International Journal of Management and Commerce Innovations ISSN 2348-7585 (Online)
Vol. 6, Issue 1, pp: (474-480), Month: April - September 2018, Available at: www.researchpublish.com

EFFECT OF FINANCIAL DERIVATIVES
USE ON FINANCIAL PERFORMANCE OF
COMMERCIAL BANKS IN RWANDA: A
CASE OF COMMERCIAL BANKS IN
RWANDA

'Nyabirande Blaise, “Dr. Patrick Mulyungi

12 Jomo Kenyatta University of Agriculture and Technology

Abstract: The increasing propensity of commercial banks to take part in derivative activities is one of the notable
developments in the present day financial markets. Latterly, the financial innovation improvements, deregulation
and development of the financial markets, and banks” margins decrease, due to low-quality loan applicants,
motivate the commercial banks to provide advanced services and products to expand their profits. Profits from
traditional banking activities has been decreasing whilst the competitiveness of markets have been increasing thus
forcing banks to undertake derivative activities. The objective of this study was to establish the effect of financial
derivatives on financial performance of commercial banks in Rwanda. This study adopted a descriptive research
design in soliciting information on effects of liquidity management on financial performance of commercial banks.
The target population was 14 commercial banks in Rwanda. The study employed the census approach. Primary
quantitative data was collected by use of self-administered structured questionnaires. The researcher also used
secondary data derived from the audited financial statement of the commercial banks for the period 2014 to 2016.
The data collected was analyzed, with respect to the study objectives, using both descriptive and inferential
statistics. The data was analyzed using descriptive statistics such as mode, median, mean, standard deviation.
Multiple regression analysis was employed to determine relationship between financial derivatives and financial
performance of commercial banks in Rwanda. Data was presented in tables, charts, figures and mathematical
expressions. Return on Assets (ROA) was used as the proxy for financial performance while financial derivatives,
liquidity ratio and shareholders® equity ratio were the predictor variables.
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1. INTRODUCTION
1.1 Background:

Derivatives go back similarly as Antiquity. Derivatives instruments were initially created to promote trade and protect the
supply of commodities to cover farmers against crop failures. Over the years, derivatives were being used as a source of
funding and also as a means to search for quick profits. In order to protect the supply of commodities and promote trade,
both in geographical distance and time, the rulers” codes as a matter of fact demanded a written form of buying, selling
and other trade related agreements so as to give sellers and buyers the best conceivable lawful assurance to take part in
trade in Ancient Mesopotamia. The primary reason for this was to minimize the “your word against mine” saying in the
event of disagreements. (Steve & Christian, 2012).

The utilization of derivatives instruments by commercial banks has risen in the previous two decades. In spite of broadly
accessible information on derivative utilization, empirical research evidence on its effects is mixed. One conceivable
reason to such opposing outcomes is whether the banks utilize derivatives for hedging or trading function. Data unveiled
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by a wide range of firms, including banking industries and nonfinancial firms have been used by previous studies in
attempting to enhance our comprehension of how the firms utilize derivatives. Distinguishable assumption in almost the
greater part of all of this literature has been that firms, including financial firms, utilize derivatives for hedging.
Nevertheless, Faulkender and Chernenko (2011) indicated that non-financial firms utilize derivatives for speculation as
well as for hedging.

Pandey (2015) indicates that a derivative is a financial instrument whose pay-off is derived from some other asset which
is called an underlying asset. It refers to those items that do not have their own independent values; rather it has a derived
value. Therefore, a derivative has a significant place in finance and risk management. Balvinder (2015) said the increasing
globalization of commerce and industry is exposing firms to various financial risks, unrelated to their lines of business.
According to Pandey (2015), financial derivative instruments have mushroomed very quickly from simple financial
futures to a wide variety of exotic and complicated securities around the world. Derivatives markets can facilitate the
management of financial risk exposure, since they allow investors to unbundle and transfer financial risk. In principle,
such markets could contribute to a more efficient allocation of capital and cross-border capital flow, create more
opportunities for diversification of portfolios, facilitate risk transfer, price discovery, and more public information
(Tsetsekos and Varangis, 2009; llyina, 2014). Bartram et al. (2006) on the use of derivatives by nonfinancial firms
examined some 7,300 nonfinancial firms from 48 countries, using corporate reports from 2000 and 2001. They found that
60 percent of these firms used derivatives. They indicated that the most frequently used derivatives were foreign-
exchange (44 percent of firms), interest-rate derivatives (33 percent of firms) and commodity derivatives (10 percent).
Further, they indicated that swaps and forwards are used more than options. Wayne (2009) found that when firms started
using derivatives, on average their stock return volatility fell by 5 percent, their interest-rate exposure fell by 22 percent,
and their foreign-exchange exposure fell by 11 percent. Clearly, firms do use derivatives for hedging, although if firms
hedged systematically, the evidence suggests they would use derivatives much more than they actually do. Bodnar et al.
(1995) found out that 28 percent of the firms they surveyed used derivatives to minimize earnings volatility.

