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ABSTRACT

The forex market has experienced major changesmiptin size but also in its operations due to
structural shifts in the world economy and the rimétional financial system. These changes in
the forex market have occurred mainly due to méjmancial deregulation across the globe
including elimination of government controls, funalental change in the international monetary
system from the fixed exchange rates to a moreablexsystem and development of many
financial instruments and derivative products. Carsial banks across the globe have also
grown in the adoption of new derivative product&éep with the trends in the forex market and
have moved from traditional banking activities h® tuptake of more sophisticated derivative
products to offer more value to their clients atgbamprove their financial performance. The
objective of this study was to evaluate the immHdrex trading on the financial performance
of commercial banks in Kenya. Descriptive resealebign was adopted and secondary data on
the return on asset, spot trading, notional valudeoivative contracts, firm size, liquidity ratio
and capital adequacy ratio was derived from tharwa sheet and income statements of the
audited annual financial reports of the commeroaiks for the period 2013 to 2017.Return On
Asset was used as the dependent variable, spahdraderivative contracts were used as
predictor variables and firm size, liquidity ratagpital adequacy ratio were used as independent
variables. The study established that the forediricavariables investigated by the study namely;
Spot trading, forwards, swaps and options, firne slmjuidity ratio and capital adequacy have
been constantly changing throughout the study ders such, both high and low rates have
been experienced in the years. The study thus edeslthat there is no stability in forex trading
variables in Kenya which may be caused by numefactors. This results in the banks having
different levels of performance at different timasd periods. The study also established that
forex trading variables do have a significant angdijve effect on the financial performance
(ROA) of the banking industry. The study recommerioist the issues related to foreign
exchange trading should always be taken into adcmummprove the banks foreign exchange
transactions and hence performance. The study meemchs that Forex trading among
commercial banks should be continued and capitalldhbe invested in projects that maximize
returns. The governance structures need to benalaice so as to enhance returns on capital and
assets and in turn maximize returns to the comm@lebanks. The researcher recommends a
study on the effect of Forex trading on the finahperformance of other financial institutions in
Kenya. This would help compare the results. Theasher also recommends a study on the
implications of risk management practices on namdéd income of financial institutions.



CHAPTER ONE

INTRODUCTION

1.1 Background of the study

The forex market provides a means of making paysantl transferring money across borders
from one currency to another and hence determimaticexchange rates. Since the early 1970’s
the forex market has experienced major changesmigtin size but also in its operations due to
structural shifts in the world economy and therméional financial system. Forex markets have
grown since 1970’s due to a climate of much grefieerdom and competition, and the role of
forex markets have also changed profoundly and ldexeloped complex instruments and
techniques to exploit the structural shifts. Tharges in the forex market have occurred mainly
due to major financial deregulation across the glabcluding elimination of government
controls, fundamental change in the internationahetary system from the fixed exchange rates
to a more flexible system and development of mamgnicial instruments and derivative
products due to new thinking in terms of theory &indnce. Changes in the forex market and
development of new products played a role a mat& in the credit crisis in 2007 and more
stringent controls and regulation were put in plazeggovern the forex market and introduce
transparency in the market.

Economic theories dealing in foreign exchange tgdPurchasing Power Parity (PPP), Interest
Rate Parity and International Fisher effect propagano arbitrage theory; whereby exchange
rates adjust in tandem to the rate of intereshdex on which it's hinged on to eliminate any
profits. However several critiques have emergedhentheories in that they do not consider the
occasional divergence between money market inteeges and price of forward contracts.
Additionally, exchange rate can be affected by sdvether considerations such capital

movement and tariffs hence creating arbitrage dppdies.

Questions have been raised over time then on whéihex trading adds any value to firms or
entities by taking advantage of market inconsiseanor its usage is purely for hedging purpose
and to access hard to trade market or assets Ipeoieling no arbitrage opportunities. Several
empirical studies carried out on financial and fioancial firms both internationally and locally

1



on forex trading and use of derivatives has beexed)iSmith and Stultz (1985) showed that
forex trading has been used not only for hedgingp@se but also for speculative purpose in
which positions and contracts are entered into ntalily to take advantage of market
inefficiencies and capitalize on profits hence tgkadvantage of arbitrage opportunities. Jin and
Jorion (2006) on the other hand indicated an inBggmt relationship on the use of forex trading
and the value of a firm insinuating that any foteading was only used for hedging purpose and

not as a profit making incentive.
1.1.1 Forex Trading

The currency market (foreign trading or exchangea idecentralized global market for forex
trading and it involves exchanging currencies atgetermined prices which are dependent on
the demand and supply forces. Currencies are hawewemonly traded as part of the derivative
contracts in futures, forwards, options and sw&#sivatives are contracts that derive value or
price dependent on a different entity or asset. different asset could be an index or rate of
interest .The purposes of derivative contracts magorly speculation, hedging and accessing
hard to trade market or assets. The derivativeraotst are mainly of four types, that is derivative

swaps, derivative options, derivative futures aedvétive forwards.

The currency or forex market can either be usedr&mling (speculation) or for hedging purpose.
Forex exchange hedging is a protective mechanisna @kerson’s position against adverse
movement in the currency pair. Hedging can be eckaly a forex trader to protect an existing
position from adverse movement in the currency fmirholding long and short position
simultaneously on the same currency pair. The egjyais referred to as a “perfect hedge”
because it eliminates all of the risk (and therefalt of the potential profit) associated with the
trade while the hedge is active (Hull, 1998). Tlndatility associated with the price of an asset
can be eliminated by hedging which is done by @loffsetting contrary positions to what the
counter party is holding. Speculation in currenciegolves selling, buying or holding of
currencies to make a gain in favorable price flatn and it involves gaining a profit from
betting on the directional movement of the asset.

Economic theories found in the currency exchangketaleal with conditions of parity. Parity

conditions are the prices at which two differentrency pairs should be exchanged at based on



other determinants like foreign exchange and rétmterest. These theories imply that when
parity conditions are inexistent arbitrage oppaittes will occur. However these opportunities
are however quickly identified and abolished evefote they are exploited on by speculators in
the particular markets.

There are 3 major economic theories on foreign axgh trading: International Fisher Effect
(IFE), Interest Rate Parity (IRP), and Purchasiag@& Parity (PPP).

Purchasing Power Parity (PPP) is an economic thdewvgloped by Gustav Cassel. The theory
suggests that the level of cost between two diffierations after an exchange rate adjustment
should be equivalent to one another. This one pagesuggests that an identical good should
have a similar cost around the world. PPP theamjestthat an arbitrage opportunity will be
created if after an adjustment to a rate of exchahgre is a huge price differential among two
different countries since the item or good can douaed from the country with the lowest price
(Cassel, 1918).

The IRP theory is similar to the PPP theory andliespthat there should be identical rates of

interest between two different countries for twerntical assets so that there are no arbitrage
opportunities and the risk of the assets shouldl la¢ssimilar. This concept of parity is the same

as the law of one price, which asserts that art abseild yield the same return to a similar asset
in a different country, if this does not occur #aehange rates will re-adjust to make up for the

differences (Bekaert et al, 2007).

The International Fisher Effect (IFE) theory whisfas designed by economist Irving Fisher in
the 1930’s implies that the exchange price betwen different nations should vary by the

same quantity to the differential between the naiinterest rates. If the interest rate in one
country is higher than another, the currency of ¢bantry with the higher interest rate will

depreciate in contrast to the country with the lownterest rate by a similar margin (Buckley,
2004).

1.1.2 Financial Performance

Various measures have been used by researchersngHahd Hayden 2006, Jorion 2006,

Graham and Rogers 2002) to capture organizatiomdbmnance including net income, Sales,



Return on Investments (ROI), Return on sales (R@%),a combination of ROl and ROS, return
on assets (ROA) and market to book value of théyqa well as profitability and market share/

growth.

