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Abstract

The study discusses the theoretical issues suriogitice African stock markets and portfolio perfamae.

It examines the issues underpinning the percemianarket inefficiency in African stock markets. Itsha
been proposed that the solution to problems faged\fhican stock markets is to integrate their stock
exchanges by merging the stock exchanges. The stddgted an exploratory research design so as to
gather preliminary information and help exploredi®tical issues surrounding the African stock merke
and portfolio performance.
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1. Introduction

Stock markets are able to positively influence ecoic growth through encouraging savings amongst
individuals and providing avenues for firm finangirLiquid stock markets could improve the allocatad
capital and enhancing prospects for long-term gnowiowever, the theory is ambiguous about the exact
impacts of greater stock market liquidity on ecomomrowth. By reducing the need for precautionary
savings, increased stock market liquidity may hawmeadverse effect on the rate of economic growth.
MagnussorandWydick (2002), contends that the stock market is expetctextcelerate economic growth
by providing a boost to domestic savings and irgirgpthe quantity and the quality of investmegititics
also point out that the actual operation of theipg and takeover mechanism in well functioningckto
markets lead to short term and lower rates of Itergh investment. This is because prices react very
quickly to a variety of information influencing esgtations on financial markets. Therefore, priceshe
stock market tend to be highly volatile and engislefits within short periods. These problems amthier
magnified in developing countries especially subg&Ban African economies with their weaker regulator
institutions and greater macroeconomic volatilitite higher degree of price volatility on stock neskin
developing countries reduces the efficiency of phiee signals in allocating investment resourcdsesE
serious limitations of the stock market have lechynanalysts to question the importance of the asyste
promoting economic growth in African countries.

Magnusson andVydick (2002), used data from the eight largest Africtocls markets to test whether
these markets meet the criterion of weak-form stoekket efficiency with returns characterised by a
random walk and then compared the results withlairtests on emerging stock markets in South-eait A
and Latin America. The results do not show thaic&in countries can pass the high efficiency adiBe
markets but that they compare favourably to somtlAmerican and Asian markets.

According to Kenny aniloss (1998), the number of stock markets in Africanntries has doubled over
the last 7 years. Although these markets remainllssnd illiquid, they are growing rapidly, and will
become an increasingly important part of many Afini@conomies. They evaluated the common economic
criticisms of African stock markets and the pobtipitfalls involved in their operation and conohadthat
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the positive economic effects of bourses on Afrieannomies are far larger than any negative effecid
argue that the political costs can be mitigatedevpolitical benefits can also be gained. Smithlef2002)
identified four categories of formal stock marketAfrica as South Africa, medium-sized markets, lkma
new markets which have experienced rapid growtd, small new markets which have yet to take off.
Enisan and Olufisayo (2009) examined the long rad aausal relationship between stock market
development and economic growth for seven couninesub-Saharan Africa. They found that the stock
market development is cointegrated with economasviin in Egypt and South Africa suggesting that lstoc
market development has a significant positive lnngimpact on economic growth. Based on thesetsgsul
Enisan and Olufisayo argued that stock marketsdchelp promote growth in Africa. However, to acldev
this goal, African stock markets need to be furtidewveloped through appropriate regulatory and
macroeconomic policies.

2. Performance and Characteristics of African Stock M arkets

African Stock Markets have rapidly evolved over tagt decade resulting in considerable developragnt
the African capital markets (Piesse and Hearn, R@®%or to 1989, there were just five stock markets i
Sub-Saharan Africa (SSA) and three in North Afritaday there exist nineteen Sock exchanges in @fric
(Yartey and Adjasi, 2007).Total market capitaliaati for African stock Markets increased from
US$113,423million to US$244,672million between 1992 2002. This rapid development of Stock
markets in Africa does mean that even the mostrazbdh African Stock Markets are mature. In most of
these markets, trading only occurs in only a fevclst which account for a considerable part of tialt
market capitalization. There also exist seriousrimiational and disclosure deficiencies for otheclss.
Supervision and monitoring by regulatory authositig often far from adequate. According to Mlanainol
Biekpe (2007), some of the African stock marketsenestablished on the background of poor regulatory
and legislative frameworks. This, among other thjngxplains why some of these markets lack the
capacity to deal with capital market dynamics. k&gions to prevent insider trading are either atpdte

or non-existent, and where they exist, enforcergeatten poor The inadequacy of insider trading laws on
African stock markets has enhanced the perceptiahthese markets are not efficiertowever, IMF
(2003) found thain a number of African countries, significant pregs has been made, for instance
through strengthening the regulatory and instindloframework governing private investment (Ghana,
Mali, Mauritius, Mozambique, Tanzania, and Ugandadl fiscal capacity building (Burkina Faso, Mali,
and Tanzania). However, much remains to be dortg; institutions generally deeply rooted in a couyistr
history and culture, domestic ownership is critit@lensure that reforms are tailored to meet sjgecif
regional conditions and circumstances.

