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Abstract: This paper analysed political risk and stock market volatility in Nigeria from 

between January 2000 to December 2019. Financial Economists have attributed stock market 

volatility to factors such as capital control, foreign exchange and tariffs whereas the 

influence of political risk has been largely ignored. The study employed Exponential 

Generalized Autoregressive Conditional Heteroscedasticity (EGARCH X) with a dummy for 

its flexibility to accommodate the political risk parameter. The result from the EGARCH (X) 

model showed evidence of ARCH and GARCH in the Nigeria Stock Exchange (NSE). 

However, the asymmetric parameter showed evidence that positive news creates more 

volatility than negative news in the NSE. The dummy variable that accounts for the political 

risk, provide evidence that political risk contributed negatively to stock market volatility in 

Nigeria. The paper concluded that despite the transition to democratic rule in 1999, political 

risk still contributes to stock market volatility in Nigeria. This supported the uncertain 

information hypothesis (UIH). The paper recommends that to decrease the volatility of the 

NSE market, Nigeria should embark on consistent and long term macroeconomic policies 

which will not be affected by changes of governments. 
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Introduction  

Risk is an important issue in investment decision and policy innovation in the economy and 

specifically in the stock markets. This lead studies to model different macroeconomic 

variables to explain their significance to stock market volatility. Radelet and Sachs (1998) 

argued that macroeconomic variables‘ contribution to market volatility is very minimal. This 

has been supported by Frankel and Froot‘s (1990) study which found evidence that 

macroeconomic variables are not capable of explaining most of the changes in the financial 

sector. Although studies have not yet reach conclusions as to why emerging markets are more 

volatile, there is strong argument that that these markets suffer from political risk such as 

elections, revolutions, coup, and impeachment sagas. In this regard, Bittlingmayer (1998), 

Willardet et al. (1996) argued that political risk is one of the major non-economic variables 

that explain stock market volatility. This argument was against earlier study by Cutler, et al 

(1989) which found little evidence on the impact of political risk on stock market volatility. 
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However, subsequent studies such as Fong and Seng (2002) and Mei and Guo (2004) argued 

that political risk is the major contributor of stock market volatility.  

 

Political risk refers to risk faced by investors in the event of political uncertainties and 

decisions which eventually affects profitability or exposed their assets.  Howell and Chaddick 

(1994) explained political risk as a possibility that politically motivated events in a country 

will affect the business environment in such a way that investors will lose investment or 

reduce marginal profits. Despite the importance of understanding the effect of political risk to 

investors, little work has been carried out on the relationship between political risk and stock 

market volatility and non-have assessed the effect of political transition on this relationship. 

Similarly, not much has been carried using the Generalized Autoregressive Conditional 

Heteroscedasticity (GARCH) model and previous work have not comprehensively considered 

the augmented GARCH model.  

 

Nigeria political uncertainty can be traced back to the 1914 amalgamation of the Northern 

and Southern protectorates within the political events which includes coups and counter 

coups, pre-and post-election violence, religious, tribal and ethic crisis among others. These 

have impacted so negatively on business and the country ability to fully attract international 

investment. Therefore, the objective of this paper is to examine the relationship between 

political risk and stock market volatility in Nigeria. The study employed the Exponential 

Generalized Autoregressive Conditional Heteroskedasticity (EGARCH) developed by Nelson 

(1991) with an exogenous variable for the analysis. It is notice that variables that drive the 

market return variations have since been gaining an increasing interest. One of the drivers 

that has usually been thought of limited importance, has recently proved to be of growing 

influence, especially after the recent Arab Spring, calling for the necessity of its consideration 

when making investment decisions; namely, the political risk.  

 

Measurement of Political Risk  

There is no universal agreed variable that accurately proxy political risk as such the most 

challenging aspect of the variable is the measurement. Studies and institutions have used 

different method to adequately measure political risk. One of the methods used is the 

International Country Risk Guide (ICRG) calculated by PRS Group. This measurement was 

used by Erb, et al (1996) and analyzed the effect of political risk on stock market return using 

portfolio and cross-sectional approach. The study concluded that political, economic and 

financial risk affects market return. Similarly, Mohammed (2016) used the same measure and 

analyzed the effect of political risk on exchange rate volatility.  

 

Another proposed measurement of political risk is World Governance Indicators (WGI) by 

the World Bank Group. The indicator measures different political development that includes 

rule of law, relative violence, political stability and terrorism. This is calculated yearly since 

1996. The measurement is used by studies such as Kapolková and Tolstova (2015). Similarly, 

rating agencies, financial and research institutions used a quantitative technique that provides 

information semi-annually and annually. The indicator provided information on 

unemployment, military expenditure, political stability and internal or external conflict. 