According to Gilbert (2007) ROE and ROA are usedgsess industry performance and market
structure trends by bank regulators and analys&sgessing the financial gain of a bank. The
Return on Equity is a technique of assessing thanfiial performance of an institution in
comparison to each other. ROE looks at a shareehsldnvestment return and allows an
investment comparison between a bank’s share aner ahvestment opportunities from a

shareholders perspective (Navapan, 2003).

The complexity of banking institutions has soamthie recent past, whereas it is important for a
bank to generate earnings, the composition andiltylaof these earnings should be taken to
account (ECB, 2010). Wealth creation and presamdtr its institutional owners is the ultimate
purpose of any profit seeking organization. Thexdfiore means that banks need to be profitable
not only to ensure sustainability of its intermeeifunction between depositors and borrowers

but also growth of shareholders investment.

ROA indicates how effectively an entity is takindvantage of its base asset earnings. ROA is
the most popular way of comparing banks whereasitorarg their own performance from
period to period and it also gives insight on hoellva bank is managing its risk unlike ROE
(Hannagan, 2008). Khrawsh (2011), states that & R@QA shows the bank is efficiently

utilizing its resources.

1.1.3 Forex Trading and Financial Performance

Several empirical studies have been conducted twith on the use of derivatives by banks and
companies, these studies have shown that forexngadr use of derivatives has been
instrumental as a hedging mechanism that is tormza@ an entities cash flow volatility and also
have been useful for speculative purpose due t@eghanperfections and by taking advantage of

arbitrage opportunities.

Chamberlain, Howe and Popper, (1995) implied tlzatkis use derivatives mainly as a hedging

tool ,they studied U.S bank holding companies aadyé banks in Japan and indicated that the



fluctuation of the foreign exchange rate will iretitly and directly affect banks. The study
concluded that long dollar position of U.S bankdwadj companies was replicated in their
holdings of foreign assets and liabilities to offgeir long USD position. This was supported by
Jin and Jorion (2006) who studied a sample of 119 dil and gas producers for a 3 year period
from 1998 and concluded that there is insignifieaisting correlation in the value of companies

that do not hedge and firms that hedge.

Recent global financial crisis in 2007 show thatidgives can be used for other reasons other
than reducing the volatility of cash flows but afeo speculative purpose. Speculation can add
value to an entity when the derivative contractsyca premium that is not the same to the risk
undertaken and also in the generation of profitsugh active trading activities. Empirical study
conducted by Allayannis and Weston (2001) looketh@tinterconnection between the value of a
firm and forex trading between 720 large firms &5 year period from 1990 and found that
institutions that used derivatives have a highedgivegy premium of 4.87% in comparison to
institutions that did not use derivatives.. Thispamsal study affirms a prior research done by
Smith and Stultz (1985) which concluded that usdefvative instruments minimized the cost
of a transaction due to financial distress whileiddng tax liability levels. Empirical studies
carried internationally show mixed results on tffeat of forex trading on the value of financial

and non-financial entities.

1.1.4 Commercial Banks in Kenya

Commercial banks are regulated and licensed uhéeBanking Act, Cap 488 and guided by the
Prudential Regulations .As at December 2017 theeeewd3commercial banks licensed in
Kenya; however 3of the banks are under statutongage@ment or in receivership and 2 of the
banks (May Fair Bank and Dubai Islamic Bank wereorporated in 2017) and SBM Bank
bought Chase Bank (which had ceased its operatietvgeen 2016- 2018) in 2018(Central bank
directory, 2017). 26 banks are actively tradingSpot, forwards, swaps and options and 11
trading in spot transactions only as per data ftber audited annual financial statements as at
end of 2017.

Banks have a very significant role in propagatihg growth of an economy and deposits in

banks represent money in liquid form. On a microneenic level, banks are the primary source



of credit to small and medium enterprises as welhdividuals. Omotunde (2002) asserts that a
financial system that is sound will contain, predwantly, banks with capital that is adequate to
withstand probable adverse shocks, and will hazt skilled to assess conditions and develop

solutions to manage liquidity risk, credit risk, meet risk and other risks.

There has been an increased importance of finanwakets perception of activities in banks.
Commercial banks forex activities have become cuittes especially after the 2008 global
financial crisis. In this regard, the effective usk forex on risk value of a firm and its

measurement has become increasingly importantnkibg due to the fact that banks dominate
most forex markets (Allen and Sanatomero, 1997).

In Kenya this form of market dynamics has also begperienced and commercial banks are
slowly moving from traditional banking and embragiforex trading and use of derivatives not
only to cover their positions but also as a mednspeculating. According to an article in the
business daily by Irungu (2011), banks made Sh®fitpn 6 months on forex trading. Another
article in the business daily indicated that CBRArsfit had tripled to Sh 48B due to sale of forex
to commercial banks. (Irungu, 2016).

On February 8 2018, theapital Markets Authority (CMA) licensed Executi®oint Ltd a local
subsidiary of British firm Davisa UK Limited to opse as an online foreign exchange broker,
becoming the first such company in Kenya. The nealidg firm would act as a connector
between currency exchange market and foreign egehahents for a fee or a spread in the
price. This license was the first to be issued WACto an online broker and it brought
supervisory and oversight roles to be under the Qiérrespondent, 2018he above articles
show that forex trading has become an importane@spf commercial banks in Kenya and

worth to be researched on.

1.2 Research Problem

Forex trading and use of derivative contracts hiykbehas risen in the past two decades and the
main purpose for entities to engage in these cotstraas been for hedging and speculative
purpose. Research investigations conducted emiyriza the impact of forex trading activities
on the financial performance or value of an ertidg been mixed as indicated by Modigliani and

Miller (1958) who suggested that in the absenamafket imperfection, financial policies cannot
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change an entities value. This conclusion was siggdy Jin and Jorion (2006) who concurred
there is an insignificant relationship in the valug hedged entities compared to non-hedged
entities and Chamberlain et al (1995) who concluithedl U.S bank holding and large Japanese
banks acquired assets in foreign currencies t@bffeir long dollar positions, hence their use of
forex trading activities was mainly as a hedgingl tand these activities had an insignificant
relationship to the value of the firms they reshatcon However several contradictory studies
on the impact of forex trading on firms have emdrgémith and Stulz (1985), Allayannis and
Weston (2001), Bartram et al (2011) all found tihetre was a direct correlation between use of
derivatives and forex trading on the firm’s valuenbe indicating that forex trading created

arbitrage opportunities which led to value additiorthe firm.

Several empirical studies have been done locallysacvarious industries on the impact on forex
trading on the financial performance of the ergiti€itogo (2012) indicated an existing
relationship between the commercial banks finanméformance and financial derivatives. The
study focused only on a time frame of 1 year. Naisa(2013) conducted an empirical research
on the financial derivatives effectiveness on comomaé banks and concluded that the
relationship between derivative usage and forexgha&ange exposure was significant and the
relationship was inversely correlated in that cleang a unit of derivative usage would
significantly affect foreign exchange exposure dase. Akun (2016) indicated that there was an
insignificant correlation between financial derivas and financial performance of banks. There
search looked at the volume of derivatives by aillks and ROA as a cumulative of the industry
data. My study intends to fill this gap by collegtidata from each of the 37 active commercial
banks which have been fully in operation for theiquk under study, while considering the

translated foreign exchange income.

Studies conducted by Smith and Stulz (1985), Chaabeet al (1995),Allayannis and
Weston(2001),Jin and Jorion (2006), and Bartranale2011) have been conducted in the

developed countries and have majorly concentrateaba-financial firms.

