered consumption expenditure in creating further 
slack in sales for FMCG companies. On a related 
note, tamer outlook for capital expenditure across 
board poses headwinds for real estate, construction 
and cement GDP. 

45
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Table 9

Considerations in estimating fiscal multiplier

Metric Impact on Fiscal Multiplier

Degree of openness
Fiscal multiplier would be lower in a more open economy as the 
increase in aggregate demand would be met by a reduction in 
net exports rather than by an increase in domestic production

Size of automatic stabilizers Larger automatic stabilizers reduce fiscal multipliers

Public debt levels High debt levels constrain fiscal space 
 and by extension multiplier

Exchange rate regime
Countries with floating currencies tend to have smaller 
multipliers as impact of fiscal policy changes could be 

dampened by exchange rate movements

Efficiency of fiscal policy
Multipliers are expected to be smaller when difficulties to 

collect taxes and expenditure inefficiencies limit the impact of 
fiscal policy on output.

Stage in business cycle Fiscal multipliers (stimulus or austerity) are stronger in 
downturns than in expansions

Source: Iletzki et al (2011), Batini et al (2014)(36)

This outcome fits the emerging consensus(37) view 
that forecasts Nigeria’s GDP growth will remain 
healthy at ~5% despite clear adverse impact from 
recent oil price shock. In any case, the effect of the 
oil price shocks on overall non-oil should be tempered 
by continued improvement in food production and 
by extension agriculture GDP still reflecting FMARD 
initiatives. Also providing cushion to non-oil output 
is sustained progress in telecommunications where 
FGN focus shifting towards incentivizing broadband 
and internet connectivity should buoy sector GDP. 
Overall, owing to weakness in oil GDP and certain 
non-oil GDP components, headline GDP growth is 
projected to be much tamer over 2015. 

(37) IMF (5.2% YoY) Moody (5% YoY) Fitch (5.2% YoY) World Bank (5% YoY)

Regardless of the resilient growth outlook, the slowing 
trajectory expected re-exposes the Achilles heel of 
the Nigerian macro credentials and the costs of the 
slackening reform drive.  Amid growing emphasis on 
reform credentials across the broader EM class as 
growth slows, the FG’s reaction to the current crisis is 
more important than past reform delays. For instance, 
India, Indonesia and Mexico have consensus growth 
expectations tracking higher on prospects of stronger 
reforms with imminent elections in the first two seen 
as a help rather than hindrance. Should Nigeria 
choose to follow a similar path, it is in no shortage of 
areas to improve.

However, we find that the small size of the fiscal 
multiplier in Nigeria caps scope for deterioration in overall 
growth. Using annual data between 1960 and 2012, our 
estimate of the coefficient on public expenditure variable 
in a bi-variate VAR (GDP growth and public expenditure) 
was small at ~14% but statistically significant.(35) We 
believe the lower fiscal multiplier reflects the limiting 
impact of leakages in public expenditure, which are 
largely recurrent, on the ability of fiscal spending to 

(35) Kray A (2010), “How large is the government spending multiplier – Evidence from World Bank lending” 
using a sample of 29 countries (86% in Africa) finds small-to-statistically insignificant multipliers.

stimulate aggregate demand. Additionally, whilst Nigeria 
does not possess automatic stabilizers like taxes and 
welfare systems, the PSF scheme which in recent years 
accounts for ~15-20% of total budget expenditure is a 
close approximation to an automatic stabilizer and as 
such crimps the size of the fiscal multiplier. Thus, whilst 
oil price shocks hold negative portents for government 
spending in 2015, small size of the fiscal multiplier limits 
transmission to sizable deterioration in GDP growth.(36)

(36) Ethan Ilzetzki, Enrique G. Mendoza and Carlos A. Végh (2011) How Big (Small?) are Fiscal 
Multipliers? IMF Working Paper Nicoletta Batini, Luc Eyraud, Lorenzo Forni, and Anke Weber (2014) 
Fiscal Multipliers: Size, Determinants, and Use in Macroeconomic Projections. 

ECONOMIC REVIEW AND OUTLOOK
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Could revenue pain translate to reform gain? 

Firstly, reduced fiscal receipts will likely drive immediate 
focus on improving management of public finances 
which should drive renewed implementation of stalled 
public sector reforms such as TSA, GIFMIS and IPPIS 
(38)on the expenditure side. Furthermore, the depressed 
oil price presents a window to scale back PSF subsidy 
scheme, if not ultimately end it, with market price of 
PMS now approximately at par with subsidized price. 
Whilst FGN is unlikely to end the scheme over 2015, 
on-streaming of Dangote refinery should eventually 
translate into deregulation of the sector. 

On revenues, as already sparked post-rebasing, 
greater impetus to raise tax revenues, which has seen 
a raft of new luxury taxes included in the proposed 2015 
budget, should result in progress on FIRS reforms. In 
addition, given the sizable role of oil in fiscal receipts, 
National Assembly could hasten PIB passage with 
FGN, in light of lower prices, possibly softening stance 
on fiscal terms to encourage IOCs interest in offshore 
oil exploration. Furthermore, the oil price plunge could 
result in efforts to shore up non-oil exports which 
should reignite the debate over the opportunity costs 
of maintaining an exchange rate peg and the value, or 
otherwise, to the broader economy. 

On a less positive note, the depressed oil receipts 
and resulting contraction in FAAC allocations is likely 
to stoke further resistance towards institutionalization 
of fiscal savings from the states, dimming scope for 

(38) Treasury Single Account, Government Integrated Financial Management Information System and 
Integrated Payroll and Personnel Information System

sizable inflows into the NSIA over 2015—and the FGN 
has to prepare accordingly or face longer-term risks. For 
instance, with capital expenditure set to contract further 
on softer 2015 budget, continued underinvestment in 
socio-economic overheads would keep the domestic 
environment uncompetitive for investments.

On balance, oil price declines create greater scope for 
renewed vigour in reform pace that, if delivered, could 
improve investor perception. 

Price and production worries look  
set to crimp surplus…   

Nigeria’s trade surplus grew significantly in 2014 
(9M: 2014: +43.2% YoY to ~N7.8 trillion) as the 
effect of a 21.9% YoY surge in exports to N13.1 
trillion overshadowed a marginal 0.2% YoY increase 
in imports to N5.3 trillion. On quarterly basis, the 
trade surplus increased 34%, 26%, and 78.6% YoY 
to N2.4trillion, N2.7trillion, and N2.7trillion in Q1 14, 
Q2 14, and Q3 14 respectively—corresponding to 
15%, 25%, and 25.4% YoY growth in exports to N4 
trillion, N4.7 trillion, and N4.5 trillion for the respective 
quarters. Whilst these YoY performances paint a 
positive picture – owing largely to relatively positive 
crude and natural gas export value in the period, the 
recent slowdown has a darker hue. In particular, Q3 
14 surplus shed 1.7% QoQ to N2.7 trillion, reflecting 
growing concerns about falling daily oil export volume 
noticed since the start of H2 14 even as oil prices 
continue to head southwards.(39) 

(39) We note that average daily crude oil export was down by 2% and 5% YoY for the months of July 
and August, 2014. Thus, exports declined 4.3% QoQ to N4.5 trillion in the related quarter

Figure 36

External trade data (N’ Billions)

Source: NBS, ARM Research            
*2014 numbers represent NBS 
exports information as at 9M 14.
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As previously communicated in our November 2014 
economic update, we believe the current declines 
in exports are in tandem with the 5% YoY (-2.79% 
QoQ) fall in average oil production to 2.15mbpd in 
Q3 14. Whilst no force majeure was declared in the 
period, the ~14 day downtime along Trans Forcados 

Pipeline in July provides some explanations for 
the ~10% QoQ decline in crude oil exports to N 
2.9trillion in the period.(40) 

(40) The 14 day downtime along the Trans Forcados dragged monthly oil production to a 13-month low 
of 2.06mbpd.

A similar analysis of the quarterly performance for 
imports revealed mixed YoY growth of -6.2%, +23.7%, 
and -12.7% to N1.5 trillion, N1.98 trillion, and N1.82 
trillion for Q1 14, Q2 14, and Q3 14 respectively. We 
note that the Q3 decline (-7.9% QoQ) is reflective 
of 27.2%, 6.8%, and 14.6% QoQ declines in the 
values of mineral fuel imports, machinery and 
transport equipments, and chemicals and related 
products to N269 billion, N606 billion, and N232 billion 
respectively.(41) Ultimately, this narrowing of Q3 14 
imports significantly contributed to Nigeria’s ability to 
record a surplus despite a 4.3% QoQ contraction of 
total exports to N4.5 trillion.  

… as Nigeria increases trade with non-
traditional markets

Breakdown of exports by destination provided by 
NBS bears out our outlook for exports to Nigeria’s 
traditional markets i.e. India, U.S, China, U.K, Brazil, 
(41) Mineral fuels alone accounted for ~13% of total imports in Q3 14.

