
Global Asset Allocation Report: Nigeria 
First Half 2005

ARM Investment Managers

AAsssseett  &&  RReessoouurrccee  MMaannaaggeemmeenntt  CCoommppaannyy  LLttdd..

1 Mekunwen Street, Ikoyi Lagos, Nigeria

Phone: 234-1-269-2976; 269-0056; 269-5212; 269-5508-10 

Fax: 234-1-269-2835

E-mail: invest.mgt@arm.com.ng



page 1

Review of 2004 and Outlook for 2005 2
Economic Growth 2
Inflation and Interest Rates 2
Currency 2
Equity Market 2 
Manufacturing Sector Remained a Laggard 3
External Sector: As Good as it Gets? 4

Figure 1 5
Figure 2 5

Prudence Remains the Standard for Fiscal Policy 6
A Review of the 2005 Budget Proposal 6

Table 1 8
Table 2 8
Table 3 8

Inflation Remained High Over the Period 10
Figure 3 10

Tighter Monetary Policy Led to Slower Growth in Money Supply 10
Figure 4 11
Figure 5 11

Equity Market Finally Succumbing to the Force of Gravity 12
Figure 6 12
Table 4 13
Table 5 14

The Bond Market 14
Small and Medium Enterprises (SMEs) 14
Outlook: Economic Growth Likely to Moderate in 2005 15
Politics and Reforms: In Whose Best Interests? 17
Manufacturing 17
Privatization: Transparency is Key 19
The External Sector 20
Energy - Benefiting from an Increasing Contribution from Natural Gas 21
Foreign Exchange Market: How Long can the Naira Remain Stable? 21
High and Rising Domestic Fuel Prices: An Economic Albatross 21
Fiscal Policy: Sustaining Fiscal Restraint Remains Key 22
Debt 22
Inflation is Likely to End Lower 23
Interest Rates: Finally Heading South of their Own Volition 24
Equity Market: Outlook Rather cloudy 25

Figure 6 25
Table 6 25

Sector Highlights: Brewery 29
Petroleum Marketing 30

Table 6 31
Conglomerates 31
Building Materials 33
Food and Beverage 35
Banking 36

Table 7 38
Table 8 39
Table 9 39
Table 10 40

ARM Research

Table of Contents



ppaaggee  22

Review of 2004 & Outlook for 2005

ECONOMIC GROWTH

Ever rising non-oil imports, coupled with our expectation for slower growth in oil exports, suggests that net

exports will prove less of a growth driver in 2005 than 2004. Record high oil prices and production in 2004

have significantly increased Nigeria’s GDP base - thus creating a high hurdle rate for growth over coming years.

From the foregoing, we are somewhat skeptical of the government’s ability to achieve the 6 - 7% target set in

the proposed 2005 budget, believing that growth is likely to be slightly muted. TThhuuss  wwee  sseeee  22000055  GGDDPP  ggrroowwtthh

iinn  tthhee  rreeggiioonn  ooff  44  -  55..55%%..  

INFLATION & INTEREST RATES

The recent fuel price hike, and uncertainty regarding the future direction of crude prices (both global and

domestic), coupled with the increased government spending over the coming year raise concern regarding the

attainment of the Federal Government’s target inflation rate of not more than 10% in 2005. OOuurr  ffoorreeccaasstt  rraannggee

ffoorr  ccoonnssuummeerr  pprriiccee  iinnffllaattiioonn  aass  mmeeaassuurreedd  bbyy  tthhee  1122  -  mmoonntthh  mmoovviinngg  aavveerraaggee  iiss  1100  -  1166%%.. In view of the huge

funds inflow into the banking system following the CBN’s reform agenda, in addition to the spending of some

of the excess oil revenues over the coming year, we expect aann  oovveerraallll  ddeecclliinnee  iinn  iinntteerreesstt  rraatteess.. This remains

our view even in the event of limited sterilization through the CBN’s resumption of the withdrawal of public

sector funds from the banking system. 

CURRENCY

With oil prices set to remain over US$30/barrel in 2005, the outlook for the Naira in 2005 appears positive as

it gives the CBN the ability to maintain support for the currency. WWee  eexxppeecctt  tthhee  NNaaiirraa  ttoo  hhoolldd  sstteeaaddyy  aaggaaiinnsstt

tthhee  ddoollllaarr  wwiitthh  tthhee  ppoossssiibbiilliittyy  ooff  aa  sslliigghhtt  aapppprreecciiaattiioonn,,  aanndd  ffoorreeccaasstt  aa  ssuuppppoorrtt//  rreessiissttaannccee  lleevveell  ffoorr  NN//UUSSDD  ooff

113366-114455  iinn  tthhee  ppaarraalllleell  mmaarrkkeett..  

EQUITY MARKET

Whilst the macro-economic landscape appears positive for the equity market, we express concern regarding

the technical factors, which traditionally, have greater impact on equity returns. Our stock picks are GGuuiinnnneessss,,

FFiirrsstt  BBaannkk,,  UUnniioonn  BBaannkk,,  OOaannddoo  PPllcc,,  AAsshhaakkaa,,  TToottaall,,  UUAACCNN  NNiiggeerriiaa,,  AAffrriibbaannkk,,  NNeessttllee  NNiiggeerriiaa  PPllcc,,  ZZeenniitthh

IInntteerrnnaattiioonnaall  BBaannkk  PPllcc  aanndd  GGuuaarraannttyy  TTrruusstt  BBaannkk..

For H1 2005, our recommended asset allocation for a typical growth portfolio at 7700%%  EEqquuiittiieess and 3300%%  FFiixxeedd

IInnccoommee.

January 2005
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ECONOMIC GROWTH - AGAIN BENEFITING
FROM HIGH GLOBAL CRUDE OIL PRICES,
AND TO A SMALLER EXTENT, GOVERNMENT
SPENDING

With the long legacy of poor overall macroeconomic

management, achieving macroeconomic stability and

sustainable growth in Nigeria continues to pose a for-

midable challenge. Real GDP growth accelerated in

2003 due to higher oil production and rising crude

oil prices as a result of the crisis in Iraq. On the flip

side however, Nigeria’s crude oil exploration has had

severe environmental impact1; this has led to the

emergence of various militia groups particularly with-

in the Niger Delta Region, frequent disruptions of

onshore oil production by host communities, shut-

ting down of drilling operations in oil fields by multi-

national oil producing companies and attendant rev-

enue loss to the companies and, by implication, to

the Federal Government. Despite the dominant role

of the petroleum sector as the major foreign

exchange earner, agriculture remains the mainstay of

Nigeria’s economy. It is the largest non-oil export

earner, the largest employer of labour, and a key

contributor to wealth creation and poverty allevia-

tion. The current administration has made some

progress in the agricultural sector, which continued

to exhibit strong growth2 in 2004. Nigeria is now the

world’s largest producer of cassava due to new initia-

tives undertaken in agriculture, and also the impact

of tractor, fertilizer and buyer-of-last-resort pro-

grammes that target excess produce during harvest.

While the fertilizer and tractor programme transmits

a 25% subsidy to farmers, the buyer-of-last-resort

programme guarantees farmers a profitable floor

price for their excess product. 

As at September 2004, the government had released

N284bln or 81% of the capital budget into the cen-

tral CBN account where it is readily accessible to

Implementing Agencies who have met the due

process requirements. However, of the capital budget

of N350bln, only about 50% or N175bln has been

utilized or committed to date - relative to a 25% uti-

lization rate as at mid year. Though the Federal

Government estimates that in spite of the late start to

the budget, the 100% target implementation rate for

capital expenditures will be attained, given the

bureaucracy involved, we do not think this is realiz-

able, and consequently expect a lower contribution

of government spending to economic growth than

previously anticipated. As a result of the settlement

of domestic public sector payment arrears as provid-

ed for in the 2004 budget (N37bln so far this year),

in addition to higher public expenditure, we are of

the opinion that fiscal policy likely boosted growth in

2004, albeit to a lower extent than we had earlier

expected, and as provided in the budget due to the

late execution of the budget and stringent screening

exercises of the due process committee. 

MANUFACTURING SECTOR REMAINED A
LAGGARD

About 30% of the 30 manufacturing sub-sectors cov-

ered by a CBN survey operated at over 50% of their

installed capacity in 2003, and these were mainly

import-dependent sub-sectors. This was attributed to

the poor state of infrastructure, in addition to low

demand for domestic products and high demand for

imports. Reflecting this, capacity utilization rose a

marginal 1.9% from 44.3% in 2002 to 46.2% in

2003. Power generation, transmission and distribu-

tion initially improved to 4500MW compared to

4200MW in 2003 and 2000 MW in 1999. The gov-

ernment expects additional generation capacity of up

to 1400 MW to come on stream by 2006 through

several major investments undertaken. Following

steadier power supply in many areas earlier on in the

year, power generation subsequently deteriorated in

the last quarter of the year, with long periods of out-

ages becoming the norm. Overall productivity in the

Nigerian industrial sector has remained low for sev-

eral reasons, including:

1 These include marine pollution, devastation of farmlands and rivers caused by acid rain due to oil exploration and gas flaring.
2 The federal government estimated a 7% growth in the sector in 2004.

ARM Research
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low-technology deployment; 

low capacity utilization;

uncertain macroeconomic and policy

environment;

inconsistent policies and frequent policy

reversals;

limited investment to modernize existing

plant and machinery, and even less so in

up-grading the production technology 

inadequate infrastructure, especially

power and energy; and

low skill level of workers.

Further aggravating the plight of the manufacturing

sector in the third quarter of the year was the 4-day

strike action by Nigerian Labour Congress in protest

of the recent fuel price hike. This led to considerable

losses in the sector as a result of:

disrupted production processes 

massive manpower loss 

additional interest charges as a result of

prolonged period of the transactions for

investors who borrowed from the banks 

loss of perishable products imported into

the country, but not yet discharged at the

ports. 

ARM Research

FIGURE 1: Total OPEC Production (1990 - 2004)
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FIGURE 2: Rising oil prices fuelling strong growth in Foreign Reserves

15,000

12,000

9,000

6,000

3,000

0

55

51

47

43

39

35

31

27

World Oil Prices ($)

Foreign Reserves ($mln)

Dec-03             Feb-04              Apr-04             Jun-04            Aug-04             Oct-04

Source: Central Bank of Nigeria Monthly Reports, Bloomberg
SSoouurrccee:: CCeennttrraall  BBaannkk  ooff  NNiiggeerriiaa  MMoonntthhllyy  RReeppoorrttss,,  BBlloooommbbeerrgg



ppaaggee  55

breach of contractual agreements with

severe penalty clauses. 

A combination of the above factors kept the per-

formance of the manufacturing sector at subpar lev-

els over the year; further eroding the already low

contribution of manufacturing to GDP growth for

2004. On balance, net exports, as a result of the

dominance of oil relative to non-oil exports, in addi-

tion to record high oil prices and production, was

probably the largest contributor to economic growth.

Also contributing positively to economic growth over

the period, albeit to a smaller extent, was govern-

ment spending. On the flip side, we see consumer

spending, negatively impacted by high unemploy-

ment, inflation, the subsequent erosion of purchasing

power and cutback in discretionary spending, con-

tributing minimally to overall growth in 2004. The

foregoing, in addition to expectations for strong

growth in the agriculture and the services sectors,

including telecommunications, underscores our

anticipation that growth in 2004 will, at the mini-

mum, meet the government’s 5% target. 

EXTERNAL SECTOR: AS GOOD AS IT GETS? 

In our July 2004 report, our expectation, predicated

on the assumption that there were no disruptions to

oil production in the Middle East or elsewhere, was

for a modest trend toward more normal crude stock

levels in the countries of the Organization for

Economic Cooperation and Development (OECD),

and by implication, slight moderation in oil prices.

Contrary to our expectations, crude oil prices hit suc-

cessive highs over the period and culminated in an

all time high of $55.43 per barrel in September.

Global oil prices remained high even though OPEC

crude oil production reached its highest levels in

September since OPEC quotas were established in

1982 largely due to increased Iraqi production (see

Fig 1). Continued strong demand, especially from

China, and a thin cushion of excess production and

refining capacity, significantly pushed up the long-

term equilibrium price of crude oil3. The narrow

cushion of excess supply consequently produced

large jumps in price in response to any reduction in

supply. Hurricane-induced reductions in supply in

the Gulf of Mexico (about 500,000 bpd), and threats

of supply disruption in Nigeria, in addition to con-

cerns over low winter heating fuel supplies in the US,

contributed to the hike in crude oil prices. OPEC

quotas, following an initial decline at the beginning of

the year, have increased thrice; taking both Nigeria

and total OPEC production from 2.018mln bpd and

24.5mln as at the beginning of the year to 2.224mln

bpd and 27mln bpd respectively.

Due to favourable terms of trade, the external cur-

rent account deficit has continued to narrow and

external reserves now stand at $16.1bln; exceeding

the $8.4bln target for the full year (see fig 2). The

balance of trade improved substantially reflecting

these developments in the oil sector, as performance

of the non-oil sector showed only marginal improve-

ment. With international oil prices remaining signifi-

cantly above their historical averages, we anticipate

further rise in gross international reserves during the

remaining months of 2004 and see increasing likeli-

hood of the external current account deficit moving

into a small surplus. 

Globally, foreign direct investment (FDI)4 in 2003

declined 18% to $560bln from $679bln in 2002;

driven by the slow and irregular pace of economic

recovery in the developed world, which dominates

overall FDI totals. In the developing world, though

Africa and the Asia-Pacific gained, the changes were

unequal even within continents; African countries

rich in natural resources such as Morocco, Angola,

Equatorial Guinea, Nigeria and Sudan, attracted the

bulk of the increased FDI to the continent - a total of

$15bln. Nigeria was the fifth African country to bene-

fit from FDI flow, with $1.2bln in 2003 and $1.3bln

January 2005

3  Source: Energy Information Administration
4 Source: 2004 World Investment Report
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in 20025. Rough estimates by the Federal

Government indicate that as at September 2004,

close to $1bln in new investments had come into the

non-oil sectors mainly in the Foods, Beverages,

Leather Goods, Power Generation, Personal Care

and Pharmaceutical sectors. 

