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How Informationis Transmitted Across the
Nations” An Empirical Investigation of the US
and Chinese Commodity Markets

Zi-Yi Guo

Abstract- This paper studies how information is transmitted
across nations by focusing on three types of commodities:
copper, soybean and wheat. The paper utilizes Johansen
cointegration model, vector error correction model (VECM)
and the generalized autoregressive conditional hetero
skedastic model (GARCH) to investigate the price discovery
and volatility spillover process of informationally-linked futures
markets. The empirical results indicate that the models provide
evidence to support the long-term equilibrium relationships
and significant bidirectional information flows between copper
futures markets in China and in the United States. Although
innovations in one market can predict the futures volatility in
another market, the volatility spillovers from U.S. futures to
Chinese futures are more significant than the other way
around. As for the soybean futures, there is a one-lag price
transmission across markets, while no volatility spillover has
been detected. As for the wheat futures, no information
transmission is found across markets.
Keywords.  information  linkage;
cointegration.

spillover

[.  INTRODUCTION

he recent financial crisis had witnessed the
Timportance of global coordination for the world

economy recovery. Therefore, it would be valuable
to study how information is transmitted and shared
across the nations. Recently, the term “informationally
linked markets” has gained much attention in academia
(see Gao and Liu, 2007 and Li and An, 2011). The term
refers to markets within which traded assets are
fundamentally related to each other. While
informationally linked markets are interrelated, they have
distinct factors, such as regulations, liquidities,
transaction costs, that can affect the price discovery
process. Thus, it is important to understand how those
informationally linked markets interact with each other
through the price discovery process, especially in
nowadays when the world economy has never been as
integrated. The research in this paper is based on two
informationally linked markets: Chinese futures market
and U.S. futures market.

Being the world’s two major economies,
markets in the two countries are, without doubt,
interrelated. U.S.-China economic ties have expanded
substantially over the past three decades. Total U.S.-
China trade rose from $2 billion in 1979 to $579 billion in

Author: e-mail: zachguo0824@gmail.com

effect,

2016". China is currently the largest U.S. trading partner,
its third-largest export market, and its biggest source of
imports. Frequent import and export activities between
the two trading partners have significant impact son
their spot markets, which, in turn, influence the futures
markets. Apart from the international trading
connections, there are other reasons that make the
futures markets of the two countries interrelated. One is
that the futures exchanges in the two countries have
more similar than different technological trading system
and management arrangement. At the very beginning of
China establishing its first futures exchange, it frequently
sends expertise to the Chicago Board of Trade and
other exchanges to learn both the executive of
exchanges and the technology of futures trading from
the US. This grants not only the successful
establishment of several major futures exchanges in
China, but also the two counterparts correlated in many
ways. However, there are still significant governmental
and legal barriers regarding China’s financial market.
Studying such a relationship could shed light on the
openness of the Chinese commodity markets and on
the nature of cross-market information transmission. It
could also provide important lessons for various market
participants, including commodity traders, hedgers,
arbitrageurs, exchanges and regulatory agencies.

1. LITERATURE REVIEW

Without doubt, information spill-over across
different markets aroused the interest of researchers in
the past few years. Much of the empirical research has
focused on the relationship between two countries’
equity markets. Garbade and Silber (1979) first conduct
the research of short run price behavior of identical
assets traded on dominant and satellite markets: NYSE
and regional stock exchanges. The results indicate that
the regional exchanges are best characterized as
satellites, but not pure satellites of the New York Stock
Exchange. That is to say, transactions price son regional
exchanges do contain information relevant for NYSE
traders, but knowledge of the prices of their transactions
has effect on the New York market, too. Booth et al.
(1996) have studied the relationship among the cross-

" Source: US-China Business Council.
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exchange prices of Nikkei 225 Index futures that are
traded on the Singapore International Monetary
Exchange (SIMEX), London International Financial
Futures Exchange (LIFFE) and Chicago International
Money Market (IMM). They find that the prices of Nikkei
225 Index futures are cointegrated across all of these
exchanges. More recent researches on information
transmissions are conducted cross border. Grammig
and Hujer (2001) analyze equity price quotes originating
in New York and Frankfurt to examine the price
discovery process. The evidence suggests that there
may be some roles for U.S. market price discovery, but
the evidence is strongly supportive of prices largely
being determined in the home market. Berument and
Ince (2005) use a block recursive vector auto regression
(VAR) model to capture the dynamic effect of S&P500
return on the Istanbul stock returns. They find that
returns on S&P500 affect returns on ISE100 but not vice
versa. By using the same model and two out-of-sample
tests, Lin (2008) found that the US stock returns have
predictive ability for four Asian emerging equity markets.
The estimates from weekly data suggest that returns on
S&P positively predict stock returns of emerging
markets up to three weeks.

Similar factors that provide unique opportunities
for the study of equity markets also apply to futures
markets, and the same reasons that make this issue of
interest to equity investors also make this issue of
interest to hedgers and speculations in the future
markets. However, not as many studies have analyzed
the relationship between two countries’ futures markets.
Within this limited research, Booth, Lee and T se (1996)
studied the relationship among the cross-exchange
prices of Nikkei 225 Index futures that are traded on the
Singapore International Monetary Exchange, London
International Financial Futures Exchange and Chicago
International Money Market. They found that the prices
of Nikkei 225 Index futures are con integrated across all
of these exchanges. Booth, Brockman and T se(1998)
also investigated the price discovery and information
transmittal process between US and Canadian wheat
market using cointegration analysis and error correction
models. The results show that both the US and
Canadian wheat futures prices are an integrated series
of order one, and that the two series are co-integrated.
The evidence shows an equilibrium relationship only in
long run, while short run dynamics exhibit no such
dependencies. Two previous articles have employed the
GARCH-type models to examine the daily volatility
spillovers between the S&P 500 Index cash and futures
markets. Chan, Chan and Karolyi (1991) use abivariate
GARCH model with a sampling interval of five minutes.
They find the extent of volatility spillover from the futures
to stock market similar to that of the stock to futures
market and the futures and stock markets serve
important and equal price discovery roles. In another
article, Koutmos and Tucker(1996) use daily closing

© 2017 Global Journals Inc. (US)

prices from 1984 to 1993 and a bivariate EGARCH
model. In contrast to the current article and Chan, Chan,
and Karolyi (1991), they report aunivariate directional
spillover from futures to index, and conclude that the
information from the futures market can be used to
predict the volatility in the stock market but not vice
versa. Tse (1999) has investigated the minute-by-minute
price discovery process and volatility spillovers between
the DJIA index and the index futures recently launched
by the Chicago Board of Trade (CBOT). By examining
the volatility spillovers between the markets based on a
bivariate  EGARCH model, a significant bidirectional
information flow is found. Then, Tse and So (2004) have
examined the price discovery and spillovers effects
among the Hang Seng Index, Hang Seng Index futures,
and the tracker fund markets using the Hasbrouck and
Gonzalo and Granger common-factor models and the
M-GARCH model. The empirical results show that the
three markets have different degrees of information
processing abilities, although they have cointegrating
relationship between each other.

Despite its late introduction into China, Chinese
futures markets have grown rapidly and are now playing
a significant role in the world commodity markets. Only
in the past few years have we seen the emergence of
some research. Among those studies, few have focused
on the relationship of price discovery among
internationally linked markets.

Hua and Chen (2007) studied the relationship
between the Chinese and world futures markets of
copper, aluminum, soybean and wheat, using
Johansen’s cointegration test (1988), error correction
model, the Granger causality test and impulse response
analyses. They discovered that the futures prices in the
Shanghai Futures Exchange are cointegrated with the
futures prices on the London Metal Exchange (LME) for
copper and aluminum. They also find that a
cointegration relationship exists for the Dalian
Commodity Exchange and CBOT soybean futures
prices, but no such relationship for the Zhengzhou
Commodity Exchange and CBOT wheat futures prices.
Li and Zhang (2009) examined the relationship between
the Chinese copper futures market and its London
counterparts by constructinga three-regime Markov
switching-VECM model. They found that the influence of
LME on SFE is bigger than that of SFE on LME. More
recently, Hou and Li (2015) used an asymmetric DCC
GARCH model to investigate information transmission
between U.S. and China index futures markets, and
Chen and Weng (2017) applied a VAR-BEKK-Skew-t
Model to investigate information flows between the U.S.
and China’s agricultural commodity futures markets.

In this paper, | use three important futures
contracts that are similarly listed on both the U.S. and
China markets (copper, soybeans and wheat) to
examine the pattern of information flows across the two
countries. This study will help us understand more about



the role of the U.S. market as a global player in
transmitting information flows as the Chinese financial
market is becoming an important emerging market in
commodity futures trading. With the growth of world
trade and globalization of the futures market, we would
expect futures prices for the same commodity in
different parts of the world to move closely together to
reflect the information flows underlying the commodity
price.

This paper is different from previous researches
in the following ways. First, instead of using market
index, as did by most previous research, | choose daily
information of individual commodity futures contracts.
Market Index is, to some degree, smoothed because it
contains different trading products that may be
negatively correlated. Individual data can be more
volatile than market index. Second, | investigate
information transmission not only from developed
markets to emerging markets but also the other way
around. The financial markets of emerging countries
play a more and more crucial role in price discovery
process of international markets. China's futures market
is steadily expanding, and has become the second
largest in the world after the US since 2009.This market
presents an interesting case for research.

The remaining part of the paper is structured as
follow. Section two provides a brief description of the
Chinese futures markets and of the futures contracts
that | choose to study. In Section three, | describe the
data. Specifically, | select three commodity futures in the
Chinese futures exchanges: copper, soybean and
wheat. The Chinese copper futures contracts are traded
on the Shanghai Futures Exchange (SFE), soybean
futures contracts on the Dalian Commodity Exchange
(DCE) and wheat futures contracts on the Zhengzhou
Commodity Exchange (ZCE). For the corresponding
world futures, | use copper, soybean and wheat futures
contracts traded on the Chicago Mercantile Exchange
(CME). In Section four, | test whether the Chinese and
world futures prices are cointegrated. By introducing a
Vector-Error-Correlation Model, | study the cointegration
of commodity prices in the Chinese futures exchange
and its U.S. counterparty. Section five concentrates on
volatility spillovers and Section six concludes.

[1I.  CHINESE AGRICULTURAL FUTURES
MARKETS AND CONTRACTS

a) Chinese agricultural futures exchange

There are three futures exchanges in China: the
Zhengzhou Commodity Exchange (ZCE), the Shanghai
Futures Exchange (SFE) and the Dalian Commodity
Exchange (DCE).

Zhengzhou Commodity Exchange was the first
experimental futures market which was approved by the
State Council, established on October 12, 1990. ZCE,
which started with forward contract trading, launched its

first futures contracts on five agricultural products -
wheat, corn, soybean, green bean and sesame on May
28, 1993. Wheat futures dominated trading on ZCE.
Though China’s tariff rate on wheat imports is set at a
very low level (1% since 1999), its import quota is highly
restrictive. Quota and permits are required to import
wheat. All imports have to go through the China National
Cereals, Oils and Foodstuffs Import and Export
Corp.ZCE now specializes in agricultural and chemical
product futures, including hard white wheat, strong
gluten wheat, sugar, cotton, rapeseed oil and PTA, a
petroleum-based chemical product.

SFE was formed from amalgamation of the
Shanghai Metal Exchange, the Shanghai Foodstuffs
Commodity Exchange, and the Shanghai Commodity
Exchange in December 1999. At present, futures
contracts underlying commodities, i.e., gold, copper,
aluminum, lead, steel rebar, steel wire rod, natural
rubber, fuel oil and zinc, are listed for trading. These
commodities are regarded by the Chinese government
as strategically important industrial inputs and are thus
subject to no import quotas or duties. Export of these
commodities is still restricted, though export duties have
been reduced significantly since 1999.

DCE trades futures contracts underlined by a
variety of agricultural and industrial products on a
national scale. So far, futures contracts on agricultural
products including soybean, soybean oil, corn, palm oil,
and soy meal, petroleum-based products including
LLDPE and PVC, and energy product coking coal are
traded on the Dalian bourse. Soybean futures dominate
trading volume son DCE.

All three exchanges use electronic trading
systems. Each exchange also maintainsa trading floor.
Trades are cleared by each exchange's clearing
department. The trading systems all utilize high-capacity
optical cables, dedicated datelines and two-way satellite
to ensure real time, security and reliability of order
processing. | choose representative contracts from each
of the three exchanges for studying cointegration of the
Chinese futures market and the U.S. futures market.

b) Chinese agriculfural futures underlying products

i. Copper

During the last 10 years, the Chinese copper
consumption has grown at about 2.4 times the world
average. China is now the largest copper consumer in
the world. Consequently, the trading volume in terms of
tonnage on the SFE has grown to a level that almost
rivals that of the NYMEX, the second largest copper
futures exchange next to the LME. In 2010, the ratio of
trading volume in the three exchanges is 0.5: 1: 2.9.
Prices of copper futures traded on SFE, together with
the prices on LME and NYMEX, are now important
indicators to copper mining companies around the
world.

© 2017 Global Journals Inc. (US)
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ii. Soybean

China abolished its import quota on soybeans
in 1996, but its export quota still exists. China is now the
world’s largest soybean importing country, while the
USA is the largest soybean producer and exporter.
Conditions in the USA soybean market, combined with
USA agricultural trade policy, can presumably have a
significant impact on soybean prices in the Chinese
market. The Dalian Commodity Exchange is the largest
futures exchange for non genetically modified (non GM)
soybeans in the world. In 2002, the trading volume of
soybean futures on DCE was over$250 billion, about
25% of the CBOT soybean futures volume but seven
times that of the third largest market, the Tokyo Grains
Exchange. In 2010, however, DCE exceeds the Chicago
Mercantile Exchange (CME) in terms of soybean (both
GM and non GM) futures trading volume. Therefore, it is
reasonable to hypothesize that US soybean futures
prices can also influence Chinese soybean futures
prices in a significant way.

ii. Wheat

China produces approximately 108,712 TMT?
(thousand metric tons) of wheat annually. This makes
China the world’s largest wheat producer. At the same
time, China is the world’s seventh largest importer of
wheat, importing an average of 4,247 TMT of wheat.
This is because China has a population of over 1.3
billion people, and domestic consumption in China may
surpass its production. Another reason is that variability

in production and quality issues also compel China to
import a certain quantity of wheat.

Winter wheat is the kind that China imports from
the U.S. The United States is the third largest producer
of wheat in the world. On average, the United States
produces 62,550 TMT of wheat. United States imports,
on average, 2,584 TMT and it exports 28,547 TMT,
making the U.S. the largest wheat-exporting nation in
the world.

The futures market of wheat indicates the
demand and supply in the spot market. The futures
prices are even more sensitive to import. For example,
on December 20th, 2001,a U.S. exporter claimed to
have sold 200TMT soft red winter wheat to China. The
price of soft wheat futures traded in CBOT soured and
reached a historical high level. The characteristics of the
wheat markets in China and U.S. represent a possible
interactive relationship between the two markets.

Government  policy affects patterns  of
information flows. The commodities copper, soybean
and wheat are subject to different levels of government
regulation in China. Table 1 displays the import duty and
value added tax for copper, soybean and wheat imports
to China. Agricultural products such as soybean and
wheat evidence stronger protection from government
compared with copper. Moreover, different from
soybean and copper, wheat has an import quota that
has been set at 9.64 million tonnes. The import duty that
excess quota is 65%.

Table: Import duty and value added tax of copper, soybean and wheat in China.

Import duty
Commodity most favored nation Regular V alued added
within quota excess guota

copper No quota 0% 0% 17%

soybean No quota 3% 180% 13%

wheat 1% 65% 180% 13%
[V. DATA AND SUMMARY STATISTICS first, identify the nearby futures contract, which is the
2) Data nearest actively traded contract to spot month. Then use

| chose copper, soybean and wheat futures
contract traded on SFE, DCE and ZCE respectively and
all three contracts traded on CME. The three contracts
are all among the first futures contracts listed in the
futures exchanges and they have been very actively

traded since then. Table 2 summarized the
characteristic of futures contracts traded in different
exchanges.

Using daily settlement prices, similar as in Guo
(2016) | constructed a nearby futures price series.
Futures’ series are different from equity’s because
futures are of different contracts and equity is a
continuous time series itself. The method is as following:

2 (source: http://www.fao.org/statistics/en/)

© 2017 Global Journals Inc. (US)

the settlement prices of the nearby contract until it
reaches the first day of delivery month. At this point, we
use the contract of the next nearby month. The reason
to use nearby contracts is that they are the most actively
traded and liquid contracts.



Table 2: Structures of the futures contracts of copper, aluminum, soybean and wheat traded in CME, SFE, DCE,

and ZCE
Commodit Copper Soybean Wheat
Exchange CME SFE CME DCE CME ZCE
Trading Unit 25,000 pounds 5tons 5,000 bushels 10 tons 5,000 bushels 10 tons
Pricing Unit U.S. Cents/pound Y uan/ton U.S. Cents/pound Y uan/ton U.S. Cents/pound Y uan/ton
Tick Value 0.05 Cents/pound 10 Y uan/ton 0.025 Cents/pound 1Y uan/ton 0.025 Cents/pound 1Y uan/ton
Daily Price limit N/A < 3% of previous N/A < 4% of previous N/A < 4% of previous
settlement price settlement price settlement price
Contract Month January-December January-December January, March, May, |January, March, May, |March, May, July, January, March, May,
July, August, July, August, September, December | July, August,
September, November [ September, November September, November

Termination of 3rd last business day of |15th of the trading 15th of the trading 10th of the trading 15th of the trading month |last 7th trading day of
Trading the trading month month month month the trading month
Delivery Period Any business day 16th to 22th of the 2nd business day falling | 7th day after the last 2nd business day 1st to last trading day of

beginning on the first  [trading month the last trading day of  |trading day of the following the last trading |the trading month

day of delivery month the delivery month trading month day of the delivery month
Settlement Type Physical delivergy Physical delivergy Physical delivergy Physical delivergy Physical delivergy Physical delivergy
Trading Hours CME Globex: CME Globex: CME Globex:

Sunday-Friday, 6:00pm- | Monday-Friday, 9:00am- Sunday-Friday, 6:00pm- |Monday-Friday, 9:00am-{ Sunday-Friday, 6:00pm- |Monday-Friday, 9:00anH

5:15pm (5:;pm-4:15pm | 11:30am, 1:30pm-3pm | 7:15pm, 9:30am-1:15pm |11:30am, 1:30pm-3pm  |7:15pm, 9:30am-1:15pm | 11:30am, 1:30pm-3pm

Central Time) with a 451

minute break each day

beginning at 5:15pm

(415CT)

CME ClearPort: Open Outcry: Open Outcry:

Sunday-Friday, 6:00pm- Monday-Friday, 9:30am Monday-Friday, 9:30am-

5:15pm (5:pm-4:15pm 1:15pm Central Time 1:15pm Central Time

Central Time) with a 451

minute break each day

beginning at 5:15pm

(415CT)

Open Ouitcry:

Monday-Friday, 8:10am-

1:00pm (7:10am-

12:00pm Central Time)

Because of the availability of data, the time
periods | chose for the three contracts are not the same.
Data of copper futures used by this paper are the daily
settlement prices from 2 January 2008 to 15September
2011 obtained from the website of the Shanghai Futures
Exchange and Wiki posit. Data of soybean futures are
the daily settlement prices from 4 January 2006 to
30December 2011 obtained from the website of the
Dalian Commodity Exchange and Wiki posit. As of
wheat futures, | used the daily settlement prices from 4
January 2006 to 30 October 2009 obtained from the
website of the Zhengzhou Commodity Exchange and
Wiki posit.

In order to make the data comparable, | deleted
non matching data caused by different holidays and
consolidated the quotation units of the data. Quotation
unit for copper futures contracts traded on CME is US
cents/pound and quotation units for soybean and wheat
on CME are US cents/bushel. All Chinese futures
contracts are quoted as Yuan/ton. | converted the
quotations for copper to US dollar/pound and
quotations for soybean and wheat to US dollar/ton. | use
daily exchange rate to convert Chinese Yuan to US
dollar. The historical exchange rate data is obtained
from Wiki posits.

Table 3: Symbols

CCuU Copper futures traded on Chicago Mercantile Exchange (CME)
SCU Copper futures traded on Shanghai Futures Exchange (SFE)
CSS Soybean futures traded on Chicago Mercantile Exchange (CME)
DSS Soybean futures traded on Dalian Commodity Exchange (DCE)
CWT Wheat futures traded on Chicago Mercantile Exchange (CME)
ZWT Wheat futures traded on Zhengzhou Commodity Exchange (ZCE)

b) Summery Statistics

Table 4 presents the descriptive statistics of
copper, soybean and wheat contracts traded in China
and the US. We notice that the prices are not normally
distributed. Rather, copper and soybean prices are
negatively skewed and wheat prices are positively

skewed. All the excess kurtosis of the six time series is
negative, which is at odds with conventional wisdom of
heavy-tailed distribution for financial data, such as in
Babbs and Guo (2016). Copper and soybean futures in
China and US are significantly positively correlated.
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Table 4. Descriptive statistics

Commodity Copper Soybean Wheat

Location us China us China us China
Mean 3.6739 3.2288 372.2443 536.2280 218.8540 223.6881
Standard Error 0.0308 0.0289 2.6595 3.5463 2.4161 1.2557
Standard Deuiation 0.8928 0.8367 99.7564 133.0219 72.3209 37.5869
Kurtosis -0.5095 -0.5798 -0.9677 -0.5761 -0.0007 -1.3925
Skewness -0.5681 -0.5784 -0.0458 -0.2057 0.8735 0.1238
Correlation 0.99057285! | 0.938801729 0.3734

Figure 1 to Figure 3 plot the price moving trend and soybean futures, which indicate a long run

of copper, soybean and wheat futures. From the trend

above, we can see similar moving patterns for copper  pattern in wheat futures.

© 2017 Global Journals Inc
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Figure 2: Price dynamics of soybean futures

relationship. However, there seems to be no such
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IV.  METHODOLOGY

a) Cointegration Test

Before testing for cointegration, each individual
price series should be examined for (1) first. The
commonly used methods to test for the presence of unit
roots are the Augmented Dickey-Fuller (ADF) unit root
tests (1981). ADF test correlation by assuming that the
series follow an AR(p) process and adding lagged
difference terms of the dependent variables. Unit root
can be tested by the ADF model, which is primarily
concerned with the estimate off. In the following
equation, wetest the null hypothesis of 8 = 0 against the
alternative hypothesis of6 < 0:

k

Ay, =p+6t+0y, 1+ ) piAyi1+ @,

i=1

Where A denotes the first difference, y,is the
time series being tested, Zis the time trend variable, and
kis the number of lags which are added to the model to
ensure that the residuals, ¢, are white noise. The result
of not rejecting the null hypothesis implies that the series
is non-stationary; whereas rejection of the null indicates
the time series is stationary. If the series is non-
stationary and the first difference of the series is
stationary, the series contains a unit root.

If the futures prices are integrated of the same
order, in this case, | (1), Johansen's cointegration tests
can then be conducted.

k-1
AY, =c+3Y,_ + Zui AY,_; + 6,
i=1
Where A is a symbol of difference operator. 6,is

a 2*1 vector of residuals. The VECM has information
about the short-and long-run adjustment to changes in

Y, via the estimated parameters Jand U;. Here, the
expression 3Y,_; is the error correction term and 3 can
be factored into two separate matricesaand B, such as
J=ap’ where B’ denote the vector of cointegrating
parameters while o is the vector of error correction
coefficients measuring the speed of convergence to the
long run steady state.