Yartey and Adjasi (2007) observed that the indicataf Stock Market development show that African
markets are small with few listed companies and foarket capitalization. The African stock markets
suffer from the problem of low liquidity, which mes that it is harder to support a local market vitish
own trading system, market analysis, brokers etcesithe business volume will simply be too low.
According to Piesse and Hearn (2005), African stoddkets have historically offered a limited, narro
range of products with the principle role of finaicsector being the provision of the source of dstit
funding to offset government budgetary deficitsm®@aon factors still inhibiting stock market develogmb
include the lack of legal protection for invest@sd creditors. Other constraints are that mostcAfri
Stock Exchanges have limited trading hours andckngely synchronous with other regional markets. As
such, there is little domestic stock market cultarel awareness. Trading in the majority of markets
overwhelmingly dominated by a handful of stockserevf more securities are actually listed and bulk
trading of a limited number of stocks in the snra#&changes hinders activity on the domestic market
Mlambo and Biekpe (2005) noted that due to the ttading, investors may be forced to hold stockasnev
at a time when they want to close their positiongeat out of the market. Their findings suggest tha
contradictory evidence in the random walk testsceftain African stock markets could be partly a
methodology problem especially in a thinly tradetvimnment. But where they used individual stock
returns, the effect of thin trading on the resulés relatively minimal.
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3. The Casefor Regional Integration

Jefferis and Smith (2005) observed that the sizéh@fmarket is important, in that the larger maskate
efficient for some or all of the period examinedjile the smaller markets are not. For some coujtrie
however, small size will always be a problem, bagain mind the small size of many African econonites
has been proposed that the solution to problenedfag African stock markets was to integrate teck
exchanges and by merging stock exchanges (whit¢heissxtreme form of integration) could result in
volumes multiplying with potentially the same ovesld costs (Claessens et al., 2002). Merging African
stock markets into a single regional exchange imately is no doubt an ambitious and daunting task,
given the associated institutional and financiatammplexities but it will be a powerful sourcedariver

of capital flows to Africa. Such an exchange wilk@ if well structured, solve the current probleofs
illiquidity, small size, and fragmentatiofYartey and Adjasi, 2007).Integration is expectedsblve the
fragmentation problems of African stock exchangexes the number of national exchanges in an
integrated market reduces. This promotes costiefidy, and improves liquidity and price discovery.
Investors can execute orders without routing thholigpkers and there is only one payment of listees

in an integrated exchange. It also harnesses a gfoetonomic and human capital, the economic and
human capital skills of various markets are broughplay in one single market. The market thus bene
from a rich and diverse pool of skills. Integratioeduces complexities, since all trading, operation
clearing and settlement systems are harmonizealsdt improves surveillance and risk management, by
enabling access to information in all market segméviartey and Adjasi, 2007).

One problem that has hindered successful stock ehdritegration is nationalistic politics. African
governments tend to view stock exchanges as natamsats with pride just like national airlines (880
2003). As a result, they are uncomfortable witmsfarmations which lead to a reduction in the malo
touch. In addition, smaller economies tend to pgeecthe bigger economies as being domineering aad f
that their exchanges will be overshadowed by tlygdai exchanges with integration. These economsges al
fear that capital may be diverted away from thenth&® bigger economies with integration. For inse&anc
Okeahalam (2001) reported that Botswana officisdsenuncomfortable with South Africa’s virtual Afa
exchange proposal due to the fear of capital flightards Johannesburg Stock Exchange (JSE).There ar
important preconditions for successful regionalrapphes such as the legal harmonization (tradimwg la
and accounting standards) and a liberalized tradame. Integration requires that there are harnashiz
legislation, rules, listings, trading days, settbsty and reporting standards. This implies that4fsican
stock markets to become integrated, the varioummet exchanges must adopt and/or harmonize their
existing rules and systems. This can be potentallgng and arduous task for these exchanges. iEven
trading rules and listing requirements are harnmemhithere is the issue of accounting and reporting
standards. These standards tend to be based onaiatystems which in turn also depend on the ¢allon
history of the countries. For instance, the BouRsmjionale des Valeurs Mobilieres or the Regional
Securities Exchange (BRVM) comprises of countridsctv adopted common standards following their
common colonial past.

