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ABSTRACT 
 

The study investigated the effect of financial instrument disclosure on financial performance 
of listed manufacturing firms in Nigeria. The objectives of the study are; to examine the effect 
of derivative financial Assets disclosure on return on asset of listed manufacturing firms in 
Nigeria and to determine the effect of derivative financial liabilities disclosure on return on 
asset of listed manufacturing firms in Nigeria. To achieve the objective of the study, ex-post 
facto research design was adopted. The study adopted secondary data in generating its data 
through the use of annual report and account of selected banks. In testing the hypotheses, 
multiple regression analysis was used. The findings revealed that derivative financial asset 
disclosure has a significant effect on return on asset of listed manufacturing firms in Nigeria 
while derivative financial liability disclosure has no significant effect on return on asset of 
listed manufacturing firms in Nigeria. The study recommends that in seeking for financial 
performance of the manufacturing firms in regards to their financial instruments, investors 
should not place too much emphasis on derivative liability it does not significantly affect the 
performance of manufacturing firms. Firms and investors should focused on derivative asset 
because of its positive and significant effect on the financial performance of listed 
manufacturing firms. 
 

1. INTRODUCTION 

Financial instruments play an important role for companies since firms can manage a set of risk 

factors with these contracts, especially through derivatives. Nevertheless, even though financial 

instruments allow companies to protect their financial income and cash flows, when managers 

use derivatives inadequately, they expose the company to a complex scenario of potential 

financial losses. In this regard, information about the use of financial instruments is relevant 

for external users of accounting reports. With complete information, investors can estimate the 

risk of investing more accurately in a particular firm. Although this is an important issue, 

disclosing information on financial instruments seems to not be a simple task for companies; 

furthermore, it is not a simple task for external auditors to audit this information. There is a 

more complex situation when we address disclosure of derivatives and information about hedge 

accounting. Different authors consider derivative financial instruments as a complex issue 

(Kawaller, 2004; Birt et al., 2013; Prorokowski, 2013; Chang et al., 2016; Tessema, 2016). 
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Accounting standards about presentation, recognition, measurement and disclosure of financial 

instruments have existed for a couple of years, but revisions have been implemented 

periodically, as we have the case of IFRS 7 and, nowadays, the IFRS 9, which will be 

mandatory after 2018. One of the reasons to issue new standards on financial instruments rely 

on the changes and evolution of tools to measure and manage financial risks from these 

contracts, as well as new concepts and approaches currently accepted (IASB, Financial 

instruments serve as hedging instrument in business which in accordance to its usefulness led 

to growth in the development of new types of financial instruments such as derivatives since 

the mid-1970s and many users of financial reports believe that the accounting standard setters 

have not kept pace with these changes (Ayzer & Cema 2013). In the 1980s, there was rapid 

financial innovations which led to new instruments engineered around the basic building blocks 

of swaps, options, and futures contracts (Nissim, 2003). Looking at the case of the financial 

crises during 2007/8, banks structured their transactions to ensure derivatives remained off 

balance-sheet and largely undisclosed. The issues associated with undisclosed financial 

instruments and other ongoing issues with accounting for such financial instruments have

resulted in the International Accounting Standards Board (IASB) working on projects for the 

recognition, measurement, and disclosure of these often complex instruments for most of the 

past twenty-five years (Ayzer & Cema 2013). This has resulted in standards being issued, 

amended, replaced, and further amended. 

 
The first standard in regards to financial instruments bordered on presentation of financial 

instruments as captured by IAS 32 (Financial Instruments Presentation). IAS 32 was issued in 

1995 and replaced in 2005 with the acknowledgement that techniques used by entities for 

measuring and managing exposure to risks arising from financial instruments have evolved and 

new risk management concepts and approaches have gained acceptance(IASB, 2005). 

Accordingly, IAS 32s have been replaced by IFRS 7 (Financial Instruments Disclosures),  

which increased the requirements for companies to provide information about their exposure 

to the risks associated with recognised amounts, why management enter into those risks, and 

how they are managed (IASB, 2005). Since its issue, the IASB have substantively amended 

IFRS 7 three times for disclosures applicable to derivatives: twice in response to deficiencies 

identified during the 2007/8 financial crisis, and once following a comprehensive review of 

hedge accounting. An increased volume of disclosures applicable to derivatives under IFRS 7 

has coincided with increased concern from regulators and the accounting profession that 
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financial statement disclosures are growing in length while decreasing in its informative value 

(Ayzer & Cema 2013). Practitioner and researchers such as: Perera and Thrikawala, (2010): 

Omokhudu and Ibadin (2015). have highlighted that poor quality disclosure by companies is 

an ongoing issue which then outlines a major gap that needs to be explored. Against this back 

drop, this study seeks to evaluate the effect of financial instruments reporting on the quality of 

firm’s financial statement.  