Johansen suggested two test statistics to test
the null hypothesis that there are at most rcointegration
vectors. The null hypothesis is the rank of the coefficient
matrix: 3, is at mostr, forr =0, 1, L ... n-1 . The
cointegration test is done by applying the methodology
proposed by Johansen (1988) based on the trace and
maximal eigen value statistics.

n
Ttrace = -T Z In (1 - Ti)
i=r+1
Tmax —eigen = _Tln(l - Tr+1)

wherez,...t, are r largest squared correlations
between the residuals obtained by regressing AY,
andAY,_;on AY,_;,AY,_,,...AY,_,_; and 1. In this case,
the null hypothesis should be tested for €0 and r<1. If
r<0 cannot be rejected, we will conclude that there is no

co integration. If r<0 is rejected and r<1 is not rejected,
it says that there is a co integration relationship.

b) Vector Error Correction Mode/

This section presents the Vector Error
Correction model (Engle and Granger, 1987) to analyze
price transmission between markets in the two
countries. If futures contracts traded in China and US
are co integrated, they can be represented by the
following model:

AUF, = a; + b Z, 1 +X¥V_ ¢, AUF,_; + X1, dy ;ACF,_; + €1, )

ACFt = az + bZZt—l + Z?:l C2,i ACFt_i + Z?:l dz,iAUFt—l + 62,t' (2)
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UF and CF represent the daily prices of futures
traded in Chinese and US futures markets respectively.
Zi_1 = UF,_; —9CF,_4, is the error correction term and
€ .and e, , are white noise.

This approach is widely used in the literature to
describe price interactions among various
informationally linked markets (see Booth et al., 1999),
as it captures both short and long term effects of
information flow across markets. In particular, short term
effects are captured by cross market lagged returns in
the equations and long term effects are reflected long
term equilibrium error correction terms, defined as the
difference in the last period’s price between the two
markets. One important thing is to understand that price
discovery refers to the impounding of new information
into the price. When one market is considered leading
the other in information transmission, it means
information disseminates first in this market. However, it
does not necessarily imply that this market is the original
source of information.

c) Volatility spillovers

Volatility is another important source of
information. An examination of volatility spillover can
help us further in understanding information
transmission process across markets. Considering a
multivariate GARCH (1,1) model:

3)

2 _ 2 2 2
0fy = w1+ a10{ 1 + Pr1&fr—1 + V1€511

4)

The termse; and g, in the above equations are
residuals from equation (1) and (2). In equation (3) and
(4), the conditional volatility is influenced not only by
past residual shocks from its own market, but also by
those from the other market. Volatility spillover are
measured by coefficients y;and y,.

2 _ 2 2 2
03¢ = Wy + 051 + Pr€5r1 + V2Eie—1-

V.  EMPIRICAL RESULTS

Cointegration analysis is conducted to detect
long-run and short-run relationship before examining the
price discovery process and volatility spillover. Based on
the AIC criterion, | find the model has lowest AIC at two
lags. ADF unit root tests are done before the
cointegration tests.

Table 5 presents the result of ADF unit root
tests. It indicates the existence of unit root in each of the
log futures price series. Further, test result shows that all
the series are stationary after the first order difference,
which indicates that all the time series follow /1)
process.

Table 5: The Augmented Dickey-Fuller (ADF) unit root tests

copper soybean wheat critical values
no trend CCu SCU Css DSS CWT IWT 1% level 5% level 10% level
log prices 0.0418 0.3050 0.8052 1.2143 0.3601 1.207
First -2.567  -1.941  -1.617
. -33.5057 -27.6224 -36.7441 -17.9937 -29.815 -34.238
difference
with trend Cccu SCuU CSS DSS CWT IWT critical values
log prices -1.4007 -1.2911 -1.7931 -1.3637 -1.1956 -3.938
First -3.965 -3.413 -3.129
s -33.4824 -27.6187 -36.7486 -17.0552 -29.860 -34.252
difference

Since all the time series of futures prices follow |
(1), | can test the cointegration relationship across
markets. The results of cointegration test for the copper,
soybean and wheat futures price data series are
presented in table 6. For copper futures, both the trace
and maximal eigen value tests significantly reject the null
hypothesis of none cointegration vectors, whereas the
test fails to reject the null hypothesis of one
cointegration. For soybean futures, there is one
cointegration equation at 5% significant level according
to the trace test, but no cointegration relationship has
been detected based on the maximal eigen value test
There is no cointegration relationship for Wheat futures.

© 2017 Global Journals Inc. (US)



Table 6: The Johansen con integration test

Null Statistics 5% critical value
Hypothesis - -
trace max-eigen trace max-eigen
r<0 28.56144" 27.57577* 154947  14.2646
copper
r<1 0.985674 0.985674 3.8415 3.8415
r<0 16.09256* 13.9663 15.4947 14.2646
soybean
r<1 2.126257 2.126257 3.8415 3.8415
r<0 4.651628 3.57155 15.4947 14.2646
wheat
r<1 1.080078 1.080078 3.8415 3.8415
This result is consistent with results from important in explaining the price discovery process for

previous research. Hua and Chen (2007) examine the
co integation relationship using data ranging from
January 1998 to 31 December 2002 and January 1998
to 31 December 2004. They both receive that result of
no cointegration of wheat futures between China and
US. Since wheat is the staple food in China and the
government has more control over it than other
commodity products, it is not hard to understand the
non-cointegration relationship.

Estimation result from the VECM model for
copper futures series are reported in Table 7. A number
of observations can be derived from the estimation
results. First of all, at a 5% significant level, only the
coefficient of error correction term in SCU equation is
significant. This implies that the error correlation term is

Chinese copper futures market. This demonstrates the
leading role of US copper futures market in processing
information. In equation (2), the coefficients of both lags
of US copper futures market are significant at 1%. We
can interpret from this result that US market has an
impact on the price discovery process of Chinese
copper futures market. In equation (1), the coefficient of
first lag of SCU is significant at 1% and the coefficient of
second lag is not. This implies that Chinese copper
futures market has a shorter term lagged impact US
copper futures market than US to China. Another
interesting finding is the impact that the past information
has to its own country is negative whereas the impact to

the other country is always positive.

Table 7:VECM estimation results for copper futures; ** refers to 5% level of significance.

Explanatory variables
Dependent V ariables ACCU ASCU

Coefficient t-stat Coefficient t-stat
Ziq -0.032 -1.190 0.069** 3.879
ACCU -0.207** -4.727 0.360** 12.476
ACCU ., -0.085 -1.912 0.170** 5.797
ASCU 4 0.159** 2.745 -0.218** -5.725
ASCU ¢, 0.072 1.480 -0.008 -0.250
c 0.001 0.308 0.001 0.465

Table 8 presents the VECM result of soybean
futures market. At a 5% significant level, coefficients of
error correction term in both equations are significant, -
0.012 (t-value = -1.981) and 0.008 (t-value = 2.516).
This indicates a bidirectional error correction process
between the two futures markets. In both equations, only
coefficients of first lag across market impact are
significant. The impact from U.S. soybean market to

Chinese soybean market is bigger than the other way

round.
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Table 8: VECM estimation results for soybean futures; ** refers to 5% level of significance.

Dependent Variables Explanatory variables
ACSS ADSS

Coefficient t-stat Coefficient t-stat
Zig -0.012 -1.981** 0.008** 2.515
ACSS 4 0.048 1.699 0.213** 14.503
ACSS ¢, 0.007 0.218 0.026 1.663
ADSS 4 -0.124** -2.366 -0.633** -2.292
ADSS ., 0.090 1.836 0.053** 2.071
c 0.0005 0.916 0.0004 1.326

The overall results of VECM in both copper and
soybean futures markets show that the U.S. and
Chinese markets are informationally linked on daily price
basis. There is a bidirectional relationship between the

two markets and the relationship is asymmetric. US
copper and soybean futures market has a stronger
impact to Chinese soybean and copper futures market
than Chinese market to U.S. market.

Table 9. GARC Hestimation results for copper futures; **refers to 5% level of significance.

copper
Variable Coefficient z—Statistic Prob.

w1 0.000114** 6. 864283 0. 00000

1 0.134492** 3. 090528 0.00200
a 0.420052* 7.938181 0. 00000
Y1 0.699133** 8. 77136 0. 00000
W, -0. 0000012 -0. 736315 0.46150
Bo 0. 023959 1.448998 0.14730
as 0.739359* 35. 63051 0. 00000
Y2 0.105589** 8. 721536 0.00000

The coefficients of importance in the bivariate
GARCH (1, 1) model are y; and y,. They capture the
volatility spillover from one market to the other. In Table
9, the corresponding volatility-spillover coefficients are
all significant at 5% significance level. This result implies

strong interactions between the two countries’ copper
futures markets. Table 10 represents the volatility
spillover for the soybean markets. Different from copper
futures, we can see that there is no significant feedback
effect between the two markets for soybean futures.

Table10: GARCH estimation results for soybean futures; **refers to 5% level of significance.

Global Journal of Management and Business Research (C ) Volume XVII Issue II Version I
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soybean
Variable = Coefficient z—Statistic Prob.
“1 0.000132* 5. 057478 0. 00000
B 0.737435** 7.579515 0. 00000
aq 0.259663** 5.343434 0. 00000
Y1 0.000136 0. 255335 0. 79850
W, 0.000127** 5. 184467 0. 00000
Bo 0.791866** 7.241912 0. 00000
as 0.213742** 3.485253 0. 00050
Y2 0.001048 0.804272 0.4212




VI.  CONCLUSION

Given the rapid development of the Chinese
futures market and the competition and cooperation
among futures exchanges, it is important to understand
the international linkage between the Chinese futures
market and other international futures markets. This
paper examines the price discovery process and
volatility spillover in the Chinese futures market and the
U.S. futures market. In particular, | investigate the lead-
lag relationships using the VECM model and the
GARCH (1,1) models. By choosing one representative
futures contract, | find a consistent result with previous
research about the information transmission process. It
shows that the price series of copper futures and
soybean futures are cointegrated across markets. For
copper futures, there is a bidirectional relationship
between the two markets and the relationship is
asymmetric. The US copper futures market has a
stronger impact on the Chinese copper futures market
than the other way around. As for the soybean futures,
there is a one-lag price transmission across markets.
However, no volatility spillover has been found for
soybean futures markets. Wheat futures traded in the
two countries are not cointegrated. The Chinese wheat
futures prices are more likely to be determined by
domestic demand and supply condition. This is
consistent with the observation that imports and exports
of wheat are highly restricted with high tariff rates and
quotas in China.
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The Extent to Which Financial Crises Are
Occasional and the Role of Collateralised
Derivatives in the Global Financial Crisis

Stanyo Dinov

Absiract- The article aims to explore to which extent financial
crises occur periodically and under what particular conditions,
or whether they are occasional and unpredictable. By recalling
some of the financial crises from the last century, using historic
and systematic approach of investigation the article analyses
the factors and the events which stimulate a financial crisis.
Particular attention is pointed at the last global financial crisis
and one of its reasons, namely the collateralisation of the
derivatives of mortgage loans on the US property market. In
this regard, different factors are compared, such as the part-
abolishment of the Brett on Woods agreement and its
replacement with a floating currency system, the development
of new innovative financial products, the deregulation of the
financial markets and the increase of debt in the private sector.
The work examines common patterns stimulating financial
crises and at the end gives answers to what extend financial
crises can be predictable.

L. [NTRODUCTION AND PURPOSE

n the following paper, it is investigated whether

financial crises (FCs) follow are depended pattern on

certain factors. In this regard, attention is paid to the
reasons for the FC of 2007/8 and to events and changes
inevitable in the modern market system. Representing
the facts of the last global financial crisis and comparing
some of the past FCs with the most recent one, the
article tries to outline factors and characteristics which
lead to the outbreak of the FC. The most important
conclusions and new regulatory proposals will be
outlined at the end.

II.  FiINANCIAL CRISES, DEPENDENCY AND
FACTORS CAUSING THEM

FCs are common in market economies, and
relatively frequent.! They are the norm in emerging and
advanced industrial economies. FCs are a
commonplace and creatures of habit.> Most of the
industrial western societies were troubled by cycles of
FCs during the last century.

Author: e-mail: stdinov@abv.bg.

" Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t See
Them Coming, (Oxford 2012), 29.
2 Roubini N. and Mihm S., Crisis Economics, (London 2010), 4, 16.

a) Definition

There is no exact definition of a FC. FCs are
defined in different ways, nevertheless all the definitions
include common inherent features. FC can be
determined as a ’disturbance to financial markets
associated typically with falling assets prices and
insolvency among debtors and intermediaries, which
spreads through the financial system, disturbing the
market’s capacity to allocate capital within the
economy .’

A FC in its pure form is an exit from bank debt.”
Such an exit can lead to a massive deleveraging of the
financial system. It is not the asset side of banks which
is the problem, but the liability side.

After all, financial systems are built on belief.®
Therefore, financial intermediaries cannot possibly honor
these short-term debt obligations if they are withdrawn
or not renewed.® Consequently, when the whole bank-
system cannot honor its contractual demands, it is a
systemic problem.” In an international FC, disturbances
spread over national borders, disrupting the market’s
capacity to allocate capital internationally.®

b) Past financial crises

FCs have always been with the market oriented
economies. FCs predate the rise of capitalism and have
a particular relation to it, as it gives them its their vitality
of innovation, power and tolerance for risk.? Under the
system of modern markets should be understood the
free market economic model formulated by Adam Smith
that countered the existing mercantilism. ‘No regulation
of commerce can increase the quantity of industry in any

3 Eichengreen, B. and Poters R., The Anatomy of Financial Crises,
(Stockholm 1987), 2. The authors differentiate between generalized
FCs on the one hand and asset-market linkages among bank failures,
debt defaults and foreign-exchange market disturbances on the other.
4 Gorton, G. B., Misunderstanding Financial Crises, Why we Don'’t See
Them Coming, (Oxford 2012), 5.

5 Geithner F. Timothy, Stress Test, Reflection on Financial Crises,
(London 2014), 7. “That’s why the word credit is derived from the Latin
for believe, why we say we can “bank” on things we believe true and
why financial institutions often call themselves “trusts”. (...) But when
people lost confidence in a bank, ... the result was a run on the bank
(...). AFC is a bank run writ large, a run on an entire financial system.”
8 Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t See
Them Coming, (Oxford 2012), 5.

7 Ibid.

8 Ibid.

9 Roubini N and Mihm S, Crisis Economics,(London 2010), 4.
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society beyond what its capital can maintain.’'°
Nevertheless, it is idealistic to assume that markets can
be left to run by themselves without any regulation,
assuming also that some of the Asian markets which are
integral parts of the global market are driven by
purposeful state interests.” The last FC confirmed the
view oppositely of a market’s self-regulation.

Examples of FCs producing horrendous losses
and collapses are: the first global FC in 1825 and the
panic in 1907; the 1929 stock market crash in New York
and the Great Depression in the 1930s; the Third World
Debt Crisis during the 1980s; the Asian Financial Crisis
from 1997; the Russian crisis and the fall in stock market
prices following the end of the technological ‘bubble’ in
2000 and the last global FC leading to a European debt
crisis and a post crisis recession.

All these examples show that FCs have been a
consistent part of the last century. FCs are not
occasional, because there are particular reasons for
their outbreak. Therefore, it is important that they are
properly analysed. As the former British prime minister
Gordon Brown said: ‘If we do not understand fully the
biggest economic shock of our generation we are
destined to repeat its mistakes’." For this purpose, in
the following will closely explore the causes of the last
global FC.

c) The global FC in 2007/8

As already mentioned FCs have the same root
causes and therefore have something in common,
however much each FC may have some different
features. The last FC of 2007/8's special feature which
distinguishes it from other FCs is financial innovation.™

The FC 2007/8 started with the collapse of
liquidity on the US real estate market. It developed into a
solvency crisis with the bankruptcy of Lehman Brothers
in 2008, '* and a dislocation in the market which resulted
in a global recession in 2009.

There are many opinions and explanations
about the causes of the FC. However, here will be
assumed

0 Smith A, An inquiry into the nature and the causes of the wealth of
nations, (Oxford 2005), 361.

™ South Korea as well as China among others are good examples
where the whole state consolidates its power with the goal to create a
strong market and economy.

"2 Brown, Beyond the Crash, (London 2010), vii.

8 Cf. Gorton, G. B., Misunderstanding Financial Crises, Why we Don't
See Them Coming, (Oxford 2012), 30; Eichengreen, B. J., Hall of
Mirrors, (Oxford 2015), 67. The innovation was heralded as a
significant step in the direction of financial democracy, given the
miserly returns available on bank accounts. However, later after the
FC, the view was completely different.

4 Before Lehman Brothers, Bear Sterns, the seventeen-largest US-
bank was completely enmeshed in the fabric of the system. It had
borrowed about $ 80 billion in the tri-party repo market. About a third
of the bank’s repo was collateral in the form of mortgage securities
and it had 750,000 open derivatives contract. The bank was saved
from insolvency through purchase by JPMorgan Chase.
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Macroeconomic factors such as:

e Global finance imbalance with capital flowing from
emerging to industrial countries;
e Long period of low interest rates and

Microeconomic factors, including:

e Massive accumulation of debt by companies and
households unaware of the taken risk;*

e Rating agencies underestimating risk in order to
make hefty fees by accessing the securitization;

e Trend of company policy to stimulate managers
going over the allowed risk;

e Excessive innovation leading to overly complex

financial products and opaque markets which
undermined transparency leading to ‘shadow
banking’;

e Mixing of super senior debts with bonds, securities
and other low risk products and sending them
overseas with high credit rating; ™

e Lack of existing appropriate market legislation and
regulation.

All these factors played a crucial role as causes
of the crisis, yet, in this paper particular attention will be
given to the role of the new derivative products such as

® Cf. Valdez S and Molyneux P, An introduction to global financial
markets, 7th edn., (London 2013), 276f. Gorton, G. B.,
Misunderstanding Financial Crises, Why we Don’'t See Them Coming,
(Oxford 2012), 63ff, 67; Dewey, David Rich, (New York 1918), Financial
History of the United States; Geithner F. Timothy, Stress Test,
Reflection on Financial Crises, (London 2014), 107, 110. Four of sixty
million American homeowners with mortgages had fallen behind on
their payments. A further ten to fifteen million households were
encumbered with mortgages debts that now exceed the value of their
homes. Between 1985 and 2008, in the United States, the borrowing in
the household sector had risen from 50% to about 95%. In the financial
sector, mortgage-related securities also grew enormously. As of 1980,
the amount of mortgages-related securities per capita was $ 487,78, in
2006 it was $ 25,839. This presents two trends. Firstly, more and more
people were getting mortgages. Secondly, more and more mortgages
were being financed through mortgage-backed securities insurance,
rather than by banks holding the mortgages on their balance sheets.
The trend also shows the combined effect of the credit boom in
mortgages and a financial innovation used to facilitate the credit
creation. See also Geithner F. Timothy, Stress Test, Reflection on
Financial Crises, (London 2014), 150. Everyone could see there was
“froth” in some housing markets, as Greenspan put it. Eichengreen,
B. J., Hall of Mirrors, (Oxford 2015), 316; To some extend the US real
estate boom can be compared to the boom of sales in public land
prior to the panic of 1837. In 1836, eight times more land was sold
than in 1832. Borrowers found ready accommodation at local banks,
and with their purchases from the land receiver; the purchase money
in many instances was thereupon re-deposited by the government in
the bank whence it came, where it once more served as a loan to
another or even the same land speculator. These local banks and the
government surplus thus become involved in a common network of
credits; banks were established to meet this temporary demand, so
that the lender leaned upon the borrower. Contemporary observers
noted the growth of bank credit.

¢ Brown G, Beyond the Crash, (London 2010), 53. Half of the US
securities assets, including mortgage backed securities were send to
European banks.


http://encore.lib.gla.ac.uk/iii/encore/record/C__Rb2957941__SAn%20Introduction%20to%20Global%20Financial%20Markets__Orightresult__X5;jsessionid=18BF7E50221B6FA0B5C0C5FCA470EE13?lang=eng&suite=cobalt�
http://encore.lib.gla.ac.uk/iii/encore/record/C__Rb2957941__SAn%20Introduction%20to%20Global%20Financial%20Markets__Orightresult__X5;jsessionid=18BF7E50221B6FA0B5C0C5FCA470EE13?lang=eng&suite=cobalt�
http://encore.lib.gla.ac.uk/iii/encore/record/C__Rb2957941__SAn%20Introduction%20to%20Global%20Financial%20Markets__Orightresult__X5;jsessionid=18BF7E50221B6FA0B5C0C5FCA470EE13?lang=eng&suite=cobalt�

credit default swaps (CDSs) introduced by JP Morgan
Chase in 1994,

The lowered interest rates in the USA fuelled a
credit boom attracting many people to invest in the
property market by taking cheap loans. In fact, Word
War Il made possible the whole transformation of the
world’s financial system with the new post-war
economic order created at Brett on Woods." The
breakdown of the Brett on Woods system,'® with the
replacement of the gold standard with a floating
currency system led to the start of a new phenomenon,
financial innovation'® and, in particular, derivatives.?® All
raw materials and commaodities influencing a currency
moderate in the future and the derivatives valued them.
Actually, the FC in 2007/8 can be described as a
derivative crisis on mortgages loans on the US real
estate market. Derivatives were invented in the 1970s
and they boomed, with the opportunity to apply them to
a loan in order to diversify the risk. The danger of the
derivatives trading was that they created wider
systematic risk.?" Nobody was able to predict the market
development. CDOs were created from economic
models based on positive market development.?
According to the International Swaps and Derivative
Association (ISDA), by 2005, the value of CDOs
exceeded $ 1,5 trillion by one estimate.”® They were a
novelty. A few experts in this area have knowledge about
them and they are not reluctant to talk about it.?* They
were non-transparent and the buyer as well as the
broker had no idea how this product would be
transformed and where it would finally land. Derivatives
had a commercial boom, however, they have been
criticised for the risk of losses using leverage or
borrowing, as well as for not working smoothly.?® The
American investor Warren Buffett compared them in his
Berkshire Hathaway annual report in 2002 to investors

" Roubini N and Mihm S, Crisis Economics, (London 2010), 25.

'® The Bretton Woods agreement replaced the existed international
gold standard fixed to the GBP with a new currency standard. All
national currencies become fixed to the US dollar. Its value was ecuate
to 35 ounce gold.

% Gorton, G. B., Misunderstanding Financial Crises, Why we Don't See
Them Coming, 132. Financial innovation includes General Collateral
Finance (GCF) repo by the Depository Trust and Clearing Corporation
(DTCC). The innovation mostly hidden from the public eye, are part of
long history of innovation, including the development of checks,
clearinghouses clearinghouse loan certificates, electronic registration
of securities, and the development of safe and efficient payment and
settlement systems.

20 Roberts R, Inside International Finance, (London 1999), 27.

2 Tett G, Fool’s Gold, (London 2012), 43.

22 |n paticulr: CDS.

2 Eichengreen, B. J., Hall of Mirrors, (Oxford 2015), 76. In truth no one
really know. The value of CDOs outstanding, much less who held
them. One survey conducted by the ISDA suggested that there were $
17 trillion of CDSs outstanding in 2005.