Integration cannot also be successful in the alessehautomated systems. Currency convertibilityasy
important in an integrated exchange. An integrabethange with a multiplicity of inconvertible cunees
only compounds the administrative costs which irg8gn itself seeks to remove. Here the advantafies
having existing monetary unions, like the Westefricdn Economic and Monetary Union (WAEMU) in
the case of the BRVM preclude such problems. Tipegsnce of BRVM can teach us a number of lessons
on stock market integration in Africa (Asea, 2003)st, it can take a very long time to build aice@lly
integrated exchange. Second, the fact that a refijyoimtegrated exchange is established does nainme
that it will be used effectively or that it will iegrate the markets.

According to Piesse and Hearn (2005), regional etaiktegration remains a viable approach to
establishing functioning securities markets, assgmhat there are sufficiently close institutiofiaks.
There has to be support for the benefits of intimmaincluding more globally competitive marketsda
increasing liquidity levels, and from the AfricanoBk Exchange Association (ASEA). Four principal
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regional bourses in Johannesburg, for the Soutlic#fr exchanges; Lagos, for West African region;
Nairobi, for the East African exchanges and CaimoNorthern Africa were preparing the infrastruetto
ensure integration by 2006. In the East Africa oagiintegrated trading floors and shared compugdris
networks and a central depository system were éggeand listings requirements are common to the
countries within SADC. Hearn and Piesse (2002) eéxadththe extent of equity market integration using
cointegration within the three dominant marketSotithern African Customs Union (SACU) that is South
African, Botswana and Namibian.

4, Portfolio Performance

Aragon and Ferson (2007) defined portfolio perfanoeat two broad levels; those that have investment
ability if it generates returns that can be expétteexceed that of a benchmark. But a fund masiplse

its ability through trading costs or capture thetseto its ability through management fees. A fainait
outperforms a benchmark is said to add value feestors. In many African organisations, a gap sxist
between the development of strategy and its suftdessplementation. Failure to fill this gap may
ultimately result in strategy failure and the lescompetitive advantage, profits and employmenbjdet
portfolio management (PPM) is theorised as a managemethodology that links a portfolio of projetis
business strategy. Bello (2005) used a sample othS&frican socially responsible mutual funds matth

to randomly select conventional funds of similat assets to investigate differences in charactesistf
assets held, portfolio diversification and varialelféects of diversification on investment perforrnan
They found that socially responsible funds do rififedsignificantly from conventional funds in tesnof

any of these attributes. Moreover, the effect otdiification is not different between the two goeuSeo
(2010) examined whether an integrated farm thatsolwth crops and livestock is more resilient under
global warming than a specialized farm in cropseyrbxplore how farmers choose one of the farm types
and how the net revenue of each type varies athessange of climate in Africa. The results indec#tat

an integrated farm becomes relatively more proftatver specialised farms half a century from now a
the impacts of climate change on integrated farmnge from 9% loss to 27% gain depending on climate
scenarios. They used behavioural models to captoreolio diversification benefits that agro-ecoriom
model could not measure.

Mestry and Schmidt (2010) studied South Africanamrtschool principal’s perception of the efficacy of
using portfolios to assess their professional ghowtsing a post structural lens to theorize padfoise,
interview data were examined to find out what themensistently evolved when principals were engaged
in self evaluating their own professional practiteough a methodological framework of portfolio
development. The findings revealed insights int® #fficacy of the use of portfolios in the professil
development of principals. According to Chan et(2009), an investor is usually concerned with raow
individual portfolio performs. The research litenst and industry practice offer up an array of Ihemarks,
including the stock index, and a logical case canmade for each of them. Therefore the issueds th
frequency of agreement across benchmarks with cesp@ver or under-performance. Chan et al regorte
results when the methods were compared to abnamhains over the portfolio’s entire history. They
calculated a portfolio’s abnormal return over itdl fhistory by obtaining the difference between the
geometric mean return on the portfolio and on thechmark. They calculated all differences in abrabrm
returns across methods and counted the frequerdiffefences that exceed a certain threshold levebf

the total possible comparisons. For all portfolieghe overall sample period the methods agreethen
sign of abnormal returns. Given the emphasis offopeance, a few quarters of poor results can sour
relations between a money manager and clients.eTresults suggest that the choice of benchmarking
procedure can make or break a money manager’satggu{Chan et al., 2009). Stutzer (2000) introduce
the portfolio performance index which is based be behavioural hypothesis that investors aim to
minimize the probability that the excess returneraw given threshold will be negative. The Omedm ra
introduced by Keating and Shadwick (2002) was esqwé as the ratio of the gains with respect to some
threshold to the loss with respect to the sameshiuld. The drawbacks of these measures include; the
ranking of portfolios based on most of these messdepends heavily on the choice of a threshatdpst
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all of these measures take into account only daensisk, the upside return potential is not ap@teci
and all these alternative performance measures dagksolid theoretical underpinning (like the Stearp
ratio which is based on the expected utility thetig cornerstone of the modern finance).