The increasing propensity of banks to take part in derivative activities is one of the notable developments in the present
day financial markets. Latterly, the financial innovation improvements, deregulation and development of the financial
markets, and banks™ margins decrease, due to low-quality loan applicants, motivate the commercial banks to provide
advanced services and products to expand their gains. Profits from traditional banking activities has been decreasing
whilst the competitiveness of markets have been increasing thus forcing banks to utilize derivative activities. Hasan and
Ebrahim (2014) found out that the betterment of the bank’s non-interest earnings was as a result of developing new sorts
of financial instruments.

According to National Bank of Rwanda (2014), most of Rwandan financial institutions had a cut dawn in the process of
loan Granting in the last quarter of the year 2012 up to first quarter 2013 and this drastic downward trend is suspected to
be associated with Inability to apply right credit risk Management techniques. The National Bank has adopted the Capital
Adequacy, Asset Quality, Management Quality, Earnings and Liquidity (CAMEL) rating system in assessing the
soundness of the commercial banks.

BNR report, 2016 indicates that the level of profitability and sustainability of the sector dropped significantly with ROE
and ROA reported at merely 8% and 1% respectively. Banking is a risky business and liquidity risk has been identified as
critical to ensure that the banks position remain intact amid the intense competition in the industry. Therefore, the purpose
of this study was to establish the relationship between liquidity management and financial performance of Commercial
Banks in Rwanda.

1.2 Statement of the Problem:

Over the last few years, companies in the emerging market have increased the use derivative to hedge their positions.
Thus, the derivative market has experienced a rapid growth over the recent years. Even though information on firm
derivative usages is widely available in the developed world, the empirical research regarding whether the use of
derivative will increase the financial performance of a company is still subject of debate especially in the developing
world. The commercial banks are working on innovative ways to achieve profits instead of traditional methods and
hedging of systemic risks by using financial derivatives because of the uncertainty and high volatility in the global and
domestic financial markets. Compared to on-balance sheet asset-liability management, managing risks by using financial
derivatives, normally known as off-balance sheet activities, gives the commercial banks the flexibility to attain their
preferred risk exposures without changing their original business goals. Derivative use is also less costly could substitute
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for expensive capital. However, financial derivatives also expose investors to additional risks. Entering a position in
derivatives does not need much initial investment, but future cash flows given fluctuation of the underlying assets could
be huge due to the high leverage behind the contracts. Thus, speculating and inappropriate hedging with derivatives have
the potential to cause severe financial losses and even bankruptcy.

Over the last few years, companies in the emerging market have increased the use derivative to hedge their positions.
Thus, the derivative market has experienced a rapid growth over the recent years. Even though information on firm
derivative usages is widely available in the developed world, the empirical research regarding whether the use of
derivative will increase the financial performance of a bank is still subject of debate especially in the developing world.

1.3 Obijective of the study:
1.3.1 General objective:

The general objective of the study was to establish the effect of financial derivatives use on the financial performance of
commercial banks in Rwanda.

1.3.2 Specific objectives:

The study sought to address the following specific objectives: To determine how the risk management in derivatives
affects the financial performance of commercial banks in Rwanda

2. CONCEPTUAL FRAMEWORK

Independent variables Dependent variable
Risk management Financial performance
e Operational structure > ROE
e Financial structure » > Profitability

e Policy and control » Revenues
e Organizational structure

Figure 2.1: Conceptual framework
3. TARGET POPULATION

The target population for this research comprised of 70 managers from the fourteen commercial banks licensed by
National Bank of Rwanda (BNR). From each bank three top managers were selected. This is because they are the only
people in the bank allowed to provide copies of the annual reports of their respective banks. These included the 14
managing directors, 14 finance managers, 14 credit managers, 14 main branch managers and 14operations managers.
Therefore, the target population was 70 top managers.

3.1 Sampling Procedure:

The study comprised of a sample of 70 respondents from the 14 commercial banks as licensed by National Bank of
Rwanda (BNR). Census approach was applied in this study.