THE NAIRA REMAINED STABLE 

The Naira remained stable against the US$ over the

second half of the year, trading within a narrow band

of N138 and N142. The Naira has essentially

remained indexed to the dollar as Nigeria’s monetary

authorities try to influence the demand/supply

dynamics within the Dutch Auction System. Despite

increased demand for foreign exchange as a result of

the ability of independent oil marketers to import

their own products, high global oil prices, strong

export volumes and foreign reserves averted depreci-

ation pressure on the currency. We see the applica-

tion of substantial fiscal savings from excess crude oil

proceeds continuing to provide support for the cur-

rency during the remaining months of the year and

going into 2005.

PRUDENCE REMAINS THE STANDARD FOR
FISCAL POLICY

The fiscal restraint that began in the last quarter of

2003 continued in 2004, with considerable oil sav-

ings signaling a reversal of the expansionary policies

of the past. As at the end of November 2004, savings

in the excess crude account amounted to about

N691bln ($5.2bln); exceeding Federal Government

projections of total savings of about N609bln by year

end. Reforms to enhance oil sector efficiency, public

sector transparency and accountability, fight corrup-

tion, and strengthen the financial sector have been

initiated. Progress has been made in strengthening

the federal budget process, reducing nonpriority out-

lays, and increasing investments in key priority areas

in line with the National Economic Empowerment

Development Strategies’ (NEEDS) objectives, such

as education, health, agriculture, water, and electrici-

ty. Due process and procurement reforms continued

to yield dividends, thereby contributing to improving

the quality of investment programs and reducing cor-

ruption in the contract system. Ministries and federal

parastatals, in defence of their performance in the

2004 budget, have, however, pointed accusing fingers

at the Budget Monitoring and Price Intelligence Unit

(The Due Process Office); arguing that its extremely

rigid conditions were frustrating the successful imple-

mentation of budgets. Given the institutionalization

of corruption and rent seeking in Nigeria however,

we are in agreement with the insistence from the

Due Process Office that its actions were to restore

discipline and order to the system of contract awards

and implementation. Reflecting the prudent nature

of the government’s fiscal policies, the fiscal deficit as

at end of September was 1.5% of GDP, well within

the 2.1% target for 2004 set at an oil price of $25 per

barrel. 

A REVIEW OF THE 2005 BUDGET PROPOSAL 

The budget, titled ‘Building Physical and Human

Infrastructure for Job Creation and Poverty

Eradication”, is the second under the National

Economic Empowerment Development Strategies

(NEEDS) and carries forward the work begun in

budget 2004 to reform the economy and put it on

the path to sustainable growth. The budget focuses

on building physical and social infrastructure such as

power, water, roads, education, health and security;

and is based on the following assumptions:

Crude oil production of 2.68mln bpd

(including 150,000 barrels of condensate);

NLNG (Nigeria Liquefied Natural Gas)

and upstream gas revenues of N53bn; 

oil price of $27 per barrel; 

the continuation of a fiscal rule in which

revenues above the $27 a barrel price will

be saved for the rest of the year; 

joint venture cash calls of $4.23bln;

a target inflation rate of no more than 10%; 

5 UN Conference on Trade and Development
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GDP growth rate of between 6 to 7%;

External reserves at $15bln or 11 months

of import, and

2004 oil income (excess crude revenues)

for financing purposes of N158bln. 

Based on these parameters, the government esti-

mates federally collectible revenue for the year end-

ing December 31st 2005 at N3.619trln of which

N2.902trln is oil derived, N563bln of non-oil taxes,

and N100bln of independent revenue. Federally

retained revenue under the existing revenue sharing

formula is estimated at N1.304trln; made up of

Federal Government share of the federation account

of N1.179trln, share of Value Added Tax of N25bln

and independent revenue of N100bln. An aggregate

expenditure ceiling of N1.618bln is being proposed.

This results in a deficit of N314bln or 2.9% of GDP.

The deficit is expected to be financed with N158bln

of excess crude savings of 2004, privatisation pro-

ceeds of N4bln, sales of government property in

Abuja and around the federation N15bln, looted

fund recovery of N10bln, and access to long term

funds from the capital market of N70bln. The total

capital budget amounts to N531bln, a 51% increase

over last year’s budget of N350bln; with N50bln

being directed at paying local contractors debts and

equity of N10.6bln for the Nigerian Production

Development Commission - one of NNPC’s sub-

sidiaries to take off. The capital budget focuses on

the stated priorities of physical and human infrastruc-

ture with 33% of the budget designed for roads,

water supply, power, education, health, and agricul-

ture.

January 2005



ppaaggee  88

TTaabbllee  11

HHiigghhlliigghhttss  OOff  TThhee  22000055  PPrrooppoosseedd  BBuuddggeett

22000055 22000044 yy//yy  %%  CChhaannggee

Revenue (N trln) 1.304 1.12 16.43%

Projected Av. Oil price ($/barrel) 27 25 8.00%

TToottaall  EExxppeennddiittuurree  ((NNttrrllnn)) 11..661188 11..33 24.46%

Projected GDP growth 6-7% 5% higher

Source: Presidential Budget Speech 

TTaabbllee  22

TToottaall  BBuuddggeett  AAllllooccaattiioonn  

NN  bbllnn %%  ooff  TToottaall  

Recurrent Expenditure 651 39.31%

Capital Expenditure 531 33.62%

Foreign Debt service 170 10.51%

Domestic Debt Service 190 11.74%

Statutory Transfers 

National Judicial Council 33 2.04%

Niger Delta Development Commission 17 1.05%

Universal Basic Education Commission 26 1.61%

11,,661188

Source: Presidential Budget Speech 

TTaabbllee  33

DDeeffiicciitt  FFuunnddiinngg  

NN  bbllnn

2004 Excess Crude Oil Savings 158

Privatisation Proceeds 4

Sale of Government Property 15

Looted Fund recovery 10

Access to Long Term Funds from the Capital Market 70

Not Specified 57

TToottaall  ddeeffiicciitt  331144

Source: Presidential Budget Speech 

ARM Research
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On the use of the additional income from excess

crude, a total of N609bln ($4.6bln) is projected as

savings on the excess crude for the Federation

Account by the end of 2004; the Federal

Government’s share of this savings is estimated at

N316bln. Based on a discussion with stakeholders of

the different tiers of government, it has been decided

to permanently save 50% of this additional income,

whilst putting 50% towards financing additional

expenditures in the 2005 budget. The 50% savings is

designed to cushion the volatility of revenues and

expenditures based on the uncertain commodity

price of oil while the 50% for additional expenditures

is expected to be channelled largely towards physical

and social infrastructure as follows: Agriculture

(N5bln), Power (N18bln), Works (N29bln), Defence

(N20bln), Police (N7bln), Internal Affairs (N9bln)

and N40bln to three development banks of agricul-

ture, industry and housing. 

Payroll and overheads amount to

N651bln or 40% of the budget; the gov-

ernment has attributed the continued

large size of the recurrent budget to sever-

al factors: salaries and allowances of newly

recruited police, monies for capacity

building of the civil service as part of the

public service reforms as well as anticipat-

ed redundancy payments, and some

arrears of professional allowances to

teachers, doctors, researchers and others

that were not paid in the past. 

Due to the weight of the new contributory

pensions and mandatory life insurance,

costing the Federal government a contri-

bution of N44bln, pensions have

increased from N70bln in budget 2004 to

N119bln. Pension arrears under the Pay

As You GO are large and estimated at

over N1trln. Though implementing

reforms in pensions, the public service,

and the National Health Insurance

Scheme have added close to N70bln to

the 2005 budget, the medium to long-

term payoffs in a functioning pension

scheme and a more efficient public serv-

ice justify these expenditures. 

The government proposes to continue the

fiscal rule of saving all revenues above the

budgeted price and deciding appropria-

tion in a manner compatible with good

economic management. This prudent

budget practice will be embedded in a law

increasing budget transparency, encourag-

ing fiscal prudence, and accountability in

all tiers of Government, known as ““TThhee

FFiissccaall  RReessppoonnssiibbiilliittyy  BBiillll””.

The government intends to harmonize

tariffs with the ECOWAS tariff regime

which consists of four tariff import bands,

0% for necessities, 5% for primary prod-

ucts, 15% for intermediate goods and 20%

for finished products. With this policy,

there will be no need for waivers and

exemptions starting June 2005 and

Nigeria’s unweighted average tariff will

adjust to 18% from a previous level 

of 29%. 

Overall, the highly restrained fiscal stance of early

2004, which enabled the government to sterilize

excess oil revenue and significantly increase interna-

tional reserves, is particularly encouraging. It would

appear that the government has built on the progress

made on the 2004 budget process and begun the

2005 budget cycle early, strengthening the prioritiza-

tion of capital projects, designing a strategy to address

domestic arrears, and developing a Medium Term

Economic Framework consistent with NEEDS.

Given the need for prudent management of oil wind-

falls, which we have reiterated time and again, the

adoption of the fiscal rule is a significant positive for

1 Food and beverage sector includes 7-Up, Cadbury, Flour Mills, Nestle and Nigeria Bottling Company
7 ARM Estimates
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FIGURE 3: Mixed signals on the inflationary front
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the economy. This will help de-couple expenditure

policy from the highly volatile short-run impact of oil

price movements. In addition, it provides a much-

needed guidepost for sustainable public investment

and consumption of oil resources, taking into

account intergenerational equity concerns by com-

mitting some portions of oil revenue to future gener-

ations. In this way, expenditure is stabilised at levels

consistent with long-run targets and the government

can draw on the extra savings generated during boom

times to sustain expenditure when oil prices are low. 

Our views of the proposed budget are reflected in

our outlook report for 2005. 

INFLATION REMAINED HIGH OVER THE
PERIOD 

Achieving a single digit inflation rate, one of the eco-

nomic targets of the present government, has

remained elusive as inflation has been high and

volatile in 2004. This was attributable to high fuel

prices following the liberalization of domestic prices

for petroleum products, high cost of operations, high

import duty, supply bottlenecks in production activi-

ties and trade policy regime, particularly the import

prohibition. Furthermore, as a result of the inability

of the Federal Government to access long term

funds from the bond market to finance the budget

deficit, the 2004 deficit was financed through the tra-

ditional Ways and Means, which is inflationary.

Overall, inflation accelerated sharply over the first

half of the year, peaking at 28.99% (year-on-year) in

April; subsequently, the year-on-year rate declined to

13% as at August 2004. The 12-month moving aver-

age rate however continued to rise till June, when it

peaked at 19.7% before subsequently declining to

18.2% in September (see fig 3). The declines were

due to favourable growth rate comparisons over the

previous year and dampening effects of the harvest

period on food prices, which constitute about 30% of

the composite. For the rest of the year, given the

September hike in prices of petroleum products on

the domestic scene, we see a build up in price pres-

sures across the economy. 

TIGHTER MONETARY POLICY LED TO
SLOWER GROWTH IN MONEY SUPPLY 

We had earlier emphasized the need for the elimina-

tion of recourse to CBN financing of budget deficits

in order to reduce the burden of monetary policy in

ensuring macro-economic stability. An increasingly

complex macro-economic environment has contin-

ued to create challenges for the monetary policy

authority. Expansionary monetary conditions led to a

ARM Research
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monetary overhang and negative real short-term

interest rates by end-2003 and early 2004. Just as we

had anticipated in our 2004 half year report, as a

result of the pressure on domestic prices, and

expanding bank credit to the public sector, the CBN

acted proactively by tightening monetary policy in

H2-04. What we had not anticipated however, was

the extent of measures that would be implemented.

On the 6th of July 2004, the CBN governor

announced a set of reforms aimed at strengthening

the banking sector through consolidation; chief

amongst which was the requirement for banks to

recapitalize to the tune of N25bln, up from N2bln by

December 2005. 

Following this, the CBN, in August, directed paras-

tatals to withdraw their funds from banks with a view

to controlling inflation, ensuring stability of the Naira

through mopping excess money in the system and

weaning Nigerian banks from over reliance on public

sector funds. Not suprisingly, this led to scarcity of

funds and near crisis in the banking system following

increased difficulty in meeting depositors’ demands.

In addition, the CBN’s shift to daily open market

operations - introduced in November 2003 - helped

lower excess liquidity in the banking system. As net

credit to government contracted, real rates became

marginally positive. The CBN subsequently suspend-

ed the withdrawal in order to enhance the stability of

FIGURE 4: Fiscal restraint led to slower than budgeted growth in money supply
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the financial system. As a result of the following

measures, money supply growth slowed considerably

over the period; broad money stock (M2) rose 9.9%

in the first nine months of 2004, representing an

annualized growth rate of 13.2%, compared with the

permissible expansion rate of 16.0% for fiscal 2004

and significantly lower than the 23.6% rate in August

2003 (see fig 4). In line with the traditional trend, the

money market traded volatile over the period (see fig

5), reflecting developments with respect to JV cash

call payments as well as statutory allocations.

EQUITY MARKET: FINALLY SUCCUMBING TO
THE FORCE OF GRAVITY 

In our July 2004 report, we had expressed our con-

cern regarding the sharp run up in equity prices cou-

pled with high level of speculative activity within the

equity market; arguing that in the absence of support-

ive fundamentals, there was a strong basis for a near-

term pause in the market. Our fear then was that

unless the pace of growth in earnings and economic

conditions improve, the equity market would remain

richly valued and susceptible to sharp declines.