Berkman, et al (2011) proposed the integrated approach measurement of political risk. This 

approach is built on a statistical constructed index that provides information on the most 

notably international political crisis for the period of 1918-2018. The approach is mostly used 

in panel analysis; however, the approach has limitation since it can only capture the major 

political crisis as such some countries information is not reflected.  
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This paper follows a measurement used in the literature such as that of Beaulieu et al  (2005), 

Suleman (2012) etc. The measurement is used by constructing a dummy variable that 

represents the political uncertainties and events such as election, violence, tensions etc. 

Therefore, this paper constructs a dummy variable that represents the major political events 

via political headline news for the period after the transition to democratic rule in the year 

1999.  

 

Theoretical Background  

This paper is built up on the Uncertain Information Hypothesis (UIH). Brown, Harlow, and 

Tinic (1988) developed the hypothesis to test and explain how rational risk averse investors 

react to the emergence of unanticipated information. The theory assumes that information and 

events that affect financial markets increase both risk and return of the market and investors 

react strongly to bad news than good news. Furthermore, the theory explains that despite 

investors being rational, arrival of information is not instantly assimilated but respond by 

setting security prices that appear as overreaction to bad news.  

 

In his study, Shachrnurov (2001) tested overreaction and the validity of the UIH in 13 

emerging markets for the period of 60 days capturing negative and positive events. The study 

concluded that for the time of the study, emerging markets operated under the efficient 

condition which validates the UIH. Similarly, Yu et al (2010) have empirically test the UIH 

on the S&P 500 Index and Standard and Poor's Depositary Receipt(SPDR) in the pre-and 

post SPDRs periods and found evidence confirming the UIH in the post SPDRs period. 

However, Musa and Morshed (2003) find an inconsistent result that fails to support the UIH 

hypothesis.  

 

Literature Review 

The effect of political risk on stock markets is based on the importance of political 

environment in economic decision. The instability in the political environment has affected 

both the operational cost and behavior of the investors. Some of the pioneer studies that 

explain the relationship between politics and economics are Nordhaus (1975) and Alesina 

(1987), however, there is no unanimous agreement in the empirical literature on the effect of 

political risk on stock market volatility. Studies such as Cutler (1988) and Cutler, et al (1989) 

found little evidence of political news having a significant impact on the U.S. market. Among 

the studies that employ the GARCH framework is Chan and Wei (1996) who employed the 

Generalized Autoregressive Conditional Heteroscedasticity in Mean (GARCH-M) to measure 

the effects of political risk on stock market based on the political news in Hongkong. The 

study found a significant mean return and variance which shows a significant relationship 

between political risk and volatility of the market. However, Beaulieu, et al (2005) used the 

GARCH model and analyzed the effects of political risk on stock market volatility in Canada, 

evidence from the study shows that political risk did not have an impact on stock market 

volatility in Canada. This will not be unconnected to the findings of Suleman (2013) that 

political risk tent to be higher in emerging markets.  

 

With time passage, Kulwarothai (2013) employed the GARCH-M and EGARCH-M and 

measured whether political risk via news headline affected the Thailand stock market for the 

unstable political period from 2006-2011. The study found evidence that during the period of 

study, political risk increased stock market volatility. Further evidence from the EGARCH-M 

shows evidence of leverage effect; as such the study concluded that negative news (political 

risk) affects the stock market more than the positive news. Cerme o and Suleman (2014) 

employ the Panel-GARCH model developed by Cermeño and Grier (2006) to measure the 
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effect of economic, financial and political risk on the volatility of the five major Latin 

American markets for the period 1993-2013. They found evidence of persistence, high and 

cross volatility among the markets and concluded that increase country risk has positive 

relationship with the stock market volatility. 

 

Liu and Zhang (2015) examined the expectedness stock market volatility from economic 

policy uncertainty (EPU) to stock market from 1996-2013 (4,230 days) using Heterogeneous 

autoregressive-realized volatility (HAR-RV). Findings of the study showed that complex 

EPU leads to great increase in volatility. However, including EPU as part of the predictive 

variables to the prevailing volatility prediction models advances the forecasting ability of 

these models significantly.   