Local studies conducted in Kenya by Gitogo (20MNgsurutia (2013) and Akun (2016) were
done pre interest rate cap and have been limitedriefinancial firms and the ones conducted on

banks have been on short periods and concentratéiteovolume of derivatives and ROA as a
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cumulative of the industry data instead of tramsldbreign exchange profits and the individual
ROA of respective commercial banks. This study aan§lling these gaps by collecting data
from each of the 37 active commercial banks whiakehbeen fully in operation for the period
under study, while considering their individual kerROA and translated foreign exchange
trading income over a five year period betweenysas 2013 to 2017.The aim of this study is to
answer the question: Is forex trading significaméiated to financial performance of commercial

banks in Kenya?

1.3 Research Objective
The study sought to determine the effect of foreadihg on the financial performance of

commercial banks in Kenya.

1.4 Value of the Study

The study is of help to Commercial Bafilmlicymakers who seek toave a clear understanding
on how forex trading affects financial performarmfecommercial banks and facilitate optimal
economic capital allocation to the areas that gpowth and deliver greater returns to their

shareholders.

The aim of the research was to add on to contribuszholar’s knowledge on currency trading
relationship and financial performance of banksKinya and to investigate if past findings
would still hold on this topic while using differenariables of individual banks. Students in
finance will also find the study useful to build tmeir existing knowledge and pave way for

further research on foreign exchange investmensies.

Finally, the study comes in handy to support thevgBoment and CBK as regulators to
understand the impact of currency fluctuation onkisaand how it affects performance of the
banks and also that of the economy since they &osely inter-related and the bank’s
performance has a direct effect on the employnearl$, economic growth, and inflation due to

its intermediate function.



CHAPTER TWO

LITERATURE REVIEW

2.1Introduction
Literature pertinent to the study of the topic uregtion is discussed in this chapter. The primary
topics that was reviewed include; theoretical revieempirical review, local studies and

literature synopsis.

2.2Theoretical Review

The following theories are relevant in forex tragliand financial performance and which
economists use to explain and even predict exchaaigs. These are the Purchasing Power
Parity (PPP) theory; the Interest Rate Parity (IRR)pory; and the International Fisher Effect
(IFE) theory.

2.2.1 Purchasing Power Parity (PPP)

This is a theory in economics, propounded by Cad$48), suggesting that the level of prices
between two countries, after adjustment of rateexathange, ought to be comparable to one
another. This theory is based on the one price thé¢ proposes the price of a particular
commodity ought to be identical globally, when tipaice is expressed in the same currency.
This means, in a case where there is a signifigace disparity amid two countries for a similar
commodity after modification of the rate of exchangn arbitration opportunity arises since that
commodity could be acquired from the country whofters it at a lower price. Lawrence (1992)
indicated that PPP is a system employed to asoetfi@ comparative value of currencies by
assessing the measure of modification requirechenmdte of exchange between countries so that
the exchange is proportional to (or the same lewttl) the purchasing power of the respective
currencies. Using this theory, an implied foreigitleange rate can be computed, providing a
solution to the problem of determining the amouhtnmmoney required to purchase similar
commodities in different countries.

According to this theory, the rate of exchange leetwtwo countries is contingent on the
comparative purchasing power of their correspondungencies and the rate will equate the two
purchasing powers. For instance, if a particuldlecbon of commodities can be had for £1 in
Britain and the same collection with Kes. 80 in Ka&nthen the purchasing power of £1 in



Britain is equivalent to the purchasing power ofsk8® in Kenya. Thus the rate of exchange,
according to purchasing power parity theory, wid B1=Kes 80. Suppose in the U.S. $1
purchases a given collection of commodities. Indnthe same collection of commodities cost
50 rupees. Therefore, the rate of exchange witl terbe $1 = 50 rupees. Now presume the price
levels in the two countries remain constant bustape means the exchange rate moves to $1=51
rupees. This denotes that $1 can buy commoditiewaore than the rupees. It will cost people
to convert dollars into rupees at this rate, ($1=839, Buying the collection of commodities in
India for 50 rupees and sell them in the U.S. foe dollar again, earning a profit of 1 rupee per

dollar worth of transactions.

This implicitly creates more demand for rupeesh@ US while the supply of the same will be
less on the grounds that very few people would gxpommodities from US to India. With
respect to the dollar, the rupee value will incesastil it reaches $1=50 rupees. Consequently,
the imports from India will not yield abnormal pitsf The purchasing power parity between the

two countries will be $1=50 rupees.

Therefore, though the value of one currency inti@tato another at any particular time is
derived by the market forces i.e. supply and demaitonately the comparative values of the
currencies of the two countries, as specified girtikorresponding purchasing powers over
commodities and services, are used to ascertainateeof exchange. This theory hence states
that homogeneous goods should sell for the sangce prorldwide after adjusting for exchange
rate. If this were not so, there would theoreticaik a possibility for arbitrage by purchasing the
item in the country where it is cheap and sellingithe country where it is expensive which

would lead to speculation and abnormal profits wdbken be realized.

2.2.2 Interest Rate Parity (IRP)

The IRP theory is similar to the PPP theory andliespthat there should be identical rates of
interest between two different countries for twentical assets so that there are no arbitrage
opportunities and the risk of the assets shouldl la¢ssimilar. This theory plays a crucial part in

Forex markets, linking spot exchange, foreign rafesxchange and interest.
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The theory additionally elaborates that the magiaitaf the forward premium or discount on a
foreign currency should be equivalent to the irgerate differential between the nations being
compared. This theory implies that for a foreignestment the calculated rate of return in
domestic currency will be identical as if the inweent was made in the local nation. When the
interest rate in the domestic nation is less cospp#w the interest rates in a foreign nation, the
foreign currency must trade at a forward discoonthst any profit due to higher interest rates in
the foreign country is eliminated (Chaboud and flearg 2005). Arbitrage opportunity would
exist for domestic investors if forward discountnist substantial to offset the advantage of
higher interest rates in the foreign nation, or tbeeign currency fails to trade at a forward
discount. Domestic investors are able to profibtigh foreign market investment in the case
where domestic interest rates surpass foreignesteates. To counterbalance whatever profit of
greater interest rates in domestic country andtaditrage opportunity, the foreign currency
needs to trade at a forward premium. Neverthele&weign currency fails to trade at a forward
premium or if the forward premium is not substdntiaugh to counterbalance the interest rate
gain of domestic country, there is an arbitrageooimity and hence gain by foreign investors
(Bruce, 2011). The IRP model has revealed mininmmlence of functioning in recent years. In
numerous instances, having nothing to do with ksls arbitrage, currency appreciation is
frequently encountered in countries with greatégrgst rates as a result of greater demands and
greater yields (Bruce, 2011).

The theory of interest rate parity helps in thelea®on of the connection between the spot rate
and a currencies future rate. According to InteRRate Parity, the differential between the
interest rate of two differing currencies will hame arbitrage and will show in the quality or

price cut for the foreign exchange rate on theifprexchange.

This theory additionally emphasizes the fact tiat $pot and forward interest rate difference
between countries is equivalent to the magnitudénefpremium or discount of the forward
price on the foreign currency being compared (HLE98). Arbitrage is not possible if IRP
theory holds.