Following its peak in June 2004, the Nigerian All

Share Index declined substantially over the second

half of the year. Initially, the declines were as a result

of profit taking in the wake of the market’s strong

performance and fund raising efforts ahead of the

Guaranty Trust Bank and Zenith Bank offers. The

pull back was subsequently aggravated by the afore

mentioned CBN bank recapitalization directive. The

immediate reaction was substantial losses within the

banking sector as investors reallocated assets to high-

ly capitalized banks given the uncertainty facing the

industry and apprehension on survival prospects of

smaller banks. Subsequently, the CBN directed fed-

eral parastatals to withdraw their funds from com-

mercial banks. The resultant withdrawal of funds

from the equity market by banks, both via margin

accounts (largely applied to speculative activity), and

direct liquidation of equity holdings, in a bid to meet

the new capitalization requirement and cushion the

liquidity pressure in the system, exerted downward

pressure on equity prices. A combination of these

measures led to a very tense atmosphere within the

equity market which subsequently filtered into the

money market as large banks restricted inter-bank

lending to avoid the risk of getting their funds locked

in smaller banks. Consequently, interbank rates

trended higher, leading to even more reallocation of

assets from the equity to money markets. A sharp

rise in primary market activity across broad sub-sec-

tors of the market, with particular emphasis on the

banking sector, coupled with heightened interest in

these primary market issues, led to investors raising

liquidity from the secondary market. Other issues in

addition to the Guaranty Trust Bank and Zenith

FIGURE 6: NSE All Share Index Performance
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6 ARM Estimates based on half year reported earnings stripped of sharp aberrations in growth rates recorded over the
first six months of the year. These were a 59% decline in after tax profits for Nigerian Breweries, which remains the most
capitalized stock on the NSE All Share Index, and a 262% and 138% growth in earnings for Mobil and Oando Plc respectively.
7 As at 30 November  2004
8 A market value weighted Index comprising the 40 most-capitalized stocks on the NSE

offers were Access Bank, Oceanic Bank, Oando

public & rights offers, UACN Plc Rights offer, as

well as various private placements. Record subscrip-

tion for some of these offers (Zenith Bank - 500%),

Oando Nigeria Plc (459%), and (Guaranty Trust

Bank - 250%) was attributable to aggressive market-

ing, heightened awareness, and the performance pro-

file of the companies. In addition, as a result of the

uncertainty arising from implementation parameters

of the pension reform bill, there was an upsurge in

fund liquidations by many fund managers over the

period which further depressed market performance. 

Again, in our earlier report, our view was that given

the marked rise in operational costs, healthy growth

in profits might be a tall order. Over the first half of

2004, average earnings6 across Nigerian companies

have recorded a 3.77% growth rate relative to the

19.55% pace recorded over the same period last

year. This mirrored, to a large extent, companies’

struggle with rising operational costs induced by the

high inflation environment, coupled with reduced

product demand in the wake of lower consumer real

incomes. Reflecting these developments, valuation

levels deteriorated substantially, particularly earlier in

the year as the rate of price appreciation outstripped

the pace of earnings growth by a wide margin. The

absence of attractive dividend and bonus announce-

ments also provided little in form of technical sup-

port for the market. A combination of all the above

factors led investors to seek safe haven investments

such as fixed income and money market instruments.

Following the much awaited listing of Zenith bank

shares, by the beginning of the fourth quarter, there

was a pick up in activity in the equity market, and sen-

timents improved slightly. Overall, the equity market

lost 18% over the second half of the year, bringing

year to date performance to 17.937% (see fig 6). 

TTaabbllee  44:: ARM H2 2005 Model Portfolio Performance 

HH22  ‘‘0044  RReettuurrnn 22000044  FFuullll  YYeeaarr  RReettuurrnn  

ARM Model Portfolio Return -11.17% 30.43%

NSE-All Share Index -19.44% 15.61%

ARM 40 Index8 -20.68% 22.57%

SShhaarreess  HH22--0044  RReettuurrnnss

Guaranty Trust Bank 0.00%

First Bank of Nigeria Plc 0.93%

Union Bank of Nigeria Plc -11.34%

Nigerian Bottling Company -19.43%

UAC Nigeria Plc 0.00%

Nestle Foods Plc -4.50%

Guinness Nig Plc -32.58%

Unilever Nigeria Plc -12.37%

WAPCO -32.35%

Oando Plc 0.00%
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THE BOND MARKET 

The Federal Government delayed its intention to

approach the capital market with another N40bln

bond owing to the heavy traffic of activities at the

capital market instigated by banks’ quest to recapital-

ize9. The objectives of the bond issuance program are:

in the short term, primarily to raise

money from the capital market to finance

part of the 2005 budget deficit in a more

efficient and less inflationary way than the

traditional practice of reliance on Ways

and Means advances, which are subse-

quently converted to treasury bills;

in the medium term, to provide a vehicle

for restructuring the current stock of

domestic debt, thus ensuring better asset-

liability match; and

to promote the development of a vibrant

and efficient capital market

Over the period, the NSE listed the N4.6bln First

Cross River State Floating Rate Redeemable Ranch

Development Bond 2004/2007. With the listing, the

number of state government bonds listed increased

to six. Our view remains that a critical component, if

not a pre-condition, to developing a bond market, is

the need for macroeconomic stability and prudent

fiscal and monetary framework. Another key require-

ment for the development of the bond market is

active participation by the Federal Government in

the secondary market in order to provide much

needed liquidity. In addition, the duration the statu-

tory Treasury bond holdings of commercial banks

can be systematically extended. We note, however,

that extending the yield curve for fixed rate instru-

ments continues to pose a major challenge for coun-

tries with a history of weak macroeconomic policies;

suggesting the need for gradual development of the

yield curve, starting with the short end. We are of

the opinion that a combination of these factors will

encourage a more active bond market.  

SMALL AND MEDIUM ENTERPRISES (SMES)

The key role that small businesses and entrepreneurs

have to play in a knowledge economy has been well

TTaabbllee  55:: ARM H2-2004 Model Portfolio Performance Attribution Analysis 

SSeeccuurriittyy IInnddeexx  HH22  RReettuurrnn WWeeiigghhtteedd PPoorrttffoolliioo  WWeeiigghhtteedd VVaarriiaannccee
WWeeiigghhtt IInnddeexx  PPeerrff.. WWeeiigghhtt PPoorrttffoolliioo  PPeerrff..

Guaranty Trust Bank 4% 0.00% 0.00% 10% 0.00% 0.0000

First Bank of Nig 5% 0.93% 0.05% 10% 0.09% 0.0005

Union Bank Nigeria Plc 6% -11.34% -0.68% 10% -1.13% (0.0045)

Nigerian Bottling Co. 4% -19.43% -0.78% 10% -1.94% (0.0117)

UACN Nigeria Plc 1% 0.00% 0.00% 10% 0.00% 0.0000

Nestle Foods Plc 5% -4.50% -0.23% 10% -0.45% (0.0023)

Guinness Nigeria Plc 7% -32.58% -2.28% 10% -3.26% (0.0098)

Unilever Nigeria Plc 2% -12.37% -0.25% 10% -1.24% (0.0099)

WAPCO 1% -32.35% -0.32% 10% -3.24% (0.0291)

Oando Plc 3% 0.00% 0.00% 10% 0.00% 0.0000

9 Banks across the country invested a total of N40.93bln representing 56.41% of total subscription of the First Federal
Government 2003 N150bln bond issue

ARM Research



January 2005

page 15

proven in other countries. In just over 20 years,

India has grown from an underdeveloped socialist

state into the world’s second largest exporter of soft-

ware. In South Korea, the new wave of small high-

tech businesses have overtaken the old large firms

like LG, Hyundai and Samsung to become the

bedrock of the country’s recovery from the Asian

economic crisis. With its Vision 2020 agenda,

Malaysia has transformed itself into one of the

world’s fastest growing economies; largely due to its

focus on small businesses and their powerful contri-

bution to economic growth. 

In any country seeking to modernise, entrepreneurial

activity needs well functioning capital markets able to

channel finance to the most promising projects.

Recent government activities in Nigeria have demon-

strated that the small business sector is now seen as

an integral part of Nigeria’s renewal and regeneration

process. We view the increasing shift of emphasis to

the small business sector as a crucial step in the right

direction; with globalisation and the emergence of

the digital economy, small firms play a crucial role in

experimentation and innovation that lead to techno-

logical change and employment growth. For Nigeria

to be able to make such a successful transition, it

must put in place the right conditions and encourage

the right culture that stimulates a knowledge driven

economy. Thus, the government needs to intensify

its efforts towards fostering a strong entrepreneurial

culture in which more and more innovative people

can set up their own businesses thereby creating

more jobs and wealth. 

Among the new approaches to SME financing in the

country are venture capital, the Small and Medium

Equity Investment Scheme10 (SMIEIS), and the

National Credit Guarantee Fund. Although venture

capital is very active in a number of developing coun-

tries, it is only beginning to emerge as a viable financ-

ing option for SMEs in Nigeria. The success of ven-

ture capital11 in Nigeria will depend on the emer-

gence of a new breed of knowledgeable entrepre-

neurs. The benefits of venture capital go beyond the

provision of long-term finance; one of the numerous

problems confronting SMEs was the perennial prob-

lems of inadequate managerial capacity and poor

quality services and products, which compromise

SMEs’ success. Since they have a vested interest in

the success of a business, venture capitalists, unlike

banks, actively work with the company’s manage-

ment by contributing their experience and business

knowledge gained from helping other companies

with similar growth challenges. For a country like

Nigeria looking to achieve real economic growth,

alleviate poverty and create jobs, the potential for

venture capital in helping to develop a culture of

investment is phenomenal. The time is therefore

ripe for Nigeria to take action by putting in place the

conditions necessary for the take off of an efficient

venture capital industry. These include financial

infrastructure and encouraging institutional investors

like pension and insurance funds to take more inter-

est in venture capital investment, via the provision of

incentives like tax benefits.

OOUUTTLLOOOOKK  

ECONOMIC GROWTH LIKELY TO MODERATE
IN 2005

A central theme of Nigeria’s economic reform pro-

gramme is diversification of the economy to reduce

dependence on the oil and gas sector, and also to

stimulate a broader economic base that creates a

high number and variety of employment opportuni-

ties. We view the diversification of the economy

from its mono-product nature, and focus on small

and medium enterprises, as the panacea for sustain-

10 The policy objective of SMIEIS was to stimulate increased availability of capital to SMEs while reducing their debt-serv-
ice burden, and also to help in the restructuring of the capital of SMEs to stimulate their revitalization and growth.
11 Venture capital is a form of long term investment for start-up companies and growing businesses that have the poten-
tial to develop into significant economic contributors
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able economic growth. The Federal Government has

done a lot as far as developing a clear investment

policy with respect to five priority sectors in addition

to the oil and gas sector. They include agriculture,

solid minerals, manufacturing, information commu-

nication technology and tourism. 

The recent hike in energy costs is a key macro-eco-

nomic negative from two perspectives; on one hand,

companies, if unable to pass on higher input prices,

would squeeze profit margins to keep volumes steady

and, being less profitable, will reduce investment

plans. On the other hand, we see consumers’ pur-

chasing power being eroded, either through drawing

on their savings to maintain their living standards or

spending less. However, since a large part of con-

sumers’ energy bills is inelastic, we expect that discre-

tionary spending cuts will affect both imported and

domestically produced goods and services. In the

same vein, the continuation of the import ban, albeit

somewhat ineffective with regards to protecting local

industries, will keep prices of affected goods high,

thereby weighing on consumer demand. This, in our

view, would lead to a vicious circle where weaker

demand leads companies to cut inventories and

investment plans further, contributing to depress

aggregate demand even more and, ultimately, eco-

nomic growth. 

Continued industrial action by labour, and the crisis

in the Niger Delta are other factors that cast gloom

on the economic outlook given the expected loss in

man-hours and the implications on productivity in

the public and private sectors. The latest fuel price

increase, juxtaposed against issues of national cohe-

sion, anger, poverty, and security, can only succeed

in further deepening mass poverty and heating up

the polity. It is quite certain that the cyclical hike in

price of domestic pump price of fuel in Nigeria,

which always culminates in nation-wide strikes, con-

stitute enough disincentive to foreign investors than

attracting them. This, in our view, is one, among

some, of the inestimable costs imposed on the

Nigerian economy and underscores a need for rigour

in analyzing issues of public policy.

In view of the reflationary stance of the proposed

2005 budget, as a result of the settlement of domestic

public sector payment arrears as provided for in the

budget, in addition to higher public expenditure

(with minimum 80% implementation), we again

expect rising contribution of fiscal policy to econom-

ic growth over the coming year. In 2005, given

expectations for slower global economic growth, and

by extension, slower rate of growth in demand for

oil, it is likely that oil prices will recede from their

highs, whilst remaining above their historical levels.

We do not expect much improvement in the contri-

bution of industry to overall economic growth as

long term issues of infrastructural deficiencies

remain. In this regard, the spectre of ever rising non-

oil imports, coupled with our expectation for slower

growth in oil exports, suggests that net exports will

prove less of a growth driver in 2005 than 2004.

Following the large increases in oil and gas produc-

tion in 2003-04, coupled with record high oil prices

there has been significant increase in Nigeria’s GDP

base - thus creating a high hurdle rate for growth

over coming years. Nevertheless, subsequent steady

increases in oil and gas production should drive real

GDP growth, even with only limited progress in eco-

nomic reform. From the foregoing, we are somewhat

skeptical of the government’s ability to achieve the 6-

7% target set in the proposed 2005 budget, believing

that growth is likely to be slightly muted. TThhuuss  wwee

sseeee  22000055  GGDDPP  ggrroowwtthh  iinn  tthhee  rreeggiioonn  ooff  44  -  55..55%%..  

Recognizing the need for improved social sector

spending, which we had mentioned in our July 2004

report, the 2005 budget proposal has made provision

for 

a contributory pension scheme that will
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assure new pensioners of a steady income

in their old age;

a new health insurance scheme that will

assure workers in the public service of a

good standard of life-long health care

through qualified physicians, nurses and

other medical personnel;

increased support to the National Poverty

Eradication Programme so as to support

women and youth at the grassroots; and 

support for a new social assistance pro-

gram targeted at the youth, women, and

the elderly. 

POLITICS AND REFORMS: IN WHOSE BEST
INTERESTS?

Despite the firm grip of the president’s People’s

Democratic Party on power, a climate of tension and

uncertainty still prevails throughout the country, cre-

ated by, perhaps, ongoing politically motivated vio-

lence. We expect the President to use political domi-

nation of the National Assembly to push ahead his

administration’s proposed programme of economic

and political reform in the coming two years. The

risks and challenges facing the government are formi-

dable; consistent policy implementation will be

essential to successful reform. 