 
Statement of the Problem 

The issue of whether enough information is being disclosed in annual reports for users of 

financial information, most especially investors/shareholders has been ongoing for some years 

in financial reporting. The issue of derivative use in firms and whether managers are disclosing 

enough information regarding derivative instruments that are being used by non-financial 

companies to manage financial risks are dominant arguments in financial economics. These 

arguments arose because of bankruptcies and near collapses, which are derivative-aided, that 

pervaded the 1990s and 2000s (Dunne and Helliar, 2002 and DaDalt et al., 2002). Examples 

include the Enron case on energy derivatives as a contributing factor to its collapse, Barings 

Bank’s loss of £927 million speculating in futures contract, Metallgesellschaft AG’s future 

hedge losses of over $1 billion (Brealey, Myers, Marcus, 2004; Hogan, 1997) and the recent 

hedging failure of £391 million in Mitchells and Butlers that led to a loss of £274 million, which 

eroded shareholders’ value by 30% (Financial times, 01/02/08). The loss was so monumental 

that it wiped out the total profit of the previous two years. Also, substantial empirical studies 

have documented inadequate reporting of derivative use in companies both in the US and the 

UK (Roulstone, 1999; Adedeji and Baker, 1999 and Marshall and Weetman, 2002) under 

various regulatory regimes.  Additionally, the clamour for harmonisation of reporting practices, 

which calls for reporting financial information under international accounting standards 

(IFRSs) as against local GAAPs, which is expected to increase what is being reported in annual 

reports.  UK companies started reporting under international standards from the accounting 

year beginning from or after 1st of January 2005.   

 
All of the above arguments seem to be saying that more information should be disclosed in 

annual reports.  From the perspective of derivative use disasters, relevant information on the 

hedging process is required in order for shareholders to understand the hedging process and to 

make financial statements reliable for investment decision-making. From the perspective of 
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harmonisation, financial statements ought to be comparable across companies and geographical 

divides. 

 
Objectives of the Study 

The main objective of the study is to examine the effect of financial instrument disclosure on 

financial performance of listed manufacturing firms in Nigeria.  

The studies specific objectives include: 

i. To examine the effect of derivative financial Assets disclosure on return on asset 

of listed manufacturing firms in Nigeria. 

ii. To determine the effect of derivative financial liabilities disclosure on return on 

asset of listed manufacturing firms in Nigeria 

 
Research Questions 

i. What is the effect of derivative financial Assets disclosure on quality of firms 

financial report? 

ii. What is the effect of derivative financial liabilities disclosure on quality of firms 

financial report? 

 
Research Hypotheses 

H01: Derivative financial Assets disclosure has no significant effect on return on asset of listed 

manufacturing firms in Nigeria 

H02: Derivative financial liability disclosure has no significant effect on return on asset of 

listed manufacturing firms in Nigeria 

 
2. LITERATURE REVIEW 

Concept of Financial Instrument Reporting 

In April 2001 the International Accounting Standards Board (the Board) adopted IAS 30 

Disclosures in the Financial Statements of Banks and Similar Financial Institutions, which had 

originally been issued by the International Accounting Standards Committee in August 1990. 

In August 2005 the Board issued IFRS 7 Financial Instruments, which carried forward the 

disclosure requirements in IAS 32 Financial Instruments: Disclosure and Presentation. IAS 32 

was subsequently renamed as IAS 32 Financial Instruments: Presentation. IAS 1 Presentation 

of Financial Statements as revised in 2007 amended the terminology used throughout IFRS, 

including IFRS 7. In March 2009 the IASB enhanced the disclosures about fair value and 
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liquidity risks in IFRS 7. The Board also amended IFRS 7 to reflect that a new financial 

instruments. IFRS 7 was also amended in October 2010 to require entities to supplement 

disclosures for all transferred financial assets that are not derecognised where there has been 

some continuing involvement in a transferred asset. The Board amended IFRS 7 in December 

2011 to improve disclosures in netting arrangements associated with financial assets and 

financial liabilities. 

 
Financial Instruments Presentation (IAS 32) 

IAS 32 which focuses on financial instruments Presentation establishes the principles for 

presenting financial instruments, from the perspective of the issuer, as liabilities or equity and 

for offsetting financial assets and financial liabilities. It applies to the classification of financial  

instruments into financial assets, financial liabilities and equity instruments; the classification 

of related interest, dividends, losses and gains; and the circumstances in which financial assets 

and financial liabilities can be offset. The principles in this standard complement the principles 

for recognizing and measuring financial assets and financial liabilities in IAS 39 Financial 

Instruments: Recognition and Measurement (or if applicable, IFRS 9 Financial Instruments), 

and for disclosing information about them in IFRS 7 Financial Instruments: Disclosure. 