2 Tett G, Fool’s Gold, (London 2012), xiif.

% Cf. Deutsche Bank AG v ANZ Banking Group Ltd 2000 WL 1151384;
Peregrine Fixed Income Ltd (In Liquidation) v Robinson Department
Store Plc [2000] CLC 1328.

as: ‘time bombs, both for the parties that deal in them
and for the economic system’, ‘financial weapons of
mass destruction’, ‘with mind-boggling complexity’,
depending on creditworthiness, that, while now latent,
are potentially lethal” sent from the bankrupt energy
company Enron for many years into the future rather

being kept on their books’.?®

The Asian crisis in 1997 highlighted the problem
with CDOs. A lot of capital flooded from Asia to the USA
and financed the huge US current account deficit,
fuelling excessive demand for credit and mortgage
loans.?” This capital was repackaged later into
mortgage-backed securities and other credit derivatives
like CDOs® and sent to investors outside the USA, who
were attracted by the high yields of these structured
products in the blind faith that the underlying parties had
AAA credit ratings.?® The American Commodity Futures
Modernization Act 2000 (CFMA) contributed to the
whole process as it eliminated federal and state
regulatory oversight of financial derivatives and enabled
the process of their placement.® In 2003 the Bank of
International Settlement (BIS) warned that not all

% See http://www.berkshirehathaway.com/2002ar/2002ar.pdf, 13,
accessed 26 January 2015.

27 Cf. Bank of India, Asia and the Subprime
<http://www.rbi.org.in/scripts/bs_viewcontent.aspx?ld=2250>
accessed 23 January 2015; Eichengreen, B. J., Hall of Mirrors, (Oxford
2015), 86. The Alan Greenspan'’s rebuttal (2009) to Taylor's indictment
that loose Fed policy with low interest rate in 2003/04 had caused the
housing bubble, was that there was a “tectonic shift” in China and
other parts of the developing world from central planning to market-led
growth.

% Credit default swaps or super senior swaps protecting depositors
and eliminating potential deposit insurance.

2 Bank of India, Asia and the Subprime
<http://www.rbi.org.in/scripts/bs_viewcontent.aspx?ld=2250>
accessed 23 January 2015.

30 Cf. Eichengreen, B. J., Hall of Mirrors, (Oxford 2015), 70ff. CFMA
relieved issuers of CDSs from having to hold reserves against the
possibility that they would have to make payments to purchases of
those instruments. CDSs had been designed to allow investors in
mortgages-backed securities to insure themselves against default on
the mortgages in the underlying pool. Interestingly, the CFMA and the
Riegle-Neal, Gramm-Leach-Bliley Act 1999 (GLB) were all signed into
law by a president affiliated with a party that had once, but no longer,
opposed deregulation of the financial sector - the same party that was
responsible during the presidency of Franklin Delano Roosevelt for
putting in place the elements of modern financial regulation. The
legislation issued during the presidency of F.D. Roosevelt after the
Great Depression and within 100 days, the Glass-Steagall Act
changed four special provisions of the Banking Act 1933 and
separated the investment banking of commercial banking and
prevented deposit-taking commercial banks from engaging in security
and insurance underwriting. The Act was euthanized by GLB, which
repealed residual restrictions on combining commercial, investment
banking and insurances. Also in 1933, the Fed adopted “Regulation
Q’, prohibiting banks from paying interest on demand deposits. The
contemporary perception was excessive competition for funds on the
part of commercial banks had driven up the cost of attracting demand
deposits and encouraged the banks in risky investments, contributing
to the crisis. In addition, Regulation Q was seen as a means of
enabling community banks to compete for deposits and lend to their
local communities.

Crises,

Crises,
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financial innovations were good.®" Up to the time of the
2007 FC there were no existing regulations to control the
issue of derivatives.®* However, the instruments were
attractive for investors because they were exotic,
compley, illiquid and profit-promising. The securitisation
of the loans achieved a bizarre level of complexity. *
Basel | and Il did not anticipate securitizing assets.*
CDOs were combined with other CDOs to reduplicate
triple, square cube many times, so that it was difficult to
value them by conventional means and only
mathematical models were able to value them on the
bases of optimistic assumptions minimizing the
measured risk.* Thanks to securitisation, the credit risk
was transferred from retail to investment banks, then,
combined with other financial instruments, it was spread
around the globe.* Via structured investment vehicles

3 Tett G, Fool’s Gold, (London 2012), 179.

% Tett G, Fool’s Gold, (London 2012), 70.

3 Cf. Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t
See Them Coming, (Oxford 2012), 47, 50, 63, 129, 190; Eichengreen,
B. J., Hall of Mirrors, (Oxford 2015), 75, 171. Securitization involves
financing loans by selling them. Since a loan or mortgage is a legal
commitment of the borrower to repay the loan over some years, the
loan contract is a legal commitment of cash coming in over a future
period. Rather than holding mortgage, student, auto or corporate
loans on their balance sheets, where they had to be funded, banks
pooled their loans and transformed them into securities and sold them
to other investors. The pool was split into tranches, with the senior
tranche receiving a first claim on the cash claim from the underlying
loans. The junior tranches received payment after the senior tranch.
The subsequent payments were referred to as the ‘cash-flow
waterfall”. The fagade of security allowed the senior tranche to obtain
AAA rating and to be sold off to pension funds and insurance
companies. The resulting securities were known as collateral debt
obligations (CDOs). Securitization meets the need for collateral, which
often took the form of asset-backed securities. Collateral can be used
to back repo and asset-backed commercial paper (ABCP). Therefore,
one kind of long-term debt, asset-backed securities (ABSs) becomes
the backing for the short term debt. Money must be backed with
collateral that is riskless, o near riskless, to minimize the problem of
suspicion that someone will think that other party have information
about the market, and can take advantage of it.Prior to the crisis, there
was a shortage of collateral, which was needed for purposes of
mitigating counterparty risk in derivatives for clearing and settlement
systems, and for repo. Securitization also create high debt that is used
as collateral. Since 1980, securitization has become an enormous
banking activity. In the United States during the FC 2007/8,
securitization funded between 30% and 75% of lending in various
consumer lending markets and around 64% of outstanding home
mortgages. In total, securitization provided over 25% of outstanding
consumer credits.

34 Roubini N and Mihm S, Crisis Economics, (London 2010), 204f. This
failure led to Basel I, but Basel Il did not protect major banks from the
kind of disruption that attend a major FCs, because it assumed that
the financial system was more stable that it actually was. First, banks
needed more high-quality capital. Second, the capital buffer
established for the banks was not enough to shelter them from the
shock delivered by the housing bust and the credit crisis. Third, the
quality of the capital defined by Tier | and Tier Il could deteriorate
significantly in time of crisis. Rather than relying on a Tier | definition
the bank capital might be measured as a Tangible Common Equity
(TCE).

% Roubini N and Mihm S, Crisis Economics, (London 2010), 33f.

% Roubini N and Mihm S, Crisis Economics, (London 2010), 34.
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(SIVs), the CDSs were diversified, extending bank
credits.

Two points were emphasized and repeated by
the last FC. The first is its scale; it included a large part
of the banking system, basically: investment banks.
Therefore, the crisis was called “systemic”.% Second,
the bank liability holders demanded cash, rather than
holding the bank debt. Because of that, a large amount
of short-term bank debt was turned in for cash at the
same time.*®

In comparison with the crisis in 1980 when
some banks went bankrupt, because they were not able
to share the credit risk, in 2007 the credit risk was widely
dispersed.® For that reason, the chairman of the
Federal Reserve (Fed) Ben Bernanke® and his
predecessor Alan Greenspan hoped that any ‘attendant
price fall’ would not lead to financial collapse because
the ‘blow would be softened by financial innovation’.*' In
reality, the bubble was stimulated by financial
innovation.* The transformation of credit risk in the
future had created ‘shadow banking’,* enabling banks
to keep the SIVs, not showing them on the official
balance sheets until the crisis forced banks to
acknowledge their losses.* The potential danger of the
derivatives in 2000 was not so obvious, not only to
politicians but for regulators too.

In 1998, Brooksley Born, the chairwoman of the
US Commodity Futures Trading Commission (CFTC),
floated the idea of regulating private OTC-derivatives,
customized deals that are not posted on public
exchanges, however, all the other US regulators and the
Treasury were deeply concerned that this plan could
create dangerous legal uncertainties about trillion of

37 Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t See
Them Coming, (Oxford 2012), 33, 45. There were 124 systemic crises
around the word from 1970 to 2007. Banks and bank debt were at the
root of every one of them.

% Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t See
Them Coming, (Oxford 2012), 33.

3 Tett G, Fool’s Gold, (London 2012), 179.

40 Cf. Eichengreen, B. J., Hall of Mirrors, (Oxford 2015), 1; Gorton, G.
B., Misunderstanding Financial Crises, Why we Don’t See Them
Coming, 148. Lehman Brothers was allowed to fail. *Bernanke
maintained that Lehman did not have the collateral to justify a loan
from the Fed of sufficient size to save them." However, “during a crisis
it is very hard, even impossible, to determine the value of assets. (...)
Until “Lehman’s failure many economists and regulators said during
the crisis that a big bank must be allowed to fail. No one admits this
now.

4 Tett G, Fool’s Gold, (London 2012), 179.

2 Roubini N and Mihm S, Crisis Economics, (London 2010), 17.

4 Geithner F. Timothy, Stress Test, reflection of Financial crises,
(London 2014), 82. The tremendous growth in financial sector credit
between 1995 and 2007 was almost entirely outside the traditional
banking system which lead to the rise in “shadow banking .

4 Cf. Roubini N and Mihm S, Crisis Economics, (London 2010); Tett,
Fool’s Gold, (London 2012), 116. SIVs were not mentioned in the
official reports of the Bank of England or the Financial Services
Authority (FSA).



dollars of existing derivative contracts and precipitate a
financial chaos.*

In addition, as stated above, the Basel Il rules
obliged banks to set aside 8% of their assets in order to
guarantee potential losses. Nevertheless, the capital
reserves were set against a small portion of the banks’
true exposure, because much of the risk was tucked into
shadow banks and only measured by very narrow and
flattering tools.* As a result, as the first signal of the
crisis, with the fall of German IKB, bank politicians and
regulators could not really understand what had
happened.*” The crisis was sudden and invisible,*
because most banks had not declared their losses of
toxic or distressed assets, hoping up to the end that
something would happen. In this regard, the UK prime
minister Gordon Brown offered to recapitalise the banks
only after a declaration of their losses.*

The crisis became significantly more serious in
2008 following the difficulties experienced at the US
Government Sponsored Entities (GSEs) Fannie Mae and
Freddie Mac, which were put into conservatorship. In all,
of the twenty-five largest US financial institutions at the
start of 2008, thirteen either failed (Lehman, Wa Mu),
received governmental help to avoid bankruptcy
(Fannie, Freddie, AIG, Citi. Bo sfA), merged to avoid
insolvency (Countrywide, Bear, Merril, Wachovia), or
transformed their business structure to avoid failure
(Morgan Stanley, Goldman).*® The US authorities
supported American International Group (AIG), but
decided to force Lehman Brothers into liquidation. The
failure of Lehman led to massive instability in global
stock markets.

The UK government first announced a three-
stage plan including: market liquidity, wholesale market
guarantees and recapitalisation. Similar to the UK and
the USA, most European countries announced financial
packages supporting the affected banks.®" The ECB put

% Geithner F. Timothy, Stress Test, Reflection on Financial Crises,
(London 2014), 86.

“ Tett G, Fool’s Gold, (London 2012), 191.

47 Tett G, Fool’s Gold, (London 2012), 191.

4 Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t See
Them Coming, (Oxford 2012), viii. The economists and bank
regulators did not see the possibility of a systemic crisis. They did not
see how capital markets and the banking system had evolved in the
last thirty years and they did not know of the existence of new financial
instruments or the size of certain money markets, like sale and
repurchase market.

49 Brown G, Beyond the Crash, (London 2010), xix, 31.

%0 Geithner F. Timothy, Stress Test, reflection of Financial crises,
(London 2014), 255f. The stock market also dropped 40% from its
peak in 2007.

51 Cf. Eichengreen, B. J., Hall of Mirrors, (Oxford 2015), 8, 63, 92, 136,
285f.; Dinov S., Malinahmen gegen die Schuldenkrise in Europa und
die Finanzkrisen in Deutschland und Japan, JSE Ne 4, 2013, 440, 4441,
In contrast to the catastrophe in 1930, where Central Banks were
blamed for not intervening as a Lender of Last Resort (LLR), in FC
2007/8 they did the opposite, however with controversial
repercussions. On November 25, 2008, in response to evidence of
distress in securitization markets, the Fed announced it would

700 billion Euros through the Target Il system for more
liquidity and assistance for the indebted member states
which caused outraged from others, because this way
the ECB tolerated misconduct from vulnerable states,
monetized their debt and endangered the whole
system. 2

On the whole, the response to the FC was
similar. The German measures to save IKB were similar
to those of the Japanese government in the Asian crisis
of 1990. The US idea to create a superfund: ‘Master
Liquidity Enhancement Conduit’ or ‘bad banks’ to buy
SIVs, % the nationalisation of banks and insurance
corporations and financial packages, was followed in
Europe as well. Europe conducted additional reforms for
centralised finance supervision and resolution via the
ECB. Nevertheless, in the USA there was additional
support for the banks and industry in order to overcome
the post-crisis recession;® in Europe, with the exception
of the UK, this was not the case.*®

d) Common factors stimulating financial crises
It is assumed that FCs can arise when firms fail
to manage their risk effectively, or some other source of

purchases up to $ 100 billion of direct obligation of Fannie Mae,
Freddie Mac, and the Federal Home Loan Banks and $ 500 billion of
their mortgage-backed securities with the goal to restarting mortgage
and housing markets. Nonetheless, lending directly to hedge funds
reflected a delayed recognition, following Lehman’s failure, of the
importance of the shadow banking system. And if the Fed was
reluctant to do more, the ECB was anxious to do less. The ECB
pumped € 700 billion through the Target-2 system in order to
compensate debts of some member states. The balance sum reached
€ 3 trillion, on March 12, 2012. The restrictions of Article 123 ESCB-
Statute which prohibits the purchase of newly issued government
bonds, had to be circumvented in 2011/12 and the Bank of France
might have done the same. The ECB agreed to buy bonds only on
secondary markets and only of countries that had agreed to a
programme with the European Stability Mechanism (ESM). And what
was problematic politically was problematic economically. The FC and
the Great Recession opened the debate in Europe, if the monetary
union as well as the banking, fiscal and capital market union could
proceed without a political union. The EU construct is still incomplete.
A smoothly functioning monetary union requires an interstate system
of taxes and transfers. A single currency and single market requires a
single regulator. Robert Halver, Brexit — Hard und Schmutzig,
<https://www.linkedin.com/pulse/brexit-hart-und-schmutzig-halver-
robert>, accessed 29 January 2017. To support the free monetary
policy, the ECB engaged its autopilots — the purchases of bonds until
the end of 2017.

%2 Dinov S., MaBnahmen gegen die Schuldenkrise in Europa und die
Finanzkrisen in Deutschland und Japan, JSE Ne 4, 2013, 440. The EU-
member states with high budget deficits used this refinancing in order
to issue more governmental bonds.

% However, European superfunds and bad banks were supported with
governmental help, whereas in the USA, this had to be done by private
banks.

5 Such as TARP, Public Private Investment Programme (PPIP) and
HARP-programmes. HARP reduced the mortgage payments of 3 to 4
million homeowners

% Here, the ECB policy of years-long low Euro interest rate for support
of the Greece budget deficit, is not considered, along with the Greek
bail out. See Geithner F. Timothy, Stress Test, Reflection on Financial
Crises, (London 2014), 447. As the German Chancellor Merkel told the
US president and Treasury secretary ~ we won 't do a Lehman”.
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external instability occurs and the operation of a
particular sector, market or the system is disrupted. This
is distinct from more general market volatility or specific
scandals which affect a particular firm. FCs are
influenced from market-internal and external factors
which lead to the banks’ illiquidity. By comparing past
FCs with the last one, there can be found some
similarities, such as: savings imbalances (the FCs in
1929 and in 2007); rapid growth in bank loans (the FC in
1929, the collapse of Brett on Woods, the technological
‘bubble’ in 2000; the last FC); hazard eagerness or
speculative boom presented by all FCs; deficiency of
confidence between the market players and
bank/customer; lack of appropriate regulation; timely
support from the Central Banks as a lender of last
resort,* refusing government bail outs.®

A common external factor of every FCs is a
panic. Panics happen when information arrives about
coming recessions.®® It is the fact that there are potential
problems that can cause a run.*® For example, in the UK
‘the institutional run which comes from the social media
belief that the financial system is not safe, caused some
UK banks to become bankrupt despite having credit,
such as the Royal Bank of Scotland’.

[11. EVENTS AND CONTINUITIES WHICH
[NFLUENCE THE FINANCIAL MARKET
SYSTEM

These days a new regulatory agenda based on
complex financial relations is emerging. It faces a
growing need to protect the continuing stability of
financial markets within an increasingly single integrated
and interdependent global marketplace. As an open
place, giving commercial initiative for many players
under equal conditions, the markets are vulnerable in
many predictable and unpredictable ways.

There are two main goals which the financial
system has to ensure. Its primary goal is to guarantee

% Paul K, Managing Extreme Financial Risk, (London 2014), 9, Credit
policy function of the Central Banks used to be a shield against
extreme risk when credit was the primary financial risk for financial
institutions.

7 Gorton, G. B., Misunderstanding Financial Crises, Why we Don't See
Them Coming, (Oxford 2012), 81f. Looking back to the financial crises’
history of 1932, it could be seen that ,the Federal Reserve’s discount
window is not effective during crises. Individual banks simply do not
want to step up to the window, because this is taken as a sign of
weakness." By the last FC in the United States, the nine biggest banks
were forced by the US Treasury Secretary Hank Paulson to take the
bail-out or money from the Troubled Asset Relief Program (TRAP). In
the FC 2007/8, one study showed that banks were willing to pay thirty-
seven basis points more than the discount rate to avoid using the
discount window.

%8 Gorton, G. B., Misunderstanding Financial Crises, Why we Don'’t See
Them Coming, (Oxford 2012), 5. “Panics are not irrational events.

% |bid., 6f. Whatever the form of the bank money, FCs are en masse
demands by holders of bank debt for cash - panics. The FC of 2007-8
was also a bank run, but it was not people who ran to their banks but
firms running in investment banks.
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stability and confidence in the system; its further
objective is to protect investors.

Because financial markets are connected to
each other the instability, events and crises in one place
reflect on others and therefore, it is necessary to foresee
the systemic risk. In this regard, economic and financial
dependency obligates the industrial and the emerging
countries to work together by solving financial
challenges, or to put it in other words: ‘global problems
need global solutions’®.

There is an undisputed fact that stability builds
confidence.®’ However, the events of the last FCs are
too close to the picture which Hyman Minsky drafted 50
years ago in his economic analysis about developments
of financial markets.® He predicted the increase of debt
in the private sector and the development of financial
innovation which would avoid regulation. Financial
markets today have become too vulnerable and fragile.
The market stability has been destabilised. Via the much
greater participation of national governments and
central banks in assuring that the financial system will
not degenerate, societies today get too quickly out of
FCs,® without learning their lesson from the previous
ones.

Political instability or terrorism influence the
market system negatively. Financial markets have been
at any time related to the exchange of goods, raw
materials, currency, securities and, since 1849 (invented
by the Chicago Board of Trade), with derivatives. The
products change their value constantly considering
different circumstances. The complexity of financial
derivatives, for instance, could, via their supply and
demand, cause artificial increase or decrease on the
price of certain raw materials and therefore affect some
national economies.

An issue related inevitably with the modern
financial market system is the Janus-faced question
about to what extent the market should be regulated. As
the last FC showed, regulation has been a step behind
financial innovation. The opinions of derivatives

% Brown G, Beyond the Crash, (London 2010), vii.

5" Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t See
Them Coming, (Oxford 2012), 9. Yet in the early nineteenth century a
policy evolved of not liquidating the banking system during the FC. In
the case Livingston v. The Bank of New York, the courtclarified that in
times of crisis, bank debt should not be enforced, and banks should
not be forced into insolvency.

82 Kinderber Charles/Aliber Robert Z., History of financial crises, 33,
(New Jercy 2005). Hyman Minsky saw cycles in economic
development and financial crises. Nevertheless, such a cyclical model
of crises has the disadvantage that every crisis is for itself unique and
there are changes in the environment and business conditions. The
panic of 1929 did not know about CDOs, asset-backed commercial
paper and other complexities of twenty-first-century finance. In
addition, an asset price bubble is highly improbable, because “all the
information is in the price .

8 Minsky  H, The  Financial Instability
<http://www.levyinstitute.org/pubs/wp74.pdf>, 5,
January 2017.

Hypothesis,
accessed 29



regulation and the preoccupation that the market has
‘the self-halting power’ itself had been confronted to
each other.®* In the end, the last view prevailed and the
banks were allowed to reduce their capital reserve,
where the potential losses of the derivatives should be
covered from the profit at the end.®® This economic
orthodoxy was proving irrelevant, because the market
seemed intent not on self-correction but on self-
destruction.® Sale and repurchase agreements,®’
commercial paper,®® and prime broker® balances were
run on.”

Later, during the climax of the crisis, the banks
did not lent credit to each other because they did not
trust each other,” or because they needed the financial
resources for themselves. So called ‘free-market
fundamentalism’ made regulators in the USA, including
the Fed, unaware and wilfully ignorant and circumvent
the real dangers.” The final result was a refutation of
free market logic, replaced by ‘socialist banking’ in the
form of banks’ nationalisation.

Until the Great Depression, most economists
clung to a vision of capitalism as a perfect or nearly
perfect system.” The years between 1934 and 2007
demonstrated  a "Quiet  Period’™ or as

64 Cf. Tett G, Fool’s Gold, (London 2012), 36, 45; Geithner F. Timothy,
Stress Test, reflection of Financial crises, (London 2014), 85.
Greenspan did have an almost theological belief that markets were
rational and efficient, as well as deep scepticism that government
supervision and regulation could make them safer.

% Tett G, Fool’s Gold, (London 2012), 36, 45.

% Brown G, Beyond the Crash, (London 2010), xix.

57 Repurchase agreements (repos) are like demand deposits. One
party deposits (lends) money in a bank, usually overnight, and will
receive interest. To make the deposit safe, the depositor is provided
with collateral in the form of a bond.

8 Commercial paper is short-term debt issued by firms, but also by
asset-backed commercial paper conduits, managed vehicles that buy
asset-backed securities (bonds backed by pools of loans) using
commercial paper.

% Prime brokerage is a type of banking provided to hedge funds and
other large investors. Prime brokers are typically large banks that clear
trades that provide leverage, and issue credit lines to hedge funds and
other investors.

0 Gorton, G. B., Misunderstanding Financial Crises, Why we Don't See
Them Coming, (Oxford 2012), 32, 38f.

" Ibid. Banks suspend convertibility, they do not pay out cash. Firms
tried to sell assets to raise the cash that was needed to repay repo
deposits. But doing so, they drove asset prices down and eventually
the Fed had to buy assets and the U.S. Congress passed the
Emergency Economic Stabilisation Act of 2008 with an allocation of $
700 billion for the TARP programme to bail out firms.