Whilst it is generally accepted that civilian rule in

Nigeria has come to stay, we express concern regard-

ing the country’s political stability, particularly given

the massive rewards that political power affords

office bearers. Although the next elections are a cou-

ple of years away (due in 2007), political campaign-

ing has already begun in earnest. President Obasanjo

is not standing for presidency again unless the consti-

tution is changed to allow for a third term of office;

but this does not seem likely. With the most power-

ful job in the country up for grabs, the Nation is

already in a state of high excitement, which began

even before the President was inaugurated for his

second term. All of these have implications for poli-

cy implementation, continuity and overall stability,

which are all matters of concern to investors. As

borne out by earlier reform efforts, the on-going

reform programme is, however, likely to face consid-

erable opposition from vested interests within the

political elite and from the trade unions, which are

deeply opposed to certain aspects of the reform

agenda. In particular, we are of the opinion that

emphasis on public service reforms, accountability

and transparency will help establish key building

blocks to strengthen institutions and facilitate the

effective implementation of reforms that are resistant

to reversal. The reform process could well grind to a

halt in the second half of 2006 as political in-fighting

increases before the 2007 elections. Commitment to

further reform will then depend largely on who suc-

ceeds as President.

MANUFACTURING 

Globalization, by linking up national economies,

throws up tremendous opportunities and threats for

business. By linking business to markets which were

hitherto unknown to them, it provides access to new

and larger markets and prospects for growth. It also

provides access to more competitive sourcing of

inputs, improves the availability of information, and

creates opportunities for beneficial business partner-

ships with foreign businesses. Despite the opportuni-

ties, globalization has presented tremendous chal-

lenge to local manufacturers. The virtual elimination

of the protection offered in national markets has

increased competition from foreign products.

Domestic customers, having also become more dis-

cerning by the exposure to quality products, are not

prepared to settle for less. The diminishing effective

market, posing a threat of survival for domestic man-

ufacturers, informed the import prohibition policies

of the current administration. 

We restate our earlier view that government’s efforts

to address the perceived negative consequences of

globalisation in the country, through import prohibi-
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tion policies, may not yield the desired results, unless

it first makes sure that the local industry is competi-

tive enough. Protection of the domestic industry

through high tariffs and import prohibition has thus

generated a paradox - they have encouraged imports

because the smugglers know that due to high

demand for their goods, they can bring them in with

paying only a fraction of the real duty. In so far as

these measures have spun lucrative illegal importa-

tion, they in fact substantially undermine the goal of

protection of domestic industry. Underscoring this,

according to the Manufacturers Association of

Nigeria, 55% of Nigeria’s import figure as at

December 2003, which translated to about $6.3bln

or approximately N800bln, was lost to smuggling. It

is, therefore, clear that the import substitution strate-

gy that has long guided our industrialization efforts is

inconsistent with the realities of a globalised world.

Even where effective, the import substitution strategy

promotes sub-optimality in the local industry. 

The low levels of the share of manufacturing value -

added in Gross Domestic Product, and the share of

manufactured goods in exports, point to the fact that

Nigeria is not yet industrialized. The government

must position the industrial sector to take maximum

advantage of the trade opportunities afforded by

globalisation through capacity building and structural

change. Effective re-positioning of the nation’s indus-

trial sector to meet the challenges of a globalised

economy requires attaining competitiveness at both

the level of the firm and that of the national econo-

my. Trade polices should encourage external com-

petitiveness rather than create a bias toward import

substitution. For Nigeria to achieve rapid growth,

there is the need to develop her exports by tapping

into the global value chain. The nation can do this

through building strong local capacities in domestic

enterprises-the route taken by the Republic of Korea

and Taiwan-or attracting export-oriented FDI-a strat-

egy Malaysia employed in the early phase of its

industrialisation journey. The critical factor in global-

isation therefore, is competitiveness and this should

be the thrust of our industrial policy. 

The present administration has made some efforts in

improving the state of infrastructure in the country -

most notably the revolution in the telecommunica-

tion sector. The Government’s focus on power and

roads in the 2005 budget proposal is a step in the

right direction, and is important for private sector

development; a trend expected to be sustained

through the medium term so that Nigeria can steadily

make up for its infrastructure deficit. The govern-

ment’s aim is to double current power generation

capacity within the next three years and to substan-

tially rehabilitate, repair and maintain all Federal

roads whilst completing those that are far advanced

i.e. past the 70% completion point, particularly major

arteries that are key for economic activity. Passage of

the PPuubblliicc-PPrriivvaattee  PPaarrttnneerrsshhiipp  BBiillll is imperative as it

will be able to regulate public-private partnerships in

infrastructure development and hopefully pave way

for innovative private sector approaches to infrastruc-

ture provision. The resultant division of labour and

specialization will result in improved efficiencies and

product quality. At the state level, certain state gov-

ernments have made progress on this front; for

instance the Lagos State government, in November,

passed the State Roads, Bridges and Highway

Infrastructure (Private Sector Participation)

Development Board Act. 

Official figures released by NEPA show that more

than $2bln have been expended on revamping oper-

ations of the authority. The deterioration in electrici-

ty supply has adversely impacted the manufacturing

sector, largely due to the colossal cost incurred in

running power generation sets due to NEPA’s ineffi-

ciency and the deregulation of petroleum products

prices. We agree with the World Bank’s assessment

that unstable power supply remains the bane of the

manufacturing sector (energy costs are estimated at

over 13% of final production costs). Going by the

Federal Government estimates for on-going privatiza-

tion proceeds in its 2005 budget proposal (N4bln), it

appears that the government has again postponed the
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privatization of key state owned enterprises such as

the Nigerian Telecommunications Limited, National

Electric Power Authority (NEPA) and the Nigerian

National Petroleum Corporation. Against this back-

ground then, we express concern regarding the gov-

ernment’s ability to drive significant improvements in

this sector, in view of considerable investments

required in terms of capital and technical expertise to

get steady electricity supply. Given the key role

played by the power sector across the economy, we

are of the opinion that the government should be

more decisive about tackling the inefficiency and

buck passing in NEPA, in addition to focusing on

creating an enabling environment for the deregula-

tion and liberalization of the power sector and be

more decisive about tackling the inefficiencies of

NEPA. It is against this background that a more

drastic action needs to be taken; the absence of

which would derail the key precepts of the Federal

Government’s NEEDS programme. 

In line with reforming the regulatory framework for

trade in Nigeria, which is essential to enhancing

Nigeria’s growth prospects, the Federal Government

is working on measures aimed at simplifying tariffs

and streamlining taxes by bringing greater clarity into

import regimes. These reforms are expected to take

effect in mid-2005 and all products, except banned

items, are expected to be phased into this regime

starting June 2005. In the 2005 budget proposal, the

Federal Government also stated its intention to con-

tinue the use of additional tariffs to protect selected

sectors where the country has comparative advan-

tage. Banned products are expected to be phased

into the new tariff band starting January 2007. We

note that these import bans may be inconsistent with

World Trade Organization rules and reiterate our

concern over the government’s use of import bans as

an instrument of protection. Furthermore, the gov-

ernment has stated its intention to re-introduce the

Export Expansion Grant12 scheme, which was sus-

pended since July 16, 2004, in the fourth quarter of

2004. The suspension was a necessary step aimed at

ensuring that only genuine exporters benefited from

the scheme following the exploitation of loopholes

by beneficiaries and the administrators to perpetrate

fraud. Our view is that manufacturing remains the

best engine for economic growth, for the following

reasons: 

It is less exposed-unlike crude oil-to exter-

nal shocks, price fluctuation and unfair

competition. 

It is the main vehicle for technology

development. 

It drives and defuses innovation. 

It is a large employer of manpower, and 

It is the largest trainer of unskilled labour

PRIVATIZATION: TRANSPARENCY IS KEY 

As at September 2004, the government had realized

N5bln from the sale of government r properties in

Lagos, and about N4.8bln from the privatization or

divestment of Federal Government shares in West

African Refinery, Sierra Leone, National Trucks

Manufacturing Company, Peugeot Automobile of

Nigeria, Delta Steel and Daily Times Corporation.

The success of privatization depends very much on

institutions of market economy such as legal frame-

works that define property rights, private contracts,

dispute resolution mechanisms and rules of entry

and exit of business enterprises. The general impres-

sion remains that vested interests and political influ-

ences continue to interfere with the process; thus pri-

vatization needs to be carried out in a more transpar-

ent and fair manner. The importance of ensuring

12 This fund provides cash inducement for exporters that have exported a minimum of N50,000 worth of semi-manufac-
tured products. The cash incentive is to enable such exporters to (i) increase the volume and value of export; (ii) diversify
their export products and market coverage. Since 1997, government approved a uniform rate of 4% of foreign exchange
repatriated as basis for computation of export expansion grant. This fund is only available to exporters who have repatri-
ated in full the proceeds from their export transaction. The repatriation must be certified by the CBN to be eligible.
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transparency cannot be over-emphasised in an envi-

ronment characterised by suspicion and distrust; it

creates a general perception of a level playing field

which helps to build support for the privatisation

process. Initial policy reversals, following the change

of government have affected the enthusiasm of some

international organizations desirous of participating

in the programme. 

THE EXTERNAL SECTOR 

Globally, due to better economic growth, increasing

corporate profits, higher stock prices and more

mergers and acquisitions, the outlook for foreign

direct investments (FDI), both in the short- and

medium-term, is promising. FDI is increasingly being

targeted at services, especially the business, financial,

telecommunications and leisure industries, and away

from manufacturing and primary industries. In

Africa, we see privatisation continuing to play a key

role in the influx of FDI on the continent.

Difficulties faced by prospective investors in Africa

are transparency issues, the lack of a functional regu-

latory framework, political risks, macroeconomic

instability, as well as frequent changes in economic

policies or positions of government officials. In

response to these concerns, African governments

have made concerted effort to liberalise regulatory

regimes, improve the business conditions for FDI,

and actively promote investments. Despite these

improvements, sub-Saharan Africa’s (SSA) share of

FDI in developing countries continues to decline,

due in large part to the mediocre degree of reforms

implemented compared with those in other develop-

ing countries. As a consequence, relative to other

regions, SSA has become less attractive for FDI. Not

suprisingly, for 2005, most Trans National

Corporations expect FDI flows to remain steady in

Africa13; South Africa and Nigeria were the only sub-

Saharan countries among the top five destinations for

the continent as a whole.

Historically, Nigeria’s poor external image has sub-

stantially reduced the magnitude of foreign exchange

inflows into the country, and continues to act as a

disincentive to foreign investors. Given the slow pace

of reform and the difficulty of implementation

(caused in large part by an inefficient and bloated

public service, but also by a lack of political will

among politicians), the reform process appears ambi-

tious. Nonetheless, we see improvements in this

regard; to start with, Nigeria is making good progress

towards sustainable economic growth, in part a result

of its new economic reform programme and political

stability. As a result of strengthened support for the

Independent Corrupt Practices and Other Related

Offences Commission, Economic and Financial

Crimes Committee, and other national law enforce-

ment and security agencies, the government expects

the repatriation of close to $500mln by the govern-

ment of Switzerland. In addition, Nigeria possesses a

wealth of unexploited natural resources that include

vast amounts of arable land, rich forests, relatively

well-educated labour force, petroleum resources, nat-

ural gas, and other mineral resources. Good trade

links with the rest of West Africa, providing access to

a market force of 250mln thus make it a good target

for foreign investment. With the successes achieved

from the deregulation of the telecoms sector and on-

going, albeit marginal improvements in infrastruc-

ture, coupled with the government’s strong desire for

accountability and transparency, Nigeria is set to

become a competitive location for FDI. 

ENERGY - BENEFITING FROM AN INCREAS-
ING CONTRIBUTION FROM NATURAL GAS

Below normal oil inventories across the industrial-

ized countries has contributed to concerns about the

adequacy of supply to meet rapidly expanding global

oil demand. We believe that the structure of the

crude oil market has changed in the last two years

and is now favourable to structurally higher prices.
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However, in 2005, global oil demand is expected to

decelerate as high world oil prices begin to slow the

pace of world economic growth. With regards to the

gas sub-sector, between 2001 and 2025, global gas

consumption is projected to increase by 67%, from

91trln cubic feet to 151trln cubic feet, representing

28% of the world’s total energy consumption.

Natural gas will continue to enjoy worldwide accept-

ance as a cleaner source of energy; accordingly, its

share of the global energy-mix will progressively

increase. This growing world demand for natural gas

has enormous potential for the Nigerian economy -

in terms of new jobs, stimulating industrial growth by

developing the domestic gas market, capturing the

economic value of gas through expansion of gas

export projects, environmental gains, greater regional

cooperation, new trading opportunities and relation-

ships with the rest of the world. Consequently, gov-

ernment is currently focusing on a number of

schemes, for monetising and utilizing large volumes

of natural gas. These include: - Nigeria LNG, Brass

LNG project, Nnwadoro floating LNG, pressurized

LNG (PLNG), Gas-To-Liquid projects, West African

Gas Pipeline, Trans Sahara Gas Pipeline, the

Escravos Gas Project (EGP), etc. In order to provide

a suitable environment for the considerable invest-

ments required in gas processing and utilization proj-

ects, the Federal Government has reviewed existing

legislation to create a mutually beneficial legislative

and fiscal environment that would fulfill government

aspirations as well as ensure private investors a fair

return on their investments. Longer term, while oil’s

contribution will not decline in the near future, it is

expected that gas will be developed to a stage where

its contribution approaches that of oil. Again, we see

the short-term outlook for the external current

account being dominated by developments in the oil

sector and fiscal policy implementation.

Consequently, we see the current account moving

into a deficit in 2005 as the price of oil falls back and

imports remain high.

FOREIGN EXCHANGE MARKET: HOW LONG
CAN THE NAIRA REMAIN STABLE?

We are maintaining our view that the near term

value of the Naira will be determined mainly by the

balance of trade regardless of relative dollar strength

and will be directed primarily by the oil price move-

ments and oil revenue accruing to the government.

Thus, with oil prices set to remain over US$30/bar-

rel in 2005, the outlook for the Naira in 2005

appears positive. The CBN is likely to continue to

intervene in the currency market to support the

Naira on the back of strong foreign exchange inflows.

This remains our view in spite of our expectations

that demand at the Dutch Auction System will

remain high. In real terms however, the Naira has

actually depreciated substantially against major cur-

rencies; since the underlying issue is not really one of

Naira stability but global US dollar weakness. In

addition, the adoption of the fiscal rule of saving

excess revenue above the proposed $27 per barrel

on which the budget is based, to smoothen out rev-

enue disbursement, will help stabilize the volatility in

the money market. We feel that the Naira can con-

tinue to maintain its present level against the dollar,

with a good chance of modest appreciation, more so

with continued declines in the value of the US dollar.

