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Abstract

The aim of this research is to find out if finandarivatives (Futures, Forwards, Options, and S\WWA&e used
by company (ies) in The Gambia to hedge againsixfdsk. From a sample of 3 commercial banks and 1
Islamic Bank, their Income Statements, as well alsuce Sheets for the year ended 2016, was examined
Findings from the research revealed none usageybf the above-named derivatives, with foreXidga
being carried out over-the-counter and on a spsisb@he government Treasury securities (T-bild Sukuk
Al- Salam) was found to be the only available ficiahinstrument in The Gambia; an economy with caly
money market (the market for securities whosepié@swithin a year- The Gambia government bills).

Keywords: The Gambia, Financial Derivatives, and CurrencskRiedging

1. Introduction

While there can be many and different definitiohsisk in different fields, a reasonable basis nflerstanding
risk is a measure of uncertainties. Risk is a measfithe probability of an undesirable event hayopg and it is
a value between 0 and 1. Companies all over thédvawe subjected to various types of risk as thaydact
business on a daily basis and Gambian companiesgithin a small and fairly undeveloped economyrere
exempted. The world has moved to be a highly iotemected environment in terms of business. Compalie
over the world in a drive to increase the supplycléap inputs, better technology, bigger marketaels as
higher profitability are looking beyond their natad borders. This has brought both opportunitiesthreats.

Though there can be many types of risks that citiah company’s profitability, foreign exchangskris of a
primary concern to firms and agents operating i @ambian business arena especially those invdlved
international trade. Foreign exchange risk is thle of a local currency appreciating (depreciatinggen a local
firm or agent is supposed to receive (pay) an diyredetermined (fixed) amount of foreign currencyheT
Gambia uses a unique local currency; the Dalasiaaftdctuating exchange rate system. With a curoffitial
rate of approximately 47 to the US Dollar, 58 agathe Euro, and 421 for every 500 of CRGentral Bank of
The Gambia, 2018), the dalasi has been depreciatiagtime; from a height of 19.20 to the dollaraasApril
2008, the Dalasi exchange rate to the Dollar rehehéow of 47.39 as at March 2018 (xe, 2018). Tiig
depreciation of 146.39 percent over a ten yeaogeri

Local foreign exchange Bureaus in addition to ¢benmercial banks are highly involved in the dayd&y
trading of foreign currencies. As at December 2(h@, total volume of trade in foreign currency et a
staggering amount of 171.49 m US Dollars (CentailBof The Gambia, 2018).

International trade, the import, in particular, lgasned a lot of momentum in recent years. The Gaahpends
wholly on the availability of these foreign currégg and at a competitive rate. Arranged in termgotdme, the
following are the countries from which The Gambiasthy imports: Ivory Coast (from $6.6 m in 1994%68 m

in 2016), Brazil (from $9.8 m in 2009 to $39.9 m2id16) and China (from $2.2 m in 1994 to $24.4 2046)
(Central Bank of The Gambia, 2018) are the mostomamt trading partners for Gambia according to the
Statista, (2017).

I These three currencies are the most used curseiocizternational trade in Gambia.
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As noted by Rehman (2015) financial risks canno¢lbrinated but can be reduced up to a great extightthe
use of financial derivatives. Since their inceptiitures, Forwards, Options, and Swaps have bset by
companies to hedge against forex risks which amisee normal course of doing business.

However, my task in this paper is to examine thtemxto which entities in The Gambia are using ¢hes
derivatives in hedging their foreign exchange ristareover, if they are not in use, the researchishes to
examine and explain how they can use them to #ukiantage.

The remaining sections of this paper is arrangetierfollowing manner: section 2 comprises of aeewvof the
available literature of foreign exchange derivativeection 3 explains the methodology used wheee th
researcher shall look at the content of the firgnstatement of selected Banks in The Gambia, sedti
contains the findings, suggestions, and recommandat

1.1Limitations of theresearch

Most banks did not publish their final accountstiogir website and this limited my research scopenty the 4
banks that did publish. This was a major limitatas the researcher wanted to include at leastofidalie 14
banks in The Gambia.

In addition, the limitation of time as any othesearch played its part in the study. This reseamh only for a
semester seminar course.

2. Literature Review

“A currency derivative is a contract whose pricgastially derived from the value of the underlyiogrrency
that it represents” (Madura, 2012). Companies adividuals especially those in emerging economibsse
currencies are subjected to the risk of depreciatiod in extreme cases devaluation are favoritdidates to
opt for currency derivative contracts. Currencyigsdives as highlighted earlier exist in the forfFmrward,
Futures, Option, and SWAP contracts.

2.1 Currency Forward Contracts

A forward contract is an agreement by an individogla corporation and a commercial bank to exchange
specific amount of foreign currency at a specifiterat a future date (Madura, 2012). A key featdrEorward
contracts is their none standardization and thedfsen on both parties to tailor the amounts to the@d. This is
a key advantage of using currency forward contrastgorporations and individuals can negotiate wWitkir
respective banks the optimum amount of a forwartreet that suits their need.