Ferson (2010) reviewed literature on investmenfoperance evaluation and summarized the significant
forces and contributions that have brought thitdfief research to its current state of knowledgelevh
Aragon and Ferson (2007) provided a review of tlethmds for measuring portfolio performance and the
evidence on the performance of professionally medamvestment portfolios. Dybvig et al. (2010)
analysed the optimal contract for a portfolio maragho can exert effort to improve the quality of a
private signal about future market prices. Theyuassd complete markets over states distinguished by
asset payoffs and place no restrictions on the fafrthe contract. They showed that trading restms are
essential because they prevent the manager fromingthe incentive effects of performance-based fee
and provided conditions under which simple benctlkingremerges as optimal compensation.

According to Mensah (2003), tests generally suppek-form efficiency (i.e. past prices cannot Bedl

to predict future prices). Few portfolio managers able to beat the market and do not do so with an
consistency. Aragon and Ferson (2007) discussateeoe from conditional performance evaluation such
as survivorship which creates a number of potergi@blems affecting both the average levels of
performance and the apparent persistence in peaficen Much of the empirical evidence on performance
persistence for mutual funds suggests a positilaioa between the future and past performance, and
concentrate in the poorly performing funds. Poarfgrenance may be persistent. Del Guercio and Tkac
(2002) found that mutual fund investors pay moterdion to simple measures of relative return ttan
more complex measures like alpha, in directingrtheiv money flows.

5. Savings and the Real Sector of the African Economies

According to World Bank estimates migrants remitesireached $ 21 billion in SSA in 2008. Bald

(2011) analyzed comparatively the effectiveneseenfittances and foreign aid in promoting savingd a
investments. They found that both remittances aéign aid positively and significantly influence
savings and investments in SSA, meaning that rantiets in SSA are not only and entirely spent irichas
consumption needs. They also find that remittanlbgdeing received directly by people in need would
serve more households’ interests and be more iiéert favouring economic development that foreign
aid. However, when efficiently used in a good ingtbnal , political and economic environment, fgre

aid can act as a complement to remittances by altpwulnerable households to have income above the
threshold subsistence’ level so they use a lattgamresof remittance for savings and investmentpqaes.
Odhiambo (2009) examined the direction of causdiggween savings and economic growth in South
Africa. They find a bi-directional causality betwesavings and economic growth prevailing in thersho
run and a distinct unidirectional causal flow fremonomic growth to savings in the long run. Groleth
savings is found to predominate in South Africad ascommends that policies should be geared towards
achieving both higher savings and economic grosthas to boost investors confidence and attraetdior
capital inflow.

According to Kelly and Mavrotas (2002), most Afmiceountries often lack an appropriate financiat@ec
which provides incentives for individuals to sawedeaacts as an efficient intermediary to convers¢he
savings into credit for borrowers. Gyimah-Bremp@B002) used panel data from African countries and a
dynamic panel estimator to investigate the effeatscorruption on economic growth and income
distribution. Corruption was found to decrease eoaic growth directly and indirectly through decreas
investment in physical capital. The combined effgctlecreased income growth and increased inegualit
suggests that corruption hurts the poor more thamith in African countries.

Collier and Gunning (1999) observed that Africa Hamographic characteristics which may predispbse i
to slow growth such as life expectancy has histdiy been low, with the population in a high-fétyi
high infant-mortality equilibrium. In Africa, AID$s a heterosexual disease and during the 1980aris p
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of Africa it spread rapidly across the populati@idse the risks became apparent, with up to 20e26gmt

of adults now Human Immunodeficiency Virus (HIV)giiive in some countries (World Bank, 1997).
Ndikumana and Boyce (2002) investigated the detents of capital flight from 30 sub-Saharan African
countries, including 24 countries classified asesely indebted low-income countries, for the perd®f0-
1996. They estimate that for every dollar of exaélyorrowing in the region, roughly 80 cents flowsatk

as capital flight in the same year. lyoha and QuigR002) observed that while there is no conseonsua
single cause of Africa’s economic predicament, therently identified factors include the continent’
colonial legacy, its backward technology, exportlavism, extremely disadvantageous geography and
climate, demography, social conditions, ethnic aridal divisions, unfavourable initial conditions,
deficient infrastructure, lack of financial deptimacroeconomic policy mistakes, hostile external
environment, and dependence on primary commodiipeation.