South Africa, and Euro area. Whilst these markets 
have historically accounted for an average of ~ 
82% of Nigeria’s total export over the last 12 years, 
current numbers point to a ~ 9pps YoY decline in 
their share of Nigerian exports to 70% as at 9M 
14. In contrast, exports to non-traditional markets 
accelerated 75% YoY to ~ N4 trillion (vs. +8% YoY 
to N9.1trillion for these traditional markets) over 9M 
14. A notable exception in the traditional markets is 
the Euro area, whose imports from Nigeria surged 
18% YoY to N4.8 trillion (though its share of total 
Nigerian export was down marginally by -1.2pps 
YoY to 37%). This contrasts with exports to USA 
which declined 52.9% YoY to N534 billion over 
same period.  We believe that the current growth 
in exports to the Euro area is being supported 
by deliberate attempts by Euro area countries to 
boycott Russia’s oil following tensions with Ukraine, 
while the USA continues to cut back on importation 
from Nigeria on the back of shale oil revolution.
 

Figure 37

Monthly average oil production  

Source: NNPC, ARM Research
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Figure 38

Classification of export blocks by 
weights 

Source: NBS, ARM Research         
*2014 numbers represent NBS 
exports information as at 9M 14.
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In tandem with the weak global oil prices, pressures 
from these traditional markets were particularly 
noticeable in Q3 when exports to Euro area, USA, 
Brazil, UK, and China nose-dived by 11%, 46%, 42%, 
48%, and 23% QoQ to N1.6 trillion, N136 billion, N239 
billion, N159 billion and N60 billion respectively in Q3 
14, underpinning the weakness in trade surplus that 
quarter. Again, showcasing the theme of support, the 
Euro area contracted a more modest 11% QoQ to 
N1.6 trillion—36% of total exports in Q3 14. 

Can surplus survive export headwinds?

Looking ahead, pressures on Nigeria’s exports to 
traditional markets show no signs of abating. For one, 
the factors causing weakness in currently pressured 
markets remain in play. In particular, exports to US 
will more likely continue to shrink as breakthroughs in 
technology, such as hydraulic fracturing and horizontal 
drilling, continue to enable shale oil producers tap into 
previously inaccessible oil resources, while exports 
to China and UK remain prone to declines due to 
increasing energy efficiency in both countries. Aside 
this, even the currently supportive Euro area market 
is unlikely to sustain that trend. Whilst in view of 
the traditionally high demand for energy in northern 
hemispheric countries during winter we expect exports 
to Europe to maintain its current positive trajectory in 
the near term, we note that fears of under-investments 
in the region’s refineries remain a potent downside 
risk in the long run. The bright spot appears to be 
India whose ~15% share of total exports in Q3 14 

could improve further buoyed by rising demand and 
increasing economic activities—especially after its 
recent elections. On a broader scale, however, the 
underpinning worries for the other traditional markets, 
as was shown by the QoQ contractions in exports 
to some of these markets in Q3 14, are still clearly 
evident and are more likely to subsist going forward. 

On the other hand, the improving trend in export 
volumes to non-traditional markets is likely to persist. 
For instance, exports to ECOWAS countries firmed up 
~96% YoY to N376 billion (and +23% YoY to N 672 
billion for the whole of Africa) as nations such as Niger 
Republic ramped up importation from Nigeria over Q3 
14. In the same vein, Asian imports from Nigeria was 
boosted by the surge in demand from non-traditional 
export partners such as Japan, whose importation 
from Nigeria rose about ten folds YoY to N390 billion 
through Q3 14, owing largely to deliberate attempts 
to by-pass volatile middle eastern energy supplies.(42) 
However, while we note that these developments 
are consistent with FGN’s recent activities geared 
towards increasing exports, to new markets,(43) the 
improvement in volumes is unlikely to fully offset 
the pressures from traditional markets for a couple 
of reasons. First, despite rapid ramp-up from an 
average of 18% share of exports between 2002-2013 
to 30% thus far in 2014, non-traditional markets as a 
whole still account for a smaller market for Nigeria’s 
(42) In addition, as opposed to the case with most traditional markets, exports to the aforementioned 

untraditional markets also rose on QoQ basis in Q3 14.
(43) This is in line with the objectives of Nigeria’s new National Trade Policy and Strategy as provided 

by Federal Ministry of Industry, Trade, and Investment (http://www.fmti.gov.ng/about-nigeria/
economy/188-nigeria-to-increase-non-oil-exports.html) on January 5, 2015
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crude. Furthermore, we note that the crisis-induced 
crude oil demand from Asia could ultimately prove 
transient. Besides, we are cognisant of the threat 
posed by the increasing LNG export potential of 
the US and East Africa, as well as Singapore’s 
aspiration to become Asia’s LNG trading hub, both 
of which are likely to impact negatively on Nigeria’s 
overall exports.(44)  

Setting aside volume concerns, on the price front, 
slowing global oil demand amidst rising production 
as well as OPEC’s insistence on retaining current 
production quotas is likely to see prices remain under 
pressure, pending supply-side adjustments. This 
compounds expected weakness in oil exports going 
into 2015. However, weaker oil price also builds in 
the automatic mitigant of lower fuel imports (~25% 
of total), aided by decline in other commodity prices, 
such as food, in providing some protection to trade 
surplus, amid other import restricting measures 
e.g. automobile import tariffs. Nonetheless, we 
do not expect these to overshadow export-driven 
weakness and envisage pressures on the trade 
surplus to intensify in 2015.

NAIRA PLUNGES TO MULTIYEAR 
LOWS ON OIL PRICE SLUMP 

Although the NGN began H2 2014 with a 0.6% MoM 
gain in July to N161.87/$, it eventually spent most 
of the period in a downward spiral. Heavy pressures 
on the USDNGN commenced in September when 
(44) 

oil prices began to fall and accelerated in tandem 
with the steepening of oil price declines. In Q4 
when Brent prices declined a further 41% QoQ to 
close at $57.33/bbl bringing full year declines to 
47%, USDNGN also showed the most significant 
pressures. In that quarter, despite diverse measures, 
the exchange rate depreciated a further 11% with 
currency spot transactions nearly doubling to an 
average of N4 trillion per month. More importantly, 
forex forward deals more than doubled to N1 trillion 
per month as capital market investors and traders 
sought to hedge currency exposures on increased 
prospects of devaluation. With an estimated 95% of 
the country’s foreign exchange earnings and 85% 
of its total revenues coming from crude oil sales, the 
vulnerability of the exchange rate to price swings in 
the commodity is easy to see. Indeed, of the factors 
(including FPI and trade pattern) that typically impinge 
on exchange rate performance, the magnitude of 
the oil price angle clearly made it the dominant 
factor in 2014. It is therefore no coincidence that 
Brent year high in June marked the point of the 
strongest USDNGN rate for the year. Overall the naira 
weakened 12.6% over H2 14 to N183.45/$ driving 
the worst yearly performance (FY 14: -14.4%) since 
2008. Concomitantly, forex reserves plunged 21% 
over 2014 (H2 14: -8%) to $34.5 billion, the lowest 
since December 2011.

Figure 39

Yearly change in oil price and 
exchange rate 

Source: Bloomberg, ARM Research
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Figure 40

Forex market monthly transactions 
(N trn)

Source: FMDQ, ARM Research

■  FOREX SPOT
■  FOREX DERIVATIVES

CBN reels out policy measures to 
salvage naira 

After trimming BDC operators from over 3000 to 2544 
in July 2014, via a raise in capital requirement, the 
apex bank introduced additional measures to deflate 
the currency pressures that emanated thereafter. 
Specifically, in a bid to curb arbitrage opportunities, 
after resumption of interbank interventions in 
September, the CBN cut the spread on onward 
sales of interbank forex intervention dollars to 10 
kobo (from 20 kobo) in late October when it sold 

nearly $900 million. Furthermore, responding to the 
accelerated depletion of forex reserves which fell 
~$600 million to $38.2 billion over the first 5 days of 
November, the CBN excluded certain transactions—
electronics, finished products, information technology, 
generators, telecommunications equipment and 
invisible transactions—from its window. As can be 
expected, interbank jumped 2% to then record high of 
N170/$, with the CBN swiftly issuing another circular 
which reiterated the need for proper documentation 
of forex sold by banks to third parties. Seeing that 
the pressures were not about to ease, with oil prices 
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Figure 41

Movement in major USDNGN rates

Source: CBN, ARM Research
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at new lows, the MPC at the November meeting 
switched to a hawkish tone from its earlier dovish 
guidance. The outcome was a devaluation of the naira 
as it moved the USDNGN peg to N168/$ (+/-5%) from 
N155/$ (+/-3%), amongst other tightening measures. 
While clarifying that the move to devalue was aimed 
at avoiding costlier capitulation further down the road, 
the CBN governor highlighted that a significant portion 
of recent pressure was speculative, particularly linking 
it to “overly-high profit motive” of commercial banks, 
and stated its resolve to tackle same. Interestingly, 
beyond reducing arbitrage opportunities via narrowing 
of the official/interbank spread to N8/$ (from ~N19/$), 
the devaluation, after initial positive reaction, ultimately 
appeared to have achieved little as the USDNGN 
pushed beyond N180/$ in December—the later 
pressures with a stronger foreign investor component, 
when the sum of capital market activities is taken into 
consideration, as oil prices continued to tank.  