72 Roubini N. and Mihm S., Crisis Economics, (London 2010), 32.

8 See in Gorton, G. B., Misunderstanding Financial Crises, Why we
Don’'t See Them Coming, (Oxford 2012), ix, Krugman, Paul, 2009 How
Did Economists Get It So Wrong?, Ney York Times, September 6. The
economists mistook beauty, clad in impressive-looking mathematics,
for truth. That vision was not successful in the face of mass
unemployment. The memories of the Depression faded, economists
fell back in love with the old, idealized vision of an economy in which
rational individuals interact in perfect markets

"4 Gorton, G. B., Misunderstanding Financial Crises, Why we Don't See
Them Coming, (Oxford 2012), 4. However, the period is a
counterexample to the widespread view that governments cannot help

macroeconomists called it, ‘the Great Moderation",
where properly designed bank regulators could prevent
financial crises for a significant period of time until
innovation and change necessitated their redesign.”

FCs are an internal part of business circles.” As
the economy nears a business-cycle peak it is weak,
and maybe there are imminent problems with banks.”
Therefore, to some extent, financial crises can be
intense scrutiny and manage.®

In this regard, high yield opportunities without
any specific regulation are attractive to some extent, but
they cannot be considered a panacea for advanced
modern markets where the credit guarantees play a vital
political role. On the other hand, however, an
overregulated market loses its appealing power for
investors and for the industry.”

It is therefore, a matter of political sensibility
where the balance should be. There is no doubt, that a
free room for commercial activities should be left. To
some degree, financial markets could be regulated
through private contractual law and additionally be
protected from macro prudential risks via public law.

but cause problems. In the UK, taking advantage of the freedom
conferred by Margaret Thatcher’s big-bang financial reforms, Northern
Rock followed the example of building societies like Abbey National
and the Halifax, converting itself into abank and enabling management
to float shares on the London Stock Exchange. The bank borrowed
money from the Central Bank System and landed them high and
promised huge interest rates using the predictable increase in the real
estate prices in the UK.

s Cf. Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t
See Them Coming, (Oxford 2012), 4; Eichengreen, B. J., Hall of
Mirrors, (Oxford 2015), 73. The shares of the financial-services industry
in GDP doubled from 4% in 1970 to 8,3% in 2006. It can be seen as
the financial sector reasserting its role in helping to allocate resources
in a complex modern economy. But the remainder, and especially the
breakneck financialization of the years leading to the crisis, is not
adequately explained by standard models of the efficiency advantages
of a well-functioning financial sector. Moreover, the growth of the
sector was financed not with equity - not by banks raising more capital
- but with debt. The debt was incurred by borrowing for a fixed, usually
short term from corporations, mutual funds, state and municipal
governments, government agencies, and other banks. Large banks
have the best access to this wholesale market. Having diversified their
business and invested in internal controls, they could argue that they
were in the best position to manage the risk of relying on borrowed
funds. Large investment banks such as the Big Five (Merrill Lynch,
Bear Stearns, Morgan Stanley, Lehman Brothers and Goldman Sachs)
were also in the best position to create SPVs used to shift risky assets
off their balance sheet, minimizing the amount of capital the parent
institution had to raise. They were further incentivized to reduce capital
ratios and increase their leverage by the knowledge that they are
systemically significant. Because they are too big and too important to
fail, they were apt to be bailed out in the event of trouble. This
encouraged them to take on additional leverage and risk.

6 Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t See
Them Coming, (Oxford 2012), 74.

7 |bid.

78 Eichengreen, B. J., Hall of Mirrors, (Oxford 2015), 178f.

7 Smith A, An inquiry into the nature and the causes of the wealth of
nations, (Oxford 2005), 361.
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IV. CONCLUSION

It has been shown that FCs follow the same
script and are caused by similar events. Consequently,
knowing the causes of FCs, it could be supposed that
some FCs can be predicted,® because market
economies have an inherent feature that can lead to
financial crises if not checked.®' Nevertheless, FCs can
accrue  suddenly, unpredictably, by different
circumstances and ways,® despite the fact that the level
of systemic fragility may be observable.

The impact of the last FC in comparison with
the previous crises was wider and more drastic, due to
the advanced technology and the process of
globalisation. In this regard, regulations should develop
and apply simple principles in order to avoid made
mistakes.

There are suggestions about redesigning new
bank regulation along with commercial and investment
banks; new banks, called narrow funding banks (NFBs)
should be created and those banks would not engage in
any activity other than purchasing asset-backed
securities, government and agency bonds.® The NFBs
would not be allowed to take deposit but would have
access to the discount window of the Fed.® The repo
market would be regulated as well, without any
restrictions regarding the amount that banks could
engage in. On the other hand, there will be a limit on
repo agreements for nonbanks. This system would
place the government in an oversight role in the
securitization and repo markets, and ensure that safety
of the collateral for repo be observed.®

Such suggestions come from a critic to the
Dodd-Frank bill, aiming to re-create confidence in the
shadow banking system and stimulate economic
growth. However, there is no exact formula which can
guarantee bank efficiency and safety.

The oversight standard of a single country is not
enough to prevent an FC and therefore an international
cooperation in the form of the G 20, the Basel
Committee or the IMF is necessary.

8 Roubini N. and Mihm S., Crisis Economics, (London 2010), 4, 16.

8 Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t See
Them Coming, (Oxford 2012), 4.

8 Paul K, Managing Extreme Financial Risk, (London 2014), 38. For
instance, the Basel Ill countercyclical capital buffer is imperfect simply
because economic crisis is beyond normality. A crisis is inherently
unpredictable and nonlinear.

8 Gorton, G. B., Misunderstanding Financial Crises, Why we Don't See
Them Coming, 197f.

8 Ibid.

8 Gorton, G. B., Misunderstanding Financial Crises, Why we Don’t See
Them Coming, 198.
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A Comprehensive Literature Review of Islamic
Finance Theory from 2011 To 2016

Mohamed Wajdi Triki “ & Younes Boujelbéne°

Abstract- This article aims to give a quantitative synthesis of
the literature related to the performance of Islamic banks. Like
conventional finance, Islamic Finance deals with 100% Halal
investment, trade, transactions, lending and financial
products. Thus, as its name suggests, Islamic Finance
respects the precepts of the Muslim religion while addressing
an audience without distinction of religion and color.
Concretely, the consumer who chooses to entrust his money
to Islamic finance is protected from interests (Riba),
speculation (Maysir and Qimar), uncertainty (Gharar) and the
illicit (Haram). In Islamic Finance, banks are forbidden to invest
their money in Haram domains such as the tobacco industry,
pornography, eroticism, the alcohol and wine industry ( And of
course drugs), gambling, the hog industry and unlicensed
food, armaments (except for states), the banking industry
(except the Islamic banking industry), and so on. More clearly,
Islamic Finance seeks to simplify access to money for Muslims
and non-Muslims.

To summarize, Islamic Finance is an alternative that
allows the fair distribution of wealth and prosperity through
commercial activities and morally acceptable investments in a
participatory and ethical manner. This principle comes
together under the name of 3P: sharing - losses — profits.

Despite the widespread literature on this topic, efforts
to review and analyse research on Islamic finance theory and
practice are very limited. This literature review paper proposes
a new conceptual classification scheme, in order to classify
past and current developments in Islamic finance research.
More than 90 papers published on Islamic finance studies
from 2011 to 2016 were classified and analyzed. For better
Islamic finance-theory applications, researchers need to focus
their effort on the empirical studies beside the theoretical
developments, which are reached in advanced stages. Finally,
this paper discusses some other future research directions.

Keywords: literature review; islamic banks, conventional
banks, performance

[ [NTRODUCTION

he method of synthesizing knowledge in a given
field is still one of the researchers' concerns. For

this, several techniques exist. The most important
are: classical literature review, expert consensus and
meta-analysis. Meta-analysis has the advantage of
being based on an exhaustive literature review,
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assuming the objectivity of the meta-analyst and
proposing a rigorous methodology to achieve an
efficient quantitative synthesis of previous studies
Laroche (2004).

The monetization of assets through the
securitization of real sphere and the financial sphere of
the economy in a capitalist system. Global accounts for
2.5% of global financial activity, this financial fragility of
contemporary capitalism is unfavorable to the real
economy. The crisis is a crisis of a system based on
speculation in virtual assets, which violently destroyed
the global economy. After this critical system, ethics
becomes the ultimate weapon of the proper functioning
of modern financial activity. This research tries to
demonstrate that an alternative system based on ethical
or moral principles could compete with the current
banking system.

To conduct this demonstration, we will try to
answer two questions:

- What does the Islamic banking ethics?
-  How can the Islamic bank attract non-Muslim
customers?

[I.  AIMS OF THIS PAPER

Glass (1976) was the first to introduce the term
"meta-analysis". It defines it as: "the statistical analysis of
a large series of results from individual studies in order
to integrate their conclusions". A more general definition
is proposed by Muller (1988) and Laroche (2004):
"Meta-analysis is the application of a set of statistical
analysis methods to empirical results from singular
studies in order to integrate, synthesize and give them
one direction ". It is therefore a quantitative statistical
analysis of a set of results from previous individual
studies, sufficiently numerous, obviously belonging to
the same field and observing the same effect.

In conventional finance, decisions are made to
optimize the principle of risk-profitability, better known
as "performance", Novethic (2009).

In addition, a conventional bank pays interest to
its savers while collecting interest in turn, on the loans it
lends: it is the bank's income!

To sum up, conventional finance practice:
Financial derivatives

The speculation

Interest (on savings, credits and penalties)
Derivatives that play the role of insurance
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e  Short-term profit
Concretely, the main objectives of this review are:

1. Classifying and summarizing research relevant to
identify the research trends in /slamic finance theory

2. Prescribing a conceptual classification of the key
content

3. Deriving principal suggestions for Islamic finance
researchers based on the literature review.

Like conventional finance, Islamic Finance
welcomes all those who want to consume in an ethical
and participatory way, where speculation has no place.
At a time when we are beginning to heal the wounds left
by the subprime crisis, it is urgent to turn to a simple
alternative, which allows the largest number of people to
save and access their money.

If you are one of those consumers eager to
invest their money in the real economy, if you are a
Muslim willing to protect their money from the Haram,
with a 100% Halal solution, check out the Noor Assur
range of Banking & Takafuls 100 solutions % Halal, El
khamlichi (2009, 2013).

Noor Assur is a French start-up, specializing in
Islamic Finance. She opened her first agency in Chelles
(Seine-et-Mamne), in the Paris region. Ambitious, it has
set itself the goal of opening 20 additional branches in
the hexagon in 2016.

Broadly speaking, the principle of Islamic
finance is to draw up a short list of standard contracts,
which list the types of transactions authorized.
Speculative transactions, transactions where "money
generates money", and transactions where one of the
two parties is considered dominant are mostly
prohibited. Within the bank, a commission reviews the
bank's activities to certify that its contractual relations
are comparable to the authorized contracts. These
commissions are called Sharia board, Dhanker (2014).

Before we see a real change in the way the
bank does business, we must remember a number of
points. First of all, even in classical finance, members of
guidance or administrative boards may object to the
bank engaging in certain activities because of ethical
considerations. It would be illusory to think that in the
classical bank the executive is a maximizing homo
economics without faith or ethics. The directors of the
banks make decisions, and in these decisions some
moral pretensions inevitably infiltrate. And this without
even extending to the existence of socially and
ecologically responsible finance, and other products
already ethically and morally laden. Taking into account
certain moral, religious and ethical criteria is therefore
not something new for the bank.

One of the main characteristics of Islamic
finance is not to use the interest rate. One can be
unconvinced about this claim for several reasons. First,
the refinancing of Islamic banks is problematic; How to
obtain liquidity without interest rate or securitization, or

© 2017 Global Journals Inc. (US)

any other modern tool? The question arises as to
whether, in the face of liquidity crises, the Sharia board
will not allow the use of money markets, at interest rates,
to find liquidity. And even if this is not the case, Islamic
finance operates in a world where its clients and pairs
source, finance and operate at interest rates. Imagine an
Islamic bank refusing to get supplies of office supplies
because the transaction implies an implicit commercial
credit? When we look at the phenomenon more closely,
it is not clear what remains of the difference between
Islamic finance and conventional finance.

Another reason why the distinction is overused
is that Islamic banks compete with traditional banks,
and that the conditions of their operations necessarily
take as a reference the cost of traditional loans. In the
end, the difference lies in accounting manipulations that
are invisible to the client, and not really in the conditions
of financing or in their cost. But again, one of the typical
operations of the Islamic bank is buy-buy, where the
bank buys a property in your name and sells it back
gradually to avoid using the interest rate, has existed for
a long time In conventional finance in the form of leasing
or repo contracts.

For all these reasons, it seems to me that the
difference between classical finance and Islamic finance
is rather superficial and a marketing device than a real
financial revolution. Fears of communitarians are
absurd; The Islamic bank does not sit on the margins of
the system but has many contractual relations with
organizations that do not respect Sharia. In the end, the
tools that characterize Islamic finance are tools that the
classic finance uses every day.

[11.  THEORETICAL BACKGROUND

The notion of Islamic finance covers all trade,
investment, lending and transactions carried out by
means of financial mechanisms and products in
accordance with the principles of Shari'a prohibiting
usury (riba), deception (Gharar), monopoly (ihtikar),
speculation (maycir) and trade and investment in
sectors considered illicit such as tobacco, alcoholic
beverages, gambling, livestock, trade Pork, weapons,
pornography, etc.

Among its characteristics: the simplification of
access to money, the prohibition of hoarding and all that
contributes to the paralysis and the misuse of financial
resources, Hussein and Omran (2014).

In the interests of development, Islamic finance
tends to favor trade and investment operations, either
through the interest-free loan or through a credit with
participation in losses and profits between the bank and
the operator economic.

Islamic finance is exempt from the flaws and
defects of classical finance such as illicit gains,
individualism, monopolies, socio-economic imbalance.



It is driven by moral and humanitarian
considerations according to which money is not an end
in itself but a mere means intended to serve man and
not to enslave him, which explains his rejection of
contingencies, uncertainties, Nuisances, in short, any
act likely to harm life, health and the economy in
general.

In other words, Islamic finance does not treat
man as an object or a commodity, nor the people as a
consumer society. Conscious of the right to life of
creatures, it takes care of the environment and protects
the fauna and the flora.

It does not lead to systemic crises such as
inflation, unemployment and even less economic
bankruptcies.

The benefits of Islamic finance are explained by
the fact that it is based on Shari'ah and this is a divine
mercy for creatures in general and man in particular. It
contains a panoply of principles and values intended to
satisfy the material and spiritual needs of man by
protecting him from satanic drifts and traps.

The ultimate goal of Shari'a is to make people
happy by the equitable distribution of wealth, the
establishment of social justice and financial legislation
aimed at eradicating poverty and ill-living.

It is enough for the success of Islamic finance
that it is distinguished from classical finance by
prohibiting certain practices deemed harmful such as
gharar (deceit), riba (usury), speculation, monopoly...

a) The gharar

The concept of gharar means " danger ", "
deceit ", Satan is called " gharor " deceiver; All that is
beautiful, attractive in appearance but which has a lack,
defect or hidden vice is called gharar. The sale of a non-
existent, uncertain or illusory product, such as the sale
of a product before its manufacture, the sale of the small
ones in the bellies of the cattle, the crops before their
maturity, the sale of Fish at sea or milk in the breasts,
etc.

b) Le riba

The riba is usury or interest. This is generally an
increase or a surplus of money collected on the
occasion of a loan or the sale of a commodity on credit.

Usury is a practice that Islam does not just
prohibit; He condemned it in the most severe manner,
blaming it for several evils, including the ruin of the
economy. He devotes to Gehenna those who make use
of it, the witnesses, and even his writers. Besides the
fact that the latter are cursed, wear is deprived of
blessing and its profit is reduced to nothing.

In fact, the disastrous effect of wear and tear on
the economy, such as inflation and unemployment, has
yet to be demonstrated.

Wear is a brake on investment; The capital
holders abandon trade and industry knowing that they
can get rich by practicing the rent of money.

Instead of investing, the usurer will speculate
with his money without realizing that he is helping to

create purchasing power, that is, currency without
consideration, if not Time and time belongs to no one.
This way of creating money without a counter party
causes inflation, that is, rising prices and
unemployment.

Without being an expert in economics, it is
enough to think a little about the bad consequences of
usury on society. Again, wear creates a situation where
production decreases as a result of the decline in
investment. Hence the high cost of living and rising
unemployment.

Also, the detriment of wear and tear falls on
consumers and it is the poor who suffer. Take, for
example, an industrialist, a trader, or a breeder who
borrows a sum of money with interest; It will pass on
these interests to the prices of the products that we are
going to buy or consume. So it is the consumers (finally
ourselves) who bear the interest.

c) Speculation

Speculation (al-maygir) is a purchase and sale
of products based on forecasts in relation to economic
conditions, price fluctuations and market uncertainties. It
is a sort of bet on the future that is not without risks. It
resembles gambling.

It is a financial or commercial transaction whose
purpose is to realize a gain of money by betting on the
fluctuation of the market prices.

It consists of selling goods that are not yet
available, or buying goods that are often non-existent
and sold directly afterwards, or speculating on large
amounts with a small starting sum; And all this in order
to earn more.

The speculator is betting on future price
developments and agrees to take the risk of losing
money if the evolution is contrary to what he predicted.
Wheat, rice, sugar, soybean, maize, oil, stocks,
commodities, or commodities that are not yet available
in the market are being speculated on the value of
money).

Many  experts like Heiner  Flassbeck
acknowledge that speculation on commodities is very
dangerous.

The least that can be said about speculation is
that it constitutes unjust enrichment and produces
disastrous effects on commaodity prices and on the cost
of living.

Speculation was repeatedly criticized during the
hunger riots in Africa, Asia and Latin America. The prices
of foodstuffs continue to rise because of speculation.

The decline of the fundamental principles of
Islamic finance into instruments has to the emergence of
products and concepts that are specific to it. On the one
hand, financial instruments, mainly referred to as "Al
Mourabaha", "Al Salam", "Al Istisnaa "," Al ljara ".
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On the other hand participatory instruments
such as "Al Moudharaba "and" Al Moucharaka".

Two concepts will also be presented Non-bank
Islamic financial institutions which are: "Al

"Al Mourabaha" assumes that the creditor (the
bank) buys a given asset at a known price of both
parties on behalf of its client, Lee, K, & Ullah, S (2011),
Abduh, M (2012), Siraj, KK, & Pillai, PS (2012). Then, the
creditor (the bank) resells to the customer by means of
installments or not over a given period, to one Price
agreed between the two parties above the purchase
price. This financial product, although singularly close to
a conventional debt contract, it differs from it
nevertheless, on some essential points. Indeed, the
bank became owner of the underlying asset; the
transaction is effectively backed by a real asset. It's not
about not a loan, but a sale on credit (cash purchase
and sale to term). Moreover, in this transaction, the bank
therefore bears the risks associated with the Holding
and is the main justification for its margin. On the other
hand, there is no explicit reference to an interest rate.

Usman, A, & Khan, MK (2012) show that
creditor shall remunerate the purchase price of the
property. The amount of the profit margin does not vary
in the Time: it is fixed in advance and does not vary
during the duration of the financing. It is one of the most
widely used financial instruments by Islamic financial
institutions, as it is a very flexible and easily adaptable
financial instrument. Traditionally, "Al Mourabaha" is the
basis of large variety of Islamic financial arrangements,
ranging from real estate financing to financing of
projects. "Al ljara" transaction is for the creditor (the
bank) to buy goods he leases to a customer who can
benefit from the possibility of redemption at the end of
the contract. The ljara is very close, in form and spirit, to
a leasing contract. However, there It is necessary to
point out differences, albeit in detail, but important:

- In case of delay in payments, it is not possible to
provide for payment Interest rate, first, because the
fixed penalty is equivalent to interest. But also,
because Muslim philosophy condemns all provision
in a financial contract that penalizes a bona fide
debtor already difficulty.

- In aleasing contract, it is possible, if necessary, to
reschedule payments.

- According to Islamic law, the character of a contract
is sacred:

- Any Contractual terms can only be achieved
through the Signature of a new contract.

- In a contract of ljara, payments can not start before
he has taken possession of the property in question,
whereas in a contract of Leasing, payments may
begin from the the lesser buys the underlying asset.

- In a conventional lease, the risk of destruction or
loss of the asset May be carried by the lesser or the
lessee. In a contract of "ljara", it is the less or who
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continues to have the responsibility of the property,
except in the case of malice or negligence of the

lessee.

- In the event that the underlying asset ceases to
exist, certain leasing contracts provide for the
maintenance of payments. This clause is contrary to
the Islamic: financial contract and underlying assets
are inextricably linked; the Disappearance of the
latter automatically leads to the nullity of the former.

- Inacontract of "ljara", it is possible to determine the
amount of each Payment not in advance but on the
expected date of delivery of the asset underlying.
This flexibility makes this instrument particularly
useful in the case of project financing, an activity
where uncertainty about the future profitability of an
investment project can be important.

- Inan'ljara", since the receivable and the asset are
inseparable, any Securitization must cover both.
Unlike the case of where the company can
securitize the receivable without Loss of ownership
of the underlying asset.

- Inaljara contract, the residual price must be zero to
avoid any uncertainty Arising from the determination
of a future price unknown to the parties.

1v. POTENTIAL CONTRIBUTIONS OF FINANCE
[SLAMIC TO THE ECONOMIC AND SOCIAL
PROBLEMS

In an analysis objective, the Islamic economy in
general and Islamic finance in particular could bring,
alternatives, of the solutions with certain problems
highlighted in different regions. This is valid for many
suffering  countries of the same  problems:
unemployment, degradation of the purchasing power,
problems involved in the development and the
infrastructure. Constitute a favorable framework for the
mobilization of resources, interns and external. Indeed,
internal resources were hoarded money in the form of
cash in the safes, jewelry or of real goods in the
absence of instruments answering the convictions of a
great fringe of the population. Moreover, the formulas of
investments based on the participative techniques, such
as "Al Moudharaba" or "Al Moucharaka" are strongly
juicier than the classical banking placements, in
particular in period of fall of rate. The subscription for the
"Sukuk" could be a good transmitter. On the other hand,
this same mechanism of "Sukuk' could be used to
mobilize resources for the State, the private operators,
the banks and to this finance projects of scale and
mega projects: projects of infrastructure, refineries, car
steel-works, The Islamic investment fund is also an
attractive framework for draining resources, in particular
near the money-lenders, who are interested by the
investment. "Al Moudharaba" could make a solution,
where the money-lender places himself in "Rab Al Mel"
and the promoter as A manager or "Moudharib". On the
other hand, the market of the insurances did not reach,



because of the obstacles of a charaic nature. This
market could be strongly instigated to the 'Takaful'
solution. The 10 So Islamic financial institutions could be
raised for the financing of the growth. Other institutions
not-financial following the example of those of "Al Wagf"
(donation made with perpetuity with a work of public
utility, pious or charitable) and those of "Zakat" (alms)
would bring an excellent palliative to the financing of the
Budget deficit, through the assumption of responsibility
for the financing of development. Zakat "and" Wagf ",
and especially founding the rules of control and good
governance, the possibilities of mobilization of
resources by these institutions are colossal. These
resources could be directed to support the efforts of the
State as regards the assumption of responsibility of the
needy families of the fight against poverty, the
improvement of the living conditions in the most
disadvantaged regions, even the implication in the
financing of the goods of Public utility, the schools, the
universities, the hospitals.

V. CONCLUSION AND PoLicy
RECOMMENDATIONS

Despite the number of studies focused on the
comparison between Islamic and conventional indices,
most of them failed to document overall statistically
performance difference. For this reason, many
researchers tried to add explicative variables such as
studying the differences during crisis and non-crisis
periods. Also some of them assessed whether big,
medium or small size firms are the drivers of the
performance. Others attributed the performance either
to the index family or the performance measures.