2.2.3 International Fisher Effect (IFE)

American economist Irving Fisher proposed the ld@onal Fisher Effect (IFE), which is a no

arbitrage theory. It proposes that depreciatiorddeto occur in foreign currencies that have
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comparatively high interest rates since projectgithtion rate is reflected by high nominal
interest rates (Madura, 2010). The Internationahé&i effect is a good tool to predict short-run
rate variations in spot exchange (Cumby and OlastfE®81). IFE stipulates that a country’s
currency that has a reasonably greater interesttesids to devalue compared to a country’s
currency with a relatively lesser interest ratéz Biso suggests that the interest rate differential
between two nations will be identical to the degrééecline. It is founded on the examination
that the level of local inflation rate is proximgteonnected to the level of real interest rate in
an economy which is autonomous to the monetarycigsliof a government. Therefore, the
lower the value of currency, the higher the inflatirate (Hill, 2004). For instance, where
country P has an interest rate of 15% and countha& 10%, country’s currency should rise

approximately 5% in comparison to country P’s coicse

Following the IFE theory, higher interest ratesnigs forth a higher rate of inflation. The IFE
additionally approximates the forthcoming exchargges established by the relationship of the
nominal interest rate. However, sudden and shacpnés that are periodically characteristic of
many high yielding currencies make this a riskytetgy and the yield pickup can quickly be
offset by exchange rate losses. If the exchangsuoh a strategy is hedged using a forward
contract to fix the rate for the re-exchange ofd¢heencies, the yield benefit should disappear as

forward contracts are priced to remove such artrag®e opportunity.

There are several critiques to these theories at they do not consider the occasional
divergence between money market interest ratespand of forward contracts. Additionally,
exchange rate can be affected by several otheridmyaions such as speculation, capital

movement and tariffs.

2.3Factors Affecting Financial Performance of Commeral Banks

The complexity of banking institutions has soaredthe recent past; however, the main
performance drivers are still efficiency, earninigserage and risk taking. It is important for a
bank to generate earnings; however, the composamehvolatility of these earnings should be
considered. The ability of a bank to precipitatengas from a certain aggregate of asset and
also generate gain from a particular income soisreceferred to as efficiency. Taking of risk is
mirrored in the adjustments to income for the riskeuldered to create them (for instance cost

of credit risk during the cycle).Leverage on thikesthand is a double-edged sword in that it can
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improve performance results in the up-trend buthte@nother hand a bank may also fail due to
unexpected losses due to it (ECB, 2010).

CAMEL rating tool has been used by to measure fGirdrperformance by Central banks and
Regulators across the globe to determine the finhsoundness of banks (Nurazi and Evans,
2005).

2.3.1 Capital Adequacy

Capital adequacy is a major component of finanp@fformance. Capital is considered as a
safety net by depositors and hence the more capibt@nk holds the larger its deposits. This is
profitable to a bank in that it increases its reses which culminate to an increase in its returns
and a bank can also get cheap deposits due to iskwperception (Dagon, 2013).A banks
financial stability is determined by capital adecgaAccording to Basel Committee Capital
adequacy is determined by CAR expressed as a pageseaf banks total capital to its total risk
weighted assets and a minimum ratio of 8 percesthie®n set by the committee .CBK has set

minimum capital adequacy ratio of 14.5%, for taapital to total risk weighted assets.

2.3.2 Asset Quality

A banks asset is its loan book and the size ofré&’bdoan book will determine its exposure to
credit risk and ultimately, it's financial performee. The evaluation of a bank’s asset will enable
management to project the banks’ earnings and entufinancial stability (Whalen, 1994).A
high non-performing asset book will increase impant costs and loan provisions in banks
which will affect the profits of a bank (DiamonddaRajan, 2001).

2.3.3 Management Quality

Managers have the responsibility of making sourndsitens in a bank that will benefit the bank
and have an effect on its profitability or finadgmerformance. A manager needs to have good
leadership skills, high integrity, have technicalmpetence and have vast knowledge to set
regulatory requirements. Quality control systemganizational discipline and quality of the
staff will impact management quality as well (Hadjiand Hayden, 2006).

2.3.4 Liquidity
Liquidity is a measurement of an entity’s capatdymeet due commitments. Liquidity ratio is

an indicator of the amount of liquid assets a firas to pay back the short-term debt and excess
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cash to undertake opportunities in investment oablei projects; and the firm’s value is

dependent on growth of future investment (Myer86)9

2.4Empirical Studies

The proof acquired from empirical research on inhdédorex trading on financial performance
of entities is varied regardless of more widely ide information on forex exchange
(derivatives) usage. Modigliani and Miller (1958)ggested that because financial guidelines
cannot change an entities value in the absenceaokahimperfection, it is not necessary for
organizations to participate in hedging activities|uding tactics that utilize derivatives. Jindan
Jorion (2006) conducted a study on firm value asdiglmg and sampled producers of gas and oil
in the US between 1998 and 2001.The study convélyaidgenerally no difference exists in
entities values between hedged entities and nogdukedntities, though they verified that
hedging decreases an entities price responsivénesksand gas prices. The study concentrated
on gas and oil companies over a four year period.

Allayannis and Weston (2001) examined the link leevusing currency trading and firm value.
They looked at the interconnection between theevalua firm and forex trading between 720
large firms for a 5 year period from 1990.The auttgaw that compared to firms that did not use
derivatives, firms that use derivatives have onraye 4.87% greater value or "hedging
premium”. This study affirms a latter research dbgeGraham and Rogers(2002) who studied
3,232 firms in the U.S between 1994-1995 and theyexd that forex trading and use of
derivatives can increase debt capacity and intéagstleductions and also reduce the expected
tax liability of a firm if the tax function is comx in nature . The conclusion of the study is that
hedging is a value enhancing strategy in thatdtdases a firm’'s debt capacity, with increased
tax benefits averaging 1.1 percent value of firrueand the reasons that firms hedged was due
to expected financial distress costs and firm sibe study mainly concentrated on the tax effect

on the use of derivatives among non-financial firms

Adam and Fernando (2006) conducted a study on hgdgpeculation and firm value and they
examined a section of mining firms dealing in goldNorth American for a 1 year period from
1989.They found that derivatives produce positiashcflows and are extremely important

statistically as well as economically, implying thaderivative transactions means increased
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equity value. Their results showed that the majooit the increased gain seemed to originate
from continuous positive actualized risk premium positive gain between contracted forward
and spot prices. The study concentrated on miningsfover 1 year and looked on its impact on

return of equity.

Empirical studies conducted locally show a mixedct®n to the subject understudy across
different industries. Gitogo (2012) indicated arnsaérg relationship between the commercial
banks financial performance and financial derivegivl he study focused only on a time frame of

1 year.

Nasurutia (2013) conducted an empirical researdmeiriinancial derivatives effectiveness
on commercial banks and concluded that the relshipnbetween use of derivatives and foreign
exchange exposure was significant and the reldtipngas inversely correlated in that change in

a unit of derivative usage would significantly afféoreign exchange exposure decrease.

Akun (2016) conducted a study on effect of finahdlarivatives on commercial banks and
indicated that there was an insignificant correlatbetween financial derivatives and financial
performance of banks. This study concentrated envtilume of derivatives by all banks and

ROA as a cumulative of the industry data.

Empirical studies as indicated above have been umed internationally and have majorly

concentrated on non-financial firms. Local stuchese also been limited to non-financial firms

and the ones conducted on banks have been onpgratls and concentrated on the volume of
derivatives and ROA as a cumulative of the indudaia. My study seeks to study the effect of
forex trading on all 37 active commercial banksahhihave been fully in operation for the period

under study, in Kenya for a period of 5 years betw013 and 2017 while considering the
individual banks ROA and translated foreign excleatngding income.

2.3.5 Size of the Bank
Previous studies vaguely gave the proof of whethee of the firm may raise operational
efficiency. Nance, Smith and Smithson, (1993) oetli that management of risk in corporate

could be positively related to size of the firmacg economies of scale could appertain to

15



transaction as well as operational hedging costsivBtives are more probable to be used by
larger firms to hedge than smaller companies, dinedarger fixed start-up costs of hedging can

be afforded by larger firms.