Policy response wrong-footed by speed 
& extent of oil declines 

Regardless of the additional currency pressure 
emanating from exiting foreign portfolio investors, it 
appears that the CBN’s responses over H2 14 added 
to the air of uncertainty and were ultimately perceived 
as unconvincing with the market responses after 
typically being significant but short-lived. Indeed, it 
would seem that the lack of a decisive response 
early as the crisis shaped up made everything that 
came after come across as fire-fighting, perhaps 

because as with the rest of the global market the 
apex bank underestimated the scope of oil declines. 
Specifically, early signs of currency pressures were 
observable from the sharp pick up in forex transactions 
in September, which coincided with decline in oil 
prices below the psychological $100/bbl. Beyond the 
26% MoM jump in forex spot deals to N3.2 trillion 
that month, increased volumes at the forex forward 
markets with transactions spiking (+140% MoM) to 
N0.8 trillion now seems to have been a key pointer. 
Indeed, with foreign reserves nearly $40 billion, the 
MPC rather than tighten at the September MPC, 
ramped up RDAS sales (+25% MoM to $3.1 billion) 
and reintroduced direct interbank interventions ($500 
million) after 5 months sabbatical. Nevertheless, 
currency pressures persisted as extended declines in 
oil prices questioned the CBN ability to defend its naira 
peg. Accordingly, after the 1% decline in September, 
the USDNGN fell by the same margin over October, 
despite another round of elevated RDAS sales ($3.0 
billion) and jump in interbank interventions to $900 
million. Importantly, having alluded to the high system 
liquidity at September MPC, it would appear that the 
failure to tighten at that meeting left the naira much 
more vulnerable, with the CBN apparently having more 
faith than justified in its currency defense capacity but 
ultimately having to chase shadows as subsequent 
liquidity and forex administrative measures failed to 
achieve a lasting effect. Indeed, naira volatility spiked 
in October and remained elevated, even as the forex 
reserves had lost ~$2.7 billion to $36.8 billion by the 
end of November, from the peak in August. 

Figure 42

USDNGN 6 months rolling volatility

Source: Bloomberg, ARM Research
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Figure 43

Forex reserves and  
RDAS sales ($ bln)

Source: Bloomberg, ARM Research
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CBN refuses to throw in the towel...

With currency pressures not letting off after various 
administrative measures and devaluation at the 
November MPC meeting, the Central Bank of Nigeria 
(CBN) shifted a notch higher. On 17 December, the 
apex bank issued a circular reducing the Net Open 
Position (NOP) to 0% from 1% of shareholders’ funds 
at the close of each business day. Furthermore, the 
CBN released a requirement mandating the return 
of all FX obtained from the autonomous/interbank 
market, but unutilized within 48 hours, to the apex 
bank. Without giving a timeline, the apex bank tagged 
it a temporary measure. In sum, banks were unable 
to hold overnight FX positions, practically, turning 
them into strict brokers for customers. As a result, 
currency trading at the interbank market dried up with 
media sources reporting only 7 trades the day after 
the circular, compared with over 700 the prior day. 

Going by the impact on trading activity, it appears 
to speak to the MPC’s comment to tackle banks 
highly profit motive, after the CBN uncharacteristically 
fingered banks as culprits at the November MPC. 
While the move triggered some gains, with the naira 
appreciating ~2% to N183.45/$ from the date of 
the circular, it came a little too late to alter naira 
fortune, with foreign reserves declining ~$2.4 billion 
to $34.5 billion over December. Importantly, the 
latest measures especially the closure of the foreign 
exchange trading position of banks and its effect on 
interbank liquidity, is being perceived as a form of 
capital control, especially by some foreign investors. 
Whilst this may not necessarily be the case, as there 
has been no restriction on autonomous flows and 
the banks simply have to do a better job of matching 
customer needs, it may be a case of perception being 
stronger than reality with the possibility of a wave of 
outflows at the earliest opportunity. 

...But no respite in sight for naira  

Whilst movement in interbank FX rate towards the 
end of the year suggests policy measures taken in 
Q4 may not be totally amiss, the real issue appears 
to be the cost with reserves declining ~$2.3billion in 
December alone compared with $2.7billion shaved 
off between June and November—affirming that 
the significance of existing threats cannot be down 
played. Particularly, the bearish outlook for oil prices 
and implications for oil receipts suggests inflows into 

reserves are likely to remain weak. Importantly, at 
current levels ($50/bbl), oil receipts are likely to fall 
significantly below $1.5 billion monthly (from >$3.0 
billion) and despite exclusion of certain items sales, 
we expect CBN RDAS to track significantly ahead of 
this figure, even after adjusting for price savings on 
oil imports (~30% of imports) and other commodities. 
Accordingly, we expect depletion of the forex reserves 
to persist in the near-term, albeit at a slower pace, 
raising doubts on the CBN’s ability to defend its new 
peg. On the external front, while planned monetary 
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Figure 45

Trends in key CPI items

Source: NBS, ARM Research
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INFLATION SET FOR ASCENT ON 
CURRENCY WOES

Inflation declines on H2 14 harvest tailwind 

After a benign start to 2014 with CPI reaching a 
6-year low (7.69% YoY) in February, headline inflation 
embarked on a 6-month upswing tracking increases 
in food sub index with both indices peaking in 

August(45).Thereafter, spurred by a downdraft in food 
inflation, headline readings decelerated shedding 
20bps consecutively over the harvest months to 
latest reading of 7.9% YoY in November. In contrast 
to the fairly even trends in headline and food, core 
inflation displayed a choppy pattern over much of 
2014 though it remained subdued overall with mean 
YTD reading being ~66bps softer than 2013 levels 
at 6.91% YoY.    
(45) Headline (8.53% YoY) Food (9.92% YoY)

Figure 44

Exchange rate and crude oil price 
(Rebased)

Source: Bloomberg, ARM Research
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easing in Europe raises prospects for increased 
FPI inflow, impact is likely to be offset by US Fed’s 
plan to normalise interest rates starting from 2015. 
The foregoing, combined with additional uncertainty 
introduced by NOP circular is likely to stay FPI from 

the Nigerian capital market in the near-term. Based on 
the foregoing, the outlook for the naira remains gloomy 
going into 2015 and could intensify in the immediate 
aftermath of a restoration of interbank liquidity. 
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A tale of two seasons in food inflation 

Disaggregating the pattern in sub-components, after 
easing 10bps in February to 9.2% YoY, YoY food 
inflation rose by a similar magnitude, on average, in 
each of the next six months. This pattern mirrored 
pressures from farm produce where MoM readings 
between February and July averaged ~0.9% - 40bps 
higher than the corresponding period over 2013. A 
notable feature of the 2014 food inflation readings 
is the return of the ‘lean season effect’ after strong 

FMARD grain releases  combined with fundamental 
improvements in storage and production to temper 
that effect in 2013. Thus, absence of a similar 
dampening impact in 2014 despite FMARD grain 
releases over July suggests other causative factors. 
On this wise, FEWSNET reports that an escalation 
in Boko Haram activities outside the North-East Axis 
and greater incidents of pastoralists-farmer conflicts 
in the Middle-Belt resulted in disruptions to cultivation 
and trade routes applying upward pressures to food 
prices across the North. 

Figure 46

Lean season - Cumulative MoM ‘farm 
produce’

Source: NBS, ARM Research 
*January-November
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Going into the harvest season, the rebound in farm 
produce inflation relative to trends over the last 
two years and the metamorphosis in Boko Haram 
insurrection to territory acquisition in August stoked 
concerns about higher food inflation. A second-order 
effect of the heightening violence was the contraction 
in cultivation across the north which suggested much 
tamer expectations for the main harvest output. 

Surprisingly MoM farm CPI readings contracted 
50bps to 0.4% in August, forming the underpin for 
subsequent downtrend in food inflation. With no let 
off in insurgency activities over the month, FEWSNET 
attributes the shrinking prices to on-streaming of 
early green harvests from the south. Over the harvest 
months, mean MoM farm produce readings shrank 
~50bps from levels in the prior months to ~0.4% 
over September-November.  The speed with which 
harvest onset muted impact of insurgency shocks 
in August, before driving downtrend in farm produce 

readings thereafter, hints at the scale of gains in 
food production and extends the pattern of declining 
cumulative MoM farm produce during harvest we 
have observed since 2012. 