The contribution of our article is threefold. The
first one is the use of a wide range of Islamic indices
(many emerging markets located in different regions),
and we assess whether the performance is country
dependant in a long run analysis, covering the period of
data from 2011 to 2016. The second contribution is the
use of comprehensive performance evaluation on the
Emerging Markets Islamic indices, divided into three
regions (Asia, Latin America and Africa).The third
contribution is that we have examined whether there are
some differences between the ranking results that are
used in this study.

To make a success of the promotion of Islamic
finance Everyone is interested in Islamic finance:
Governments, investors, researchers, savers.

Conditions must be joined to this opportunity.
We can quote some:

- The definition of a comprehensive strategy for the
promotion of Islamic financial industry through the
various components of the system: banks, Takaful
company, investment fund ... with an implication of
the public authorities in this strategy, in particular
central banks;

The need to set up a management plan for the
management of financial institutions

Need for avoiding transposing of the ready
experiments all of other countries without taking
account of specificities and the local context.

The preparation of the various actors by an
adequate training in the various fields of is engaged
Islamic, as well as the technical plan.

In addition, other accompanying measures must be
initiated and the aim of the rules of good
governance, Of taxation in the companies, and in
order to encourage the Islamic financial institutions
to privilege the participatory instruments, which, at
the same time, answer the precepts of Chariaa
better and constitute an interesting alternative for
the other forms of financing by the Debt.
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The Extent of Corporate Social Responsibility
Disclosure Practices: Evidence from the Banks,
Finance and Insurance Sector in Sri Lanka

J. Aloy Niresh “& Dr. W. H. E. Silva °

Abstract- Corporate Social Responsibility is increasingly
becoming popular nowadays as the corporate performance is
not merely measured by financial performance. It implies that
Corporate Financial Performance along with Corporate Social
Performance defines the success of organizations. The
sustainability reporting agenda is now thinking beyond the
basic environmental, social and governance reporting view
and the future now lies in Integrated Reporting, which links the
non-financial performance of a company with its financial
status by making clear how its sustainability performance
impacts the future viability of the business. This study
examined the extent of CSR reporting of the firms which
belong to the Banks, Finance and Insurance sector in Sri
Lanka. For the purpose of the study, data is collected from 33
companies and for the selection of this sample purposive
sampling technique is utilized. It is found that reporting on
CSR was high among the sampled firms representing the
CSRDI value of 64.77. Reporting on community CSR was high
whereas health CSR was the least disclosed dimension.
Keywords: corporate social responsibility, corporate
financial performance, corporate social responsibility
disclosure.

[. [NTRODUCTION
a) Background of the Study

orporate  Social  Responsibility (CSR) s

increasingly becoming popular nowadays as the

organizational performance is not merely
measured by financial performance. CSR is considered
as the indicator of social performance as most of the
organizations realized this and started creating a
separate report called sustainability report to show how
they contribute to the betterment of society. Business
organizations have become aware of the importance of
presenting information about the broader range of
activities including both their financial performance and
non-financial performance such as corporate social
performance (Aksik & Gal, 2011). After corporate
scandals and financial crises, regulators, academicians,
investors and other stakeholders called for greater
transparency from the business world. Greater
corporate transparency means decreasing information
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asymmetry between managers and stakeholders by
better information disclosure by means of media,

websites,  prospectuses, annual reports and
sustainability reports.
Carroll is the most representative among

scholars studying CSR. According to Carroll’s viewpoint,
CSR is the society’'s expect of company in economy,
law, ethics and freedom at a particular time. Society not
only requires companies to fulfill their economic mission,
but also to obey the law, value the ethics, and do charity
work. Therefore, CSR should be the sum of economic
responsibility, legal responsibility, ethical responsibility,
and discretionary responsibility (Carroll, 1979, 1991).
Carroll (1979) also argued that economical responsibility
was the most fundamental and important responsibility
of a company, which reflected the essence of company
as a profit making business organization.

A company cannot be considered to be a good
corporate citizen, or to be engaging in responsible
corporate practices, if it treats its employees in a less
than satisfactory manner, exploits its customers, cheats
its investors, uses more than its fair share of energy and
water, or continues to destroy the natural environment
by expelling vast quantities of harmful pollutants into the
surrounding area. The true definition of corporate
responsibility is that a company takes all these factors
into account when making its business decisions that
minimizes all the negative impacts that it creates as a
result of its business activities, whilst at the same time
ensuring that it creates significant long term benefits for
all its stakeholders.

b) Research Problem

It is generally acknowledged that CSR is more
often implemented and studied in developed countries.
There exists a limited number of studies on CSR being
carried out using the context of developing countries
(Simpson and Kohers, 2002; Hossain et al., 2006;
Rashid et al., 2010). Although various stakeholders have
pushed companies to implement CSR in developing
countries, it seems many firms do not have sufficient
knowledge to actualize it (Fernando, 2007).

According to Senaratne (2009), there was a
tendency in Sri Lankan companies to engage in social
reporting. However, the reporting was more qualitative
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and greatly diverse in the types and extent of
disclosures made. The author questioned the adequacy
and quality of social disclosure practices and noted that
social reporting was at a primitive level in Sri Lanka. In
line with this, Bedde wela and Herzig (2013) examined
the status and pressures which drove corporate social
reporting of Sri Lankan subsidiaries of Multi-National
Companies (MNCs). They came to know that only three
out of ten MNCs subsidiaries examined published an
external stand-alone social report and the majority
provided information related to social and environmental
activities within Sri Lanka to their head offices to publish
global corporate social reports. This study also noted
that interviewees perceived the quality of social
responsibility of other Sri Lankan companies as deficient
and concluded that social responsibility was still at an
early stage in Sri Lanka. Overall, prior studies in
developing countries in general, and Sri Lanka in
particular, have shown an increasing but still inadequate
level of CSR.

c) Research Questions

This study is directed towards answering the
following research question:
To what extent the companies lie under the Banks,
Finance and Insurance sector are practicing CSR?

d) Research Objective

To examine the extent of CSR disclosure
practices of the listed companies under the Banks,
Finance and Insurance sector in Sri Lanka over the
years from 2010 to 2014.

e) Significance of the Study

Profitability is no longer the key factor driving
business success. Instead, social and environmental
standards determine a company’s ability to reap profits.
In the light of this, it is important to ascertain the status
of Sri Lankan firms and their preparedness for facing
challenges of doing business in the future in a world
which is increasingly more networked and has seen a
shift of power from governments and corporates, to the
people that make up society.

This study is expected to contribute a further
understanding of the practices of CSR disclosures in
developing countries and more specifically in Sri Lanka.
This would be considered an important contribution as
most of the existing studies about CSR disclosure have
been conducted in developed countries, with fewer
studies focused on developing countries especially Sri
Lanka.

) Limitations of the Study
The following limitations are identified in this study:

1. The data was collected from a representative
sample of the firms belong to the Banks, Finance
and Insurance sector in Sri Lanka. This limits the
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generalizability of the findings to all organizations in
Sri Lanka.

2. The CSR data for the estimation of issues in this
study depended largely on the quality of data
available in the annual reports and sustainability
reports. Unerman (2000) argues that only a small
proportion of an organization’s total corporate social
responsibility — disclosure might be captured
exclusively via annual reports. Moreover, this
research did not use other mass communication
mechanisms such as advertising, promotional
leaflets and websites. Hence, the results are limited
to the information obtained from the two data
sources namely annual reports and sustainability
reports.

3. The sample of this study is likely to be considered
small as the sample was collected from only one
sector. Moreover, the companies were selected only
if they disclosed CSR information over the period
from 2010 to 2014.

4. This study is based on the CSR framework adopted
from a study which is tailored to fit for the Sri Lankan
context. The adopted CSR checklist is based on six
dimensions with twenty-eight CSR activities to
capture CSR practices from company annual
reports. Some companies might not have practiced
what is being laid down in the CSR checklist items.
Hence, the CSR framework may not fully capture the
actual picture of the CSR practices of the sampled
companies.

II.  CORPORATE SOCIAL RESPONSIBILITY
DISCLOSURE PRACTICES IN SRI LANKA

The corporate world has experienced an
increased focus on the ethical behavior and
responsibilities of businesses. This is evident in the shift
in focus from shareholder value creation to stakeholder
value creation, where companies are striving to balance
their interactions with people, planet and profit. Sri
Lanka is also no exception to it. This new tendency is a
consequence of the fact that progressively more power
has been vested in stakeholders who demand
transparency in organizational communications and
expect companies to be accountable for their impacts.
Companies must look at CSR a term which
encompasses both sustainability and good governance
in a fully integrated manner.

The Institute of Chartered Accountants of Sri
Lanka together with the Securities and Exchange
Commission (SEC) launched the revised Code of Best
Practice on Corporate Governance recently. It has been
aimed at incorporating recent developments in the best
corporate governance practices in the context of Sri
Lanka. Good corporate governance is considered
fundamental to an organization’s competitiveness,
growth and most importantly its sustainability. The



revised code includes seven principles of sustainability
reporting including economic sustainability,
environmental sustainability, sustainable labor practices,
society, product responsibility, stakeholder identification
and formalization of sustainability reporting and
disclosure. It aims to promote formal and regular
reporting built on various established national and
international reporting guidelines. Even though it is not
mandated implies that corporates are encouraged to
adopt this code in discharging their corporate
governance responsibilities.

The researches in relation to CSR in Sri Lanka
are found to be minimal. Even though, the evidence
exists for CSR engagement (Fernando and Pandey,
2012; Khan and Beddewela, 2008; Thoradeniya et al.
2012; Visser, 2008).

Rajapakse  and  Abeygunasekera  (2008)
investigated the motives, benefits, and barriers of CSR
reporting in Sri Lanka by employing the case study
approach together with a content analysis method. The
annual report data and interview data were collected
from three listed companies. The study concluded that
two of the three companies engaged in CSR reporting,
because the “stakeholders want them to be transparent
about their activities” (Rajapakse & Abeygunasekera,
2008). However, they have not revealed what kind of
stakeholders; consequently, it is not possible to
checkwhetherthisfindingisonlyrelevanttoeconomicallypo
werfulstakeholders. Rajapakse and Abeygunasekera
identified the third case company’s CSR reporting
motive by means of legitimacy theory, as the company
tries to conform to the norms of society (Rajapakse &
Abeygunasekera,2008).

Senaratne (2009), investigated CSR disclosure
practices in Sri Lanka, and found that, although it is not
mandatory, there is strong evidence that companies
tend to engage in CSR reporting. However, she found a
significant variation between companies with regard to
the level of such reporting.

Collecting data from listed companies through a
questionnaire survey, Sheham and Jahfer (2011) tried to
examine the relationship between CSR activities and
financial performance in Sri Lanka. They found
significant positive correlations only in  employee
relations and customer/supplier relations, when these
were compared between companies’ financial
performance. However, they did not make any
differentiation between local and foreign
customers/supplier relations.

Moving away from CSR disclosure, Rathnasiri
tried to explore the state of CSR understanding,
commitment, and practices of Sri Lankan companies
which covered different industry sectors (Rathnasiri,
2003). Using a questionnaire survey as the main
research instrument, he used company management,
employees, and civil society to identify various
perspectives in exploring the level of CSR engagement.

Rathnasiri (2003) concluded that CSR was still a novel
concept in Sri Lanka and the most common perspective
was centered on philanthropic activities. He found
that“most people are ignorantof the broader objectives
of CSR. Inaddition, Sri Lankan civil society including
employees of organizations is also not aware of the true
meaning of CSR” (Rathnasiri, 2003).

Using the Sri Lankan research evidence,
Rathnasiri (2003) argues that the survival of most of the
companies depends on the level of relationship they
maintain with the existing government, because “the
corporate sector in many ways has been subjected to
political maneuvering which has affected society”
(Rathnasiri, 2003, p. 224). He noted that the
respondents were reluctant to comment on such
matters as they were sensitive concerning their
companies’  survival.  Although the researcher
(Rathnasiri, 2003) did not consider mainstream CSR
theories in analysing the data, these results support the
managerial perspective of stakeholder theory which
gives prominence only to powerful stake holders, in this
case the government.

Thoradeniya et al. (2012) surveyed a relatively
different aspects of CSR reporting in Sri Lanka. They
employed the theory of planned behavior in order to
examine the influence of managers’ attitudes and other
psychological factors on CSR reporting behavior from
the perspective of Sri Lanka as a developing country.
Collecting 233 usable questionnaires by achieving a
nearly 25 percent response rate, they tested the
hypothesis using the partial least square model. The
findings indicate that the managers’ attitudes and other
psychological factors influence managers’ intentions to
engage in CSR reporting. However, they found that in
most of the companies this intention is not translating to
the actual practice of CSR reporting mainly because of
the managers’ lack of a sufficient degree of control over
the CSR reporting process. Normatively, the authors
suggest that by considering the role of psychological
variables in the CSR process, the companies need to
invent more effective corporate strategies in order to
promote CSR reporting in Sri Lanka.

A survey in 2003 revealed that lack of
knowledge and understanding of CSR with regard to
companies in Sri Lanka; nevertheless, it revealed that
most of the companies are engaged in social activities
(Ceylon Chamber of Commerce, 2005).

Fernando and Pandey (2012) carried out a
survey by collecting data through corporate reports of
Sri Lankan listed companies and from questionnaire
survey in order to investigate the nature of CSR
practices using content analysis method. Through
analysis they found that only 34% of 232 companies had
adopted CSR reporting practice. Moreover, they found
that firms operating in the sectors called Construction
and Engineering, Information Technology, Oil palms,
Services and Stores Supplies were not adopting CSR
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reporting. Further, they found that the CSR reporting that
was done was often unsatisfactory with regard to the
quantity and quality of company CSR reporting and, in
agreement with the findings of Senaratne (2009), the
level of disclosure varied significantly among reporting
companies. It was found that only 12 companies had
followed GRI G3 guidelines for CSR reporting. Finally,
the authors highlighted the current low level of reporting
in Sri Lanka and raised a question as to why companies
are not interested in engaging in CSR reporting in Sri
Lanka, and called for further researches on this aspect
(Fernando &Pandey,2012).

Sri Lanka is a fairly neglected country in terms
of CSR research and the topic receives relatively little
attention in Asia (Fernando and Pandey, 2012; Khan
and Beddewela, 2008; Visser, 2008). Moreover, prior

researches have reported an upward trend social
responsibility, but the level and quality of reporting
remain low (Abeysekara and Guthrie, 2005; Senaratne
and Liyanagedara, 2009; Senaratne, 2009; Bedewela
and Herzig, 2013).

Sri Lanka has a longstanding culture and the
societal, environmental and religious values are deeply
rooted in it. But, how such values are reflected in
corporate setting through corporate reporting is unclear.
The literature reveals that most of the Sri Lankan firms
are unaware of reporting CSR and the outcomes of
reporting. Therefore, it is imperative that there is a scope
for more researches in this arena. Hence, no one can
repudiate the inevitability of an exclusive research in this
area.

[1I.  METHODOLOGY

a) Operationalization

Table 3.1: Operationalization

Construct Dimensions

Indicators

Source Measurement

Community outreach

Corporate Social
Responsibility
Disclosure

Community

activities such as
creating awareness on
respect to each other
and road safety

Public projects like
houses for homeless
people

Sponsor for sports
activities

Supporting services for
elders and children

Organizing mental relief
activities

Maintaining parks and
towns

Education

Organizing education
seminars

Donation of books,
uniforms and foods to
schools

English language
support program for the
rural area students and
school leavers

Organizing disability
support activities for the
disabled children

Skill development
programs

Support for day care
centers and pre-school
children

Environment

Organizing programs for
caring the environment

Applicable environment
rules

Tilakasiri
(2012)

Total score of the
dimensions /
Maximum possible
score obtainable *
100

(The adopted
framework consists of
28 CSR check list
items. Hence,
maximum possible
score obtainable for a
firm is 28)
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Planting trees

services

Quality products and

Customers

Provides information
that is truthful and useful

consumers

Respects the rights of

Dengue and HIV
preventing programs

Health

Supporting services to
government hospitals

Scholarships to the
medical students for
further education

Training and
development

programs

Health and safety

Trade union
development

Employees
plans

Employee benefits-
insurance, share option

system

Formal recruiting,
promotion and firing

opportunity

Equal employment

company’s

Disclosing policy on

remuneration schemes

b) Sample Design

The target population of this study is the
number of firms which belong to the Banks, Finance and
Insurance sector. This population sample could be the
most useful for the study as relatively little academic
research has been undertaken focusing on CSR
disclosure by banks, finance and insurance companies
in Sri Lanka. The selection of the sample for this study is
restricted to those firms who disclosed the information in
relation to sustainability over the years from 2010 to
2014. Hence, purposive sampling method has been
utilized in this study so as to select the sample from
target population. As a result, 33 companies were
selected as sample for this study.

c) Data Collection

Annual reports are predominantly used in this
thesis to collect the data required for the study. Annual
reports are read by a range of different stakeholders and
therefore the information contained in the annual reports
has the power to influence the readers (Deegan and
Rankin, 1997). Information in relation to CSR was
collected from the companies’ annual reports over the
years from 2010 to 2014.

Source: Author’'s own systemnization

d) Measurement of Corporate Social Responsibility
Index (CSRDI)

The present study employed disclosure scoring
methodology so as to calculate the CSRDI. Disclosure
index study is considered as the form of content
analysis which measures CSR disclosures against a set
of pre-determined items to assess the
comprehensiveness of CSR reporting. This involves the
analysis of annual reports to determine how well firms
score on a set of pre-determined factors. There is an
established accounting literature that examines annual
report disclosures using this method (Guthrie and
Abeysekera, 2006).

The first step involved in this study under this
method was the selection of reliable items relating to
CSR disclosure known as CSR check list. The thesis
adopted the disclosure framework which has been
developed by Tilakasiri, (2012) for the study named
Corporate  Social  Responsibility and Company
Performance: Evidence from Sri Lanka. Table 3.2
provides the snapshot view of the disclosure
assessment framework used in the study.
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Table 3.2: Disclosure assessment framework

Dimensions of Corporate Social Responsibility Disclosure Index Number of Indicators
Community 6
Employees 7
Customers 3
Education 6
Health 3
Environment 3
Total number of reporting elements 28

Source: Author’'s own systemization based on the adopted framework

The second step involved in this study was
scoring of CSR checklist items. The present study
employed un weighted scoring method to arrive at the
CSRDI. The un weighted method also known as
dichotomous approach which assigns equal values to
the check list items irrespective of how the items appear
either in annual reports or sustainability reports (Boesso
and Kumar, 2007). The un weighted approach is
regarded as more objective and largely avoids any
degree of subjectivity commonly known in other content
analyses approaches. Contrary to the dichotomous
approach, the weighted approach goes beyond what is
said and identifies how it is said (Guthrie and Parker,
1990). However, the present study employed un
weighted approach based on the assumption that each
disclosure item is equally significant for all stakeholders.
A score of 1 was assigned if the check list items
appeared in the annual reports and a score of 0 was
awarded for the absence of information.

The third and final step involved was the
calculation of corporate social responsibility index.
Subsequent to the second step, total score values CSR
disclosure were aggregated from all sub scores of the
six dimensions of named community, employees,
customers, education, health and environment. The
overall CSRD scores were the summation of the scores
for all the CSRD items. Finally, the extent of reporting
represented by Corporate Social Responsibility Index
(CSRDI) was computed as the ratio of actual scores to
the maximum possible obtainable score as follows:

CSRDI = Actual score

Maximum possible obtainable score

x 100

IV. ANALYSIS & FINDINGS

a) Measures of central tendency

Table 4.1 presents the descriptive statistics of
the variables used in the study across the 165
observations collected.

Table 4.1: Measures of central tendency of the sampled firms

. - . Standard
Variables Mean Minimum Maximum Deviation
Employee CSR 14.35 714 25 3.67
Community CSR 17.41 714 21.43 3.42
Health CSR 6.12 3.57 10.71 2.26
Educational CSR 12.61 714 21.43 3.53
Environmental CSR 7.10 3.57 10.71 2.16
Customer CSR 7.18 3.57 10.71 2.52
Corporate Social Responsibility 64.77 39.28 92.85 11.93
Disclosure Index

As far as the Corporate Social Responsibility
Index (CSRDI) is concerned, the maximum CSRDI is
found to be 92.85 whereas the minimum is realized to
be 39.28. The mean of CSRDI is observed to be high as
64.77 for the entire sample. The adoption of country
specific framework could be the underlying reason for
this high level of disclosure index. Another reason might
be the selection of sample as firms which were lacking
or not reporting on CSR from 2010 to 2014 were omitted
to increase the validity of the findings. The standard
deviation of CSRDI is 11.93 which reflects a high level of
dispersion from the mean. It suggests that the level of
disclosure practices of the sampled firms extremely
vary.
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When it comes to the dimensions of CSR,
community CSR has the highest mean value of 17.41
followed by employee CSR, educational CSR, customer
CSR, environmental CSR and health CSR with the mean
values of 14.35, 12.61, 7.18, 7.10 and 6.12 respectively.
Even though, it cannot be interpreted as community
CSR is practiced by most of the firms and followed by
other dimensions of CSR based on the mean values.
The CSR check list items vary across the dimensions of
CSR as they are not equally scattered among the six
dimensions used in this study. Therefore, to provide a
meaningful interpretation, these mean values should be
compared with the maximum obtainable value on each
dimensions of CSR (refer table 4.2).



b) The extent of reporting on CSR based on the dimensions
The following table provides a snapshot view on the extent to which the sampled firms practicing the varying

forms of corporate social responsibility disclosure.

Table 4.2: The extent of CSRD practices across its dimensions

Dimensions of Corporate Maximum The extent of
Social Responsibility Mean (%) obtainable achievement Ranking
Disclosure score (%) (%)
Employee CSR 14.35 25.01 57.38 5
Community CSR 17.41 21.43 81.24 1
Health CSR 6.12 10.71 57.14 6
Educational CSR 12.61 21.43 58.84 4
Environmental CSR 7.10 10.71 66.29 3
Customer CSR 7.18 10.71 67.04 2

The table 4.2 shows the degree of CSR
practices of the sampled firms based on the dimensions
of corporate social responsibility disclosure. This study
adopted a framework which consists of 28 CSR check
list items. The breakdown of the total CSR check list
items in relation to each of the dimension is as follows:
Employee CSR, 7; Community CSR, 6; Health CSR, 3;
Educational CSR, 6; Environmental CSR, 3; and
Customer CSR, 3. By referring to these, the maximum
obtainable mean value for the CSR dimensions were
computed. For example, the maximum obtainable score
for the community CSR was calculated as the ratio of
the number of CSR check list items fall under this
category to the total number of CSR check list items as
in this study 28. Hence, the maximum obtainable mean
value for the community CSR is 21.43 (6/28*100).

The extent to which the sampled firms
practicing the dimensions of CSR was computed as the
ratio of the actual mean value to maximum obtainable

mean value. The maximum obtainable mean value
varies since the CSR check list items were not scattered
evenly across the six dimensions. Prioritization has been
done based on the extent of achievement and it can be
seen from the table 4.2 that community CSR was the
most disclosed and the least disclosed dimension was
health CSR. Customer CSR, Environmental CSR,
Educational CSR and Employee CSR fall in between
Community CSR and Health CSR having the degree of
achievement values of 67.04%, 66.29%, 58.84% and
57.38% respectively.

c) Location of Corporate Social

Disclosure in Annual Reports

The CSR check list items were identified from
several locations scattered throughout the annual
reports. Table 4.3 illustrates that the location of CSR
disclosure in annual reports varied across the five-year
period from 2010 to 2014.