 

Sevil, et al (2015) employed the Threshold Autoregressive Conditional Heteroscedasticity 

(TARCH) model to study the asymmetric relationship between political risk and volatility in 

Istanbul stock market for the period 1997-2014. The study incorporated a dummy variable   

to account for the political risk in the (TARCH) model and find evidence that that political 

risk causes asymmetric and leverage effect on the return volatility of Istanbul stock market. 

Xiong and Shen (2018) examined the time-varying correlation Chinese market returns and 

economic policy uncertainty (EPU) from 1995-2016 using dynamic conditional correlation-

GARCH models. Findings of the study showed, during the period of a financial crisis, great 

volatility resulted from the EPU and stock returns. However, Shanghai stock market was 

more responsive to EPU than Shenzhen stock market and that EPU is more effective to 

enterprises own by the state than those not own by the state.  While Burggraf, et. al., (2019) 

examined the response of stock price swings to political news based on the tweets (over 

3000) of the former US President Donald Trump using granger causality. From his Twitter 

account, tweets that were relevant to the US-China trade war predicted S&P 500 negatively 

and VIX positively. Unidirectional causal relationship was also found from His tweets to 

returns to VIX. The extent to which industries trade with china varies the result. Yousaf et.al., 

(2020) Investigated return and volatility diffusion among gold and emerging Latin American 

stock markets with consideration to Chinese stock market and global financial crises. The 

study employed Vector Auto Regression model and AGARCH models for the estimation. 

Results of the study indicate that there exist significant return and volatility spread between 

the emerging Latin American stock markets and gold; but the spillovers are subject to the 

variation of gold-stock-pairs and two crises. The study further recommends for portfolio 

diversification and risk management as well as asset pricing. 

 

Studies such as Lin and Wang (2004) have used a dummy to capture legislative assemblies 

and change of power to proxy political risk in Taiwan. The study found evidence that 

legislative activities have no significant effect on Taiwan stock market while change in power 

positively affects volatility and negatively affects mean return. In Germany, D pke and 

Pierdzioch (2004) used dummy to find out the effect of political risk to stock market during 

the conservative and liberal regimes. The study finds no evidence that change of government 

have any significant impact on the stock market. However, Mei and Guo (2004) found out 

that political risk measured by dummy variable have great influence on stock market 

volatility in emerging markets.  This is what is expected that most politically stable countries 

are faced with minimum political risk compared to most emerging markets. Furthermore, 

Soultanaeva (2008) studied the relationship between political news (dummies) and stock 

market in three Baltic countries. The study found evidence that political news decrease 

volatility in the countries, moreover, the study found evidence of spillover effect from the 

Russian news.  
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Methodology 

The major problem associated with the GARCH model is the non-negativity that violates the 

estimate method because the coefficients of the model are probably negative. Another 

contentious issue with the GARCH model is it inability to address the leverage effect since 

there is no feedback between the conditional mean and conditional variance. This and other 

issues led to the development of the EGARCH model by Nelson (1991). The EGARCH 

model is able to address issues of positive definiteness, asymmetric and fat tails which were 

not taken care by the GARCH model as such the EGARCH is specified as the below equation  

 

Log (ht) = ω + ∑   
 
   │

    

√    
 │+ ∑   

 
   

    

√    
 + ∑   

 
    log (ht-j)                         (1) 

 

Such that we test the hypothesis that  

 1 =  2= …………  I = 0 for symmetric model  

 1   2   …………  I  0 for asymmetric model  

 

From the EGARCH equation ht is the conditional variance,   is the ARCH parameter,    is 

the EGARCH and    is the GARCH parameter. Moreover, the natural log of the conditional 

variance signifies that the asymmetric effect is exponential and non-quadratic. As such it 

fulfilled the condition that the forecast of the conditional variance is non-negative. The   is 

the parameter of interest in the EGARCH model which measures the asymmetric (leverage 

effect). 

 

Therefore, this study uses EGARCH augmented with an exogenous variable which transform 

the model to EGARCH (X) for the analysis. The EGARCH (X) model for the study is 

specified as below  

 

Log (ht) = ω + ∑   
 
   │

    

√    
 │+ ∑   

 
   

    

√    
 + ∑   

 
    log (ht-j) +  xt     (2) 

Where  xt is an exogenous variable in dummy form. The dummy is the variable that account 

for the political risk and is given by  

 

 xt = 1 if t = t-m   Y   t + m  

                    0 if other wise  

Where Y is the elections t-m is the 30 days before the election and t + m is 30 days after the 

election and the dependent variable is the All Share Index (ASI) of the Nigeria Stock 

Exchange Market (NSE)  

 

This study measured political risk based on uncertainties from elections as such the dummy 

(exogenous) variable will account for the four general elections after the 1999 transition to 

democratic regime. Durnev (2010) argued that the information about elections is exogenous 

variable, which is well-distributed. The dates for the election are obtained from the headlines 

of the major newspapers of the country. Kulwarothai (2013) argued that investors read only 

headline news and respond to their perspective immediately.  