Citing results of multi-agency field surveys,(46) 
FEWSNET reports that national production of rice, 
maize and sorghum respectively rose ~10%, 6% 
and 2% YoY.  We believe the benign trends in 
farm produce continue to reflect rising domestic 
production on account of the several backward 
integration projects and FMARD initiatives aimed at 
increased cultivation acreage, better input supply 
chain coordination and broadly favourable rainfall 
patterns. Consequently, despite our initial fears 
about food cultivation, surplus production in regions 
unaffected by conflict helped reading.

(46) National Agricultural Extension and Research Liaison Services (NAERLS) and CILSS/FEWSNET/
FAO/FGN pre-harvest assessments
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Table 10

Trends in USDNGN and inflation items

 2008 2009 2010 2011 2012 2013 2014

YoY average 11.52% 12.59% 13.76% 10.87% 12.22% 8.49% 8.08%

USDNGN (%  YoY) 5.4% -26.4% -0.5% -3.2% -1.9% -0.3% -2.7%

Source: NBS, CBN, ARM Research

Figure 47

Harvest Season - Cumulative MoM 
‘farm produce’

Source: NBS, ARM Research 
*January-November
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Devaluation impact poses upside 
risks to inflation

Going forward, increased food availability and access 
(outside the conflict zones of the north-east) on the 
heels of the above average 2014 harvest should act 
to keep farm produce readings subdued. Nonetheless, 
FEWSNET notes that risks to dry season cultivation 
could yet emanate from the loaded electoral schedule 
over Q1 14. However, barring sizable deterioration in 
the political sphere, FEWSNET forecasts average to 
above average 2015 harvest, basing its position on 
further progress in FMARD initiatives pertaining to 
input coordination. 

Whilst this suggests a benign outlook for food, and by 
extension headline inflation, recent developments on 
the macro-economic front cast dour outlook on 2015 
CPI trajectory. Recent downdraft in oil prices which 
hit five year lows in December on global over-supply 
concerns impact CPI prices via several channels. 
First on the heels of the oil price declines was the 
November USDNGN devaluation which aside directly 
impacting imported food sub-component triggered 
secondary price increases across the CPI basket. 

On this note, recent episodes of naira devaluation 
in 2008 and 2011 which resulted in 107bps and 
136bps respective increase in mean YoY inflation 
in succeeding year suggest upswing in headline 
inflation could drive resumption to double-digit levels. 
Post the 2008 devaluation, transmission to headline 
reading occurred four months later with MoM inflation 
averaging 1.7% over Q2 2009—110bps higher than 
inflation in the intervening period. Although a similar 
impact played out in 2012, this was blurred by the 
partial removal of fuel subsidies in January 2012 - two 
months after the USDNGN was devalued. 

Nonetheless, the 2008 inflation pattern fits empirical 
literature on examining impact of pass-through effect of 
currency devaluation on inflation(47) which estimates that, 
on average, a 10% devaluation in effective exchange 
rate results in a 300-400bps increase in annual inflation 
in developing countries. Such studies estimate that 
impact of devaluation shocks lag inflation readings by 
3-4 months, on average, before subsequently dropping 
off CPI series 10-11 months after the peg adjustments. 

(47) World Bank (June 2014) Exchange rate pass-through and inflation trends in developing countries. 
Razafimahefa I.F. (2012), Exchange Rate Pass-Through in Sub-Saharan African Economies and its 
Determinants. IMF Working paper
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2015 heralds return of 
double-digit inflation 
 
Incorporating the prospect of average-to-above 
average food production in our models and 
adjusting for historical seasonal trends results in 
a mean annual inflation estimated at 8.4% +/- 50 
bps for 2015. This single digit estimate excludes 
devaluation impact and assumes average MoM 
inflation of 0.68% in line with trends in recent years.

In accounting for devaluation impact, which should 
see higher mean MoM inflation in 2015—feeding-off 
observation of CPI patterns over recent devaluation 
episodes—we sensitize our inflation model over 
a range of scenarios assuming 50-300bps MoM 
devaluation-boosted CPI rises. Restricting our focus 
to 100-200bps band yields a range of between 
10% and 18% for mean annual inflation. The 
smaller focus window reflects views from empirical 
research earlier cited which note that, on account 
of macro-economic reforms, pass-through rates in 
developing countries have halved since the 1990s 
with much lower elasticities for fixed exchange rate 
countries than floating currencies. The foregoing 

suggests that potential pass-through impact for 8% 
naira devaluation could be much tamer as Nigeria 
operates a currency peg which we believe places 
a base case scenario closer to 100bps mean MoM 
CPI readings over 2015. Furthermore, the upper 
bound of the extreme case (300bps MoM) would 
be consistent with supply side shocks of the scale 
of subsidy removal and floods, both of which, 
nonetheless, had only fleeting impact that failed to 
drive annual inflation beyond the 10-year average 
of 12.2% in the years in which the shocks occurred. 

Thus, layering our favourable harvest outlook 
with modest adjustment for devaluation yields a 
baseline 2015 inflation forecast of 11% +/- 50bps. 
Whilst our forecasts portend a return to double-digit 
inflation, we assume no changes to pump price of 
PMS at N97/litre. Recent downdraft in oil prices 
has resulted in downward adjustment to fuel prices 
in Egypt, Ghana and Kenya and a similar event 
in Nigeria could moderate currency devaluation 
impact possibly resulting in more benign inflation 
outcome than our expectations. 

Figure 48

Sensitivity analysis of varying MoM 
CPI changes

Source: ARM Research
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Figure 50

Growth Rates of Money Supply 
Components

Source: CBN, ARM Research
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MONETARY AGGREGATES 
LAG CBN TARGET

Broad money supply (M2) increased by 4.2% year 
through October 2014 whilst narrow money (M1) 
declined by 7.0% within the same period. The 
annualised growth rate of 5.0% in Broad money 
remains below the CBN’s benchmark growth rate 
of 15.0% for the 2014 fiscal year (2013: -7.4%), the 

improved growth during the year is largely attributable 
to impressive growth in Quasi money (saving and 
time deposit); M1, for its part, declined by 7.0% in 
October after contracting 6.1% in H1 14 and closing 
Q3 flat at 0.4%. In turn, M1’s dampened growth was 
largely a consequence of sizable contractions in 
Demand deposits and currency outside bank of 4.2% 
and 18.1% respectively. The pattern of weakness 
in M1 and the manner in which it offset growth in 

Figure 49

Headline inflation forecasts

Source: NBS, ARM Research
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quasi money to cap M2 at only a marginal increase 
kept trends in both aggregates muted, as from year 
start.  Other monetary items fared little better with 
net domestic credit, after running flat all through 
H1, inched up in H2 on the back of increased credit 
to the private sector. The 9.1% growth in domestic 
credit year through October 2014 is underpinned by 
a 7.8% increase in credit to the private sector though 
government borrowings contracted by 6.0% during 
the same period. Nonetheless, annualized growth 
in net domestic growth of 10.9% tracks significantly 
behind the 28.5% CBN target.

CBN caps the Standing Deposit 
Facility window 

The low-key performance of monetary aggregates 
was in spite of the relatively liquid system as seen 
in SDF balances. In a bid to simply not be providing 
significant rent to the banks as the balances rose, 
the CBN, in November, issued a circular capping 
the quantum of funds each bank or discount 
house could place at this window at N7.5 billion. 
Prior to the release of that circular, banks and 
discount houses daily placement with CBN at the 
SDF window averaged ~ N338 billion up to that 
point in the year, going as high as N910 billion 
in early January and N802 billion in July 2014, 
evidence of the very liquid system. Given this 
new regulation, funds in excess of the N7.5billion 

would earn zero interest,  a large contrast from 
what was in operation prior to the release. Whilst 
the refusal of the CBN to continue to warehouse 
a significant chunk of banks’ money fits nicely 
into the new monetary policy leadership’s mantra 
of stimulating lending to the real economy, the 
ongoing costs of such warehousing appeared to 
be a more pressing consideration. Considering we 
had repeatedly highlighted the unsustainability of 
such liquidity management costs, the SDF move 
appeared to address this concern though through 
a different mechanism. 

In light of the critical role we pinpointed for the SDF 
(as, among base policy rates, being the real floor-
setter for domestic FI yields), it was little surprise 
that in response to the SDF policy change, we saw 
yields plummet by an average of 50bps to ~9.3% at 
the short end of the curve as the excess cash was 
ploughed into the system. This outcome appeared 
to vindicate our position that after steady declines 
post the upheaval surrounding the removal of the 
previous governor in February 2014 the (paradoxical) 
halt in yield downtrend by that time in Q4 14 given 
liquidity conditions being just as robust as in H1 14 
was simply because of the alternative provided by the 
SDF, especially as the rate appeared competitive and 
available for unlimited funds. However, the very liquid 
conditions were not to last too long. as maturity levels 
slowed compared to Q3 levels.  