Responsibility

Table 4.3: Location of CSR reporting

Number of firms disclosing CSR
Location of 2010 2011 2012 2013 2014

reportin " " . . .

eporting Firms | % Firms | % | Firms % Firms | % | Firms %
Sustainability report 20 61 22 67 17 52 14 43 12 37
Management
discussion and 1 3 1 3 5 15 8 24 11 33
analysis
Corporate Social 12 | 36 8 24 8 24 8 24 4 12
Responsibility
Stewardship 1 3 1 3 2 6
Other sections 2 6 2 6 2 6 4 12

As it can be seen from the table 4.3 that
sustainability report is the section where most of the
firms disclosed the information on CSR throughout the
period from 2010 to 2014. Even though, the number of
firms reporting under sustainability report showing a
declining trend from 2012 to 2014 despite a marginal
increase in the year of 2011. The number of firms

reporting under management discussion and analysis
increased from only one firm in the year of 2010 to a
whopping amount of 11 in the year of 2014. The number
of firms reporting under the section named Corporate
Social Responsibility was quite stable during the years
of 2011, 2012 and 2013 but showing a declining trend.
Only a very few companies are reporting under the
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section called stewardship. In addition to the
aforementioned sections, firms are reporting under
variety of other sections too for example, the cause of
society; corporate governance; the bank and the Triple
Bottom Line (TBL); rewarding, recognizing and
rejuvenating; governance and sustainability; business
model; and business philosophy. These are grouped
into a category called other sections.

V. CONCLUSION & FUTURE RESEARCH
DIRECTIONS
a) Conclusion

The future of business is intrinsically linked to
strategic corporate responsibility. CSR can take three
forms namely philanthropic CSR, transactional CSR and
transformational CSR. Organizations are increasingly
moving towards transformational CSR nowadays which
has seen a shift from charity driven CSR to strategy
driven CSR. It enables organizations to internalize a
culture of corporate responsibility into their core
business operations. This study is built upon the notion
that stakeholder engagement is the starting point for
effective corporate social responsibility. The main
purpose of CSR is to manage stakeholder relationships
to ensure that business operations give rise to
significant long term benefits for them, whilst at the
same time minimizing the negative impacts that are
created due to daily business activities.

The research question of the study is focused
on the extent of CSR disclosure practices of the firms
which belong to the Banks, Finance and Insurance
sector in Sri Lanka. The main results of the descriptive
statistics show that CSR reporting is at a high level
among the sampled firms used in the study. The
findings show that community CSR was the most
disclosed theme followed by customer CSR,
environmental CSR, educational CSR, employee CSR
and health CSR. These results indicate that the firms
which belong to the Banks, Finance and Insurance
sector did not give priority to health CSR during the
period from 2010 to 2014. By referring to the above, it
can also be concluded that banks, finance and
insurance companies prioritized community CSR in
order to ascertain the views of community which are
considered to be most critical to address first. This
study’s findings seem to be consistent with previous
studies (Deegan, 2000; Deegan and Blomquist, 2006)
which supported the application of stakeholder theory in
CSR disclosure. The expectation and pressure of
particular stakeholder groups can influence the level of
disclosure. Furthermore, Deegan (2000) emphasize that
the volume of CSR disclosure is related to the
expectations of stakeholders. Hence, it can be
concluded that the expectations of community are high
among the banks, finance and insurance companies in
Sri Lanka.

© 2017 Global Journals Inc. (US)

b) Directions for Future Research

Some limitations of this research should be
investigated in the future research. The data required for
this study is sourced from annual reports. Future
research could include other means of reporting to look
into the extent of CSR disclosure practices. Because,
companies may report CSR activities in other medias for
example newspapers, promotional leaflets, websites
and brochures. The information from other means of
communication may show a comprehensive image of
CSR disclosure in the Sri Lankan context. Further, this
study is limited to the firms which belong to the Banks,
Finance and Insurance sector in Sri Lanka. Therefore,
further researches can be done by differentiating sector.
The sample size is considered to be small and it limits
the generalizability of the findings to Sri Lanka.
Therefore, anyone can take it to the next level by
widening the number of firms included in the study.
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for both I&M bank and Bank of Kigali. This tends to be less
expensive and increasing it with a relatively low interest rate
which leads to the increase in profit levels and hence
performance. The sustainability indicators shows that, Bank of
Kigali was very stable in internal financial health with average
SGR of 21% and IGR of 1.7% than its competitor I&M Bank
with average SGR of 10% and IGR of 0.6%. However, the debt
levels is not influenced by the variation on both SGR and IGR.
The study concludes that Bank of Kigali was the best financial
performer than its competitor I&M Bank. These were shown by
the fact that during the period of last six years, the average
ROE is 21% for BK against 26% for I&M Bank , average ROA is
4% for BK against 3% for I&M Bank, average LA is 51% for BK
against 47% for |1&M Bank, average LD is 74% for BK against
60% for I&M Bank, average SGR is 21% for BK against 10% for
I&M Bank and finally average IGR is 3% for BK against 2% for
&M Bank.

Keywords: debt
banking institution.

financing, business performance,

l. [NTRODUCTION AND BACKGROUND

n any business enterprise, the sources of funds

depend on the relative ease with which funds of

different types are obtainable, and this in turn affected
by the character of the company's assets, the seasonal
and cyclical fluctuations in its volume of business, its
rapidity of growth, its demonstrated or anticipated
stability of profits and continuity of operations, its size,
and any other aspect of its operations which affects its
position as a potential borrower. These factors also
determine its financial policy, causing the management
to choose one source of financing rather than another
(Adam, 2014).

Debt financing is one of financing options most
commonly pursued by companies. According to Tirole
(2006), debt financing takes many forms. The essence
of debt is that the borrower must repay the funds along
with agreed-upon service charges such as interest and

Author: Institutd 'Enseignement Superieur de Ruhengeri Musanze,
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loan origination fees. If the money is not repaid as
promised, the lender can start collection proceedings.
This process can become very uncomfortable for the
entrepreneur, who could stand to lose the business and
any non-business assets pledged to secure the loan. A
long-term loan usually has a payback period between
one and five years. Depending on the deal negotiated,
these loans are normally secured (collateralized by
assets) and guaranteed by the entrepreneurs. Rates
and terms on long-term loans vary greatly based on the
lending institution’s policies and the business’s age and
financial status (Bichsel& Blum, 2005).

Assessing the health of an economy can be
accomplished by studying the financial performance of
its banks, (Hague& Sharman, 2011). Then banking and
financial industry have become a reality in today's
economy, as it is witnessing a growing both in terms of
the number of such institutions, or in terms of the
amount of money managed by or diversity activities. In
spite of this progress and successes achieved by the
banking and financial institutions, it still has challenges
which will require further intensive efforts on the part of
these institutions. Such to enhance the quality of its
products and services and diversity and to keep pace
with the rapid developments taking place in the world in
this field (Adam, 2014). The widely used measures to
assess commercial banks’ performance return on total
assets (ROA) and return on total equity (ROE). These
measures have been used by analysts and bank
regulators in (a) assessing industry performance (b)
forecasting market structure trends (used to predict
bank failures and mergers) and (c) other purposes
where a profitability measure is wanted (Gilbert &
Wheelock, 2007). Over the past several years, an
increased attention has been received by financial
institutions ~ (particularly ~ commercial banks) on
performance analysis. As a result, the research focus
has been shifted from characterizing performance in
simple ratios as ROA or ROE to a multidimensional
systems perspective (Seiford& Zhu, 1999).

Indeed, researchers analyze the debt ratio and
try to determine whether an optimal debt ratio exists or
not. The optimal debt ratio is the one which maximizes
the profitability of the company (Muchugia, 2013).

Besides, the divergence between research can
be observed in a theoretical strand of literature. There
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are three essential theories which highlight the influence
of debt on corporate profitability, namely: trade-off
theory, pecking order theory and market timing theory.
First, according to trade off theory, states that there is an
advantage to financing with debt (namely, the tax benefit
of debts) and that there is a cost of financing with debt
(the bankruptcy costs of debt). According to the agency
costs theory, internal debt is used first; when that is
depleted, then debt is issued; and when it is no longer
sensible to issue any more debt, equity is issued.
According to market timing theory; perceives that
managers issue securities depending on the time-
varying costs of relative equity and debt and thus
issuance decisions have a long-term effect on capital
structure because the observed capital structure at any
particular date is the outcome of prior issuance decision
thus firms prefer to issue equity when the relative cost is
low and prefer to issue debt when equity cost is high
(Muchugia, 2013).

The Rwanda financial sector is largely
dominated by banking sector which holds around 66.9%
of the total financial sector assets. The pension sub-
sector comes second, with 17.1%, insurance institutions
hold 9.7% and microfinance institutions account for
6.3% of total financial sector assets. The National Bank
of Rwanda (BNR) is the sole regulator of the above
mentioned financial sector sub-sectors. Other integral
components of the financial sector in Rwanda are forex
bureaus; capital market and; payment system (BNR,
2015).

Currently, the number of banks increased from
14 in June 2014 to 17 in June 2015. Three banks: AB
Bank, Crane Bank, and BRD commercial joined the
Rwandan banking industry. In total, the Current
Rwandan banking system is composed of 11
commercial banks, 4 microfinance banks, 1
development bank and 1 cooperative bank.
Microfinance  sub-sector  constitutes 13 limited
companies, 64 SACCOs, and 416 UMURENGE
SACCQOs. There are also 88 foreign exchange bureaus.
Non-Bank Financial Institutions include 10 private
insurers, 2 public insurers, 8 loss adjusters, 6 brokers,
155 insurance agents and 1 public pension fund and 54
private funds. Rwandan banking system is more
privately and domestically owned. As of June 2015,
close to 61 percent of banking assets were domestically
owned. Foreign assets were 39 percent. Private
ownership stood at 55 percent of the total banking
system assets. Three of the foreign banks are
subsidiaries of Kenyan big banks which were ranked
among top 100 banks by return on assets in Africa
(BNR, 2015).

The relationship between debt financing and
firm performance is an important unsolved issue in the
field of finance. It is vital to know how low market cap
companies handle their capital structure towards the
growth of business. Gleason et al., (2000) stated that the
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manager’s decision on different debt and equity level in
a capital structure is a specific strategy for improved
performance. However, most firms struggle to reach an
optimal capital structure in order to minimize the cost of
capital and maximize firm value while improving its
competitive advantage in the marketplace.

The intimacy suspected between debt level and
the performance of firms is a vital unsolved issue in the
area of finance. Lack of studies on debt financing and
financial performance on commercial banks in Rwanda
has motivated my study. Currently most of the
commercial banks have engaged in the expansion
program which require huge some of capital. The way to
access this capital have made me to do research of
effect of debt financing on firm financial performance of
commercial banks here in Rwanda. The utilization of
debt financing shows mixed and conflicting results on
business performance. For instance, Ross (1977),
revealed that the increasing leverage by taking debt
enables the firm to have positive implications on firm
performance. Hadlock& James (2002) strongly agree
with Ross through their study on undervalued firms
where they found a positive relationship between the
use of debt finance and firm performance. On another
hand, Fama& French, (1998) reported the negative
relationship between business performance and debt
financing. Based on those contradictory findings, it is
very challenging to financial decision makers and other
users of financial information to decide whether the use
of debt finance in the capital structure is better for
business performance or not.

This research sought to address this gap in
knowledge by conducting a comparative research on
two commercial banks in Rwanda. The extent to which
the debts influence the bank’s financial performance
was explored. The study is focussed on the following

Hypothesis:

Ho:  There is no relationship between debt indicators
and financial performance indicators for BK and for I&M
Bank.

H,. There is relationship between debt indicators and
financial performance indicators for BK and for I&M
Bank.

[I.  OBJECTIVES

The primary objective of this study is to analyze
the effect of debt financing on the financial performance
by comparing the commercial banks in Rwanda, BK and
| & M banks. Specifically

1. To assess indicators of financial performance of BK
and |I&M Bank,

2. To examine the indicators of the debt of BK and
I&M Bank,

3. To measure the relationship between debt level and
financial performance for BK and for I&M Bank.



[11. LITERATURE REVIEW

Debt financing refers to the borrowing of loans
from other companies, banks, or financial institutions in
order to support a business’s operations. The loan
principal is repaid at a later point in time, with some
interest expenses being paid before the debt’'s maturity
(Cheong, 2015).

Financial performance refers to the act of
performing financial activity. In broader sense, financial
performance refers to the degree to which financial
objectives being or has been accomplished. It is the
process of measuring the results of a firm's policies and
operations in monetary terms. It is used to measure
firm's overall financial health over a given period of time
and can also be used to compare similar firms across
the same industry or to compare industries or sectors in
aggregation (Meigs, 1978).

Vedran & Robin (2012) investigated the
relationship between capital structure and firm
performance of Australian. They found a significant and
robust quadratic relationship between capital structure
and firm performance of Australian ADIs. At relatively low
levels of leverage an increase in debt leads to increased
profit efficiency hence superior bank performance. This
can most likely be attributed to financial distress

outweighing any gains made from managerial
performance improving.
Abor(2005) investigated the relationship

between capital structure and profitability of listed firms
on the Ghana Stock Exchange (GSE) during a five-year
period. The regression analysis was used in the
estimation of functions relating to ROE with measures of
capital structure. The study found that there is a
significantly positive relation between the ratio of
short-term debt to total assets and ROE. However, a
negative relationship between the ratio of long-term debt
to total assets and ROE was found. With regard to the
relationship between total debt and return rates, the
results show a significantly positive association between
the ratio of total debt to total assets and return on equity.

Abor (2007) investigated how macroeconomic
factors affect the relationship between capital structure
and bank performance from 2004 to 2014 to selected
samples of banks in Ghana. The study adopted panel
data methodology and used two models: fixed effect
regression estimation and Hausman chi-square test
conducted in each equation. The study have found that
macroeconomics variables and GDP growth were
registered to be significant. This signifies that
macroeconomics matter in the bank’s capital structure
and performance. Inflation however was found to be
insignificant.

Sabin & Miras (2015) investigated the impact of
debt level on firm profitability and liquidity of low market
capitalized firms listed on the Kuala Lumpur Stock
Exchange (Bursa Malaysia) with a sample of 50 low cup

firms chosen using quota sample. The study used
secondary data (annual reports) from 2010 to 2013,
Results have shown that debt level has a negative
correlation with CR, QR, ROE, ROA and NPM. The study
found that debt level have a significant positive impact
on QR. The gearing level has a significant negative
impact on ROE, ROA and NPM. The study also
explained the results with the support of various capital
structure theories and showed the mixture of debt and
equity that has a significant impact on the profitability
and liquidity of low-cap firms. This was simply to help
managers of low cap firms in considering the debt level
that could improve the profitability and liquidity.

Mazen (2014) conducted a study on the impact
of dept on profitability. The study was empirical in nature
and used a method of generalized moments (GMM) on
an unbalanced panel of 2240 French companies of
service sector observed over the period 1999-2006. The
study concluded that debt has no influence on
profitability either in a linear way, or in a non-linear way
and this was consistent with that of Baum et al. (2007)
on American industrial companies. and there is no
impact regardless the size of enterprise. Researcher
also presented the analysis using different size classes
and found there is no impact regardless the size of
enterprise. 5

Harc & Sarlija (2009)investigated the impact of
liquidity on the capital structure of Croatian firms where
Pearson colleration coeffiecient was applied measure to
what extent is the relationship between liquidity ratios
and debt ratios, the share of retained earnings to capital
and liquidity ratios and the structure of current assets
and leverage. A survey conducted on 1058 Croatin firms
found that there are statistically significant correlations
between liquidity ratios and leverage ratios. Also, there
are statistically significant correlations between leverage
ratios and the structure of current assets. The
relationship between liquidity ratios and the short-term
leverage is stronger than between liquidity ratios and the
long-term leverage. The study concluded that the more
liquid assets firms have, the less they are leveraged.
Long-term Leveraged firms are more liquid. Increasing
inventory levels leads to an increase in leverage.
Furthermore, increasing the cash in current assets leads
to a reduction in the short-term and the long-term
leverage.

Holz (2002), the liability-asset ratio of China's
industrial state-owned enterprises (SOEs) has increased
dramatically in the course of the economic reform
period. Western observers point out the inherent
dangers to enterprise solvency. Chinese policymakers
view today's level as exceedingly detrimental to
enterprise profitability and are introducing measures to
reduce it. Yet the increase in the liability-asset ratio of
industrial SOEs is the inevitable result of systemic
changes; since the early 1990s, the liability-asset ratio
has stabilized. The perceived negative impact of the
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current level of the liability-asset ratio on enterprise
profitability does not hold up in regression analysis. It is
true that low-profitability SOEs tend to have a high
liability-asset ratio, perhaps due to government-ordained
support through bank loans. However, once the
endogeneity of the liability-asset ratio is controlled for, a
high liability-asset ratio tends to imply a high level of
profitability. This suggests that current industrial SOE
reforms in China that focus on debt alleviation are
misguided.

IV.  METHODOLOGY

The study aims to assess the effect of debt
financing on firm financial performance in Rwanda. This
study used the comparative, descriptive and correlative
study to realize stated objectives. A comparative
research design has been used to enable the
researcher to examine the effect level detected on both
BK and I&M. Furthermore, the quantitative approach as
data collection maintains the assumption of an
empiricist paradigm. The study is also descriptive
because the characteristics of area of the study must be

described. The description has been used
for frequencies, averages and other statistical
calculations. The researcher has two quantitative

ntitative variables from the same subjects group. The
reseacher needs to find out if there is association on
similarity between debt level and firm financial
performance. Method such as explanatory have been
used under this study and secondary data only have
been used.

a) Data collection

Since the study is using only secondary data,
there is no specified method to collect them. The data
were sourced from the concerned organizations and are
available to everyone. Data related to BK, was collected
from the web site of BK and data related to 1&M Bank,
was collected from the web site of I&M Bank.

b) Models

To measure the relationship between debt level
and firm financial performance, the multiple regression
models was formulated as follows:

LAy =Bo+ BDR i + B, DTE j+ py
LDy =Bo + B:DR + B DTE i+ py
ROE = Bo + BiDR  + B DTE i+ iy
ROA ;= Bo + BiDR  + B DTE i+ py
SGR =By + BiDR  + B DTE j+ py
IGR; = By + BsDR  + B, DTE 1+ p;

Where B, to B, are the coefficients of the
variables and p is the random error term. B,: stands for
the intercept term. Others are described in section je ne
saisou?
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V. DATA ANALYSIS, FINDINGS AND RESULTS

Debt ratio (DR) shows the portion of money
financed the total assets by outsource. The higher the
ratio, the more of a firm’s assets are provided by
creditors relative to owners. Creditors prefer a low or
moderate ratio, because it provides more protection in
case a firm experience financial problems. The high ratio
indicates the weak financial structure. The mean
measurement in table above indicates that Bank of
Kigali with 81% Debt ratio is more financially stronger
than I&M Bank with an average debt ratio of 86% for
Debt ratio. Additionally, Bank of Kigali has managed to
control its liabilities over the years as it has less
standard deviation of 0.7 comparing to I&M Bank with
standard deviation of 1.9.

Debt to Equity ratio (DTE) structures the relation
between two types of finances; outsource finance
represented by total liabilities and inside finance
represented by shareholder’s equity. The high ratio
indicates the weak financial structure. Table above
demonstrates that the Bank of Kigali has a low ratio than
I&M Bank, as the means indicate. On average, Bank of
Kigali creditors provided 4.5 Rwf in financing for every
Rwf contributed by owners, comparing to 6.3 Rwf for
I&M Bank. On the other hand, I&M Bank with standard
deviation of 0.4 has managed to control the variability of
this ratio better than its competitor bank with standard
deviation of 0.6.

The loan to asset ratio (LA) measures the total
loans outstanding as a percentage of total assets. The
higher this ratio indicates a bank is loaned up and its
liquidity is low. The higher the ratio, the riskier a bank
may be to higher defaults, but based on results, it is
moderate is the case of Bank of Kigali (with an average
of 51% for LA) and weak to I&M Bank (with an average
of 47% for LA) which is not a good signal on liquidity of
the bank if it continues to keep non-profitable asset, it
will slow down its profitability hence its performance.
Based on standard deviation, the analysis also shows
that I&M Bank has a higher level of dispersion and high
rate of instability with a standard deviation of 8.7 than
Bank of Kigali standard deviation of 5.7.

The loan-to-deposit ratio (LD) shows the ability
of a bank to use the customer's deposit in offering
loans. Based on the mean measure, table shows that
Bank of Kigali with average LD of 73.5% is able to use
the customer’s deposits to offer loans more than I&M
Bank with average LD of 60%. Again, a high ratio
reflects a lower level of liquidity. On the other hand, and
based on standard deviation and coefficient of variation,
this table indicates a high dispersion and instability
levels of this ratio in I&M Bank with standard deviation
10 than Bank of Kigali with standard deviation of 7.
The ROAE measures the average contribution of net
income per a 1 Rwf invested by the firms’ stockholders;
a measure of the efficiency of the owners’ invested
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capital. The study found the mean score of 26% of net
income which returns to shareholders investment in I&M
Bank with a standard deviation of almost 4 while 21% of
net income return to investors of Bank of Kigali with a
standard deviation of 2. This means that during six years
ago, investment in Bank of Kigali returned small amount
comparing to I&M Bank, but it is also much secured in
terms of instability and dispersion due to the lower
value of its standard deviation of 2.3 for Bank of Kigali
comparing to 3.8 for I&M Bank. The stability is good
signal for the security investment in future. This means
that Bank of Kigali should attract more investors to
invest in their money by using its low standard deviation
than I&M Bank even if it could return a high dividend to
its shareholders than Bank of Kigali.

ROA indicates how profitable a company is
relative to its total assets. The higher the return, the
more efficient management is in utilizing its asset base.
Based on this, Bank of Kigali with average ROA of 3.8
percent, it seems to have a good management which is
employing the bank's total assets to make a profit more
than it is done at | &M Bank with average ROA of 3.4
percent.

Sustainable growth tells us how fast the firm can
grow, without increasing financial leverage (Adam,
2014). This means that it the growth by considering that
resources a company are finite and that the rate of
resource depletion must be slowed in order to have
long-term growth. So, based on the results appear in the
table above, Bank of Kigali is able to continue operating
and expansion on its retained earnings up to the rate of
21% rather than 10% for I&M Bank. This means that,
I&M Bank seems to be not stable enough on its side of
equity source of finance as it cannot resist as its
competitor in case their Debt level remained constant. In
that case, Bank of Kigali can resist two times the period
I&M Bank can resist. As a conclusion, without increasing
the leverage, Bank of Kigali can financially grow fast at
the rate of 11% more than I&M Bank.