2.5Summary of the Literature Review and Knowledge Gaps

Modigliani and Miller(1958) assumed that an ensiti@lue cannot be affected or value modified
by financial policy in an instance where market a@ripction is absent thus indicating that there
is no lure to hedging which was supported by Jid darion (2006) and Chamberlain et al
(1995).However several authors have conducted @y studies on some elements that can
be seen as determinants and incentives intrindiedriinancial hedging decision making polices
for example Smith and Stultz (1985), Allayannis anston (2001),Graham and Rodgers
(2002),Adam and Fernando (2006) and locally Gitqg612),Nasurutia (2013) and Akun
(2016).Consequent to previous research, it is ¢hesrthe link between forex trading or usage of

derivatives and value of a firm is mixed thus magkiasearch on this topic worthy to investigate.

2.6 Conceptual Framework
Independent Variable Dependérdriable

1. Spot Trading

2. Currency
Forward
swaps& Options

Control Variables - -
Financial Performance of

Commercial Banks

3. Size of the
firm

Return on Asset (ROA)

4. Liquidity

5. Capital
Adequacy
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1Introduction
The overall system employed to conduct the reseirc¢his study has been discussed in this
chapter. It encompasses research design, popula@mpling, methods of collecting data in

addition to analyzing the data.

3.2Research Design
This is the organization of the collection of datawell as analysis of data conditions with the
aim to combine significance to the purpose of gmearch with economy in research procedure

and decisions regarding the research study.

Research design is helpful in structuring the neteto reveal how all major components of the
research study are inter-connected as well as raiédddressing the fundamental research
guestions. The research design may also be viewdldeaframework that indicates the kind of
data that is required for the research, the soofrseich information and method of its collection
(Glass and Hopkins, 1984).This study used the ges@ research design to aid in achieving the

study objectives.

3.3Population and Sample

A population refers to a distinct or group of pegptluster of items or households, events,
elements, and services, that are being studiede$Yett al, 2003). This definition guarantees a
homogeneous population of interest. In Kenya ag0418, there are 43 licensed commercial
banks. Of the 43 banks, 3 are under statutory neamagt or in receivership and 2 of the banks
that is, May Fair bank and Dubai Islamic Bank wiemrporated in 2017 and SBM Bank bought
Chase Bank (which had ceased its operations bet@@Bs 2018) in 2018.The entire population
of 37 active commercial banks was studied (exclgdianks under statutory management, May
Fair Bank, Dubai Islamic Bank and SBM bank) andrtdata analyzed for the period between
the years 2013 to 2017.
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3.4Data Collection

For this study, secondary data was used. Secomdaay(Total assets, net trading income, total
non- interest incomeRrofit/(loss) before tax and exceptional itemstional value of Forwards,
swaps and options,) was collected from annual teEubmitted to the CBK by the banks from
each of the banks respective website. Annual tegdrthe banks were analyzed for the period
between 2013 and 2017, which was the study peididthe banks under study have been
continually in business between 2013 and 2017 amiek wicluded to ensure that the sampling

frame is current and complete.

3.5Data Analysis

Both quantitative and qualitative methods of datalysis were utilized for this study due to their
complimentary qualities. Quantitative data analysidudes descriptive statistics. Measures of
central tendency, descriptive data analysis willdome which comprise means and standard
deviations. Qualitative data analyzes by identdyiexamining and interpreting of themes and
patterns in the textual data and hence discoveniogy these patterns and themes help in
answering the research question. To present tleenation, frequency tables, charts, graphs,

words and figures will be used. Data analysis wagedusing SPSS.

3.5.1 Conceptual Model

Financial performance= f(Y =f (x1, x2, x3)

Where X1= Spot Trading, X2=Forwards, swaps andogti X3=Control variables

NB: - The financial performance is the dependent varialblereas the foreign exchange trading
is the independent variable. Foreign exchangerigaidi defined by Spots, Swaps, and Forwards
which are independent variables and control vaemhble firm size, leverage, liquidity and return
on equity. Financial performance is described byARO

3.5.2 Analytical Model

Analytical model was derived from the conceptuatelalepicted in equation (i) below:
(1) ROA=u+ B1X; + BologXs + BslogXs + BaX st BsXst €

Whereby:

ROA = EBIT/Total Assets

o = Regression constant
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B1 —PBs = regression coefficients

X1 = spot trading (Net trading Income/Non —Interesbime)

X, = currency forwards, swaps and options traded. @fdgotional value of the derivative
contracts)

X3 = firm size (Log of Total Assets)

X4= liquidity (High Quality liquid asset/Short termabilities)

Xs=capital adequacy (Total capital/Total risk weighgsset)

¢ = term of error

3.5.3 Diagnostic test
The study conducted a multicollinearity test toedetine if 2 or more independent variables in

the model are highly correlated. The tolerancearance inflation factor (VIF) values for the
predictors were used as a check for multicollitgafiolerance indicates the percent of variance
in the predictor variable that cannot be accouftethy the other predictor variable, while VIF

is the inverse of tolerance.

3.5.4 Test of Significance
To quantify strength of linear relationship, coatedn coefficient was used. The correlation

coefficient value ranges between +1 and -1. A pasitorrelation suggests that the relationship
between the independent variables and the depewndeable is positive while a negative

correlation implies a negative relationship betwtenvariables.

So as to examine the influence of explanation efwinole regression equation, coefficient of
determination R2 was used and it was also useddertain the level to which fluctuations in an
independent variable X can be used to expounduidicins in a dependent variable Y and also

the usefulness in a regression model.

ANOVA techniques were used. For ANOVA, the invalgpothesis is that no substantial
variation exists amid the clusters. The substitypothesis presumes that among the clusters
exists a minimum of one substantial variance. d$sociated probability arfetratio value p-
value) was computed. Presuming thatalue related with thE is less than .05, then the invalid

hypothesis is disallowed and the substitute hypighis reinforced. If the invalid hypothesis is
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disallowed, a person deduces that there is no iggualthe means of all the groups (Davidson
and Sharma, 1994).
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CHAPTER FOUR

DATA ANALYSIS AND INTERPRETATION

4.1 Introduction

This chapter presents the findings and discusgiom fdata collected from commercial banks
through their quarterly reports and CBK. This islime with the objectives of this study. The

objective of this study was to determine the efte#ctorex trading on the financial performance

of commercial banks in Kenya 2013-2017. The dates analyzed using Statistical Package
for Social Sciences computer software. Reseandings were presented in tables.

4.2 Descriptive Statistics
Table 4.1: Descriptive statistics

4.2.1 Return on Assets
The cumulative return on assets earned by comnhéanks in Kenya yearly between2013-2017
was obtained from the banking sector survey repssiged by the Central bank of Kenya. Table

4.1 below shows the findings.