Figure 51

SDF and SLF balances (N’mln)

Source: CBN, ARM Research
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…setting the tone for 2015 

Looking ahead, anticipated maturities suggest base 
level of liquidity is set to rise in 2015 with N864 billion 
expected to mature in January 2015 and N2.7 trillion 
by H1 2015. However, actions late in H2 14 have 
reinforced currency stability as the overarching policy 
concern for the CBN and we expect committed efforts 
to achieve this, especially in light of the extra jitters 
elections will induce—notably for FPI. Hence, we 
expect liquidity soaking measures, in particular OMO, 
to be ramped up as one leg of the liquidity management 

strategy, especially after the CBN governor clearly 
fingered bank-driven speculation as a factor in the 
currency pressures. Whilst lower oil prices should 
have sunk deeper into policy consciousness as a root 
cause, we expect this line of action to persist, even if 
only as a tempering influence or in conjunction with 
further peg adjustments, and to underpin still elevated 
yields in H1 2015. 

Relative money market calm  
shattered in eventful Q4…  

First, maturity levels in Q4 14, at N1.85 trillion, 
slowed significantly compared to Q3 levels (N2.3 
trillion) thereby lowering market liquidity base. Severe 
pressure was seen in the last two months of the year 
as market maturity stood at an average of about N402-
440billion, compared to previous month average of 
about over N800billion, leading to the upsurge in rates 
with money market rates going as high as 13.5%-
15.5%, from 12-13% levels being offered early in 
H2 2014.  Furthermore, monetary policy tone turned 
decidedly hawkish at the November MPC meeting with 

both CRR and policy rate hikes. The primary trigger for 
the change was the rapid fall in oil prices and the net 
effect on yields was compounded by foreign-investor-
led sell-off of assets.  Money market yields which had 
been somewhat muted for most part of the year, with 
T-bill yields averaging  9.35% and 10.8% between 
year start and early November, surged upwards as 
T-bill yield cleared 18%. The actual debits for the 
CRR, sizable OMO to mop up liquidity and shore up 
the currency as well as delayed FAAC allocations all 
combined to spike money market rates with overnight 
rates reaching a closing peak of 65.97% on  the 17th of 
December 2014, and intra-day high of 80%.  
 

Figure 52

NIBOR Rates (%)

Source: FMDQ, ARM Research
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Figure 53

Maturity Profile (N’mln)

Source: FMDQ, ARM Research
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FI MARKET IN SHARP REVERSAL 
AFTER BRIEFLY TESTING LIMITS 

The roller coaster ride in the Nigerian fixed income 
market since the start of the year got more wobbly in 
H2 14. Specifically, investors were faced with a number 
of conflicting drivers; ranging from end of US QE to 
divergent economic recoveries, plunge in oil prices to 
momentous changes in domestic policy, JP Morgan 
Emerging market bond index rebalancing as well as 
prospects of increased domestic liquidity on AMCON 
bond repayment; with net effect introducing greater 
uncertainty than ever before. Accordingly, after initially 
extending declines from H1 14 on net OMO repayment 
of N400 billion in the first two months of H2 14, reaching 

nearly as low as the SDF floor will allow, rapid sell-off 
in response to heightened currency pressures due to 
the precipitous drop in oil prices, drove yields across 
the naira curve higher to close the year at 14.17% 
on average, 176bps higher YoY. Notably, this came 
after average yields (bonds and T-bills) touched lows 
of 10.56% (-0.35%) mid-August(48), with yields drifting 
sideways thereafter but went even lower as the CBN’s 
restriction of quantum of funds acceptable at the SDF 
window not only changed the floor-setting role of the 
SDF but also flushed out significant liquidity from the 
hitherto safe harbour.  Overall, by year-end, t-bill and 
bond yields had respectively risen 270bps and 332bps 
over H2 14 to 13.10% and 15.24%. 

(48) Yields drifted sideways thereafter as the hard floor set by the SDF (10%) limited further downdraft

CAPITAL MARKET REVIEW AND OUTLOOK

Figure 54

Trend in Bond and Treasury bill yields

Source: FMDQ, ARM Research
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Oil shock subverts domestic liquidity’s 
influence on yields

After rising liquidity, aided by the resumption of 
net OMO repayment (N400 billion) in the first two 
months of H1 14, pushed yields to 2014 lows by 
August, downdraft in oil prices below the $100/bbl 
psychological floor (for the first time in 18months) in 
September, triggered  some FPI reversal. Reaction 

was, however, limited to the long end of the curve, 
with bond yields spiking 71bps on average to 12.06% 
over the month to reverse earlier compression (Q3 
14: +47bps), while rates at the short-end remained 
depressed due to ample liquidity. Importantly, with 
SDF balance averaging N300 billion daily over July-
October, additional jumps in the yield curve, as oil 
plummeted further, remained limited to bonds, where 
yields rose another 150bps into mid-November, relative 

oil drops below 
$100/bbl CBN SDF circular

Devaluation at the 

CBN Auction
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to flat profile for T-bills. However, on the re-emergence 
of currency pressures, the apex bank curbed liquidity 
by issuing OMO papers, majorly to absorb funds 
freed from its capping of SDF placement(49) and then 
some more to drain the little laggardly liquidity in 
the absence of maturities till the end of the month. 
Immediately following these sequence of events the 
apex bank’s modest devaluation of the naira at WDAS 
auction prior to the November MPC drove the first 
major spike at the short end (+ 87bps(50) to 12.28%). 
Combined with the expected tightening that occurred 
at the November MPC and further downtrend in oil 
prices—on  the back of OPEC’s no cut decision—the 
confluence of torrid events ignited a fresh bout of 
selloff across the curve, but this time driven mainly 
(49) The N562bn balance in the SDF on 6th Nov dropped to N53bn—a year-low—by 11th Nov as the 

CBN issued N575bn worth of OMO within that period.
(50) 24th November 2014

by  domestic investors as banks, in particular, sought 
to fund regulatory reserve obligations. To reinforce 
the scope of impact, the environment was so tight 
that banks near-immediately switched from SDF to 
strong patronage of the SLF window over December 
2014. That month, T-bill yields rose 81bps while bond 
yields climbed ~185bps. Notably, the yield patterns, 
including the initial contraction that was in line with 
our views for a downtrend, as well as the reversal 
on policy and systemic issues, reinforce the greater 
role we expected domestic factors to play in shaping 
the FI market in 2014. This is not to say that foreign 
influence was entirely absent, with the biggest MoM 
contraction in the yield curve, in July, coinciding with 
four fold MoM increase in FPI inflow.

Figure 55

Brent crude oil price and bond yields

Source: Bloomberg, FMDQ
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Contagion: as Nigeria’s Eurobond reacts
 
Unsurprisingly, the selloff across the naira yield curve 
also engulfed the Nigerian Eurobond curve, with 
all issues—5 year, 7 year and 10 year—moving in 
lockstep with the uptrend in domestic bond yields 
starting from September. Mirroring the jump in the 
naira curve over December, Nigeria’s Eurobond yields 
spiked to an all-time high of 7.1% on average but 
then moderated to close at 6% (+84bps MoM, on 

average), Given the reaction, it would appear that 
as FPI sold-off local currency bonds on heightened 
currency risk, Euro bond investors likely began to 
price-in the oil price declines considering Nigeria’s 
dollar-denominated oil receipts provide much of 
funding assurance for the Eurobond, with a more 
muted impact similar pattern evident in Eurobonds of 
other oil exporters underscoring the scale of Nigeria’s 
exposure to the commodity. 
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DMO fills maturity gaps with discipline

Back to the domestic front, the DMO issued N515 billion 
worth of bonds in H2 14, 6% shy of total issuance in 
H1 14. This brings total 2014 issuance to N1.06 trillion 
which is a modest 1% ahead of cumulative issuance 
in 2013. On a net basis, the FG borrowed N560 billion 
in FY 14 (+13% YoY) which, similar to 2013, is largely 

in line with planned borrowing and hints at better 
management of Nigeria’s debt stock. Buttressing this 
point, the DMO, in a bid to cap burgeoning maturities 
due 2016—while maintaining its preferred tenors—
tapered the issuance of the 3 year paper in H2 14,  
introducing a new 20 year (FGN 2034) as well as 
ramping up issuance of the FGN 2024 (50% of total 
H2 issuance), both with relatively lower maturities.   