We forecast a trading range for the Naira of

N136/US$1 and N145/US$ in 2005. 

HIGH AND RISING DOMESTIC FUEL PRICES:
AN ECONOMIC ALBATROSS

Despite being Africa’s largest oil producer, with four

state-owned refineries with a maximum daily capacity

of nearly 440,000 barrels, operations within the

downstream sector have remained problematic. This

is a consequence of the Nigerian National Petroleum

Commission’s (NNPC) monopoly of refining and

inability to maintain the country’s four refineries;

with the ultimate effect of grossly inadequate supply

of petrol, diesel, and kerosene nationwide. In spite

of colossal sums spent on turnaround maintenance,

refining output has remained at low levels, with the
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result that Nigeria imports about 70% of its domestic

fuel requirements. So far, the NNPC has anchored

the argument for the fuel price increase on rising

crude oil prices in the international market. From

the foregoing however, given expectations that crude

oil prices for the rest of the year and 2005 are likely

to remain above their historical levels, we are con-

cerned about the government’s predication of dereg-

ulation entirely on market forces. In the absence of

functional refineries able to service domestic

demand, it raises the spectre of ever rising domestic

fuel prices; with the attendant detrimental effect

across all spheres of economic activity.

In a bid to create strong and competitive energy

markets that will ensure Nigeria has secure, diverse

and sustainable supplies of energy at competitive

prices, the authorities have formulated an ambitious

strategy to privatize the downstream petroleum sec-

tor. This includes the sale of refineries, pipelines, and

storage depots to strategic investors; and the opening

of the sector to private investors in pipelines and

other infrastructure. Following many years of neglect,

the refineries require substantial upgrading, and

recent experience with labour unrest may make work-

force downsizing a difficult prospect - making these

refineries unattractive to private investors.

Consequently, the main challenge is to attract private

investors to the refineries, and private importers to

the products market. Investors are unlikely to come

forward before the final regulatory regime for the sec-

tor has been specified. The current market structure

is dominated by the NNPC infrastructure, with pri-

vate marketers dependent on NNPC pipelines and

storage facilities. 

FISCAL POLICY: SUSTAINING FISCAL
RESTRAINT REMAINS KEY 

The main challenges in 2005 will be to restore

macroeconomic stability, particularly with regards to

inflation, continue the generation of savings from the

oil windfall to protect against future oil price

declines, and enhance the transparency and pre-

dictability of macroeconomic policies. Timely pas-

sage of the Fiscal Responsibility Bill would provide

the legal underpinning for prudent consolidated fiscal

policy at all levels of government over the medium

term. We maintain that the primary risk to effective

macroeconomic management continues to be the

pro-cyclical stance of fiscal policies at the sub nation-

al level and increasing availability of more funds to

State Governments. In 2005, in view of the plan to

spend 50% of excess oil revenues in the coming year,

there is a need for the continuation and reinforce-

ment of recent fiscal tightening at the federal level,

accompanied by appropriately tight monetary policy.

DEBT 

Nigeria’s external debt presently stands at $34bln, up

from $32.9bln as at December 2003. The $1.1bln

increase in debt stock was partly due to adverse

exchange rate movements of the dollar vis-à-vis

European currencies in which a large part of the debt

is held and partly due to arrears accumulation. The

Federal Government intends to seek the understand-

ing of the Paris Club on lower debt service payments

based on significant needs for infrastructure expendi-

ture. Total domestic debt stands at N1.329trln, most

of it in short term treasury bills as a result of the

Federal Government use of a mixture of market-

based and monetary financing to fund its expansion-

ary policies over the years. The Debt Management

Office (DMO) has put stringent conditions against

further reckless external borrowings by government

at all levels to avoid worsening the situation. In line

with the West African Monetary Zone convergence

criteria, the Federal Government’s borrowing will be

reduced in 2005; as part of the criteria for the even-

tual emergence of a single monetary zone in West

Africa, governments within the region are compelled

to restrict their borrowing from Central Banks to not

more than 10% of the previous year’s retained rev-

enue. Currently the Federal Government can borrow

up to 12.5% of the pervious year’s retained revenue
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from the Central Bank of Nigeria. 

With over 60% of the domestic debt concentrated in

three-month instruments, the government is exposed

to high rollover and interest rate risks. An immediate

priority then, is the need to lengthen the maturity

profile of domestic debt, and ensure a more even

distribution to address the bunching problem. The

DMO states that the restructuring of the Nigerian

Treasury Bills into longer tenures will gradually

phase out treasury bills in the management of the

country’s debt within the next three years. We note,

however, that in the absence of credible fiscal and

monetary policies, investments in longer-dated instru-

ments would likely come at a high cost. Longer term,

as macroeconomic stability takes root, the govern-

ment’s borrowing cost should decline, permitting the

sustainable development of the government bond

market. Overall, we anticipate that the domestic debt

management reforms would strengthen liquidity

management - through the formal separation of mon-

etary and debt management operations - exert mar-

ket pressure for fiscal discipline, improve oversight

over public debt management, and spur capital mar-

ket development.

INFLATION IS LIKELY TO TREND LOWER

To achieve price stability and exchange rate control,

there is need for the removal of sources of surplus

liquidity and other distortions within the system.

With a considerable amount of the currency in circu-

lation being outside the banking system and, conse-

quently, outside the control of the CBN, liquidity

forecasting has been very difficult. The recent fuel

price hike14, and uncertainty regarding the future

direction of crude prices (both global and domestic),

coupled with the spectre of increased government

spending over the coming year as stipulated in the

2005 budget proposal raise concern regarding the

attainment of the Federal Government’s target infla-

tion rate of not more than 10% in 2005. To start with,

the fuel price hike has already led to an escalation in

the prices of goods and services. With product prices

being fully flexible over the long term, we expect that

prices will catch up with higher input costs, ultimately

fuelling higher inflation and leaving the CBN with no

recourse for controlling inflation and inflation expec-

tations. Given the government’s intention to continue

the import ban over the coming year, we also antici-

pate the sustenance of high prices on such contraband

goods. Our sense remains that in order to enhance

the effectiveness of monetary policy there is a need to

address the issue of over reliance on fiscal policy.

Consequently, while we see a moderation in the rate

of inflation, we view as far fetched the optimism of the

Monetary Policy Committee15 of the CBN of achiev-

ing a single digit inflation rate by the end of the year

2004 as expressed in its September report. Having

said this, positive drivers with regard to inflationary

prospects are 

Successful fiscal restraint which has led to

the government’s undershooting its

money supply targets in the year to

September 2004;

the CBN’s ability to resort to Open

Market Operations, the adjustment of key

bank ratios (cash reserve and liquidity),

discount window operations, or duration

substitution of government securities in a

bid to control liquidity;

the government’s intention to increase

external reserves to $15bln in 2005,

implying a conscious effort to reduce the

amount of currency in circulation; we

note, however, that given the current level

of external reserves, ($14.7bln) there

might be an upward review of this target; 

14 The Nigerian National Petroleum Corporation increased the prices of petroleum products by 26% (from N43.90 to
between 51 - 54) on the 26th of September this year.
15 The committee expects that the combined effect of the high international oil price and a continuation of current pru-
dent macroeconomic policies would help to lower the inflation rate close to single digit level by the end of the year. 
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favourable year-on-year comparisons as

one-off effects of the fuel price hike drop

out of the calculation; 

the adoption of the fiscal rule; 

the effect of the pension legislation, and;

the expectation that the stated deficit of

N314bln in the proposed 2005 budget,

will be financed through non-inflationary

means. 

Downside risks to achieving the inflation target are

that inflation expectations may be deeply

entrenched given the weak track record

on macroeconomic stability; 

the component of the price index that

may be directly affected by monetary poli-

cy is relatively small given the large share

of food (30%) in the price index;

the CBN, through political pressures to

keep interest rates low, may lack inde-

pendence to pursue a more aggressive dis-

inflation objective if required; and

the possibility of even higher fuel prices. 

We have concerns regarding the government’s inten-

tion of funding about N70bln (22.29%) of the

N314bln budget deficit with long term funds to be

raised from the capital market. Just as we said in our

July report, the search for long term funds in the cap-

ital market for funding the deficit in the 2005 appro-

priation bill is a step in the right direction. However,

the N25bln capitalization requirement for banks has

led to a wave of fund raising activities within the sec-

tor; suggesting the possibility for under subscription

of the Federal Government’s bond issue. To the

extent that banks constitute the largest subscribers to

the federal government’s issues, the possibility of a

not being able to successfully access the capital mar-

ket is very high. This, then, raises the probability of

reversion to the traditional Ways and Means mode of

financing the deficit funding and building up of infla-

tionary pressures within the economy. 

On balance, we expect that inflation will decline in

2005. OOuurr  22000055  ffoorreeccaasstt  rraannggee  ffoorr  ccoonnssuummeerr  pprriiccee

iinnffllaattiioonn  aass  mmeeaassuurreedd  bbyy  tthhee  1122-mmoonntthh  mmoovviinngg  aavveerr-

aaggee  iiss  1100  -  1166%%..

INTEREST RATES: FINALLY HEADING SOUTH
OF THEIR OWN VOLITION

The conduct of monetary policy will be critical to

supporting a disinflation strategy. The shallow finan-

cial market complicates CBN’s conduct of monetary

policy as more forceful use of liquidity management

to pursue price stability would adversely affect gov-

ernment’s debts servicing costs. We are of the opin-

ion that reforms should also be considered to

strengthen the CBN’s independence and further

enhance the soundness and stability of the banking

system. The CBN, together with Nigeria Deposit

Insurance Corporation, should continue to strength-

en governance practices in the banking system, adopt

zero tolerance for misreporting and violation of exist-

ing prudential regulations, and design a viable exit

strategy for weak banks. This is because enhanced

financial strength will be critical to improving the

transmission channels of monetary policy and achiev-

ing the authorities’ growth objectives. In view of the

huge funds inflow into the banking system following

the CBN’s reform agenda, in addition to the spend-

ing of some of the excess oil revenues over the com-

ing year, we expect an overall decline in interest

rates. This remains our view even in the event of lim-

ited sterilization through the CBN’s resumption of

the withdrawal of public sector funds from the bank-

ing system. Even if fiscal policy were to loosen signifi-

cantly, we see it being politically difficult for mone-

tary authorities to raise the Minimum Rediscount

Rate as this could be detrimental to NEEDS’ objec-

tive of higher economic growth. Thus, we see mone-

tary policy authorities favouring corrective fiscal

measures, in addition to direct controls such as rais-

ing the cash reserve requirement and/or shifting of

deposits of nonfinancial public enterprises from

commercial banks to the CBN as well as allowing for

higher accumulation of net international reserves. 
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EQUITY MARKET: OUTLOOK RATHER
CLOUDY 

We see the N25bln capitalization requirement by the

CBN continuing to drive activity in the equity market

over the first half of the coming year as companies,

especially operators within the banking sector, raise

fresh capital. Longer term, we see the integration of

structures and processes within the banking industry

as the biggest challenge confronting companies in the

merger and acquisition arrangements. Key integra-

tion areas are staff, information technology, and

banking operations. Thus, to an extent, we expect

that the uncertainty generated by the banking

reforms will remain within equity markets for some

time to come. Furthermore, post consolidation, we

see a resurgence in speculative activity in the equity

market as banks resume margin lending and direct

equity market participation in a bid to improve

returns on capital. Given the much higher capital

base of surviving banks, we see this having a more

significant impact on the market than previously

obtained. In our July 2004 report, we had dwelt

extensively on the positive impact of on-going pen-

sion reforms16 on the Nigerian equity market; the

new pension bill has mandated the creation of the

National Pension Commission, which will regulate

the management of pension schemes and private sec-

tor pension fund managers. Given the country’s his-

tory of pension savings being eroded through mis-

management, and more often corruption, the new

law augurs well for greater transparency and more

prudent investment of pension savings - a positive

stimulus for capital market development.

Rising operational expenses and higher product

prices due to the recent hike in oil prices will lead to

rising operational costs for companies, and by exten-

sion, reduced profitability. The only major gainers

from the new fuel price are likely to be the oil majors,

through rising profit margins. Rising inflation, cou-

pled with higher costs of consumer goods may lead

consumers to either reduce volumes purchased, or

alternatively, their budgets to accommodate the same

quantity. However, since most consumers would find

FIGURE 6: Relative valuation of the Nigerian All Share Index to other Emerging Markets
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16 Under a contributory pension scheme, public sector employees are obliged to contribute 7.5% of their salary while the
government contributes 10%. In the private sector, employer and employee can agree on any ratio that amounts to no
less than 15% of the employee's salary.

it difficult to increase their budgets in the face of lim-

ited income, we sense that the most likely scenario

will be a cut in the volume of demand; leading to a

drop in sales volumes and shrinking profit margins. 

Furthermore, customers are being more demanding

and less loyal, and forcing companies to be more

innovative, albeit at further cost. On going pension

reforms constitute another risk factor to corporate

profits as companies might be forced to fund pen-

sions deficits which may be significant. For example,

Nigerian Breweries and Guiness, in 2001 and 2002,

voluntarily funded shortfalls in acturial valuations of

their gratuity scheme liabilities to the tune of about

N1.8bln and N1.2bln respectively. More recently,

UACN Nigeria Plc, after providing N298mln for its

pension deficit in 2003, has stated its intention to

provide for the balance of N806mln over a five year

period. However, a supporting factor for corporate

profits over the coming year is our expectation for

lower interest rates and by implication, reduced

interest burden, thus mitigating some of the down-

ward pressure on corporate profits. We will continue

to monitor interim results, laying emphasis on com-

panies able to exhibit better cost control relative to

their peers in the current environment. 