6. M ethodol ogy

The study adopted an exploratory research desigrass@o explore the pertinent theoretical issues
surrounding the African Stock Markets and portfg&rformance. Exploratory research was used tcegath
preliminary information so as to help define probte suggest hypotheses and to help determine #te be
research design, data collection method and sasgiection methods. The study relied on reviewing
available literature and the results of the studg provide significant insight into the problemsifey
African Stock Markets and Portfolio performancer Egample Piesse and Hearn (2005) suggested that th
appropriate method of examining volatility transsis between African stock market indices is the
EGARCH model suggested by Nelson (1991), becausoit's a more flexible dynamic lag structure and
does not require symmetry. Domestic macroeconomfligences commonly found within emerging market
countries, such as extreme variations in exchaatgs rand high inflation, can have significant dfeun
stock price indices (Choudry, 2001).

Econometric techniques have also been used exéysito examine the relationship between
macroeconomic phenomena and securities marketratieq. (Maysami et al., 2000; Phylaktis, 1999;
Huang et al., 2000).Kelly and Mavrotas (2002) usednometric methods such e panel unit root test
(Dickey and Fuller, 1979) and cointegration tegterable them determine the long run structureeihgs

in a dynamic setting, avoiding the well known peahk involved in using static cointegration testiagg
the problems of the sensitivity of cointegratiostseto low-powered stationarity tests involved imet
series analysis. Most importantly, these innovatpamel data techniques allow for heterogeneity in
coefficients and dynamics across countries, anowallesting directly for the existence of long run
equilibrium saving functions

Hearn and Piesse (2002) tested the hypothesis dkemitegration using a cointegration approach.
Markets that are found to be integrated are thstedefor evidence of Granger causality through raor e
correction mechanism. Results obtained using VARIelimg techniques are compared to those using an
ARDL model. While results lend support to existing tradacroeconomic and developmental linkages and
effects between and within the countries, thersomsie evidence for the presence of a regional factor
common to African Emerging Markets that explainssadity from Namibia to South Africa.

7. Conclusion

Yartey and Adjasi (2007) discussed the results fthenprevious studies which show that African stock
markets are small, illiquid, with infrastructurabtienecks and weak regulatory institutions. Desliese
problems, stock markets in Africa have helped anfthancing of the growth of large corporations thére

is little evidence of broader economic benefitffelgees and Smith (2005) suggests that regionatksto
markets may be a way forward, not just to benefitnf economies of scale but also to improve pricing
efficiency. In addition to policies aimed at incseay the size of stock markets, other institutiomdbrms
can help to improve efficiency. These include irmtins such as electronic trading systems, allowiieg
access to foreign investors (to improve liquiditypproving the dissemination of information relatito

24



Research Journal of Finance and Accounting www.iiste.org
ISSN 2222-1697 (Paper) ISSN 2222-2847 (Online) e o
Vol 3, No 3, 2012 IIS'E

listed companies, improving the speed and effigieot settlement, and changing the legal framework
where necessary to ensure adherence to the bestatibnal standardiccording to Magnussomand
Wydick (2002) test results for weak-form efficiency iretemerging African stock markets compare
favourably with those performed on other emergiiogls markets.

Piesse and Hearn (2005) concluded that in a numib&frican countries, the emphasis on growth and
development has shifted from a bank-based systemnddhat is dependent on capital markets as &eour
of finance for the business sector. This has reduih the establishment of a number of new stock
exchanges and the restructuring and reform of nodutlye existing ones. Although still highly illiquii and
with only a limited culture of participation by tHausiness and investment community, many of these
appear to be making progress. According to Men28193), African capital markets will not develop
unless both issuers and investors believe thatitiesuare fairly priced and the persistence offiniency
means that investors are not using all informataintheir disposal in setting security prices, i.e.
expectations are not “rational”. African regulatarg poorly resourced and as such they have podeeta
surveillance, limited analytical and investigativapacities. Mensah concludes that the majorityhef
African Stock markets except for South African &tdexchange, exhibit immature markets and market
efficiency are low. Low market professionalism ledd market inefficiencies and low returns areireal

to active management. Therefore, African Stock Mtwkneed far more professionalism and better
regulatory enforcement in order to improve stockketefficiency, without which market efficiency Wi
remain elusive.
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