Table 4.1 Return on Assets

Year 2013 2014 2015 2016 2017
ROA (%) 1.57 2.36 3.00 1.75 1.75
Spot trading (%) 19.97 19.25 18.92 22.0 18.78
forwards, swaps and22.5868 26.7049 33.6233 33.7200 33.930
options (Ksh M)

firm size (M) 10.221550 10.3422 10.38837 10.38621 0.38621
Liquidity ratio 22.87 41.92 39.14 37.39 37.39
capital adequacy 44.605 21.61 20.77 22.01 22.01

Source: Research Findings (2018)

Commercial banks financial performance (ROA) oves period covered by the study was
highest in the year 2015 during which the returnassets stood at 3.00% in the years. The
lowest ROA recorded over the entire period was %.57@ 2013. Spot trading (Net trading
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Income/Non —Interest income) was highest in 20260(26) and the deceased in 2017 (18.78%).
Other years recorded highest value in 2013 (19.91%)en declined in 2014 (19.25%) and
further declined to (18.92%) in 2015 before recogdan increase in 2016. Currency forwards,
swaps and options traded value was highest in 2#0tefe the value stood at Ksh. 339,233,000
and lowest in 2013 where the value was Ksh. 2250888 Firm size (Log of Total Assets) was
highest in 2015 (10.38837) and lowest in 2013 (20550) the value was constant in 2016 and
2017 recording a value of 10.38621 in both yeangr& was an increase in 2013 and 2014 from
10.221550 to 10.3422. The banking industry’s liiiyi was satisfactory throughout the study
period given that the liquidity ratio in all the ars remained above the 20% minimum level
required by the regulations. This further pointedthe stability of the sector. Liquidity was
highest in 2014, during which the average liquidigtio for the banking sector stood at
42%.This was followed by a decline to 39.14% in 2@hd a further decline to 37.39% in the
year 2016 and 2017. This Liquidity ratio was lowiesthe year 2013, as indicated by the figure
which stood at 22.87%. Capital adequacy was higime&013 (44.61%) and lowest in 2015
(20.77), the was a great decline in 2014 from 440621.61 the further to 20.77 in 2015, the
value the remained constant in 2016 and 2017 (22.01

4.3 Test for Multicollinearity

Multicollinearity tests were conducted so as toidviacluding any conclusions which were
incorrect about how the dependent variables and pghedictor variables are related.
Multicollinearity occurs where the independent shtes are strongly correlated and hence
results of regression analysis are as a resulhefcbrrelation on independent variables. The
presence was indicated by the use of Variancetiofid=actor (VIF) and tolerance degree and

the findings obtained are presented by Table 4.2.
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Table 4.2: Test for Multicollinearity

Variable Tolerance VIF
Spot trading 0.479 1.357
forwards, swaps and options 0.777 1.553
firm size’ 0.396 1.222
Liquidity ratio 0.410 1.384
capital adequacy 0.345 1.194

Source: Research Data, 2018

The findings as shown by Table 4.2 show that, $ja0ling had a Tolerance value of 0.479and a
VIF value of 1.1.357, forwards, swaps and optioad A Tolerance value of 0.777 and a VIF
value of1.553, firm size had a Tolerance value.806and a VIF value of 1.222, Liquidity ratio
had a Tolerance value of 0.410 and a VIF value.884 while capital adequacy had a Tolerance
value of 0.345 and a VIF value of 1.194. This shtwet there was no multicollinearity problem
as all the study variables had tolerance of grehter 0.1 and VIF less than 10.

4.3 Inferential Statistics

4.3.1 Pearson Correlation Analysis

Correlation is a way to index the degree to whigh br more variables are associated with or
related to each other. The most widely used biavdrricorrelation statistics is the Pearson
product-movement coefficient, commonly called tleafon correlation which was used in this
study. Correlation coefficient between two varigblenges from +1 (i.e. perfect positive
relationship) to -1 (i.e. perfect negative relasibip).

Pearson correlation analysis was also conductegdhtw a linear relationship between the
predictor variable and explanatory variables. hiist help in determining the strengths of
association in the model, that is, which variabdstbexplained the relationship between forex
trading and financial performance of commercialksain Kenya.
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Table 4.3: Correlations table

ROA Spot  Forwards, Swap«Firm  Liquidity Capital
Trading And Options Size Ratio  Adequacy
(%)  (Ksh M) (%)
ROA Pearson
. 1
Correlation
Sig. (2-
Tailed)
Spot Trading Pearson_ 505 1
Correlation
Sig. (2-
Tailed) 092
Forwards, SwapsPearson ox ox
And Options Correlation 618540 1
Sig. (2-
Firm Size Pearson_ 675 515 589" 1
Correlation
Sig. (2-
Tailed) .004 .028 .007
Liquidity Ratio Pearson_ 598" 540" 575" 689" 1
Correlation
Sig. (2-
Tailed) .001 .003 .004 .007
Capital AdequaczPearson_ 655" 717 589" .568** .618** 1
Correlation
Sig. (2- 011 .021
Tailed) .014 .018 .007

Source: Research findings (2018)

Based on the finding from the table above, theystadnd a strong positive correlation between
Spot Trading and financial performance of comméizémks in Kenya as shown by correlation
factor of 0.522, this strong relationship was fowo be statistically significant as the significan
value was 0.001 which is less than 0.05, the ststy found strong positive correlation between
Forwards, Swaps And Options and financial perferceaof commercial banks in Kenya as
shown by correlation factor of .618, this stroreationship was found to be statistically
significant as the significant value was 0.011 whig less than 0.05. The study also found a

strong positive correlation between Firm Size andrfcial performance of commercial banks in
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Kenya as shown by correlation factor of 0.672 tkisong relationship was found to be
statistically significant as the significant valuas 0.004 which is less than 0.05. Further the
study found a strong positive relationship betwkiguidity Ratio and financial performance of
commercial banks in Kenya as shown by correlatamtolr of 0.598, this strong relationship was
found to be statistically significant as the sigraht value was 0.001 which is less than 0.05. In
addition the study found a strong positive relatlup between Capital Adequacy and financial
performance of commercial banks in Kenya as shoyvodorelation factor of 0.652, this strong
relationship was found to be statistically sigrafit as the significant value was 0.014 which is
less than 0.05.

4.3.2 Model Summary

In this study, a multiple regression analysis waisduicted to test the influence among predictor
variables. The research used statistical packageofoal sciences (SPSS V 21.0) to code, enter
and compute the measurements of the multiple reigres The model summary is presented in
the table below;

Table 4.4: Model Summary

Model R R Square Adjusted R Square Std. Error of the Estimate

1 .788a 0.686 0.569 2.603

Source: Research data, (2018)

The model summary on the relationship between dareéxchange trading and financial
performance is presented in table 4.4 above. Flenfihdings shown in the table above, there
was a strong positive relationship between theystatiables as shown by R 0.788 at 5%
significance level. The adjusted R squared valu@.%69 and this shows that only 56.9% of
financial performance is explained by forex tradige remaining 43.1% is explained by other

factors, the standard error term is 2.603.
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4.3.3 ANOVA
Table 4.5: ANOVA®

Model Sum of Squares df Mean Square F Sig.
1 Regression 9.78 4 2.445 5.652782 .003b
Residual 525.2 38 13.82105
Total 534.98 42

Source: Research findings (2018)

F critical = 2.98

From the ANOVA statics, the study established #gression model had a significance level of
.003 which is an indication that the data was idealmaking a conclusion on the population
parameters as the value of significance (p-values l@ss than 5%. On the F test the calculated
value was greater than the critical value (5.6522823) an indication that Spot trading,
forwards, swaps and options, firm size, Liquidégio and capital adequacy all have a significant
effects on financial performance of commercial lsamkKenya. The significance value was less

than 0.05 indicating that the model was significant

4 .3.4 Coefficients

The following tables gives the coefficients whiakigs in establishing the regression line

Table 4.6: Table of Coefficients

Unstandardized Coefficients> o dardized

Model Coefficients  t Sig.
B Std. Error Beta
(Constant) 0.438 0.1388 3.1571 0.001
Spot trading (%) 0.4288 0.1141 0.4265 3.7581 0.015
forwards, swaps
and options (Ksh 0.4489 0.129756 0.4396 3.4596 0.010
1 M)
firm size 0.4502 0.1241 0.4265 3.6277 0.015
t)'/‘j)“'d'ty ratio 9.4289 0.1397555  0.4396 3.0689 0.011
capital adequacy 0.4305 0.115634 0.403 3.7230 0.001
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Source: Research findings (2018)

The established regression equation was

Y =0. 438+ 0.4288%+ 0.4489%+0.4288% +0.4289 %+0.4305 X%

From the regression model obtained above, on agecagnmercial banks in Kenya will register
ROA of 0.438 units if the independent variables evexcluded in the estimation model. In
addition, a unit change in Spot trading cause arease in commercial banks performance by a
factor of 0.4288, a unit change in forwards, swapd options cause an increase in commercial
banks performance by a factor of 0.4489, also & almange in firm size cause an increase in
commercial banks performance by a factor of 0.4%Q2ther a unit change in Liquidity ratio
cause an increase in commercial banks performapeefactor of 0.4289 and a unit change in
capital adequacy cause an increase in commeraish@erformance by a factor 0f0.4305. The
analysis was undertaken at 5% significance levéle Triteria for comparing whether the
predictor variables were significant in the modekvthrough comparing the obtained probability
value anda=0.05. If the probability value was less thanthen the predictor variable was
significant otherwise it wasn’t. In this study, #fle predictor variables were significant in the

model as their probability values were less ta0.05.