We remain convinced of the importance of equity

valuations i.e. the level at which the marketplace is

pricing the current earnings power of publicly traded

TTaabbllee  55:: Valuation Parameters for the Nigerian Equity Market 

IInndduussttrryy  GGrroouupp DDiivv  YYllddaa CCuurrrreenntt PP//EE  EEssttcc  YYTTDD  PPrriiccee  ttoo PPrriiccee  ttoo
PP//EEbb PPeerrffdd BBooookkee SSaalleessff

Banking 3.64% 10.25 8.99 12.19% 2.91 2.10

Brewery 4.85% 54.6 40.48 34.14% 9.2 4.53

Building Materials 1.52% 4.24 7.63 19.02% 4.85 0.74

Conglomerates 4.96% 17.52 17.83 31.05% 6.96 0.43

Food & Beverages 3.63% 21.91 20.32 24.07% 23.62 0.83

Petroleum Marketing 3.29% 22.49 18.16 42.52% 15.07 0.18

Property 6.82% 14.15 11.8 40.20% 0.63 2.56

Market Average* 4.02% 29.69 23.69 13.57% 11.77 2.71

Market Average (ex 4.78% 16.80 14.96 28.18% 10.68 1.98
aberrations)**

a) based on most recent full year dividend and price as at 30th November 2004
b) based on 12-month trailing earnings per share 
c) based on full year earnings estimates for fiscal 2004
d) performance as at 30th November 2004
e) based on most recent book value per share 
f) based on 12-months trailing sales per share
* Represents 71% by Market Capitalization of the Nigerian All Share Index; all ratios are market cap weighted 
** ex Nigerian Breweries, Oando Plc and Mobil Plc
Source: ARM Estimates
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corporations, over the long-term. While earnings,

ultimately, should drive long-term share prices,

investor psychology drives short-term fluctuations in

stock prices; sometimes contrary to what the state of

valuations suggest ought to happen. For the Nigerian

equity market, whilst valuations are more attractive

than obtained at the end of the first half of the year,

at a P/E ratio of 16.8 times its average 12-month trail-

ing EPS (table 5), the Nigerian equity market appears

expensive relative to other regions (see fig 7). In our

view, this is attributable to much lower profit growth

(see fig 7) as a result of the dearth of infrastructure,

the deregulation of petroleum prices, policy inconsis-

tencies, weak regulatory and generally difficult oper-

ating environment for businesses in Nigeria. 

For instance, average cumulative earnings of Nigerian

companies as at half year 2004 declined 4.39%, rela-

tive to a 22.22% rate achieved over the same period

in 2003. In trying to decipher the true growth in

earnings achieved, we have stripped the index of

sharp aberrations in growth rates recorded over the

first six months of the year. These were a 59%

decline in after tax profits for Nigerian Breweries,

which remains the most capitalized stock on the

NSE All Share Index, coupled with a 262% and

138% growth in earnings for Mobil and Oando Plc.

Stripped of these aberrations, average earnings grew

a paltry 3.77% in H1’04 relative to 20.88% as at

H1’03. 

In the short term, given our expectations for reduced

growth in profitability, there remains the possibility

of valuations deteriorating from current levels.

Medium to longer term however, given the Federal

Government’s economic reform programme, cou-

pled with the focus on implementing a public-private

partnership, which should drive operating expenses

lower, and therefore boost overall corporate prof-

itability, we see valuations improving considerably.

Government policy reforms which hold significant

promise for improved equity market performance

over the medium to long term are

the power sector reform bill expected to

spawn an era of more efficient production

and distribution of electric power; 

the banking sector reform which we

expect to decrease borrowing costs and

improve investment climate, and; 

the pension reform bill, and ensuing avail-

ability of fresh/long term funds into the

capital market 

Over the past few years, reflecting the global

phenomenon, there has been a decline in

the dividend yield on Nigerian equities;

largely attributable to significant price appre-

ciation, and to a lesser extent, lower dividend

payout. Our estimate for the 2004 dividend

yield (table 5) for the Nigerian equity market

is about 4.78%, down from 5.52% and

6.81% as at 2002 and 2003, respectively.

Average dividend payout ratios have been

lower because corporate managers have

retained and reinvested a greater share of

earnings. Given the mediocre growth in

nominal earnings per share (H1’04: 3.77%),

it might appear, first hand, that these

retained earnings have not been relatively

well invested as the decline in the dividend

yield has not been compensated by strong

earnings growth. We hesitate to come to that

conclusion however, given significant capital

expenditure for capacity expansions and

plant upgrades that have taken place in

Nigerian companies over the past 6 - 24

months, and which as yet, have not fully

reflected in companies’ bottom lines.  

Historically, dividend and bonus announcements

provide significant technical support to the equity

market - particularly over the first half of the year

given the predominance of companies with

December year-ends. Over the coming year however,

we expect much lower support from this as a result

of the following  
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a significant number of companies declared

bonuses over the past year, and are not

likely to do so over the coming year 

fresh capital was raised across different

sectors of the equity market, resulting in a

considerably higher number of shares out-

standing and attendant serviceability issues

with regards to dividend payments

resultant dilution in per share matrices in

the short term due to fresh capital injection

lower growth rates in profits and there-

fore, a probable decline in the growth rate

of expected dividends

On the other hand, we see lower interest rates on

money market instruments providing support to

equity prices in terms of improving liquidity as

investors reallocate assets from the money market to

the equity market. Overall, whilst the macro-econom-

ic landscape appears positive for the equity market,

we express concern regarding the technical factors,

which traditionally, have greater impact on equity

returns. Across sectors, in the current environment,

combining relatively attractive valuations with poten-

tial for earnings growth, the ppeettrroolleeuumm  mmaarrkkeettiinngg,,

bbaannkkiinngg, bbrreewweerriieess, and to a lesser extent, the bbuuiilldd-

iinngg  mmaatteerriiaallss  sector rank highest (table 5). Our stock

picks are GGuuiinnnneessss,,  FFiirrsstt  BBaannkk,,  UUnniioonn  BBaannkk,,

AAffrriibbaannkk,,  OOaannddoo  PPllcc,,  AAsshhaakkaa,,  TToottaall,,  CCoonnooiill,,  UUAACCNN

NNiiggeerriiaa,,  NNeessttllee  NNiiggeerriiaa  PPllcc,,  ZZeenniitthh  IInntteerrnnaattiioonnaall

BBaannkk  PPllcc,,  aanndd  GGuuaarraannttyy  TTrruusstt  BBaannkk..  FFoorr  HH11  22000055,,

oouurr  rreeccoommmmeennddeedd  aasssseett  aallllooccaattiioonn  ffoorr  aa  ttyyppiiccaall

ggrroowwtthh  ppoorrttffoolliioo  iiss  7700%%  EEqquuiittiieess  aanndd  3300%%  FFiixxeedd

IInnccoommee..

The development of a nation’s capital market pro-

vides opportunities for greater funds mobilization

and improved efficiency in resource allocation. Most

developing countries have relatively young and weak

market-based financial institutions such as stock mar-

kets. For emerging markets, trade openness and high

quality of accounting standards are conducive to the

development of local equity markets. Developed

countries with greater economic freedom and

stronger shareholder protections are associated with

increased market capitalization. Whereas issues such

as insider trading, and behavioral responses are

applicable to stock markets all over the world, the

prevalence of strategic manipulation of prices is of

particular importance in emerging markets and is

applicable to Nigeria. As a result of weak regulatory

and contractual enforcement in emerging markets,

which result in poor corporate governance of firms,

foreign investors are deterred from local equity mar-

kets for fear of being exploited by unscrupulous

stock price manipulators; because manipulation of

prices is more likely to occur in newer and shallower

markets. 

In a bid to continually improve the structure and

dynamics of the equity market, authorities of the

Nigerian Stock Exchange (NSE) raised the minimum

number of units before which prices can be moved

from 5,000 units to 15,000 units; this, in our view,

should help reduce the level of speculative activity in

the market. Other measures to improve the structure

of the exchange are the trade alerts to further

enthrone transparency, and a new settlement cycle,

called NSE/CSCS settlement process, which will stop

failed trades - a situation where stock brokers with

unfunded accounts transact business on behalf of

their clients. The NSE’s initiative to automate its trad-

ing, clearing and settlement systems has improved

market transparency and engendered investors’ confi-

dence. In addition, the constitution of a Joint

Monitoring Committee has worked to accelerate the

resolution of disputes and promotion of fair play.

For emerging market countries, financial liberaliza-

tion, privatization and high quality of accounting stan-

dards are found to be associated with more efficient

valuation. As an emerging market, Nigeria, in addi-

tion to meeting the long-term financing needs of the

larger economy, faces significant challenges in estab-

lishing international acceptance. The NSE is working

hard on various fronts to put it on the international
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scene. The NSE intends to co-operate with local and

international capital market authorities, including

partnering with its members to regulate the market in

the desired direction. The upsurge in activity on the

Nigerian equity market over the past couple of years

is in part attributable to foreign portfolio investors,

who increasingly see the market as combining securi-

ty of investment with internationally competitive

returns. Rising fixed investments by Guinness and

Heineken in the brewery sector demonstrate rising

confidence duly noted by portfolio investors. The

NSE has been instrumental in working with the

Ministry of Finance in preparing the country to

receive a sovereign credit rating from an international

rating agency. A sovereign rating would provide

investors with a country risk guide. This should ben-

efit the bond market in particular; allowing for issues

to be priced relative to international benchmarks.

With a credible price guide, investors, particularly

foreign investors, would be able to invest with more

confidence. Other incentives to stimulate develop-

ment of the capital market are government guaran-

tees for some instruments, such as mortgage-backed

securities and favourable tax treatment for investors.

Other policy recommendations include: 

developing the capital market to absorb

the likely increased demand for investible

funds 

full integration of the financial market

(both the money and capital markets) to

improve the effectiveness of interest rate

policy and financial market liberalization 

SSEECCTTOORR  HHIIGGHHLLIIGGHHTTSS  

BREWERY 

The Nigerian brewery industry has performed

strongly in the last few years compared to its con-

sumer product-manufacturing peers, benefiting from

economic growth and improved consumer purchas-

ing power. 

Sector specific initiatives that have facilitated growth

within the sector include:

Capacity investments to increase supply

capabilities;

Increased marketing activity; and

Supply chain improvements, reducing

inefficiencies between production and

delivery. 

Cost-push inflation has however been a recurring

issue for the sector, especially with recent hikes in

fuel prices adding to the cost of production and

increasing the rate of inflation. Other issues of con-

cern include the poor state of infrastructure, particu-

larly roads and electricity, and the high cost of

finance (especially debt finance) for purposes of

expansion. The trend in brewery strategy and opera-

tions evident from industry participants within

Nigeria remains in line with their Global counter-

parts, focusing initially on intra-regional consolida-

tion, with subsequent focus on organic growth and

superior returns by reinvesting savings from cost effi-

ciencies behind premium brands using intensive

marketing initiatives. Nigerian Breweries Plc (NBL)

for instance opened its new Ama Brewery in

October 2003, in order to drive increasing sales and

development of an enhanced brand development

platform to cater for increased volume capabilities.

NBL’s main competitor, Guinness Nigeria, is also

commissioning its Aba brewery in May, 2005.

On the equity markets, the Brewery sector18 signifi-

cantly outperformed the NSE - returning 34.14% in

the year to November 2004, compared to the

15.61% return posted by the broader market (H1

performance for the brewery sector was 105%, while

H2 performance was -29.96%). This reflects to a

large extent technical support following Nigerian

Breweries’ 1 for 1 bonus in the first half of 2004,

positive investor sentiment toward the growth poten-

tial within the brewery industry as well as the relatively

18 Composed of Guiness and Nigerian Breweries
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19 Sector composed  of  Oando, Mobil, Total, Conoil and Texaco
20 We have excluded Mobil and Oando from this computation as a result of the 262% and 138% rise in profits respectively which would

have skewed the average significantly                                                                                                            
21 ARM Estimates

large capitalisation of the industry participants. In our

view, valuations for Nigerian Breweries Plc are cur-

rently extreme, with the current PE of 97.91x relative

to its closest rival, Guinness Nigeria, of 15.68x. We

maintain our expectations in the short to medium

term for depressed earnings and cashflows for the

company as a result of its highly leveraged balanced

sheet, and by extension, inordinately high interest

payments, in addition to its increased working capital

requirements. Given virtually zero probability of a

2004 bonus announcement from Nigerian Breweries

over the coming year, we expect a shift in the mar-

ket’s focus to the magnitude of expected dividend

payments. However, its huge amount of shares out-

standing, 7.558bln, in addition to its currently

depressed profitability, suggest the company might

not be able to substantially increase dividend pay-

ments. Whilst we appreciate the fact that Nigerian

Breweries is a significant component of the NSE

index, and has grown its supply capabilities signifi-

cantly with the introduction of the Ama brewery in

Enugu, we remain of the opinion that the valuation

concerns raised above and large debt burden, make

a compelling case for an underweight allocation over

the coming year. Consequently, both from a funda-

mental and technical perspective, we expect down-

ward pressure on its share price. We maintain our

sshhoorrtt  tteerrmm recommendation of a sseellll which improves

to aaccccuummuullaattee in the mmeeddiiuumm term. Our only pick

within this sector is GGuuiinnnneessss based on its attractive

valuations, strong earnings capacity and high divi-

dend yield.

PETROLEUM MARKETING19 

The global petroleum refining and marketing indus-

try remains highly volatile and subject to significant

changes in profitability and performance driven by

economic and market trends. Refining over-capacity

and increased market penetration of non-oil retailers

has led to companies in the downstream industry

struggling to achieve real growth in shareholder

value. In addition, shifting demand patterns outside

the US & Europe, and increasing focus on alternate

fuel technologies are hampering the growth of the

industry. The Nigerian downstream (refining and

marketing) oil industry promises to be one of the

most attractive growth markets in the world in the

coming decades. Despite some level of improvement

in the downstream in the last four years, many of the

knotty problems of the industry still remain; promi-

nent among these are the fact that the refineries are

still not being operated as business units and are

characterised by high-energy consumption, heavy

budget maintenance, use of obsolete technology, and

low capacity utilisation. More importantly, the supply

and distribution network of the country also has its

inherent problems among which are non cost recov-

ery in all segments, continued NNPC monopoly,

adulteration, hoarding, diversion etc. The

Government’s main objective for the downstream oil

sector is to create strong and competitive energy mar-

kets that will ensure Nigeria has secure, diverse and

sustainable supplies of energy at competitive prices. 