Internal  Growth Rateis the highest rate a
business can increase or expand but not considering or
not using the external sources of funding. It indicates the
growth produced by cash flows retained by the firm. The
highest rate of internal growth shows that a given firm is
capable to reach high financial level without external
sources of funding (Adam, 2014). Based on the result
from the table above, Bank of Kigali with IGR of 2.8% is
stronger internally in finance than its competitor 1&M
Bank with IGR of 1.7% as it can grow or expand its
business at 1.1% more than I&M Bank without using any
external fund either equity or debt.

a) Correlation

The results show that debt level has a
significant negative correlation to Liquidity of 1&M Bank
with -0.915 and -0.603 Pearson correlation value for DR
to LD and LA respectively, and -0.181 and -0.535

Pearson correlation value for DER to LD and LA
respectively, contrary, to Bank of Kigali, Debt level has a
significant weak positive correlation with its liquidity with
Pearson correlation value of 0.055 and 0.015 for DR to
LD and LA respectively and Pearson correlation value of
0.061 and 0.095 for DER to LD and LA respectively. This
explains that if I&M Bank continues to raise the level of
debt, the consequence will be poor liquidity position as
cash will be utilized to pay interest on debts. On the
other hand, it means that when I&M Bank is highly
liquid, it seems to lower debts as the need to raise
short-term debt finance is low, the high liquidity could be
used to gradually decrease debt levels. For Bank of
Kigali, the weak correlation appeared is explaining that
the debt level has a relatively weak effect on the liquidity
means that bank’s operations are funded by the larger
portion of another source of funds rather than
borrowings. This would be a good sign to Bank of Kigali
than to 1&M Bank if the costs of those extra sources of
fund are cheaper than borrowing funds. These giving
rooms for further researches to investigate on the cost of
the source of fund.

b) Regression analysis

Regression analysis has been conducted by
using Time series data in SPSS 16 to test the research
hypothesis. The impact of debt level on financial
performance was determined with a cross-section fixed
effects model.

Debt level on Profitability: Recall that ROE refers to the
rate measures on return on the own ship interest
(shareholders' equity) of common stockholders. It shows
how well a company uses investiment funds to generate
the growth of earnings.

For I&M Bank, an R-square of 0.614 and an
adjusted R-square of 0.52 meaning that 52 % of the
variance in ROE can be explained by variations in debt
level. Durbin-Watson statistic is 2.20 meaning that the
data are acceptable because the results are indicating
no auto correlation. The strength of corresponding of
regression refers to the value of the F-statistic which is
5.30 and significant. For Bank of Kigali, the debt level
has a strong effect to ROE by 81 percent of R? and 69
percent of Adjusted R® with no autocorrelation in the
model. If the debt results in increased earnings, the
return  on shareholder investment is exponential.
However, increased debt favors ROE during boom times
but hurts ROE during recessions. Based on this, we can
confirm that Bank of Kigali is in boom period rather than
| & M Bank.
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| & M Bank

Bank of Kigali

ROE = -132.33 + 2.1 DR + 4.4 DER +

ROE = 168.24 + 12 DR + 8.4 DER + 1,

According to Mazen (2014), his study
underlined that debt has no influence on profitability
either in a linear way or in a non-linear way. But, the
results of these two models contradict Mazen'’s findings
for instance, 1% change for DR, provokes an increase of
12% to ROAE of Bank of Kigali and 2.1% to I&M Bank
and an increase of 1% for DER could make a raise of
ROE up to 8% for Bank of Kigali and 4.4% to 1&M Bank.
The result is also in contradictory with Abor (2005) who
found that negative impact of long-term debt on ROE,
but a positive impact from short-term debts. Arbiyan and
Safari (2009) also had identified negative impact of
financial liabilities on ROE for 100 companies in Iran.
This study strongly agrees with Hadlock and James,
(2002) through their study on undervalued firms where
they found a positive relationship between the use of
debt finance and firm performance. Similarly, Holz
(2002) found that the rising liability-asset ratio in the
determination of profitability is significantly positive with
debt enabling firm managers to finance their project and
maximize the performance.

Debt level on Return Average Asset: Return on assets
shows how profitable a company's assets are in

generating revenue. ROA is one of the most widely used
profitability ratios because it is related to both profit
margin and asset turnover, and shows the rate of return
for both creditors and investors of the company. ROA
shows how well a company controls its costs and
utilizes its resources.

Multiple regressions were conducted to
examine whether debt level could impact on overall
profitability as ROA level of I&M Bank and Bank of Kigali.
The result obtained from the regression equations show
a significantly positive relationship between Debt level
and ROA of two commercial banks under the study. The
overall model explained 63 percent changes to ROA of
Bank of Kigali are from Debt financing comparing to 54
percent changes from I&M Bank. The Durbin-Watson
values of 2.24 and 1.91 indicate that there is no sign of
autocorrelation. Hence debt fund is spent to increase
production of banking products and it leads to
significantly  increased revenues, therefore, the
increased debt increases ROAA, it's meaning that Bank
of Kigali uses debt to invest the borrowed funds in the
profitable project than I&M Bank does.

|&M Bank

ROA = 21.717 + 0.24 DR + 0.008 DER + ;

ROA = 3.23 + 0.16 DR + 0.748DER + 1,

The output shows that debt level has a positive
impact on return on asset and statistically significant at
5% (P=0.000<0.05) meaning that the increase of debt
level will weakly increase the ROA. For instance, an
increase of 1% on DR explains an increase of ROA up to
0.24% for | & M Bank and 0.16% for Bank of Kigali. This
study is in conformation with Ross (1977), revealed that
the increasing leverage by taking debt enables the firm
to have positive implications on firm performance.
Contrary to the results of Abor (2007) which is all the
measure of capital structure including debt to equity and
Debt ratio have a significantly negative impact on ROA.
The increase in long-term debt will lead to a decrease in
ROA because of the higher cost of interest compared to
short-term debt (Abor, 2005). Also Sabin & Miras (2015),
investigate the impact of debt level on firm profitability
(ROA) and found that the increase in debt fund
significantly reduces the net earnings of firms and effect
on the profitability of companies and it becomes more
severe with high debt level as expenses increase and
profitability decreases.

Debt level on Liquidity: The loan to deposit ratio is used
to calculate a lending institution's ability to cover
withdrawals made by its customers. A lending institution
that accepts deposits must have a certain measure of
liquidity to maintain its normal daily operations. Loans
given to its customers are mostly not considered liquid
meaning that they are investments over a longer period
of time.

Liquidity performance measures the ability to
meet financial obligations as they become due and is
crucial to the sustained viability of banking institutions.
The regression output shows that debt level is
statistically insignificant to LD of Bank of Kigali due to
the p-value of 0.130 which is greater than 0.05.
Contrary to I&M Bank, the result shows that debt level is
statistically significant (P-value of 0.000 < 0.05) and
positively influence the LD. These are explained by the
fact that 1% change of DR would result to 43% of LD
and one percent increase on DER will increase about
14% of LD. The Durbin-Watson values indicate that there
is no autocorrelation (2.24 for I&M Bank and 1.790 for
Bank of Kigali).

&M Bank

Bank of Kigali

LD = -848.23 + 43.553 DR + 14 DER + 1,

LD = -670.58 + 9.5 DR + 4.5 DER + y;
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Based on the positive significance found on the
side of I&M Bank, we could say that the bank borrowed
money are reloaned at higher rates so that I&M Bank is
no longer only relying entirely on its own deposits. This
contradicts with the findings of Sarlija and Harc (2012)
that the increase in debt-to-equity ratio will reduce firm
liquidity. On another hand, bank use the customers’
deposit to create credit where bank profits by borrowing
at one rate of interest and lending at a higher rate. The
customer deposits are the cheapest source of funds for
a bank, therefore, if 75% of changes on LD are
explained by debt level, it means that 25% are explained
by customer deposit. This is not a good signal on
financial health of | &M Bank because in the case of bad
debt, I&M Bank will lose money lent and in addition it will
be obliged to repay its creditors the loan which was
reloaned to its bad debtors. For better health, I&M Bank
must keep down that excessive influence of debt level to
LD in order to become illiquid in near future.

Debt level and Loan to Asset Ratio: Debt level is
statistically insignificant to LA for both I&M Bank and
Bank of Kigali as the P-values are 0.620 and 0.052 and
all are greater than to 0.05. The conclusion is that Debt
level has no statistical influence on LA of both I&M Bank
and Bank of Kigali. Generally, liquidity problems are
solved by the debt fund or equity fund or even
combination of the both. But based on the analysis
results, it seems that another source of fund like equity
financing is used to solve the issue of liquidity in the
commercial banks under the study.

c) Debtlevel and Sustainability

realistic estimate of the growth in a company’s earnings,
assuming that the company does not alter its capital
structure. The results shows that the combined influence
of indicators of debt level is statistically not significant to
SGR of both I&M Bank with P-value of 0.120 which is
greater than 0.05 and Bank of Kigali with P-value of
0.450 also greater than 0.05.

Debt level to the internal growth rate (IGR): Debt level is
not statistically influencing IGR for both 1&M Bank and
Bank of Kigali since the P-values are 0.077 and 0.351
and all are greater than to 5 %.

d) Hypothesis testing

The interpretation is relying mostly on
correlation effect and significances. Correlation effect
indicates the sense and direction of the relationship
between variables where Significance indicates the
statistical significance and acceptance and it helps to
show the eligibility of independent variables to predict
variation in dependent variables. Based on findings,
there is an existence of a relationship between debt level
and financial performance for | & M Bank a Bank of
Kigali. Hence the correlation effect appears on LA, SGR
and IGR are statistically not significant (P-value of both
I&M Bank and Bank of Kigali are greater than 5%) and
automatically it was ignored, the existed relationship
between debt level and financial performance is positive
due to the fact that the correlation effects are significant
and positive for all of two commercial banks under the
study. From these, the null Hypothesis is rejected as the
existence of the relationship between debt level and
financial performance for | &M Bank and Bank of Kigali

Debt level and Sustainable growth rate (SGR): Where detected.
Sustainable grow this the rate of growth that is most
Financial
indicators ROA ROE LA LD SGR IGR
022 IM .000 IM 620 IM .000 IM .120 IM Bank 077 IM
P-Value Bank Bank Bank Bank 450 BK Bank
.000 BK .000 BK .052 BK 130 BK 351 BK

These findings are in confirmation with Holz
(2002), found that the rising liability-asset ratio in the
determination of profitability is significantly positive with
debt enabling firm managers to finance their project and
maximize the performance. Similarly, Dessi and
Robertson’s (2003) study on debt, incentives and
performance found a positive correlation between debt
and firm performance. About the strength ness, Bank of
Kigali profit more from debt financing, especially on
ROA where 63.5% of variation explained by borrowed
funds, means that the effectiveness and efficiencies use
of borrowed fund in the profitable asset is more than it is
done from I&M Bank and about the sustainability, Bank
of Kigali is very stable than I&M Bank where the results
shows that if Bank of Kigali continue to earn the ROE of
21% And 25% for I&M Bank, the expansion and growth

Authors’ calculation, November 2016

of Bank of Kigali will be 11% more fast than it is on 1&M
Bank.

e) Findings

The first part was financial effect situation
analysis of debt level to profitability in terms of ROAE
and ROAA. The regression output indicated the
statistical significance and positive correlation due to the
P-value of 0.000 < 0.05 appeared for all banks under the
study. About the financial effect, it was come into view
that ROAE of Bank of Kigali is highly positively affected
by debt level with R square of 81.3 percent comparing
to 61.4 percent of I&M Bank. Means the use of
borrowed funds benefit more shareholders of Bank of
Kigali than I&M Bank. For the ROAA, the results shown
the same significance and correlation as on ROAE,
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therefore, Bank of Kigali with R square of 90% is using
borrowed fund in profitable project than I&M Bank with R
square of 63%.

The second part was on effect analysis of debt
level to liquidity in terms of LA and LD. Analysis output
shown the statistical insignificance of debt level to LA for
both I&M Bank and Bank of Kigali with P-value of 0.620
and 0.052 which are greater than to 0.05 this means that
the debt level in terms of DR and DE is not a good
statistical predictor of LA. However, debt level is only
statistically significant to LD for | & M Bank with P-value
of 0.000 < 0.05 and positive effect level of 75%. These
indicate that liquid assets of I&M Bank are highly
financed by borrowed funds which dispose the bank on
risk of become illiquid in case bad debt whereas Bank
of Kigali is remain insensible on the use of debt fund to
solve liquidity issues.

The third part was to assess the effect of debt
level to the financial sustainability of commercial banks
under the study in terms of SGR and IGR. The results
shows that the debt level indicators used in this study
are not good predictors of variations on both SGR and
IGR. This was explained by the P-values greater than 5%
as shown in tables above. So that, the sustainability
levels of both I&M Bank and Bank of Kigali are not
affected by the level of borrowed funds.

Finally, we have tested the hypothesis which
states that there is no relationship between debt level
and financial profitability for commercial banks under the
study. Based on results, we found that there is positive
relationship and consequently, we rejected the null
hypothesis.

VI. CONCLUSION AND RECOMMENDATIONS

a) Conclusions

The analysis done so far have been related to
the analysis on the effect of debt financing on the
financial performance by comparing the commercial
banks in Rwanda, BK and I&M banks. The results
obtained from research models showed there is a
significant positive relationship between debt level and
financial performance. The results indicate that the
overall bank performance in terms of profitability,
sustainability and liquidity has been improving since
2010 up to and including 2015. The findings show that
both banks are financially viable as both have used the
appropriate financial tools and policies to manage their
organizations and to adapt with their environment, to
become more competitive and maximizing their profits.

The study further concludes that profitability
increases more with the control variables that are DR
and DE for Bank of Kigali than I&M Bank and the
liquidity shows that | &M Bank is positively sensible with
Debt level than Bank of Kigali. Therefore, debt level will
positively impact on firm financial performance. For
more clarification, the study showed that debt level has

© 2017 Global Journals Inc. (US)

positive impact on firm profitability referring to ROE, and
ROA the case of Bank of Kigali with R-square of 81.3%
more than it is on I&M Bank with R-square of 61.4%. It
means that the high debt level has been used in
profitable projects; High positive effect will result to bank
profitability that directly will raise the level of firm
financial performance. Also the research results showed
that the liquidity of a bank, which is reflected in the
ongoing ability to pay financial obligations, affects the
bank’s capital structure for the case I&M Bank rather
than Bank of Kigali.

The results also shows how Bank of Kigali is
stable than its competitor I&M Bank on the side of
sustainability where it can financially grow fast than 1&M
Bank whether by relying only on their retained earnings
or only on their internal sources of fund. It is important to
emphasize the importance and role of money in the
liquidity. Money or its cash equivalent, which are used
for paying obligations, seems to be the best indicator of
liquidity for commercial banks. This explained by the fact
that the Null hypothesis is not accepted hence the
existence of the influence of debt financing to the
financial performance was discovered and statistically
justified among commercial banks under the study and
these confirm the achievement of research objectives as
ROE, ROA, SGR, IGR, LA and LD are used as indicators
of financial performance in terms of profitability,
sustainability and liquidity and on other side DR and
DTE are used as indicators of debt level. All of these
indicators were the node of the research results and
conclusion.

b) Recommendations
From the analysis done, we recommend the following:

e |t is very crucial to managers of business to learn
and use the optimal capital structure in order to
balance their source finance efficiently.

e |n order to maintain liquidity, and thereby influence
on the capital, company managers must be aware
of the importance of managing liquid assets.

e Companies have to maintain good networks and
collaborative relationships with financial companies
for the sake of future fundraising, by regarding their
wish to pursue equity or debt issuance.

e For researchers who have a willing to pursue this
area of the study, | recommend them extend their
scope so that they can be expanded to investigate
debt level in different context such as analyzing the
impact of debt level on cost of capital and its impact
on firm performance.

e The study recommends that further research should
be on capital structure, industry pricing, and firm
performance since a capital structure is influenced
by the industry valuation.
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3. SUBMISSION OF MANUSCRIPTS

Manuscripts should be uploaded via this online submission page. The online submission is most efficient method for submission of
papers, as it enables rapid distribution of manuscripts and consequently speeds up the review procedure. It also enables authors to
know the status of their own manuscripts by emailing us. Complete instructions for submitting a paper is available below.

Manuscript submission is a systematic procedure and little preparation is required beyond having all parts of your manuscript in a given
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To avoid postal delays, all transaction is preferred by e-mail. A finished manuscript submission is confirmed by e-mail immediately and
your paper enters the editorial process with no postal delays. When a conclusion is made about the publication of your paper by our
Editorial Board, revisions can be submitted online with the same procedure, with an occasion to view and respond to all comments.

Complete support for both authors and co-author is provided.

4. MANUSCRIPT’S CATEGORY

Based on potential and nature, the manuscript can be categorized under the following heads:
Original research paper: Such papers are reports of high-level significant original research work.
Review papers: These are concise, significant but helpful and decisive topics for young researchers.
Research articles: These are handled with small investigation and applications

Research letters: The letters are small and concise comments on previously published matters.

5.STRUCTURE AND FORMAT OF MANUSCRIPT

The recommended size of original research paper is less than seven thousand words, review papers fewer than seven thousands words
also.Preparation of research paper or how to write research paper, are major hurdle, while writing manuscript. The research articles and
research letters should be fewer than three thousand words, the structure original research paper; sometime review paper should be as
follows:

Papers: These are reports of significant research (typically less than 7000 words equivalent, including tables, figures, references), and
comprise:

(a)Title should be relevant and commensurate with the theme of the paper.

(b) A brief Summary, “Abstract” (less than 150 words) containing the major results and conclusions.

(c) Up to ten keywords, that precisely identifies the paper's subject, purpose, and focus.

(d) An Introduction, giving necessary background excluding subheadings; objectives must be clearly declared.

(e) Resources and techniques with sufficient complete experimental details (wherever possible by reference) to permit repetition;
sources of information must be given and numerical methods must be specified by reference, unless non-standard.

(f) Results should be presented concisely, by well-designed tables and/or figures; the same data may not be used in both; suitable
statistical data should be given. All data must be obtained with attention to numerical detail in the planning stage. As reproduced design
has been recognized to be important to experiments for a considerable time, the Editor has decided that any paper that appears not to
have adequate numerical treatments of the data will be returned un-refereed;

(g) Discussion should cover the implications and consequences, not just recapitulating the results; conclusions should be summarizing.
(h) Brief Acknowledgements.
(i) References in the proper form.

Authors should very cautiously consider the preparation of papers to ensure that they communicate efficiently. Papers are much more
likely to be accepted, if they are cautiously designed and laid out, contain few or no errors, are summarizing, and be conventional to the
approach and instructions. They will in addition, be published with much less delays than those that require much technical and editorial
correction.
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The Editorial Board reserves the right to make literary corrections and to make suggestions to improve briefness.
It is vital, that authors take care in submitting a manuscript that is written in simple language and adheres to published guidelines.
Format

Language: The language of publication is UK English. Authors, for whom English is a second language, must have their manuscript
efficiently edited by an English-speaking person before submission to make sure that, the English is of high excellence. It is preferable,
that manuscripts should be professionally edited.

Standard Usage, Abbreviations, and Units: Spelling and hyphenation should be conventional to The Concise Oxford English Dictionary.
Statistics and measurements should at all times be given in figures, e.g. 16 min, except for when the number begins a sentence. When
the number does not refer to a unit of measurement it should be spelt in full unless, it is 160 or greater.

Abbreviations supposed to be used carefully. The abbreviated name or expression is supposed to be cited in full at first usage, followed
by the conventional abbreviation in parentheses.

Metric Sl units are supposed to generally be used excluding where they conflict with current practice or are confusing. For illustration,
1.4 | rather than 1.4 x 10-3 m3, or 4 mm somewhat than 4 x 10-3 m. Chemical formula and solutions must identify the form used, e.g.
anhydrous or hydrated, and the concentration must be in clearly defined units. Common species names should be followed by
underlines at the first mention. For following use the generic name should be constricted to a single letter, if it is clear.

Structure
All manuscripts submitted to Global Journals Inc. (US), ought to include:

Title: The title page must carry an instructive title that reflects the content, a running title (less than 45 characters together with spaces),
names of the authors and co-authors, and the place(s) wherever the work was carried out. The full postal address in addition with the e-
mail address of related author must be given. Up to eleven keywords or very brief phrases have to be given to help data retrieval, mining
and indexing.

Abstract, used in Original Papers and Reviews:
Optimizing Abstract for Search Engines

Many researchers searching for information online will use search engines such as Google, Yahoo or similar. By optimizing your paper for
search engines, you will amplify the chance of someone finding it. This in turn will make it more likely to be viewed and/or cited in a
further work. Global Journals Inc. (US) have compiled these guidelines to facilitate you to maximize the web-friendliness of the most
public part of your paper.

Key Words

A major linchpin in research work for the writing research paper is the keyword search, which one will employ to find both library and
Internet resources.

One must be persistent and creative in using keywords. An effective keyword search requires a strategy and planning a list of possible
keywords and phrases to try.

Search engines for most searches, use Boolean searching, which is somewhat different from Internet searches. The Boolean search uses
"operators," words (and, or, not, and near) that enable you to expand or narrow your affords. Tips for research paper while preparing

research paper are very helpful guideline of research paper.

Choice of key words is first tool of tips to write research paper. Research paper writing is an art.A few tips for deciding as strategically as
possible about keyword search:
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e One should start brainstorming lists of possible keywords before even begin searching. Think about the most
important concepts related to research work. Ask, "What words would a source have to include to be truly
valuable in research paper?" Then consider synonyms for the important words.

e It may take the discovery of only one relevant paper to let steer in the right keyword direction because in most
databases, the keywords under which a research paper is abstracted are listed with the paper.

e  One should avoid outdated words.

Keywords are the key that opens a door to research work sources. Keyword searching is an art in which researcher's skills are
bound to improve with experience and time.

Numerical Methods: Numerical methods used should be clear and, where appropriate, supported by references.

Acknowledgements: Please make these as concise as possible.

References

References follow the Harvard scheme of referencing. References in the text should cite the authors' names followed by the time of their
publication, unless there are three or more authors when simply the first author's name is quoted followed by et al. unpublished work
has to only be cited where necessary, and only in the text. Copies of references in press in other journals have to be supplied with
submitted typescripts. It is necessary that all citations and references be carefully checked before submission, as mistakes or omissions
will cause delays.

References to information on the World Wide Web can be given, but only if the information is available without charge to readers on an
official site. Wikipedia and Similar websites are not allowed where anyone can change the information. Authors will be asked to make
available electronic copies of the cited information for inclusion on the Global Journals Inc. (US) homepage at the judgment of the
Editorial Board.

The Editorial Board and Global Journals Inc. (US) recommend that, citation of online-published papers and other material should be done
via a DOI (digital object identifier). If an author cites anything, which does not have a DOI, they run the risk of the cited material not
being noticeable.

The Editorial Board and Global Journals Inc. (US) recommend the use of a tool such as Reference Manager for reference management
and formatting.

Tables, Figures and Figure Legends

Tables: Tables should be few in number, cautiously designed, uncrowned, and include only essential data. Each must have an Arabic
number, e.g. Table 4, a self-explanatory caption and be on a separate sheet. Vertical lines should not be used.

Figures: Figures are supposed to be submitted as separate files. Always take in a citation in the text for each figure using Arabic numbers,
e.g. Fig. 4. Artwork must be submitted online in electronic form by e-mailing them.

Preparation of Electronic Figures for Publication

Even though low quality images are sufficient for review purposes, print publication requires high quality images to prevent the final
product being blurred or fuzzy. Submit (or e-mail) EPS (line art) or TIFF (halftone/photographs) files only. MS PowerPoint and Word
Graphics are unsuitable for printed pictures. Do not use pixel-oriented software. Scans (TIFF only) should have a resolution of at least 350
dpi (halftone) or 700 to 1100 dpi (line drawings) in relation to the imitation size. Please give the data for figures in black and white or
submit a Color Work Agreement Form. EPS files must be saved with fonts embedded (and with a TIFF preview, if possible).

For scanned images, the scanning resolution (at final image size) ought to be as follows to ensure good reproduction: line art: >650 dpi;
halftones (including gel photographs) : >350 dpi; figures containing both halftone and line images: >650 dpi.