4.4 interpretation of the Findings

Based on the findings commercial banks financiafgpenance (ROA) over the period covered
by the study was highest in the year 2015 duringhvthe return on assets stood at 3.00% in the
years. The lowest ROA recorded over the entireogewas 1.57% in 2013. Spot trading (Net
trading Income/Non —Interest income) was highes20d6 (22.0 %) and it decreased in 2017
(18.78%). Other years recorded highest value in32Q19.97%) it then declined in 2014
(19.25%) and further declined to (18.92%) in 201obe recording an increase in 2016.
Currency forwards, swaps and options traded vala highest in 2017 where the value stood at
Ksh. 339,233,000 and lowest in 2013 where the valag Ksh. 225,868,000. Firm size (Log of
Total Assets) was highest in 2015 (10.38837) ameedd in 2013 (10.221550) the value was
constant in 2016 and 2017 recording a value of8823 in both years. There was an increase in
2013 and 2014 from 10.221550 to 10.3422. The Imgnkidustry’s liquidity was satisfactory
throughout the study period given that the liquiddtio in all the years remained above the 20%
minimum level required by the regulations. Thistlier pointed to the stability of the sector.

27



Liquidity was highest in 2014, during which the eage liquidity ratio for the banking sector

stood at 42%.This was followed by a decline to 83%1in 2015 and a further decline to 37.39%
in the year 2016 and 2017. This Liquidity ratio iewest in the year 2013, as indicated by the
figure which stood at 22.87%. Capital adequacy highest in 2013 (44.61%) and lowest in

2015 (20.77), there was a great decline in 2014 #d.61 to 21.61 the further to 20.77 in 2015,
the value the remained constant in 2016 and 201012

From Multicollinearity tests there was no multicodarity problem as all the study variables had
tolerance of greater than 0.1 and VIF less thail®study found a strong positive correlation
between Spot Trading and financial performanceavhroercial banks in Kenya as shown by
correlation factor of 0.522, this strong relatioipswas found to be statistically significant as th
significant value was 0.001 which is less than Q.0 study also found strong positive
correlation between Forwards, Swaps and Optiond faancial performance of commercial
banks in Kenya as shown by correlation factor @B,&his strong relationship was found to be
statistically significant as the significant valwes 0.011 which is less than 0.05. The study also
found a strong positive correlation between FirmeSand financial performance of commercial
banks in Kenya as shown by correlation factor 6#72.this strong relationship was found to be
statistically significant as the significant valuas 0.004 which is less than 0.05. Further, the
study found a strong positive relationship betwkiguidity Ratio and financial performance of
commercial banks in Kenya as shown by correlatamofr of 0.598, this strong relationship was
found to be statistically significant as the sigraht value was 0.001 which is less than 0.05. In
addition, the study found a strong positive relagitip between Capital Adequacy and financial
performance of commercial banks in Kenya as shoyvoodorelation factor of 0.652, this strong
relationship was found to be statistically sigrafit as the significant value was 0.014 which is
less than 0.05.

From the findings, there was a strong positiveti@ahip between the study variables as shown
by R 0.788 at 5% significance level. The adjustedgRared value in is 0.569 and thus shows
that only 56.9% of financial performance is expéarby forex trading. The remaining 43.1% is

explained by other factors, the standard error isrtn603.

From the ANOVA statics, the study established gmgression model had a significance level of

.003 which is an indication that the data was idealmaking a conclusion on the population
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parameters as the value of significance (p-valuey Mess than 5%. On the F test, the calculated
value was greater than the critical value (5.6522823) an indication that Spot trading,

forwards, swaps and options, firm size, Liquidégio and capital adequacy all have a significant
effects on financial performance of commercial lsamkKenya. The significance value was less
than 0.05 indicating that the model was signific&rbm the regression model obtained above,
on average, commercial banks in Kenya will regifR€¥A of 0.438 units if the independent

variables were excluded in the estimation modalnit increase in all variables led to increased

bank performance.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Introduction

This chapter presents summary of the study findigsclusion and recommendations. The
objective of this study was to determine the effd#ctorex trading on the financial performance
of commercial banks in Kenya 2013-2017. The stymbc#ically investigated the effects of Spot
trading, forwards, swaps and options, firm sizeyuiidity ratio and capital adequacy on financial
performance of commercial banks in Kenya. It wasedaon the following theories: Purchasing
Power Parity (PPP) theory; the Interest Rate P&RY) theory; and the International Fisher
Effect (IFE) theory.

5.2 Summary of the Findings

The study sought to determine the effect of foreadihg on the financial performance of

commercial banks in Kenya 2013-2017. The data waalyzed using Statistical Package for
Social Sciences computer software.

From the descriptive statistics, the study founat ttommercial banks financial performance
(ROA) over the period covered by the study was ésgim the year 2015 during which the return
on assets stood at 3.00% in the years. The lowe#t Recorded over the entire period was

1.57% in 2013. Spot trading (Net trading Income/Ndnterest income) was highest in 2016

(22.0 %) and it decreased in 2017 (18.78%). Otrears recorded highest value in 2013
(19.97%) it then declined in 2014 (19.25%) andHertdeclined to (18.92%) in 2015 before

recording an increase in 2016. Currency forwardsps and options traded value was highest in
2017 where the value stood at Ksh. 339,233,000l@mdst in 2013 where the value was Ksh.

225,868,000. Firm size (Log of Total Assets) waghbst in 2015 (10.38837) and lowest in 2013
(10.221550) the value was constant in 2016 and 26&@rding a value of 10.38621 in both

years. There was an increase in 2013 and 2014 0821550 to 10.3422.The banking

industry’s liquidity was satisfactory throughouetbktudy period given that the liquidity ratio in

all the years remained above the 20% minimum lesglired by the regulations. This further

pointed to the stability of the sector. Liquidityasv highest in 2014, during which the average
liquidity ratio for the banking sector stood at 42%is was followed by a decline to 39.14% in
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2015 and a further decline to 37.39% in the yedi62&nd 2017. This Liquidity ratio was lowest
in the year 2013, as indicated by the figure wihitdod at 22.87%. Capital adequacy was highest
in 2013 (44.61%) and lowest in 2015 (20.77), theas a great decline in 2014 from 44.61 to
21.61 the further to 20.77 in 2015, the value #mained constant in 2016 and 2017 (22.01).