2.2 Currency Future Contracts

Although similar to a currency forward contractli®e sense that they are both contract agreemeatshmnge a
specific amount of currency at a specific rate dutare date, a Currency Future contract is a stadided

currency contract. Furthermore, future contractsrent negotiated between an individual and hiseodank but
they occur in central exchange floors such as thieago Mercantile Exchange where participants armected
worldwide via computers and telecommunication neksgMadura, 2012).

2.3 Currency Option Contracts

Also, a standardized currency contract but a cegraption gives a buyer the right but not the adiign to
execute the contract at the expiration date (agded¢e). This is an added advantage of currencypomdntracts
over the above-mentioned derivatives. However, ddigantage comes at a cost in the form of a prenpiaich
by the purchaser of such a contract. A currencyooptontract gives the option to just walk awayniréhe
contract if rates move against ones favor beariig fn mind the fact that the paid commission Wik lost
(Madura, 2012).

2.4 Currency SWAP Contracts

In a drive to reduce forex risk, companies can gaga a foreign exchange swap when the two pantitsan
acquired advantage over their local currency araeied of each other’s corresponding local curre&eyap
contracts can be principles (hominal) amounts dsageboth principal and interest rate swaps. Cargsathat
engage in currency swaps are immune from convedimgencies from one type to the other as wellighédr
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interest rates due to being fairly unknown in a mearket but can directly enter into a swap contvati a local
firm for the interest of both parties.

In a study of 50 UK firms, Nguyen (2012) examirteég use of Currency derivatives to hedge forex bgk
medium and large scale size firms in the UK. Hsesrch showed Currency Forward Contracts to benthst
favored derivative followed by SWAPS. Companieserenhedging policies are available, were foundedo b
quite comfortable with derivative use and theseewmrinly the large size firms with overseas subsiels as
well as invoices denominated in currencies othantRound Sterling. In addition, the company’s reglg
policy and the size of the firm were the main deieants if hedging was used to minimize both tratisa and
translation risk.

“The sensitivity of a firm’s contractual transactgoin foreign currencies to exchange rate movemsmiferred
to as transaction risk or exposure” (Madura, 20X2Yepreciation of the local currency when a lofiah
already has invoices (contractual transaction) iforeign currency to pay is an example. Likewifiems
involved in international trade are exposed to ibeftges in their cash flows. This is called Ecaniz exposure.
Economic exposure which encompasses transactioneurs not only because of foreign exchangehigkthe
risk of losing customers to competitors (competitiisk) when a firm’s products are less price cetitive
when exchange rates move against its favor. Fompbe an appreciation of a local currency mightseau
customers to switch to a foreign competitor. Irs tikample, the local firm is not exposed to tratisacgisk but
to Economic risk. Furthermore, translation is alsmwn as accounting exposure occurs when the books
(financial statement) of a subsidiary in a foreigurrency are translated (converted) into the Iqgarent
company’s) currency (Borad, 2017). In other instam translation risks occur in debts denominatefrieign
currencies which can increase or decrease in wetha@® converted to a local currency.

A survey of 119 small and medium-sized enterpri€®l¥lEs) conducted in 2012, Kantox Peer FX (2013)
provided an interesting figure on their use of ficial derivative for the purpose of forex risk hedg These
enterprises selected from 15 different countried &a annual forex transaction just under $40 mmllidhe
report concluded a 14 percent none usage of any ddiforex risk hedging and forward contracts remab be
the preferred choice (25 percent) among those fittmas actually hedge against forex risk. High cdbkg
complexity of developing hedging strategies andatetal requirements being the deterrent factoesnag such
an important tool for forex risk minimization.

The South African Johannesburg Stock Exchange (X5&tpck market capitalization to GDP ratio of Z3@he
Egyptian Cairo Alexandre 91.2 and the Nigerian Bterchange 35.9 are the biggest in Africa (Andrianand
Yartey, 2019). The availability of currency futurbstween the South African Rand and the NigeriairaNa
Kenyan Shillings, and the Zambian Kwacha in the p8®ide excellent tools for currency risk hedgamong
these economic powers of Africa. A complement te #iready existing forward between the South Africa
Rand and the US Dollar, EUR, Sterling etc.

The prospect of linking the stock exchange of NmeGhana, Sierra Leon, Cape Verde, and the BRWN
make such an exchange second only to the JSE iceAfiith a market capitalization of $76 billion (Bimberg
Professional, 2015). This hopefully shall providenpanies in West Africa with the needed liquiditydatool
for better forex risk hedging.

3. M ethodology

The research is based on the determination of meyrderivatives used in The Gambia. The researciodr a
sample of four Gambia based Commercial banks aedglamic Bank (the only Islamic bank in The Gaabi
The technique involves a quantitative approachhiicivthe Financial statements of these selectekisbian the
year ending 2016 was examined. The choice and swfogemple space was limited to five due to théaiky
in accessing the Financial statements of bankfiem@Gambia.