Color Charges: It is the rule of the Global Journals Inc. (US) for authors to pay the full cost for the reproduction of their color artwork.
Hence, please note that, if there is color artwork in your manuscript when it is accepted for publication, we would require you to
complete and return a color work agreement form before your paper can be published.
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Figure Legends: Self-explanatory legends of all figures should be incorporated separately under the heading 'Legends to Figures'. In the
full-text online edition of the journal, figure legends may possibly be truncated in abbreviated links to the full screen version. Therefore,
the first 100 characters of any legend should notify the reader, about the key aspects of the figure.

6. AFTER ACCEPTANCE

Upon approval of a paper for publication, the manuscript will be forwarded to the dean, who is responsible for the publication of the
Global Journals Inc. (US).

6.1 Proof Corrections

The corresponding author will receive an e-mail alert containing a link to a website or will be attached. A working e-mail address must
therefore be provided for the related author.

Acrobat Reader will be required in order to read this file. This software can be downloaded
(Free of charge) from the following website:

www.adobe.com/products/acrobat/readstep2.html. This will facilitate the file to be opened, read on screen, and printed out in order for
any corrections to be added. Further instructions will be sent with the proof.

Proofs must be returned to the dean at dean@globaljournals.org within three days of receipt.

As changes to proofs are costly, we inquire that you only correct typesetting errors. All illustrations are retained by the publisher. Please
note that the authors are responsible for all statements made in their work, including changes made by the copy editor.

6.2 Early View of Global Journals Inc. (US) (Publication Prior to Print)

The Global Journals Inc. (US) are enclosed by our publishing's Early View service. Early View articles are complete full-text articles sent in
advance of their publication. Early View articles are absolute and final. They have been completely reviewed, revised and edited for
publication, and the authors' final corrections have been incorporated. Because they are in final form, no changes can be made after
sending them. The nature of Early View articles means that they do not yet have volume, issue or page numbers, so Early View articles
cannot be cited in the conventional way.

6.3 Author Services

Online production tracking is available for your article through Author Services. Author Services enables authors to track their article -
once it has been accepted - through the production process to publication online and in print. Authors can check the status of their
articles online and choose to receive automated e-mails at key stages of production. The authors will receive an e-mail with a unique link
that enables them to register and have their article automatically added to the system. Please ensure that a complete e-mail address is
provided when submitting the manuscript.

6.4 Author Material Archive Policy

Please note that if not specifically requested, publisher will dispose off hardcopy & electronic information submitted, after the two
months of publication. If you require the return of any information submitted, please inform the Editorial Board or dean as soon as
possible.

6.5 Offprint and Extra Copies

A PDF offprint of the online-published article will be provided free of charge to the related author, and may be distributed according to
the Publisher's terms and conditions. Additional paper offprint may be ordered by emailing us at: editor@globaljournals.org .

You must strictly follow above Author Guidelines before submitting your paper or else we will not at all be responsible for any
corrections in future in any of the way.
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Before start writing a good quality Computer Science Research Paper, let us first understand what is Computer Science Research Paper?
So, Computer Science Research Paper is the paper which is written by professionals or scientists who are associated to Computer Science
and Information Technology, or doing research study in these areas. If you are novel to this field then you can consult about this field
from your supervisor or guide.

TECHNIQUES FOR WRITING A GOOD QUALITY RESEARCH PAPER:

1. Choosing the topic: In most cases, the topic is searched by the interest of author but it can be also suggested by the guides. You can
have several topics and then you can judge that in which topic or subject you are finding yourself most comfortable. This can be done by
asking several questions to yourself, like Will | be able to carry our search in this area? Will | find all necessary recourses to accomplish
the search? Will | be able to find all information in this field area? If the answer of these types of questions will be "Yes" then you can
choose that topic. In most of the cases, you may have to conduct the surveys and have to visit several places because this field is related
to Computer Science and Information Technology. Also, you may have to do a lot of work to find all rise and falls regarding the various
data of that subject. Sometimes, detailed information plays a vital role, instead of short information.

2. Evaluators are human: First thing to remember that evaluators are also human being. They are not only meant for rejecting a paper.
They are here to evaluate your paper. So, present your Best.

3. Think Like Evaluators: If you are in a confusion or getting demotivated that your paper will be accepted by evaluators or not, then
think and try to evaluate your paper like an Evaluator. Try to understand that what an evaluator wants in your research paper and
automatically you will have your answer.

4. Make blueprints of paper: The outline is the plan or framework that will help you to arrange your thoughts. It will make your paper
logical. But remember that all points of your outline must be related to the topic you have chosen.

5. Ask your Guides: If you are having any difficulty in your research, then do not hesitate to share your difficulty to your guide (if you
have any). They will surely help you out and resolve your doubts. If you can't clarify what exactly you require for your work then ask the
supervisor to help you with the alternative. He might also provide you the list of essential readings.

6. Use of computer is recommended: As you are doing research in the field of Computer Science, then this point is quite obvious.
7. Use right software: Always use good quality software packages. If you are not capable to judge good software then you can lose

quality of your paper unknowingly. There are various software programs available to help you, which you can get through Internet.

8. Use the Internet for help: An excellent start for your paper can be by using the Google. It is an excellent search engine, where you can
have your doubts resolved. You may also read some answers for the frequent question how to write my research paper or find model
research paper. From the internet library you can download books. If you have all required books make important reading selecting and
analyzing the specified information. Then put together research paper sketch out.

9. Use and get big pictures: Always use encyclopedias, Wikipedia to get pictures so that you can go into the depth.

10. Bookmarks are useful: When you read any book or magazine, you generally use bookmarks, right! It is a good habit, which helps to
not to lose your continuity. You should always use bookmarks while searching on Internet also, which will make your search easier.

11. Revise what you wrote: When you write anything, always read it, summarize it and then finalize it.

© Copyright by Global Journals Inc.(US) | Guidelines Handbook .

XV



12. Make all efforts: Make all efforts to mention what you are going to write in your paper. That means always have a good start. Try to
mention everything in introduction, that what is the need of a particular research paper. Polish your work by good skill of writing and
always give an evaluator, what he wants.

13. Have backups: When you are going to do any important thing like making research paper, you should always have backup copies of it
either in your computer or in paper. This will help you to not to lose any of your important.

14. Produce good diagrams of your own: Always try to include good charts or diagrams in your paper to improve quality. Using several
and unnecessary diagrams will degrade the quality of your paper by creating "hotchpotch." So always, try to make and include those
diagrams, which are made by your own to improve readability and understandability of your paper.

15. Use of direct quotes: When you do research relevant to literature, history or current affairs then use of quotes become essential but
if study is relevant to science then use of quotes is not preferable.

16. Use proper verb tense: Use proper verb tenses in your paper. Use past tense, to present those events that happened. Use present
tense to indicate events that are going on. Use future tense to indicate future happening events. Use of improper and wrong tenses will
confuse the evaluator. Avoid the sentences that are incomplete.

17. Never use online paper: If you are getting any paper on Internet, then never use it as your research paper because it might be
possible that evaluator has already seen it or maybe it is outdated version.

18. Pick a good study spot: To do your research studies always try to pick a spot, which is quiet. Every spot is not for studies. Spot that
suits you choose it and proceed further.

19. Know what you know: Always try to know, what you know by making objectives. Else, you will be confused and cannot achieve your
target.

20. Use good quality grammar: Always use a good quality grammar and use words that will throw positive impact on evaluator. Use of
good quality grammar does not mean to use tough words, that for each word the evaluator has to go through dictionary. Do not start
sentence with a conjunction. Do not fragment sentences. Eliminate one-word sentences. Ignore passive voice. Do not ever use a big
word when a diminutive one would suffice. Verbs have to be in agreement with their subjects. Prepositions are not expressions to finish
sentences with. It is incorrect to ever divide an infinitive. Avoid clichés like the disease. Also, always shun irritating alliteration. Use
language that is simple and straight forward. put together a neat summary.

21. Arrangement of information: Each section of the main body should start with an opening sentence and there should be a
changeover at the end of the section. Give only valid and powerful arguments to your topic. You may also maintain your arguments with

records.

22. Never start in last minute: Always start at right time and give enough time to research work. Leaving everything to the last minute
will degrade your paper and spoil your work.

23. Multitasking in research is not good: Doing several things at the same time proves bad habit in case of research activity. Research is
an area, where everything has a particular time slot. Divide your research work in parts and do particular part in particular time slot.

24. Never copy others' work: Never copy others' work and give it your name because if evaluator has seen it anywhere you will be in
trouble.

25. Take proper rest and food: No matter how many hours you spend for your research activity, if you are not taking care of your health
then all your efforts will be in vain. For a quality research, study is must, and this can be done by taking proper rest and food.

26. Go for seminars: Attend seminars if the topic is relevant to your research area. Utilize all your resources.
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27. Refresh your mind after intervals: Try to give rest to your mind by listening to soft music or by sleeping in intervals. This will also
improve your memory.

28. Make colleagues: Always try to make colleagues. No matter how sharper or intelligent you are, if you make colleagues you can have
several ideas, which will be helpful for your research.

29. Think technically: Always think technically. If anything happens, then search its reasons, its benefits, and demerits.

30. Think and then print: When you will go to print your paper, notice that tables are not be split, headings are not detached from their
descriptions, and page sequence is maintained.

31. Adding unnecessary information: Do not add unnecessary information, like, | have used MS Excel to draw graph. Do not add
irrelevant and inappropriate material. These all will create superfluous. Foreign terminology and phrases are not apropos. One should
NEVER take a broad view. Analogy in script is like feathers on a snake. Not at all use a large word when a very small one would be
sufficient. Use words properly, regardless of how others use them. Remove quotations. Puns are for kids, not grunt readers.
Amplification is a billion times of inferior quality than sarcasm.

32. Never oversimplify everything: To add material in your research paper, never go for oversimplification. This will definitely irritate the
evaluator. Be more or less specific. Also too, by no means, ever use rhythmic redundancies. Contractions aren't essential and shouldn't
be there used. Comparisons are as terrible as clichés. Give up ampersands and abbreviations, and so on. Remove commas, that are, not
necessary. Parenthetical words however should be together with this in commas. Understatement is all the time the complete best way
to put onward earth-shaking thoughts. Give a detailed literary review.

33. Report concluded results: Use concluded results. From raw data, filter the results and then conclude your studies based on
measurements and observations taken. Significant figures and appropriate number of decimal places should be used. Parenthetical
remarks are prohibitive. Proofread carefully at final stage. In the end give outline to your arguments. Spot out perspectives of further
study of this subject. Justify your conclusion by at the bottom of them with sufficient justifications and examples.

34. After conclusion: Once you have concluded your research, the next most important step is to present your findings. Presentation is
extremely important as it is the definite medium though which your research is going to be in print to the rest of the crowd. Care should
be taken to categorize your thoughts well and present them in a logical and neat manner. A good quality research paper format is
essential because it serves to highlight your research paper and bring to light all necessary aspects in your research.

INFORMAL GUIDELINES OF RESEARCH PAPER WRITING

Key points to remember:

®  Submit all work in its final form.
e Write your paper in the form, which is presented in the guidelines using the template.
e  Please note the criterion for grading the final paper by peer-reviewers.

Final Points:

A purpose of organizing a research paper is to let people to interpret your effort selectively. The journal requires the following sections,
submitted in the order listed, each section to start on a new page.

The introduction will be compiled from reference matter and will reflect the design processes or outline of basis that direct you to make
study. As you will carry out the process of study, the method and process section will be constructed as like that. The result segment will
show related statistics in nearly sequential order and will direct the reviewers next to the similar intellectual paths throughout the data
that you took to carry out your study. The discussion section will provide understanding of the data and projections as to the implication
of the results. The use of good quality references all through the paper will give the effort trustworthiness by representing an alertness
of prior workings.
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Writing a research paper is not an easy job no matter how trouble-free the actual research or concept. Practice, excellent preparation,
and controlled record keeping are the only means to make straightforward the progression.

General style:

Specific editorial column necessities for compliance of a manuscript will always take over from directions in these general guidelines.

To make a paper clear

- Adhere to recommended page limits
Mistakes to evade

® |Insertion a title at the foot of a page with the subsequent text on the next page
e  Separating a table/chart or figure - impound each figure/table to a single page
e  Submitting a manuscript with pages out of sequence

In every sections of your document
- Use standard writing style including articles ("a", "the," etc.)

- Keep on paying attention on the research topic of the paper

- Use paragraphs to split each significant point (excluding for the abstract)

- Align the primary line of each section

- Present your points in sound order

- Use present tense to report well accepted

- Use past tense to describe specific results

- Shun familiar wording, don't address the reviewer directly, and don't use slang, slang language, or superlatives

- Shun use of extra pictures - include only those figures essential to presenting results

Title Page:

Choose a revealing title. It should be short. It should not have non-standard acronyms or abbreviations. It should not exceed two printed
lines. It should include the name(s) and address (es) of all authors.
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Abstract:

The summary should be two hundred words or less. It should briefly and clearly explain the key findings reported in the manuscript--
must have precise statistics. It should not have abnormal acronyms or abbreviations. It should be logical in itself. Shun citing references
at this point.

An abstract is a brief distinct paragraph summary of finished work or work in development. In a minute or less a reviewer can be taught
the foundation behind the study, common approach to the problem, relevant results, and significant conclusions or new questions.

Write your summary when your paper is completed because how can you write the summary of anything which is not yet written?
Wealth of terminology is very essential in abstract. Yet, use comprehensive sentences and do not let go readability for briefness. You can
maintain it succinct by phrasing sentences so that they provide more than lone rationale. The author can at this moment go straight to
shortening the outcome. Sum up the study, with the subsequent elements in any summary. Try to maintain the initial two items to no
more than one ruling each.

®  Reason of the study - theory, overall issue, purpose

®  Fundamental goal

®  To the point depiction of the research

® Consequences, including definite statistics - if the consequences are quantitative in nature, account quantitative data; results
of any numerical analysis should be reported

e  Significant conclusions or questions that track from the research(es)

Approach:
®  Single section, and succinct
® Asaoutline of job done, it is always written in past tense
® A conceptual should situate on its own, and not submit to any other part of the paper such as a form or table
®  Center on shortening results - bound background information to a verdict or two, if completely necessary
e  What you account in an conceptual must be regular with what you reported in the manuscript

e  Exact spelling, clearness of sentences and phrases, and appropriate reporting of quantities (proper units, important statistics)
are just as significant in an abstract as they are anywhere else

Introduction:

The Introduction should "introduce" the manuscript. The reviewer should be presented with sufficient background information to be
capable to comprehend and calculate the purpose of your study without having to submit to other works. The basis for the study should
be offered. Give most important references but shun difficult to make a comprehensive appraisal of the topic. In the introduction,
describe the problem visibly. If the problem is not acknowledged in a logical, reasonable way, the reviewer will have no attention in your
result. Speak in common terms about techniques used to explain the problem, if needed, but do not present any particulars about the
protocols here. Following approach can create a valuable beginning:

Explain the value (significance) of the study

e  Shield the model - why did you employ this particular system or method? What is its compensation? You strength remark on its
appropriateness from a abstract point of vision as well as point out sensible reasons for using it.

®  Present a justification. Status your particular theory (es) or aim(s), and describe the logic that led you to choose them.

® Very for a short time explain the tentative propose and how it skilled the declared objectives.

Approach:
®  Use past tense except for when referring to recognized facts. After all, the manuscript will be submitted after the entire job is
done.

®  Sort out your thoughts; manufacture one key point with every section. If you make the four points listed above, you will need a
least of four paragraphs.
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®  Present surroundings information only as desirable in order hold up a situation. The reviewer does not desire to read the
whole thing you know about a topic.

e  Shape the theory/purpose specifically - do not take a broad view.

®  Asalways, give awareness to spelling, simplicity and correctness of sentences and phrases.

Procedures (Methods and Materials):

This part is supposed to be the easiest to carve if you have good skills. A sound written Procedures segment allows a capable scientist to
replacement your results. Present precise information about your supplies. The suppliers and clarity of reagents can be helpful bits of
information. Present methods in sequential order but linked methodologies can be grouped as a segment. Be concise when relating the
protocols. Attempt for the least amount of information that would permit another capable scientist to spare your outcome but be
cautious that vital information is integrated. The use of subheadings is suggested and ought to be synchronized with the results section.
When a technique is used that has been well described in another object, mention the specific item describing a way but draw the basic
principle while stating the situation. The purpose is to text all particular resources and broad procedures, so that another person may
use some or all of the methods in one more study or referee the scientific value of your work. It is not to be a step by step report of the
whole thing you did, nor is a methods section a set of orders.

Materials:

®  Explain materials individually only if the study is so complex that it saves liberty this way.
e  Embrace particular materials, and any tools or provisions that are not frequently found in laboratories.
® Do not take in frequently found.

e If use of a definite type of tools.

e  Materials may be reported in a part section or else they may be recognized along with your measures.
Methods:

e  Report the method (not particulars of each process that engaged the same methodology)

®  Describe the method entirely

To be succinct, present methods under headings dedicated to specific dealings or groups of measures

e Simplify - details how procedures were completed not how they were exclusively performed on a particular day.
If well known procedures were used, account the procedure by name, possibly with reference, and that's all.

Approach:

® |t is embarrassed or not possible to use vigorous voice when documenting methods with no using first person, which would
focus the reviewer's interest on the researcher rather than the job. As a result when script up the methods most authors use
third person passive voice.

®  Use standard style in this and in every other part of the paper - avoid familiar lists, and use full sentences.

What to keep away from

®  Resources and methods are not a set of information.
®  Skip all descriptive information and surroundings - save it for the argument.
® leave out information that is immaterial to a third party.

Results:

The principle of a results segment is to present and demonstrate your conclusion. Create this part a entirely objective details of the
outcome, and save all understanding for the discussion.

The page length of this segment is set by the sum and types of data to be reported. Carry on to be to the point, by means of statistics and
tables, if suitable, to present consequences most efficiently.You must obviously differentiate material that would usually be incorporated

in a study editorial from any unprocessed data or additional appendix matter that would not be available. In fact, such matter should not
be submitted at all except requested by the instructor.
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Content

Sum up your conclusion in text and demonstrate them, if suitable, with figures and tables.
In manuscript, explain each of your consequences, point the reader to remarks that are most appropriate.
Present a background, such as by describing the question that was addressed by creation an exacting study.
Explain results of control experiments and comprise remarks that are not accessible in a prescribed figure or table, if
appropriate.

e  Examine your data, then prepare the analyzed (transformed) data in the form of a figure (graph), table, or in manuscript form.
What to stay away from

® Do not discuss or infer your outcome, report surroundings information, or try to explain anything.
L] Not at all, take in raw data or intermediate calculations in a research manuscript.

® Do not present the similar data more than once.
®  Manuscript should complement any figures or tables, not duplicate the identical information.

e Never confuse figures with tables - there is a difference.
Approach

e Asforever, use past tense when you submit to your results, and put the whole thing in a reasonable order.
e  Put figures and tables, appropriately numbered, in order at the end of the report

e |f you desire, you may place your figures and tables properly within the text of your results part.
Figures and tables

e |f you put figures and tables at the end of the details, make certain that they are visibly distinguished from any attach appendix
materials, such as raw facts

®  Despite of position, each figure must be numbered one after the other and complete with subtitle
®  |n spite of position, each table must be titled, numbered one after the other and complete with heading

e Allfigure and table must be adequately complete that it could situate on its own, divide from text
Discussion:

The Discussion is expected the trickiest segment to write and describe. A lot of papers submitted for journal are discarded based on
problems with the Discussion. There is no head of state for how long a argument should be. Position your understanding of the outcome
visibly to lead the reviewer through your conclusions, and then finish the paper with a summing up of the implication of the study. The
purpose here is to offer an understanding of your results and hold up for all of your conclusions, using facts from your research and
generally  accepted information, if  suitable.  The implication of  result  should be  visibly  described.
Infer your data in the conversation in suitable depth. This means that when you clarify an observable fact you must explain mechanisms
that may account for the observation. If your results vary from your prospect, make clear why that may have happened. If your results
agree, then explain the theory that the proof supported. It is never suitable to just state that the data approved with prospect, and let it
drop at that.

®  Make a decision if each premise is supported, discarded, or if you cannot make a conclusion with assurance. Do not just dismiss
a study or part of a study as "uncertain."

®  Research papers are not acknowledged if the work is imperfect. Draw what conclusions you can based upon the results that
you have, and take care of the study as a finished work

®  You may propose future guidelines, such as how the experiment might be personalized to accomplish a new idea.

®  Give details all of your remarks as much as possible, focus on mechanisms.

®  Make a decision if the tentative design sufficiently addressed the theory, and whether or not it was correctly restricted.
®  Tryto present substitute explanations if sensible alternatives be present.

®  One research will not counter an overall question, so maintain the large picture in mind, where do you go next? The best
studies unlock new avenues of study. What questions remain?

e  Recommendations for detailed papers will offer supplementary suggestions.
Approach:

®  When you refer to information, differentiate data generated by your own studies from available information
®  Submit to work done by specific persons (including you) in past tense.
= Submit to generally acknowledged facts and main beliefs in present tense.
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THE ADMINISTRATION RULES

Please carefully note down following rules and regulation before submitting your Research Paper to Global Journals Inc. (US):

Segment Draft and Final Research Paper: You have to strictly follow the template of research paper. If it is not done your paper may get

rejected.

. The major constraint is that you must independently make all content, tables, graphs, and facts that are offered in the paper.
You must write each part of the paper wholly on your own. The Peer-reviewers need to identify your own perceptive of the
concepts in your own terms. NEVER extract straight from any foundation, and never rephrase someone else's analysis.

e Do not give permission to anyone else to "PROOFREAD" your manuscript.

®  Methods to avoid Plagiarism is applied by us on every paper, if found guilty, you will be blacklisted by all of our collaborated
research groups, your institution will be informed for this and strict legal actions will be taken immediately.)
®  To guard yourself and others from possible illegal use please do not permit anyone right to use to your paper and files.
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Please note that following table is only a Grading of "Paper Compilation" and not on "Performed/Stated Research" whose grading
solely depends on Individual Assigned Peer Reviewer and Editorial Board Member. These can be available only on request and after

CRITERION FOR GRADING A RESEARCH PAPER (COMPILATION)
BY GLOBAL JOURNALS INC. (US)

decision of Paper. This report will be the property of Global Journals Inc. (US).

Abstract

Introduction

Methods
Procedures

Result

Discussion

References

XXIII

Grades

Clear and concise with
appropriate content, Correct

format. 200 words or below

Containing all background
details with clear goal and
appropriate  details, flow
specification, no grammar
and spelling mistake, well
organized sentence and

paragraph, reference cited

Clear and to the point with
well arranged paragraph,
precision and accuracy of
facts and figures, well

organized subheads

Well organized, Clear and
specific, Correct units with
precision, correct data, well
structuring of paragraph, no
grammar and
mistake

spelling

Well organized, meaningful
specification, sound
conclusion, logical and

concise explanation, highly

structured paragraph
reference cited
Complete and correct

format, well organized

Unclear summary and no
specific data, Incorrect form

Above 200 words

Unclear and confusing data,
appropriate format, grammar
and spelling errors with
unorganized matter

Difficult to comprehend with
embarrassed text, too much
explanation but completed

Complete and embarrassed
text, difficult to comprehend

Wordy, unclear conclusion,
spurious

Beside the point, Incomplete

E-F

No specific data with ambiguous
information

Above 250 words

Out of place depth and content,
hazy format

Incorrect  and unorganized

structure with hazy meaning

Irregular format with wrong facts
and figures

Conclusion is not cited,
unorganized, difficult to

comprehend

Wrong format and structuring
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