4. RESEARCH FINDINGS AND DISCUSSION
4.1 Effect of Risk Management in Derivatives on Financial Performance:

The study sought to find the descriptive statistics of statements on risk management. The findings of the study show that,
60% of the respondents strongly agreed that the operational structure in risk management of the firm supports the
effective performance of the bank. A simple majority (40%) agreed that the financial structure of the firm effectively
improves performance of the company, 60% strongly agreed that the organizational structure in risk management of the
firm support the effective performance of the bank, 40% agreed that the organizational resources of the firm support the
effective performance of the company. A majority (90%) of the respondents either agreed or strongly agreed that the
available technology in risk management of the firm support the effective performance of the company, 30% agreed that
reporting and disclosures requirements in risk management of the firm support the effective performance of the bank, and
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80% were undecided on responsibilities in risk management of the firm support the effective performance of the
company. On whether, management has defined appropriate financial structure for the organization 40% agreed, also 60%
of the respondents strongly agreed that management has operational structure that identifies risks that affect the bank.
Lastly, the findings of the study show that, 60% of the respondents strongly agreed that management has put in place
mechanisms for mitigation of critical risks that may result from fraud

4.2 Regression Analysis — Risk management and Financial Performance:

Regression analysis was conducted to empirically determine whether risk management was a significant determinant of
financial performance. Regression results in Table 4.5 indicate the goodness of fit for the regression between risk
management and financial performance was satisfactory in the linear regression.

Table 1: Model summary

Model R R Square Adjusted R Square Std. Error of the Estimate
1 449% 311 .309 .6252
a. Predictors: (Constant), Risk management

An adjusted R squared of 0.309 indicates that 30.9% of the variances in financial performance of commercial banks are
explained by the variances in risk management in the linear model. This implies that the simple linear model with risk
management derivatives as the independent variable explains 30.9% of the variations in performance.

Result review that risk management is statistically significant in explaining financial performance of commercial banks in
Rwanda. An F statistic of 7.36 indicated that the combined model was significant. From the analysis, a p-value less than
0.05 (p-value =0.0000) was obtained. This implies that the simple linear model with risk management as the only
independent variable is significant.

Table 2: ANOVA results showing the effect of risk management on financial performance ANOVAP

Model Sum of Squares | Df Mean Square |F Sig.
Regression 11.15 1 11.15 7.36 .000°
1 Residual 28.684 26 476
Total 39.834 27

b. Dependent Variable: Financial Performance
c. Predictors: (Constant), Risk management

Correlation coefficients show that risk management (X1) is significant (p-value = 0.0000) in influencing financial
performance (). The results of the analysis are shown in Table 4.7 and the fitted model from this analysis is shown
below:

Y=0.312 + 0.300X;

Table 3: Coefficient results showing the relationship between risk management and Financial Performance Coefficients (a)

Model Unstandardized Coefficients | Standardized Coefficients |t Sig.
B Std. Error Beta
1 (Constant) 0.312 .180 4.169 .000
Risk management | .300 .062 444 2.241 .000
a. Dependent variable: Financial performance

5. CONCLUSIONS

Commercial banks in Rwanda do not hedge using derivatives as they feel that exposures are more effectively managed by
other means (non-derivative use) and some felt that they were insufficiently exposed to financial risks. Banks drive for
financial risk hedging is directly related to their exposure to financial risks affecting their interest rate, currency, stock and
bond returns and commaodity prices. Commercial banks use of derivatives is also affected by management skepticism
against derivative use as hedging instrument. Derivative market and instruments used are not fully developed in Rwanda
hindered by political environment, knowledge of derivatives, participants’ attitude, financial infrastructure and foreign
competition. Commercial banks find it had to use derivative against the necessary market microstructure. These banks
also find difficulty in pricing and valuing derivatives and accounting treatment of derivative even though such use is
relatively inexpensive and effective method to reduce risk.
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5.1 Recommendations:

The study advocates for speedy establishment of derivative market in Rwanda together with its ancillary regulatory
framework that would protect market participants. Educational programs on derivatives should be developed and
undertaken in Rwanda to demystify derivative trading and its accounting and valuation procedure. This would mitigate
against managers skepticism on such uses. The finance offices would also understand the disadvantages and advantages of
each and every hedging practice. Most firms did not have a deliberate policy on derivative usage and management of
financial risks is solely left on the devices and whims of managers which make investors incur agency costs. There is,
thus, a need for organization wide policy on derivative use to act as an operation manual for the managers and firms’
agents.
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