3.1 Income statement items
An examination of the Income Statements of thesé&dbaeveals only one income line that has to db faiteign
exchange. The income line named “Net income trddives described in the notes to the accounts aisitioene

! The stock exchange of the French speaking Wegtakfrcountries using the CFA currency.
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line for reporting incomes or gains arising frore thaily sale and purchase of foreign exchange tdible below
shows the amounts in thousands of Gambian Dal@si))

Table 12: Net Trading Income

BANK NAME AMOUNT D000
AGIB Bank (Gambia) Limited 8,372
Ecobank (Gambia) Limited 86,586
Guaranty Trust Bank (Gambia) Limited 0

Trust Bank (Gambia) Limited 32,198

Sour ce: Income Statements of the above banks.

Table 13: Significance of forex trading to banks™ profitatyili

BANK NAME Net Trading Income (A) | Total Comprehensive IncomeThe ratio of Ato B
D’000 (B)
D000
AGIB Bank (Gambia)| 8,372 47,338 0.18
Limited
Ecobank (Gambia) Limited 86,586 161,175 0.54
Guaranty Trust Bank O 0 0
(Gambia) Limited
Trust Bank (Gambia) 32,198 107,022 30
Limited

Sour ce: Income Statements of the above banks.

A mere look at table 1 might not reveal many dstailit table 2 provides a measure of the importarice
currency trading to the above banks. Contributisgnauch as 54% of net income for Ecobank is quite a
significant figure. These tradings in forex as ve@ cinderstand occurs over the counter as agacettealized
exchanged. This is a feature of a currency forvaanttract. Customers either retail or corporate mekgiests

on a daily basis to these banks for foreign cuiemdHowever, | would note the fact that banks tdake
positions on forex over a long period of time tather execute their commitments on a day-to-daisbahis is
mainly to reduce their exposures to forex risk.

In The Gambia, treasury departments of these bsmlise forex basically from two sources: settlemémtthe
form of US Dollars or Euros from money transfervéees such as Western Union, RIA, Money Gram ett an
direct purchase of forex between banks or fromrofigents in the local market such as private cayréraders
or local money transfer companies.

3.2 Balance Sheet Items

The treasury bills common known as T-bills and Ilamic version Sukuk Al-Salam is the only itemthe
balance sheet of these banks that reflects a fima@sset or instruments. These instruments isengénder on
a weekly basis by the Central Bank of The Gamhigea from 3 months, 6 months, to 12 months in ritgtur
Derivatives such as options, futures, or swaps foonpart of the balance sheets of these banksnumitude
of these money market securities in the balancetstod these banks is shown below:

138




Journal of Economics and Sustainable Development www.iiste.org
ISSN 2222-1700 (Paper) ISSN 2222-2855 (Online) ‘-'—.i,'
Vol.9, No.16, 2018 IIS E

BANK NAME T-bill/Sukuk Al- Salam| Total Assets (B) The ratio of Ato B
(A) D000
D000
AGIB Bank (Gambia) Limited 315,597 1,369,887 0.23
Ecobank (Gambia) Limited 2,463,952 5,057,529 0.49
Guaranty Trust Bank (Gambia)2,481,367 5,640,572 0.44
Limited
Trust Bank (Gambia) Limited 1,872,233 5,208,072 60.3

Sour ce: Balance Sheets of the above banks.

4. Findingsand Recommendations

The findings of the research reveal not only theeabe of currency derivatives and their use bwilitworth
mentioning the absence of any form of capital maxdeere such instruments can be traded in The Gambi
Over-the-counter foreign exchange trading tenddsdocommon and spot rates codes used. The Gambian
financial system is still in its infant stage. Opranary basis, the government T-bills or Sukuk 8&lam are the
only instruments available for investments for blodimks as well as private entities or individuals.

A glance of the nearby capital markets in the Whfsican region; the Ghanaian Stock Exchange and the
Nigerian Stock Exchange to be specific revealsftitlewing: Among the companies listed on the Nigeri
Stock Exchange, none was Gambian owned or basaidysig their none participation in that exchangée
Ghanaian Stock Exchange contains Trust Bank ambeg tistings. In other words, the Ghanaian stock
Exchange was discovered to be the only one withmlitan Bank.

In addition, the two mentioned capital markets duats did not involve any form of derivative. Thesarkets
also tend to be mainly active on stock trading diddnot provide derivatives for currency hedging.

In order to reduce exposure to currency risksvihter would recommend companies not to take pasition
forex over a long period of time. Banks should worka real-time basis as there is no instrumeritadla to fix
the rates of forex in the future.

For the purpose of promoting the financial sectolloee Gambia, the researcher believes the intraotuaf a
capital market shall be beneficial. This shall pdeva platform for companies to raise capital adl ive an
interesting arena for those looking for vehiclebéolge against various types of risks.
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