Figure 56

 Nigeria’s Eurobond Bond Yields (%)

Source: Bloomberg, ARM Research
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Figure 57

Outstanding FGN Bond (N bln)

Source: FMDQ, ARM Research
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Interestingly development in the secondary market 
was reflected in bidding pattern at the primary 
market, as demand generally shifted to the short 
end in H2 14 from the long end in H1 14. Specifically, 
average bid-cover ratio for the 3 year paper 
increased to 2.6x in H2 (H1 14: 2.2x), touching a 
high of 3.3x in December, compared with 1.7x for 
both the FGN 2024 (H1 14: 3x) and the new FGN 
2034. At the short end, demand pattern appeared to 
reflect post-election reinvestment risk as interest in 
91day-paper progressively tapered into December, 
in favour of the longer dated paper. Furthermore, in 
response to the tightening effective in December, 

investors threw in record high bids with maximum 
ranging between 21% and 23% across all maturities 
at the auction, pushing bid range to record levels 
(>9.5pps spread). However, harping back to our 
earlier point on better debt management, the DMO 
rejected bids, opting to sell only 83% of the N65 
billion offered, though it could not fully escape the 
realities of plummeting government revenue and 
heightened risk perception as marginal rate jumped 
250bps MoM to 15.4%, the highest since 2012. 
Whether the DMO will fare so strongly (and exercise 
such restraint) as these challenges deepen going 
into 2015 is another matter entirely.

Figure 58

Primary market data for bonds in 2014

Source: DMO, ARM Research
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Figure 59

Bid-cover ratio of T-bill primary 
auction

Source: CBN, ARM Research
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Fiscal straits to higher yields
   
In our earlier analysis of the 2015 budget, we had 
postulated that the fiscal deficit could more than 
double the projected N755 billion and argued that 
given implications for the non-discretionary recurrent 
expenditure the FG is likely to ramp-up borrowing, 
and most likely domestically, above the N570 billion 
target over 2015. Based on the foregoing, we believe 
domestic bond supply from the FG is likely to be 
significantly higher in 2015. On the demand side, while 
proposed quantitative easing by the ECB increases 
prospects for capital flows into emerging markets, 
expected rate hikes in the US on continued robust 
economic recovery is set to offset impact. Amidst 
the uncertainties around the February elections, the 
bearish outlook for oil prices and implication for naira 
valuation, points to softer FPI into the fixed income 
market over H1 15. On the domestic front, despite 
the 15% step down in OMO maturities to N1.7 
trillion, similar considerations—specifically, weakened 
external balances—diminish the odds of a reversal in 
the current tight monetary policy stance.  On balance, 
waning FPI support and curtailed domestic demand, 
with any available liquidity already wise to demand 
higher premium given the weak fiscal position, amidst 
jump in paper supply point to further upswing in 
yields over H1 15. Nonetheless, given the confluence 
of headwinds over 2015, we see flight to safety, at 
the expense of loan creation, by banks supporting 
demand for paper, tempering overall uptrend in yields.  

NSEASI SUCCUMBS TO BEARS 
ON DECLINING OIL PRICES

In our H2 14 report, our call was for bearish market 
performance. This view was hinged on tepid earnings 
expectations across NSEASI sectors and diminished 
FPI involvement following US tapering which we 
expected to combine with flaccid local support to 
induce selling pressure. In all of this, we implicitly 
assumed that oil prices would remain above $100/bbl, 
keeping domestic macro-picture in shape and capping 
equities downside. Accordingly, the unraveling of this 
support in Q4 14 when Brent crude plunged 39.4% 
QoQ, resulted in Nigerian equities recording the worst 
half year loss since 2009, hemorrhaging 18.4%, and 
ending the positive run which began in 2012. The H2 
14 declines which includes five consecutive months 
of losses – the longest streak since 2009 – drives 
the NSEASI to its worst annual return since 2011 
(-16.1% YTD). Notably, performance across non-
oil EM exporting countries was indifferent over Q4 
14 despite completion of much discussed US Fed 
tapering, whilst the tumble in NSEASI over the period 
was mirrored in equity market performance of leading 
oil exporters. This differential underscores the critical 
role of oil prices and its influence on Nigeria’s macro-
perception, as the slump over Q4 clearly influenced 
FPI actions which had hitherto appeared set to 
bear out our views that tapering impact would be 
frontloaded, with closure in October drawing little 
adverse reaction across EM equity markets.  

Figure 60

Q4 14 equity market returns across 
select oil exporters

Source: Bloomberg, ARM Research
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Christmas come early as late Q4 rebound 
tempers overall YTD performance
 
Nonetheless, a decoupling occurred between oil 
prices and NSEASI in Mid-December after US Fed 
Reserve(51) guided to a more ‘patient’ approach in 
its path to interest rate normalization which drove 
positive run across global equity markets. Aided by oil 
prices appearing to find some support, bottom-fishers 
(51) US FOMC ended December 17th

enticed by depressed prices and announcement by 
index heavyweight DANGCEM(52) of the reversal of 
earlier announced price cutbacks, NSEASI rallied 
17.6% in the five trading days leading to Christmas. 
The ‘Santa rally’ entirely offset MTD declines in 
December from (-16%) resulting in Nigerian equities 
closing the month flat (+0.3%) from November and 
shedding oil price influence whilst equally paring YTD 
declines from -29.9% to -16.1% by year end.
(52) DANGCEM jumped 28% in five trading days between December 18 and Christmas eve

Figure 61

Brent and NSEASI part ways in 
December 2014

Source: NSE, ARM Research
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Figure 62

Annual returns on NSEASI

Source: Bloomberg, ARM Research
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As heightened macro-sensitivity triggers 
FPI net short positions 

After being net short NSEASI to the tune of ~N120 
billion during the first five months of 2014 following the 
commencement of tapering in January and February ’s 
ouster of the apex bank Governor, FPI activity on the 
domestic bourse turned positive on the heels of the 
MSCI FM rebalancing in June. The net positive positions 
strengthened further over Q3 including record inflows of 

N134 billion in September following a raft of big ticket 
deals(53) which resulted in the highest quarterly net long 
position of N47.8 billion. Nonetheless, with oil prices 
plummeting in October, FPI positions reversed with net 
short positions over Q4 touching a record N120billion 
marking the start of a strong bear run. At N171 billion 
YTD(54), FPI are set to be net short the NSEASI, on a 
full-year basis, for the first time since 2008. 

(53) Qatar National Bank’s purchase of a 23% stake in (ETI) from AMCON and Dubai’s acquisition of 
1.4% shareholding in Dangote Cement with the value of both deals at ~$583million (N93billion)

(54) January to November

Figure 63

Trends in foreign flows on the 
NSEASI (N’billion)

Source: NSE, ARM Research
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Event- driven bounce in foreign 
transaction volumes

YTD, foreign transactions on NSEASI are 36% 
higher than 2013 total at N1.4 trillion (+45% YoY 

using comparable period) with share of total NSE 
transactions rising 8pps YoY to 59%. On one hand, 
the foreign dominance in value traded on the bourse 
reflects the sizable inflows on the MSCI rebalancing 
theme over Q2 (N175 billion) and the earlier mentioned 

Figure 64

Trends in FPI flows into NSEASI

Source: NSE, ARM Research
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foreign strategic investments in Q3 14 (N221 billion). 
On the other hand, the uptick in transaction share 
reflects the two rounds of heightened sell-off in 
Q1 (N229 billion) and Q4 (N217 billion). The three 
events cumulatively accounted for ~60% of foreign 
transactions on NSEASI over 2014. 

On the domestic front, YTD transactions are flat 
from 2013 total at N1 trillion (though 7% higher YoY 
using comparable period) with domestic transactions 
shrinking to 41% (after a 10pps YoY expansion to 49% 
in 2013). Decomposing domestic activity reveals that 
excluding September’s big ticket transactions which 
were spurred by AMCON’s need to raise cash ahead 
of its October bond redemption and DANGCEM’s 

need to meet NSE float requirements, domestic 
investors have significantly cut back on equity 
positions with the record low numbers in August (N9 
billion) and October (N12 billion) comparing poorly 
against monthly average of N44 billion since NSE 
began reporting breakdowns in June 2013.

Amid absence of ‘sentiment triggers’ such as the 
MSCI FM rebalancing in H1, domestic reticence 
reflects largely uninspiring Q2 14 earnings releases 
over Q3. Primary market activity was restricted to 
N8billion Transcorp Hotels IPO in September, which 
was only halfway subscribed, and Diamond Bank 
(N50 billion) and Unity Bank (N39.2 billion) completed 
issues in Q3 14.

Figure 65

Foreign and Domestic transactions on 
the NSEASI

Source: NSE, Bloomberg, ARM 
Research
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More importantly, the lack of home support in H2 
emerged despite increased inflows to PFAs following 
Presidential assent to the PRA (2014) and removal of 
VAT on commissions on capital market transactions. 
Despite limited domestic investible asset classes, PFAs 
continue to remain underweight equities with equity 

holdings mirroring MoM NSEASI performance. Similarly, 
the VAT removal which went into effect in October and 
is to last for five years did not drive increased mutual 
fund inflows despite the 4-8bps reduction in transaction 
charges implied in the exemptions.  