The petroleum marketing sector remains a low mar-

gin business (see table 6); in view of recently released

interim results, we reiterate our concern of shrinking

margins within the petroleum marketing sector

despite strong growth in turnover. Over the first half

of 200420, average turnover growth for the petroleum

marketing sector was 66.68% relative to a10.62%

growth in profit after tax for the same period. We

anticipate that the September hike in domestic fuel

prices should lead to improving margins for the

petroleum marketing sector, albeit, marginal. Over

the year, the petroleum marketing sector outper-

formed the broader market, returning 42.52%21 com-

pared to the 15.61% return on the NSE. The sector,

trading on an earnings multiple of 22.49x, is at a pre-
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mium to the market average of 16.8x. Our top picks

within this sector are Oando, Total and Conoil.

Within the context of our energy sector allocation,

Oando remains, in our view, a core holding for

investors, offering medium-term potential for deliv-

ery of top-quartile profitability and earnings growth

characteristics versus sector peers. Relative valuation

multiples offer the scope, in our view, for consider-

able out performance versus the industry.

Given the low margin business of the petroleum

marketing sector, we remain biased towards market

leaders such as Total, able to move volumes and

benefit from economies of scale, in addition to its

strong balance sheet and high dividend payout ratios.

We have included CCoonnooiill as a further diversification

play within the sub-sector as a result of its above

average profit margins and relatively attractive valua-

tions.

CONGLOMERATES22

In 2004, conglomerates continued to benefit from

the Government’s importation ban on several goods

(especially consumer products) which forced con-

sumers to turn to companies in this sector, majority

of which engage in the production of locally manu-

factured consumer products. However, they were

also faced with an increase in the level of competi-

tion as major players vied for a higher stake in the

larger market. These impacted consumers positively,

as the companies were forced to become innovative

and improve the quality of their products in order to

encourage brand loyalty and stronger demand. The

Nigerian economy continues to offer strong growth

potential to conglomerates in light of the high popu-

lation density, rising personal income level, and

potentially significant increases in per capita con-

sumption levels in the country. However, the recent

increases in energy costs constitutes a near term

threat to the sector (as to all manufacturers) as higher

production costs will put downward pressure on

earnings, with companies not being unable to com-

pletely pass off higher costs to consumers.

Consequently, to remain competitive, we expect con-

glomerates to become more innovative, offering con-

sumers improved or wider array of products in order

to induce higher demand. 

Thus far, only UACN and PZ have reported half

year 2004 results. Half year turnover growth for

UACN was 12%; lower than its three year average

half year growth of 24%; however, earnings grew 90%

from H1’03 compared to its 80% three year average.

Over the same period, turnover for PZ grew 19.27%

compared to a 16.48% three year average; while

earnings rose 7% compared to the firm’s 29.42%

three year historical average. Overall, earnings

growth in the sector over H1’04 was 22.54%, com-

pared to average earnings growth of 3.7723% for the

broader market. On the NSE, the conglomerates

sector returned 31.05% over the year, compared to

the 15.61% return on the All Share index over the

TTaabbllee  66:: Margins within the Petroleum Marketing Sector 

22000033  IInndd..  AAvv.. MMoobbiill OOaannddoo TToottaall TTeexxaaccoo CCoonnooiill

Gross Margin 15.20% 17.96% 11.73% 13.74% 13.20% 19.36%

Operating Margin 5.64% 6.99% 3.98% 5.55% 5.26% 6.42%

Pretax Margins 5.69% 5.83% 1.59% 6.47% 5.76% 8.79%

Profit Margin 3.77% 3.93% 1.25% 4.02% 3.76% 5.88%

Source: Company Data, ARM estimates 

22 Sector made up of UACN, PZ, Unilever and CFAO
23 Excluding Nigerian Breweries Plc., Oando and Mobil
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same period. The sector appears slightly overvalued

relative to the market; trading at a current PE of

17.52x and prospective PE of 17.83X, relative to a

current and prospective Market PE of 16.8x and

14.96x respectively. 

Notwithstanding, strategic initiatives undertaken by a

number of companies within the sector, notably

UACN and Unilever, in order to improve perform-

ance, bode well for higher earnings in the sector in

the coming year. UUAACC  ooff  NNiiggeerriiaa  PPllcc, due to its sig-

nificantly attractive valuation and growth prospects,

remains our top pick within the sector. 

Since the inception of its restructuring effort in 1999,

UACN’s financial performance has shown gradual

improvement. However, the heavy debt burden

which the company carried from previous periods,

and the resulting significant high interest rate pay-

ments, have kept significant profit growth in the com-

pany muted. In order to pay down its debt and fund

growth plans, UACN embarked on a company

recapitalisation exercise via an Offer by way of Rights

to existing shareholders of 227,158,614 ordinary

shares of 50 kobo each, at N12.50 per share in the

proportion of 1 new ordinary share for every 4 ordi-

nary shares held as at 4th June, 2004. 

Over the next two years, UUAACCNN aims to reduce its

significant debt burden in order to strengthen its bal-

ance sheet and enhance profitability. To improve

revenues, the company intends to consolidate the

dominant position of the Mr Bigg’s brand by increas-

ing its number of outlets to 247 by 2006 and will

expand existing facilities in MDS, its outbound logis-

tics division. More importantly, it plans to expand its

revenue lines by expanding into the premium seg-

ment of the Quick Service Restaurant market via the

Innscor franchise brands which comprise Nandos,

Chicken Inn, Creamy Inn, Pizza Inn, Dial-A-

Delivery and Inn-The-Jungle. The brands were

secured through a strategic alliance with Innscor

International and Mobil Oil Nigeria PLC. 

We view the following as areas of strength for the

Group: 

The quality of its current management

which has proven its strategy formulation

and execution capability over the past five

years. We are fairly confident that if the

current dedication to strategy execution is

maintained, the company will return to

full capacity and profitability in the medi-

um-term. 

Its expanding distribution network which

offers it wide coverage and access to a

large market share particularly in its food

business 

A lengthy market presence, which has

helped the company to establish a strong

brand name and economies of scale

across various business sectors. 

We are encouraged by the company’s recapitalisa-

tion initiative which will improve its cashflow posi-

tion, provide funds for partial repayment of its debt

and offer capital to fund the company’s long-term

expansion plans. UACN appears committed to

rebuilding its marketing culture in order to deliver

superior customer service and innovative products

that meet consumer needs. Consequently, we expect

positive consumer response, ultimately resulting in

higher demand for the company’s products. This

should favourably impact sales and revenue for the

company in coming periods. 

UUnniilleevveerr  NNiiggeerriiaa  PPllcc, due to its recent repositioning,

represents more of a diversification play within the

sector as a whole. The company has reduced the

number of its manufacturing facilities through con-

solidation of existing factories, reduced the number

of its brands in order to cut down on costs and boost
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profitability, and overhauled its supply chain via trun-

cation of its production and distribution processes.

Proceeds from the sale of its old factories have been

used as an inexpensive means of funding its expan-

sion plans. Unilever has embarked on an expansion

strategy; the company has focused on aggressively

marketing its leading brands with emphasis on

increasing distribution and availability throughout the

country, especially in the rural areas which currently

forms an untapped source of revenue in the con-

sumer goods industry. To this end, Unilever is signif-

icantly increasing levels of investment in advertising

and marketing support for its leading brands and

broadening its distribution network into the rural

areas in a bid to penetrate the market. 

Another factor that underscores our positive view on

the company is its placement by Unilever Oversees

at the centre of its expansion plan in the ECOWAS

region. This should substantially increase Unilever’s

market size as the company becomes the base from

which products are manufactured and sold to all

countries in the ECOWAS region. With regard to

production costs, the organisation stands to benefit

from aligning its development processes with other

Unilever subsidiaries in West Africa. This should

enable it to leverage on the economies of scale asso-

ciated with a regional and global supply chain

process in terms of sourcing cheaper raw materials

from its counterparts in the ECOWAS region and

ready distribution channels in West Africa. We

expect the above to significantly improve the compa-

ny’s market size and its revenues over the medium-

to long-term. 

BUILDING MATERIALS24

The competitive landscape in the Nigerian cement

industry is changing. New entrants into the cement

manufacturing sector and the rehabilitation of many

of the existing but moribund plants are creating a

shift from import competition to competition within

the local market. Thus the supply of cement in the

country is experiencing a change from domination by

imports to increasing preponderance of local content

in terms of manufactured outputs. Furthermore,

once dominant local manufacturers may have their

status challenged by aggressive new entries. Notably,

we expect WAPCO, which previously held the

largest share of manufactured cement among the

local manufacturers, to have its primacy usurped by

Dangote Group, which is in the process of building

new cement plants across the country and revamping

those it has acquired. Some of the emerging changes

include:

The upgrade and expansion of the Benue

Cement Company’s plant in Gboko,

Benue State by Dangote Group, to

3.0mln tonnes p.a., from the current

installed capacity of about 1 Mt p.a..

The construction of a new 3.6 Mt p.a.

cement plant in Obadjana, Kogi State,

which is expected to be the largest in sub-

Saharan Africa when it comes on stream

in 2005; and a new 1.8 Mt p.a. Ibese,

Ogun State, also by Dangote Group. 

The renovation of 500,000 tonnes p.a.

plant of the Bendel Cement Company, in

Okpella, Edo State by Scancem and also,

the revitalisation of the 250,000 Mt p.a.

Calabar Cement plant.

The charts on the next page show the competitive

landscape now and our expectations by January,

2006.

24 Sector made up of WAPCO and Ashaka



ppaaggee  3344

By 2006, we expect Lafarge which controls about

30% of present day local cement supplies through

WAPCO (23%) and Ashakacem (7%), to lose its

leadership position to Dangote Group, which we esti-

mate will control about 64% of local cement supply

through Obadjana (27%), Ibeshe (14%), and BCC

(23%) while Lafarge controls about 23%. This para-

digm is driven mainly by the proposed ban by the

government of cement importation by January, 2006,

which has made local manufacturers an attractive

proposition to investors willing to commit funds to

establishing factories in Nigeria, a country which has

abundant supply of manufacturing inputs in terms of

raw materials. The dividends of this transcend the

local market to creating opportunities for local manu-

facturers on a sub-regional scale and beyond. Indeed,

the Dangote group has as its long term goal, the dom-

ination of cement production and supply in the sub-

region. Furthermore, while some major changes are

taking place in the competitive landscape locally, the

market, overall, continues to experience sustained

growth and the players in the industry are hardly per-

turbed by demand-side dynamics.

There are other changes that may benefit the industry

as a whole by enhancing the local industry’s manufac-

turing capacity. The first is the Power Sector Reform

Bill which is currently at the last stages of approval in

Nigeria’s legislative houses, and whose implementa-

tion is expected to take off in earnest by the end of

2005. We expect the break in the stranglehold on the

power sector by the National Electric Power

Authority, the nation’s power monopoly, to spawn an

era of more efficient production and distribution of

electric power by new entities. We see this improving

cost and production efficiencies within the manufac-

turing sector, and releasing many manufactures from

direct effects of supply and price fluctuation in petro-

leum products. The second is the ongoing reform in

the banking sector which we expect to decrease bor-

rowing costs and improve investment climate across

the manufacturing sector. We note here that cost of

borrowing has been the single biggest problem for

WAPCO, the industry’s largest producer at the

moment. Many of the old problems still persist

though; prime among these is inadequate infrastruc-

ture which goes beyond power supply to transporta-

tion of bulky products to far flung markets. We see

this challenging the industry’s sub-regional ambitions

as well, unless life is breathed into utilities like the rail

system. Furthermore, dependence on imports for

critical machine replacements compounded by the

dearth of technological capacity to service and main-

tain plants leaves the industry at the mercy of foreign

COMPETITIVE LANDSCAPE 2006

13%   Others

23%   Lafarge

64%   Dangote

PRESENT INDUSTRY STRUCTURE

69%   Imports

1%   Others

7%   Ashaka

23%   WAPCO
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exchange fluctuations, which often takes a negative

turn, leading to price instability and increased risk of

losses to extended downtime; an event the manufac-

turing process within the cement production industry

abhors. Rising energy costs continue to be a major

concern and, finally, the general weakness in the

economy also poses a challenge to the industry as it

portends weakness in construction activity. However,

as most of the demand is driven by large scale patron-

age by public works, we do not see the latter affecting

the industry’s pricing power significantly. 

Most companies within the sector have not realised

profits in recent years. The only company to have

done so, Ashakacem, has a comparatively competi-

tive earnings multiple of about 9.72 relative to about

16.8 for the broader market as at end of November

2004. We, however, retain our positive outlook on

the industry in the medium to long term as we

expect demand to remain strong amidst the opportu-

nities an import ban will create, and see prospects

for improved earnings among cement manufacturers.

Within the sector, we still maintain a positive long

term view of WWAAPPCCOO, which we view as oversold,

while companies like Benue Cement Company

whose fundamentals are changing rapidly may come

within our watch list in the near future. 

FOOD AND BEVERAGE25

The food and beverage sector has experienced

steady growth in recent years driven largely by a

growing population, higher disposable income and

strong brand awareness. Notwithstanding recent

growth, there remain challenges in the local business

environment that continue to affect our outlook for

the food and beverage sector, and the manufacturing

industry as a whole. These include high energy

prices as a result of recent fuel hikes, the failing infra-

structure system, especially in the areas of power

generation and distribution, the hazardous road net-

works and lack of steady water supply, which add to

the operating costs of local businesses. 

Despite the aforementioned concerns, our outlook

for the sector remains positive. We believe the

points listed below should bode well for the industry

and economy as a whole. These include 

Significant capital expenditure underscor-

ing expansionary initiatives.

Increased marketing focus and investment

in new product development.

the ban on the importation of several

goods into the country encouraged the

local manufacturing industry and the pro-

duction of locally produced raw materials. 

increased NAFDAC policing, clamping

down on the illegal importation of banned

and fake goods.

Greater emphasis on staff training and

development to improve human capital

and facilitate empowerment. 

The food and beverage sector outperformed the

broader market, returning 24.07% over the first three

quarters of 2004, compared to the 15.61% return on

the NSE. The sector currently trades on a PE of

21.91x, relative to the current market average of

16.8x, reflecting strong brands and improved top line

growth within the industry. Forward multiples of

20.32x (Est. market PE: 14.96x) however do not sug-

gest much potential for earnings growth across the

sector. Going forward, we believe that positive long

term growth prospects, coupled with optimistic

investor sentiment about the companies’ strong

brand names, high quality products, and dividend

payout and bonus history will provide support for

valuation levels. Our top pick within the sector is

NNeessttllee  NNiiggeerriiaa  PPllcc.