From Multicollinearity tests there was no multicodarity problem as all the study variables had
tolerance of greater than 0.1 and VIF less thamtgstudy found a strong positive correlation
between Spot Trading and financial performanceashmercial banks in Kenya as shown by
correlation factor of 0.522, this strong relatioipswas found to be statistically significant as th
significant value was 0.001 which is less than 0.0 study also found strong positive
correlation between Forwards, Swaps and Optiond famancial performance of commercial
banks in Kenya as shown by correlation factor @B,&his strong relationship was found to be
statistically significant as the significant valweas 0.011 which is less than 0.05. The study also
found a strong positive correlation between FirmeSand financial performance of commercial
banks in Kenya as shown by correlation factor 6#72.this strong relationship was found to be
statistically significant as the significant valuas 0.004 which is less than 0.05. Further, the
study found a strong positive relationship betwkigidity Ratio and financial performance of
commercial banks in Kenya as shown by correlatamtor of 0.598, this strong relationship was
found to be statistically significant as the sigraht value was 0.001 which is less than 0.05. In
addition, the study found a strong positive relaginp between Capital Adequacy and financial
performance of commercial banks in Kenya as shoyvodorelation factor of 0.652, this strong
relationship was found to be statistically sigrafit as the significant value was 0.014 which is
less than 0.05.

From R model, there was a strong positive relahgmbetween the study variables as shown by
R 0.788 at 5% significance level. The adjusted &ased value in is 0.569 and thus shows that
only 56.9% of financial performance is explained foyex trading. The remaining 43.1% is
explained by other factors, the standard error iertn603.

ANOVA statics revealed that the regression model &aignificance level of .003 which is an
indication that the data was ideal for making actasion on the population parameters as the
value of significance (p-value) was less than 59 the F test, the calculated value was greater

than the critical value (5.652782>2.98) an indmatthat Spot trading, forwards, swaps and
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options, firm size, Liquidity ratio and capital apecy all have a significant effects on financial
performance of commercial banks in Kenya. The ficamnice value was less than 0.05 indicating
that the model was significant. From the regresswodel obtained above, on average,
commercial banks in Kenya will register ROA of B43nits if the independent variables were
excluded in the estimation model. A unit increaseall variables led to increased bank

performance.

5.3 Conclusions

The study established that the forex trading véemlbnvestigated by the study namely Spot
trading, forwards, swaps and options, firm sizguillity ratio and capital adequacy have been
constantly changing throughout the study period.sAeh, both high and low rates have been
experienced in the years. The study thus concltiolsthere is no stability in forex trading

variables in Kenya which may be caused by numefacisrs. This results in the banks having

different performance at different times and pesiod

The study also established that forex trading wemdo have a significant and positive effect
on the financial performance (ROA) of the bankimglustry. The study thus concludes that
increased units in forex trading variables will dgavhow the banking sector performs and grows.
The positive impact may be explained by the faat thany imports are paid by the locals using
the dollar and, with the shilling weakening agaith& dollar, the banks are making an arbitrage
profit (Nyandema and Langat, 2016). Hence, theysttmhcludes that the banking sector is

hugely affected by activities in the foreign exchpamarket primarily.

On the overall there exists a positive relationshgiween the dependent and independent
variables. The study found out that the dependaenialbles namely; Spot trading, forwards,
swaps and options, firm size, liquidity ratio andpital adequacy have a strong positive
relationship with the financial performance. Speeity, they were established to account to up
to 56.9% of the variations in the performance. $haly thus concludes that the performance of
the banking industry is highly influenced by thereat currency exchange rates in the country.
The study is in line with Otuori (2013) who fourttht the exchange rates are not constant due to

a number of factors namely the trade terms and afebe public.
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The study agreed with Brown (2011) who sought tangxe the relationship between foreign
exchange rate and market performance for manufagt@ompanies. The study made use of a
descriptive research design. In this study it wexealed that exchange rates had a positive

influence on market performance.

5.4 Recommendations for Practice, Policy and Theory

The study recommends that the issues related éggfoexchange trading should always be taken
into account to improve the banks foreign exchaingesactions and hence performance. The
study recommends that Forex trading among commdrargks should be continued and capital
should be invested in projects that maximize retufime governance structures need to be put in
place so as to enhance returns on capital andsaaset in turn maximize returns to the

commercial banks.

The study also suggest that despite concerns trak Frading among banks entail new market
risks that need regulatory intervention, the padfility and generally performance of the banks
has not changed so much. However, market risk daeg considerably across the banks.
Therefore a better way of assessing the risks egsdowith Forex trading and how these risks

affect the banking sector in general must be uadert.

The evidence suggests that Forex trading does wepte performance of the banks in terms of
their gross income. Policy makers should undertakenderstand why Forex trading among
commercial banks is not as robust in Kenya as coedpt other developed countries and what

should be done to improve capital investments tgimiae returns.

5.5 Limitations of the Study

Research findings utilized secondary data, whicth &lmeady been obtained and was in the
public domain, unlike the primary data which issfihand information. Possible errors in the
process of measurement or /and recording may heste impounded into this research.

Another limitation of this study was the time engdgwas very limited. Voluminous data
required plenty of time to collate and check foalify. This is especially so because the required
data was not available in one file and had to Heected from several different sources. The
researcher however did proper time planning to mnsomprehensive data collection.
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The study period chosen covered only 5 years, wimak not be adequate for generalization of
the findings to a longer time period. Further, ¢heras marked variation in this same period in
the banking industry resulting from differencesthe regulatory regime from year to year,
number of banking institutions, macroeconomic amahgetitive circumstances alongside others.
These differences were not accounted for, and ctuld serve to limit the assumption of

homogeneity among all the years selected for tinyst

5.6 Suggestions for Further Study

The study sought to determine the relationship betwforex trading finance and performance
commercial banks in Kenya. The researcher recomsdhdt since the sector is still

experiencing growth it becomes important for battkput into consideration the risk exposures
and thus research into new and innovative risk @ment techniques is required. In this regard
therefore the researcher recommends that additgtndies should be conducted on this area of

study.

This study sought to determine the effect of Fonexing on the financial performance of
commercial banks in Kenya. The researcher recommanstudy on the implications of risk

management practices on non-funded income of fiahimstitutions.

The current study targeted all the commercial bankkKenya; the researcher recommends a
study on the effect of Forex trading on the finahperformance of other financial institutions in
Kenya. This would help compare the results.
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APPENDIX I: LISTOF COMMERCIAL BANKS as at 31st DEC 2017

S.No | NAME

1. ABC Bank (Kenya)

2. Bank of Africa

3. Bank of Baroda

4, Bank of India

5. Barclays Bank Kenya

6. CfC Stanbic Holdings

7 Charter House Bank(under statutory Management)
8. Citibank

9. Commercial Bank of Africa

10. Consolidated Bank of Kenya

11. Cooperative Bank of Kenya

12. Credit Bank

13. Development Bank of Kenya

14. Diamond Trust Bank

15. Dubai Bank Kenya Ltd( under statutory managejmen
16. Dubai Islamic Bank Kenya Ltd

17. Ecobank Kenya

18. Equatorial Commercial Bank

19. Equity Bank

20. Family Bank

21. First Community Bank

22. Guaranty Trust Bank Kenya

23. Guardian Bank

24. Gulf African Bank

25. Habib Bank AG Zurich

26. Housing Finance Company of Kenya
27. &M Bank

28. Imperial Bank Kenya-(Under Statutory Management)
29. Jamii Bora Bank

30. Kenya Commercial Bank

31. May Fair Bank

32. Middle East Bank Kenya

33. National Bank of Kenya

34. NIC Bank

35. Oriental Commercial Bank

36. Paramount Universal Bank

37. Prime Bank (Kenya)
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38. SBM Bank Kenya

39. Sidian Bank

40. Standard Chartered Kenya
41. Trans National Bank Kenya
42. United Bank for Africa

43. Victoria Commercial Bank

Source: (CBK, 2017)
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