Table 11

Breakdown of transaction costs pre and post VAT exemptions

Costs Pre Buy Pre Sell Post Buy Post Sell

NSE fee (0.3%) + 5% VAT 0.32 0.3

SEC fee 0.3 0.3

CSCS fee (0.3%) + 5% VAT 0.32 0.3

Stamp duty 0.075 0.075 0.075 0.075

VAT @ 5% on brokerage 0.04 0.04 0 0

Total costs 0.415 0.755 0.375 0.675

Source:  ARM Research
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Deteriorating macroeconomic picture and 
weak earnings induce valuation compression

The import of the bears’ takeover of equity transactions 
reverberated across sectors on the NSEASI.  As 
the prime beneficiary of foreign interest in Nigerian 
equities, selling pressures were more strongly felt 
by consumer goods producers who also already had 
burdened valuations; brewers (QTD: -8.1%, YTD: 
-9.7%), personal care (QTD: -26.6%, YTD: -33.5%) 
and food producers (QTD: -14.6%, YTD: -22.7%).

In addition, earnings of cement companies declined 
on expiration of tax holidays at plants of sector 
heavyweights DANGCEM and Lafarge Africa. 
Exacerbating sector woes was the announcement 
in October of price cuts by index heavyweights 
DANGCEM which turned valuations firmly south with 
the sector declining (QTD: -12.7%, YTD: -10.3%). 

For banks, new CAR requirements which triggered 
a wave of capital raising across the sector already 
set the foundation for price declines which the 

CAPITAL MARKET REVIEW AND OUTLOOK

Figure 66

Retail v Institutional transactions on 
NSEASI

Source: NSE, ARM Research

■  RETAIL (N’BILLION)
■  INSTITUTIONAL (N’BILLION)

(50.00)

50.00 

0 

100.00 

150.00 

200.00 

250.00 

300.00 

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

Fe
b-

14

M
ar

-1
4

A
pr

-1
4

M
ay

-1
4

Ju
n-

14

Ju
l-1

4

A
ug

-1
4

S
ep

-1
4

O
ct

-1
4

N
ov

-1
4

Figure 67

MoM changes in PFA and Mutual fund 
equity holdings and NSEASI

Source: PENCOM, SEC, NSE, ARM 
Research
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Figure 68

Attribution analysis of quarterly 
sectoral performance

Source: NSE, ARM Research
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collapsing oil prices helped exacerbate. For a start, 
the deteriorating oil prices raised concerns over 
asset quality, in particular upstream exposure, and 
together with unfavourable monetary policy decisions 
(limit on daily SDF placements, hike in CRR and 
MPR) stoked already bearish sentiment leading to 

marked share price declines (QTD: -19.8%, YTD: 
-22.1%) in banks. Expectedly the lesser weighted 
oil and gas sector nosedived (-16% QTD, YTD: 
+12.63%) led by sector heavyweight SEPLAT which 
tumbled in line with oil prices.  

Equity outlook still wobbly as militating 
factors converge 

In framing our outlook, we note that increasing 
dissonance in global growth picture with strengthening 
US economic momentum expected to overlay 
concerns about deflation in Japan and Europe for 
DMs, amid continued deceleration in EM, should 
underpin further divergence in monetary policy 
across central banks. Indeed, forward guidance from 
the US Federal Reserve continues to be towards 
normalization in monetary policy with first rate hikes 
likely in H2 15, whilst ECB, BoJ and PBoC continue to 
show firm tilts towards greater policy accommodation. 
Amid the wearing off of QE sedative from financial 
markets, the varying monetary policy directions spell 
greater scope for increased volatility over 2015 which 
should induce selectivity in the FPI investing universe. 
Specifically, amid robust outlook for US equities, 
our earlier views about persistence of the current 
oversupply picture effectively rules out prospects of 
a quick-fire re-rating in oil prices to $90-$100/bbl 
levels, implying higher opportunity costs for investing 

in oil exporters relative to other EM economies. In 
sum, Nigerian equities are unlikely to see strong FPI 
inflows reminiscent of the last three years.

On the domestic front, sentiment over H1 15 should be 
dominated by the general elections whose competitive 
nature is already generating tensions in the polity. 
Whilst the compression in valuations over 2014 raises 
the possibility of bargain-hunting, as in December 
2014, this is likely to wilt in the face of hurdles which 
lie ahead – sustained oil price weakness, currency 
weakness, and elections. A second order impact of 
the depressed market performance in 2014 is that 
primary market activity which was just recovering 
could again become moribund in 2015, possibly 
restricted to rights issues by banks seeking to meet 
capital requirements(55). All these make for a fragile 
domestic backdrop for stocks and likelihood of higher 
fixed income yields adds to the opportunity costs for 
investing in equities in general, underscoring a case-
by-case justification as the only valid approach. 

(55) Listing of agro-chemicals firm Notore originally scheduled for 2014 could yet occur over 2015 though
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Figure 69

Defensive and Cyclical valuations

Source: Bloomberg, ARM Research
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Figure 70

Sector Contribution to NSEASI 
performance

Source: NSE, ARM Research
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On this note, the rebound in cement stocks following 
the upward price reviews by DANGCEM should be 
buoyed by the contraction in LPFO prices whose 
substitution on gas supply shortages constituted a 
key cost pressure point for the sector over 2014. 
Thus, whilst topline is likely to slow on weaker FGN/
State capital expenditure, cement earnings could 
surprise on the upside, supporting further upward 
sector rerating. Analogously, the oil price contraction 

should benefit earnings of downstream oil and gas 
companies as expected pump price of PMS slides 
below the subsidy price. However, as upstream 
players SEPLAT and Oando fall on the sharp edge of 
mean oil prices which are below $100/bbl for the first 
time in four years, revenue weakness should translate 
to subdued financial performance.
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Similar pressures exist for banks who, despite deep 
valuation discounts, face tight monetary policy, capital 
raising hurdles following adjustments to regulatory 
capital computation, deteriorating asset- quality and 
higher risk of delinquencies from oil and gas loan 
book on the depressed oil prices; all cumulatively 
pointing to tamer earnings over 2015. 

For consumer companies whose weighted average 
price-earnings valuations have contracted ~28% YTD 
to ~23x by our estimates, weaker real consumer 
purchasing power which should contract further as 
inflation rises post-devaluation should extend the 
tepid sales growth picture over 2015. Compounding 
the picture is the inability of flour millers and sugar 
refiners to fully transmit the higher costs post naira 
devaluation to customers, which should result in gross 
margin compression. The devaluation also creates 
earnings pressure for FMCG companies with dollar 
loan exposures such as sector heavyweight, NESTLE. 
On the flipside, the lower oil prices creates a boon for 

personal care companies for whom we believe, given 
sizable petrochemical inputs, the scale of the gains 
from oil price contraction in 2014 should offset impact 
of devaluation resulting in margin expansion.

Overall, the picture across cyclical and defensives is 
mixed with cement, downstream oil companies and 
HPC goods expected to fare better than food producers 
and banks who face much weaker earnings trajectory. 
The weaker earnings outlook for the latter category 
which cumulatively accounts for ~58% NSEASI market 
capitalization overlays positive outlook in the former 
(~38.4%) which should limit domestic appetite for 
equity risk. Nonetheless, possible mitigants to market 
downturn could emerge in the event of a peaceful and 
decisive conclusion to the 2015 elections – though we 
would not bet our shirt on that. Overall, greater FPI 
selectivity, tamer earnings outlook, uncertain political 
landscape and most importantly, greater prospects of 
oil prices testing new depths, altogether shape a less 
than savoury outlook for NSEASI over 2015. 
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SHIFTING FI LANDSCAPE 
DEMANDS FLEXIBILITY 

Over the past few iterations of our reports, our FI 
strategy has mainly been shaped by demand side 
considerations as the FG basically kept supply steady. 
First with FPI, as the 2012 JPM EMBI inclusion 
brought about a seismic shift in Nigeria’s bond market 
and then, more recently, on domestic factors as 
building liquidity broadened home-grown influence. 
In the latter regard, the long term AUM growth for 
the pension industry persists and has received new 
impetus from the July passage of the PRA. Similarly, 
banks’ deposit growth drive continues apace though 
in this instance with full impact of funds sourced 
tempered by regulatory regimentation. To showcase 
the overall domestic impact, over the course of 2014 
through October, banks and PFAs’ bond holdings 
jointly increased by N609 billion against net issuance 
of N448 billion as at then. In tandem with this increasing 
buying power, that already made domestic institutions 
the major holders of domestic debt anyway, an ever 
growing savvy means that prior passivity might be 
evolving into a more active role in price setting, 
once the domain of FPI. Whilst there were signs that 
this was manifesting late in H1 and  early in H2 14, 
as liquidity drove yields lower, oil price declines—
which is shaping up as something of a lightning rod 
for all economic woes in the current environment, 
and justifiably so—disrupted that emergent trend. 
Specifically, given the havoc wrecked on the fiscal 
management, for the first time in years, FI outlook is 
set to be more influenced by supply side dynamics.