25 Food and beverage sector includes 7-Up, Cadbury, Flour Mills, Nestle and Nigeria Bottling Company



ppaaggee  3366

26 Sector made up of Union Bank, United Bank for Africa, First Bank, Guaranty Trust Bank and Wema Bank.  
27 As at the time of the announcement, only First Bank and Union Bank, out of the 89 operational banks in the country,
had shareholders funds in excess of N25bln.
28 Non Performing Loans grew 30% from N199bln in 2002 to N260bln in 2003.
29 Source: Nigerian Deposit Insurance Cooperation 2003 Annual Report. 

Nestle has demonstrated strong top line and earnings

growth, averaging 34% for turnover growth and 32%

for earnings growth in the last four years. Market

dominance and investments in production capacity

continue to buttress an already strong liquidity posi-

tion, releasing sufficient funds for working capital

management as well as generous dividend payments

to shareholders.

BANKING26

Over the year, the banking industry underwent dra-

matic changes marked by the new Central Bank

Governor, Professor Charles Soludo’s radical deci-

sion to increase the minimum capital base for com-

mercial banks to N25bln (from N2bln) by December

2005. This development sent shock waves through

the industry as most banks27 were still grappling to

meet the earlier minimum of N2bln. The CBN

maintained its stand and implemented a phased with-

drawal of public sector funds from the banking sys-

tem, which led to liquidity crunch and correspond-

ingly higher inter-bank lending rates. Though a bit

abrupt, the CBN’s recent moves were imperative to

saving the banking sector from total collapse as the

problem of gross insider abuse and credit granted

under fraudulent circumstances have led to a 454%

growth in non-performing loans from N47bln in

1994 to N260bln in 200328, accounting for 20% of

the entire loans in the industry29. 

The motive of the increase in capital base was to

prune the number of operational banks by promot-

ing consolidation within the sector, thereby giving

rise to bigger banks which would be able to finance

long-term capital intensive projects and as a result

spur growth in the real sector of the economy. In

order to assist banks meet the new capital base

requirement, the CBN provided incentives to pro-

mote consolidation within the industry. These incen-

tives are:

Authorization to deal in foreign exchange.

Permission to take public sector deposits

and recommendation to the fiscal authori-

ties for the collection of public sector rev-

enue.

Prospects of managing part of Nigeria’s

external reserves, subject to prevailing

guidelines. 

Tax incentives in the areas of capital

allowances, company income tax, stamp

duties, etc. 

Reduction in transaction costs with the

Securities and Exchange Commission,

Nigerian Stock Exchange, Corporate

Affairs Commission and all other parties

involved in the scheme.

In order to meet the new minimum requirement, a

number of banks opted to raise funds from the capi-

tal market as big players aimed to beef up their

shareholders’ fund while smaller players aspired to

make themselves look more attractive in a merger

transaction. Consequently, there was an increase in

primary market activity as banks rushed to raise

funds. On the roll call were Guaranty Trust Bank

(N10.6bln), Zenith Bank (N8bln), Oceanic Bank

(N17bln), Access Bank (N8.7bln), Wema Bank

(N17.5bln) and Afribank (N17bln). Other cash-

needy banks resorted to private placement financing

to meet their targets. Already, a few banks have

begun merger and acquisition talks.

The banking sector maintained dominance in the

equity market as the most active and highest capital-

ized sector on the Nigerian Stock Exchange. With a
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total sector capitalization of N607bln or 33% of the

market index, the banking sector returned 12.19%

relative to the market’s 15.61% return. Trading on a

current PE of 10.25x and an estimated PE of 8.99x

relative to the market’s current and forward multiple

of 16.8x and 14.96x, valuations for the banking sec-

tor seem to remain at attractive levels. However, with

the current rate of primary market activity within the

sector, a gross dilution of shares would occur as a

result of the public offers. This in turn would cause a

reduction in earnings per share and subsequently

translate into higher PE multiples thereby resulting in

overvaluation across the sector, particularly in the

short term. In addition, due to the large number of

shares outstanding, it is going to get more difficult for

banks to service their dividend and bonus payments

to shareholders; both of which are major drivers of

Nigerian equities. 

Our analysis of developments within the industry

provides a positive outlook for the banking sector in

the long run, as the restructuring is likely to boost

performance within the sector thereby providing an

impetus for economic growth. However this evolves

around the successful post-merger integration of con-

solidating banks. Our prognoses for the banking sec-

tor are:

IInnccrreeaasseedd  RReegguullaattiioonn: The CBN’s current

drive to enforce more strict regulations,

especially in the area of insider credit,

would reduce drastically, across board, the

levels of non-performing loans, thereby

improving the bank’s financial status. 

LLaarrggeerr  BBaannkk  NNeettwwoorrkk: As banks merge, we

expect the newly created banks to have

larger branch network coverage.

Leveraging on this network, niche players

can penetrate the financial service market

more easily, by taking their services to mar-

kets they may not have had prior exposure

to and increase the chances of pooling into

the banking system the estimated over

N400bln in the informal sector.

PPrroojjeecctt  FFiinnaannccee: With a much larger capi-

tal and deposit base, banks can finance

long-term projects in the agriculture, con-

struction and manufacturing sectors. This

is likely to promote growth within the real

sector as banking shift away from foreign

exchange ‘round tripping’ and mercantile

financing. More jobs would be created

and productivity would increase, thus

leading to improved GDP growth. 

DDeebbtt  MMaarrkkeett: Banks would have enough

liquidity to participate optimally in federal

and state government’s short to medium

term bonds. This increased participation

is likely to feed into the revival of the

bond market in Nigeria, and thus pro-

mote fixed income security trading. 

Whilst maintaining a positive outlook for the sector,

we restrict our sector picks to industry leaders; First

Bank, Afribank, Zenith Bank and Guaranty Trust

Bank. This is due to the level of uncertainty sur-

rounding smaller players within the sector, who are

more likely targets for mergers and acquisitions.

Chief amongst our concerns is the success of the

post-merger integration; we believe that given the

complexity of typical merger and acquisition deals,

the CBN timeframe is not sufficient for merging

banks to undergo extensive due diligence and proper

valuations before they come together. Also, with the

extent of share dilution likely to occur as banks

merge, we are of the opinion that the new banking

entity cannot generate enough cash (in the short

term) to match the dilution ratio. Post consolidation,

the exclusive dominant players’ status hitherto

enjoyed by the likes of Union Bank of Nigeria, First

Bank of Nigeria and United Bank for Africa, ostensi-

bly due to their huge capitalisation, impressive asset

base, high liquidity and extensive branch network,

will pale significantly. This implies that, apart from

age, the advantage that the old mega banks had over

the so-called new generation banks has now been
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eroded. To the extent that these unique selling points

have now become a basic requirement for the contin-

ued existence of any bank in Nigeria, these first gener-

ation banks, whose domain the new mega banks

would be encroaching on, have every reason to be

concerned. This view is even more relevant in view of

superior service delivery, highly trained, well motivat-

ed and dynamic workforce which much younger

banks have, relative to the first generation banks. 

Furthermore, given the significantly higher capital

base of the industry, we expect lower returns on

equity across board as banks may not be able to effi-

ciently utilise these new monies. By implication

therefore, going forward, banks’ earnings are unlikely

to grow at the historical rate. In addition, we see less

opportunity for banks to actively turnover their bal-

ance sheet, an activity which has tended to provide

additional fee income. Thus, we expect the industry

as a whole to command lower earnings multiple but

acknowledge that technical factors may sustain the

attractiveness of banks such as Zenith and Guaranty

Trust. 

The number and structure of the Nigerian popula-

tion (estimated population of over 125mln) supports

consumer banking services. Efficient customer serv-

ice, people, products, target market and customer

acquisition strategies are the key issues/critical suc-

cess factors in consumer banking. Though the inabil-

ity of the Nigerian economy to absorb large financial

risks as well as lack of long term funds has inhibited

consumer banking in the country, we view this as

one of the growth markets for the industry in the

post consolidation era. In addition, as the financial

industry becomes more integrated, and banks aggres-

sively expand branch network to increase their mar-

ket share as well as penetrate other niche markets,

we see public sector collection business as well as

investment banking activities, as viable market seg-

ments for banks to improve fee based income. 

On balance, though the sector has good long term

prospects, the short/medium term outlook remains

uncertain. However, to hedge investment risks in the

sector, our stock picks would be restricted to banks

that already have the minimum N25bln.

TTaabbllee  77:: Economic Indicators

HH11  22000055ee** 22000044 22000033 22000022 22000011 22000000

GDP Growth 4% - 5.5% 3.5 - 5% 3.5% 3.3% 3.9% 2.8%
CPI (12-month 10-16% 18.2%(Sept) 10.8% 12.9% 18.9% 6.9%
moving average)
Exchange Rate (N/$) 136 - 145 138 - 142 130-155 134-140 120-141 118.5
parallel rate

MRR 14 - 16% 15% (Nov) 15.0 16.5 20.5 14.0
All-Share Index 12% to 20% 15.61%** 65.8% 10.7% 35.2% 54%
Performance
All-Share Index Range 20,000- 20,129 - 12,137- 10,170- 8,111- 5,266 -

28,000 30,703 21,148 13,010 11,359 8,111

*ARM Estimates; ** As at 30 November 2004
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TTaabbllee  88:: H2 2004 Sector Performance 

Engineering Technology 10.63% Petroleum(Marketing) -9.06%

Agriculture 10.25% Construction -9.67%

Machinery (Marketing) 9.29% Airline -10.49%

Managed Funds 2.46% Food/Beverages & Tobacco -10.68%

Industrial/Domestic Products -0.46% Building Materials -11.15%

Chemical & Paints -1.34% Automobile & Tyre -11.76%

Footwear -2.39% Conglomerates -13.88%

Computer & Office Equipment -2.62% Textiles -16.80%

Insurance -3.77% Real Estate -19.43%

Banking -7.25% Printing & Publishing -20.42%

Healthcare -8.09% Breweries -35.06%

TTaabbllee  99:: Best & Worst Performing Stocks 
SSttoocckk SSeeccttoorr HH22  22000044  SSttoocckk SSeeccttoorr HH22  22000044  

RReettuurrnn RReettuurrnn
Eterna Oil & Gas Plc Petroleum 415.38% N.E.M Insurance Insurance -33.08%

Marketing Co (Nig) Plc

Aluminium Extrusion Industrial & 88.68% Eko International Banking -35.13%

Ind.Plc Domestic Bank Plc
Standard Alliance Insurance 79.61% Wema Bank Plc Banking -35.89%
Insurance Plc
Crusader Insurance Plc Insurance 72.04% Avon Crowncaps Packaging -37.01%

& Container
African Petroleum Plc Petroleum 56.2% Nigerian Brew Plc. Breweries -39.45%

Marketing
Union Dicon Salt Plc Food & 55.96% IMB International Banking -39.45%

Beverages Bank Plc
Oceanic International Banking 48.58% Nampak Nig Plc Packaging -41.70%
Bank 

Acen Insurance Plc Insurance 48.00% University Press Plc Printing -43.64%
WAPIC Plc Insurance 36.90% Gulf Bank Of Banking -49.52%

Nigeria Plc
AIICO Insurance Plc Insurance 36.36% S C O A Nig. Plc Conglome- -51.74%

rates
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TTaabbllee  1100:: Corporate Performance Scorecard

YYeeaarr  EEnndd MMoosstt  rreecceenntt  rreessuullttss YY--oo--YY  cchhaannggee  YY--oo--YY  cchhaannggee  
iinn  ttuurrnnoovveerr iinn  PPAATT

BBaannkkiinngg

1 Access Bank 31-Mar First Quarter 04/5 19.6% 4.5%

2 Afribank 31-Mar Third Quarter 03/4 3.0% -27.5%

3 Chartered Bank 31-Mar Third Quarter 03/4 15.7% 11.8%

4 FBN 31-Mar First Quarter 04/5 12.1% 13%

5 GTB 28-Feb Second Quarter 04/5 19.5% 18.8%

6 NAL Bank 30-Jun Third Quarter 03/4 100.7% 123.9%

7 UBA 31-Mar First Quarter 04/5 9.7% 6.1%

8 UBN 31-Mar Third Quarter 03/4 13.1% 16.7%

9 Wema Bank 31-Mar Third Quarter 03/4 32.0% 82.9%

BBrreewweerriieess

1 Guinness 30-Jun Full Year 2003 52.3% 30.0%

2 Nigerian Breweries 31-Dec First Quarter 04 22.4% -21.1%

BBuuiillddiinngg  mmaatteerriiaallss

1 Ashaka 31-Dec Full Year 2003 16.7% 39.5%

2 WAPCO 31-Dec Full Year 2003 3.5% NA

CCoonngglloommeerraatteess

1 CFAO 31-Dec Half year 2003 6.7% 9.4%

2 UAC 31-Dec Half year 2004 12% 89.5%

3 Unilever 31-Dec First Quarter 2004 15.5% 15.7%

FFoooodd  &&  bbeevveerraaggeess

1 7-up 31-Mar Full Year 2004 5% -17.5%

2 Cadbury 31-Dec Third Quarter 2004 10.3% 27.1%

3 Flour Mills 31-Mar First Quarter 04/5 40% 22.6%

4 Nestle 31-Dec Half year 2004 16.2% 8%

5 Nig Bottling Co. 31-Dec Half year 2004 6.7% -55.5%

PPeettrroolleeuumm  MMaarrkkeettiinngg

1 AP 31-Dec Half year 2004 79.2% -1.5%

2 Conoil 31-Dec Half year 2004 83.8% 26.3%

3 Mobil 31-Dec Half year 2004 49% 262%

4 Texaco 31-Dec Half year 2004 60% 47%

5 Total 31-Dec Third Quarter 2004 44.9% -1.24%

6 Oando 31-Dec Half year 2004 62.1% 137%

RReeaall  eessttaattee

1 UAC properties 31-Dec Half year 2004 39.9% 31%
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