  

Data and Descriptive Statistics 

The paper used the daily share index of the NSE for the period 14/01/2000 to 30/12/2019 

with 5146 observations which is obtained from Data Stream International. The data is 

transformed by taking the first difference natural log. Table 1 depicts the summary statistics 

of ASI of the NSE market computed by the Authors. As can be seen, the average return 
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(mean) for the market is positive but there is wide range between the mean and maximum and 

the mean and the minimum which indicates wide range of fluctuation in the market. The 

statistics indicates positive Skewness of the distribution of return which is fairly symmetrical 

and kurtosis above 3.0 (leptokurtic) indicates a shock of either sign is more often to be 

presents. The statistics showed a significant Jarque-Bera test that provides evidence that the 

data is not normally distributed; however, we find a significant ARCH effect which justifies 

the use of the GARCH family models. 

  

Table 1: Descriptive Statistics  
 ASI(NSE) 

Minimum     0.023 

Mean     0.042 

Maximum 0.475    

Std Deviation   22.034 

Skewness   0.2387 

Kurtosis 6.921 

Jarque-Bera 234.021* 

Source: Authors‘ computation 2021 

Note (**) Statistical significance at 5% Critical level  

 

Empirical Results 

This section presents the empirical result and analysis. Table 2 presents the result of the 

EGARCH (X) model of the study. The mean equation shows a strong and statistically 

significant coefficient. However, the intercept in the variance equation   is not statistically 

significant; this implied that the long term mean is not stable. The coefficient of the ARCH 

parameter   is statistically significant, which signified that previous information influence 

present information in the NSE. Similarly, the coefficient of the GARCH parameter   is 

significant as such indicates that the past conditional variance affects the presents conditional 

variance. The coefficient of the GARCH parameter show high level of volatility persistence 

in the NSE.   

 

Although the coefficient of the EGARCH parameter   is statistically significant at 1% the 

sign of the coefficient is positive. This indicates that positive shocks lead to more volatility 

than negative news in the NSE market. This is not in consistence with Kulwarothai (2013) 

and Sevil et al (2015) studies which find evidence that negative shock leads to more volatility 

than positive shock in Thailand and Istanbul respectively. Even though the asymmetric 

coefficient shows a positive sign, the coefficient of the dummy (exogenous) variable  xt that 

account for political risk in Nigeria is negative and statistically significant. This shows that 

political risk contributes negatively to volatility of the NSE market. The result is in consistent 

with the findings of studies such as D pke and Pierdzioch (2004), Mei and Guo (2004) etc.  

 

To test the accuracy of the model we embark on diagnostic checks. The result showed no 

Autocorrelation in the residual both at level and squares. The result further shows no ARCH 

effects as shown by the ARCH LM test  
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Table 2: Empirical Result  
Mean Equation Coefficient Probability 

     C    11.532 0.000 

Variance Equation   

  0.023 0.213 

   0.341 0.000 

  0.123 0.000 

  0.901 0.000 

                           xt -0.032 0.032 

Source: Authors‘ computation 2021 

 

Conclusion  

The paper analysed the relationship between political risk asymmetric and volatility of the 

NSE market using EGARCH (X) model. The study covers from January 2000 to December 

2019. In line with some empirical studies, the paper tests wheatear political risk after the 

democratic transition 1999 have contributed to the volatility of the NSE market. The political 

risk is measured by a dummy variable which account for the risk associated with the four 

general elections conducted in Nigeria. Empirical result from the EGARCH (X) model shows 

significant ARCH and GARCH effects which shows the role of information in determining 

the stock prices in the market. The asymmetric parameter is also significant but has a positive 

sign which implied absence of leverage effect. This is not in accordance with most theoretical 

and empirical studies. The political risk parameter is negative and significant which shows 

that risk associated with election which negatively contributes to the volatility of the NSE 

market. This supported the Uncertain Information Hypothesis (UIH). The paper recommends 

that to decrease the volatility of the NSE market, Nigeria should embark on consistent and 

long term macroeconomic policies which will not be affected by changes of governments. 

The government shall also enforce laws that will prevent pre-and post-election crisis. Finally, 

government should strictly adhere to the rule of law which will boost the investors‘ 

confidence.   
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