In this regard, having already highlighted the 
constraints facing external borrowing at this time, 
and whilst the projected deficit of N755 billion (and 
the requisite amount of bond issuance to fund it) 
would seem aligned with recent history, we reiterate 
our analysis of historical benchmarks and resulting 
deficits which showcase that with current proposal, 
deficit could end up nearly double the projected 
amount. Though that analysis focused on 2009 and 
2010 because of similarities in oil dynamics with 
expectations for 2015, comparisons with last year 
point in the same direction; with 2014 approved 

budget carrying respective price and production 
benchmarks of $77.5/bbl and 2.38mbpd (compared 
with proposed 2015 of $65/bbl and 2.28mbpd) the 
deficit was N0.94 trillion. Perhaps more sinister is 
that even our projection for doubled deficit assumes 
oil prices at 2015 benchmark and if adjustments 
are made for further downdraft in oil prices then the 
picture darkens even more. To illustrate, using the 
same framework, at $50/bbl oil (and maintaining 
production at 2.28mbpd) the deficit could be well in 
excess of N2 trillion. Leaving the appropriateness 
of the deficit estimate aside, a further concern is the 
lack of options to plug it. Even if the entirety of the 
ECA were shared for budget augmentation it would 
not cover the official projected deficit especially as 
the FGN’s share would only be about 50% of the 
~N680 billion proceeds. It is therefore no surprise that 
the final budget passage has been moved till after 
elections to let the FG have a better grasp of where oil 
will settle and the measures it will need to take.

Regardless, what is clear from all this is that the 
FG will have to issue significant amount of paper 
to sustain its operations with attendant stoking 
impact on t-bill and bond yields. Whilst we believe 
that the sheer desperation of the FG’s situation 
mandates some success with its non-oil, specifically, 
tax revenue generation drive, even as its overhead 
cutback and revenue augmentation will help reduce 
total borrowing needs, we believe the moderating 
impact on yields will be limited—even if only because 
expected pricing has already recalibrated based on 
perception of its fiscal straits. In a similar vein, full 
IFRS implementation for pensions and likely focus 
by banks on FGN securities have a similar positive 
connotation for FI pricing, but in our view, ultimately 
limited impact in tempering yields. 

Having noted the potential tamping influences on 
yields it is important to reassess the important 
technical considerations influencing the undertone 
for the yield environment. Importantly, political 
maneuverings and ongoing insurgency have been 
factors we have previously identified. The political 
angle is now imminently at a peak with elections 
in February 2015 whilst the insurgency angle has, 
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if anything, ramped up over H2 14 further stoking 
concerns as to its import on investment environment. 
The direction of the impact from these continues to 
influence our bearish call on yields. Furthermore, we 
also note that the same pressures facing the FG also 
face the states, perhaps even multiplied, and unlike 
the FG’s more measured approach, the SGs will likely 
be more focused on the fact of getting the funding 
than its pricing. The competition thus given to the 
FG’s funding needs even as maturing OMO profile is 
set to be lower than recent history is also likely to add 
to the mix of yield stoking influences. 

Combining the technical and fundamental factors, 
and noting the absence of specific liquidity boosting 
events such as AMCON repayments and such, as 
was available in H2 14, our strategy is to stay short 
in the run up to the elections, waiting for yields to 
climb to a peak, and then rapidly build duration 
thereafter, all things being equal. To our thinking, 
any election related upheaval simply extends the 
window for this buildup with the timeframe also 
being sufficient for oil prices to have found some 
stability at a level, which we reiterate, is likely to 
reflect global oversupply situation.

CATCHPENNY STOCKS: BUT 
SECOND ORDER RISKS UN-PRICED? 

After H1 14 delivered the decoupling we anticipated 
in equities with net short FPI flows into equities in 
the first five months of the year completing an eleven 
month streak of outflows, the recovery in flows in June 
re-established that relationship somewhat. Excluding 
August which was marginally negative, net FPI flows 
stayed positive till September when it reached its peak 
level since the NSE started providing monthly data in 
2013. See Figure 64. Whilst conclusion of tapering 
by October and scarcity of events to specifically 
trigger any FPI push had made us conclude that any 
“recovery in FPI flows will remain too tepid to drive a 
sustained uptick in market performance”, the scale 
of the sharp reversals in October and a further dip 
in November to match largest monthly outflow, ever, 
indicated there was more at work than just tapering 
induced capital reversal. 

In that regard, the role of oil prices in setting up the 
dour Q4 14 performance is well documented and 
the weakness just deepened as the quarter wore on. 
Incidentally, in light of increasing selectivity of FPI, 

we had seen Nigeria’s investment credentials as a 
positive with political brouhaha weighing more on the 
downside in establishing our weak equity outlook for 
2014. That it was the shiny credentials which gave 
way as oil prices piled on the pressure underscores 
the significance of crude oil to the overall macro-
picture, and with the political bumps still all ahead, 
sets new hurdles for the scale of headwinds facing 
equities. Just as the marginal decline in Q3 14 reflects 
the boost from FPI as domestic support which aided 
Q2 gains waned, so does the steep Q4 14 NSEASI 
declines (worst since Q3 11) showcase the depth of 
uncertainty stirred by crude oil’s collapse. In a sense, 
FPI’s brief Q3 14 cameo only served to set up equities 
for the killer blow from oil’s globally felt shockwaves. In 
all these, one common leg from our prior outlook and 
recent developments is that domestic considerations 
are again expected to be at the fore (as they were for 
a brief while), with the focus they bring on valuations.

As expected, the impact of the equity declines 
has significantly compressed valuations with the 
NSEASI’s PE multiple shedding 15.5% in Q4 to 
11.4x by year end while PEs on our stock classes: 
defensives, cyclical industrials and cyclical banks; 
respectively shed 17%, 13% and 17.3% to 22.9x, 
14.9x and 5.4x. Whilst the oil fuelled blanket decline 
is certainly making stocks look attractive, the real 
question is whether those declines reflect the full 
extent of imminent risks. Specifically, forward looking 
events suggests significant risk lies on the horizon 
as market starts to grapple with the aftershocks 
of the events that already drove current declines. 
Burgeoning asset quality issues for banks, multi-
faceted earning pressures for FMCGs and higher 
input costs for traders are all issues that are yet to 
fully manifest and with an undercurrent that could 
strengthen as events unfold. Along these same 
lines, the overall response of economic players and 
the FGN in particular to the current challenges have 
their own reverberations. For instance, FGN’s tax 
drive in response to its revenue shortfalls include 
an effort to review corporate usage of the pioneer 
tax status with a possible ~N40 billion to be raised. 
That’s an amount directly coming out of corporate 
earnings. In a nutshell, we see no floor yet for the 
equity market as a whole.

Sector-wise, our bearish view on defensiveness 
remained on the money in H2 14 with personal care 
and food producers being, respectively, the worst and 
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third-worst performers on the NSE. This is not really 
surprising given the overburdened valuations which 
still remain far ahead of other sectors despite recent 
declines. Furthermore, with the defensives likely to 
bear much of the topline pressure from weakened 
consumer income, we reiterate our negative view on 
the sector as a whole with even the few individual 
positive prospects still carrying significant residual risk.

Cyclical industrials are a bit of a balancing act. On 
one hand, reduced capital expenditure as fiscal noose 
tightens, alongside pressured consumer incomes, 
portends revenue pressures. On the other hand, lower 
energy prices, with LPFO down 33% in Q4 14, portends 
margin expansion as the alternative to gas has now 
become much cheaper. On balance, we expect this to 
be the least pressured sector and expect earnings to 
hold up better than average in 2014. 

For the banks, the forward looking risks are perhaps 
more obvious and these rather than valuations (which 
have been depressed for years and still the lowest 
on the NSE) have played a bigger role in shaping our 
views. Considering the unviability of most reserve-
based lending at these prices, delinquencies pose 
a big challenge going forward. Furthermore, the 
concomitant cutbacks in credit-creation and the now 

limited quantum of the SDF suggest readymade outlets 
and by extension, revenue generating potential, would 
also be pressured for these banks. In this event, the 
issue is whether the scale of valuation compression 
compensates for these risks and historical asset 
quality and O&G exposure for individual banks will 
be important factors to dimension in making picks. 
In order words, while sector return prospects remain 
attractive, risk consideration act as a dampener and 
at the very least indicate a more measured attempt 
at entry opportunities with the post-election/Q1 15 
results window likely a better time.

One segment not caught in our classifications is the 
petroleum marketers and it would seem that this 
category is in the sweet spot of the intersection of all 
these conflicting factors. Lower energy prices already 
provide a boost to margin expansion prospects on 
PMS and lubes and FGN’s reticence in removing 
subsidy on the former continues to provide significant 
rent even as the oligopoly nature of AGO suppliers 
ensures they are capturing significant portion of the 
upside from recent oil price declines. In an overall 
equity strategy that suggests waiting out of the equity 
market to ensure current depressed valuations fully 
compensate for risk, this petroleum marketers perhaps 
present the most immediate actionable opportunity.
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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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