  
IAS 32 applies to all financial instruments, both recognized and unrecognized except for: 

interests in subsidiaries, associates, and joint ventures accounted for under IFRS 10 

Consolidated Financial Statements, IAS 27 Separate Financial Statements, IAS 28 Investments 

in Associates and Joint Ventures unless these standards require IAS 39 to be applied. The 

standard also applies to: employers’ rights and obligations under employee benefit plans 

subject to IAS 19 Employee Benefits; insurance contracts as defined in IFRS 4 Insurance 

Contracts. ; financial instruments that are within the scope of IFRS 4 because they contain a 

discretionary participation feature. ; the acquirers’ contracts for contingent consideration in a 

business combination; financial instruments, contracts and obligations under share-based 

payment transactions to which IFRS 2 Share-based Payment applies. Furthermore, the standard 

applies to contracts to buy or sell a non-financial item that can be settled net in cash or another 

financial instrument, or by exchanging financial instruments, except for contracts that were 

entered into and continue to be held for the purpose of the receipt or delivery of a non-financial 

item in accordance with the entity’s expected purchase, sale or usage requirements. The issuer 

of a financial instrument classifies the instrument or its component parts, on initial recognition 

as a financial liability, a financial asset or an equity instrument in accordance with the substance 
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of the contractual arrangement and the definitions of a financial liability, a financial asset and 

an equity instrument. 

 
Financial Instruments Recognition and Measurement (IAS 39) 

The objective of this Standard is to establish principles for recognising and measuring financial 

assets, financial liabilities and some contracts to buy or sell non-financial items. Requirements 

for presenting information about financial instruments are in IAS 32 Financial Instruments: 

Presentation. Requirements for disclosing information about financial instruments are in IFRS 

7 while that of recognition and measurement are embedded in this standard (IAS 39). 

IAS 39 holds that an entity shall recognise a financial asset or a financial liability in its 

statement of financial position when, and only when, the entity becomes a party to the 

contractual provisions of the instrument while in accordance with Derecognition of a financial 

liability, an entity shall remove a financial liability (or a part of a financial liability) from its 

statement of financial position when, and only when, it is extinguished—ie when the obligation 

specified in the contract is discharged or cancelled or expires.  

 
Initial measurement of financial assets and financial liabilities: When a financial asset or 

financial liability is recognised initially, an entity shall measure it at its fair value plus, in the 

case of a financial asset or financial liability not at fair value through profit or loss, transaction 

costs that are directly attributable to the acquisition or issue of the financial asset or financial 

liability shall be included. Fair value is the amount for which an asset could be exchanged, or 

a liability settled, between knowledgeable, willing parties in an arm’s length transaction. For 

the purpose of measuring a financial asset after initial recognition, this Standard classifies 

financial assets into the following four categories: (a) financial assets at fair value through 

profit or loss; (b) held-to-maturity investments; (c) loans and receivables; and (d) available-

for-sale financial assets. An amendment to the Standard, issued in June 2005, permits an entity 

to designate a financial asset or financial liability (or a group of financial assets, financial 

liabilities or both) on initial recognition as one(s) to be measured at fair value, with changes in 

fair value recognised in profit or loss. To impose discipline on this categorisation, an entity is 

precluded from reclassifying financial instruments into or out of this category.  

 
After initial recognition, an entity shall measure financial assets, including derivatives that are 

assets, at their fair values, without any deduction for transaction costs it may incur on sale or 

other disposal, except for the following financial assets: (a) loans and receivables, which shall 
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be measured at amortised cost using the effective interest method; (b) held-to-maturity 

investments, which shall be measured at amortised cost using the effective interest method; 

and (c) investments in equity instruments that do not have a quoted market price in an active 

market and whose fair value cannot be reliably measured and derivatives that are linked to and 

must be settled by delivery of such unquoted equity instruments, which shall be measured at 

cost. Financial assets that are designated as hedged items are subject to measurement under the 

hedge accounting requirements. All financial assets except those measured at fair value through 

profit or loss are subject to review for impairment.  

 
Financial Instrument Disclosures (IFRS 7) 

Financial instruments Disclosures (IFRS 7), applies to financial and non-financial institutions 

and therefore also applies to investment funds, private equity funds, real estate funds and 

investment managers. The extent of disclosure required depends on the extent of the fund’s use 

of financial instruments and its exposure to risk. IFRS 7 is divided into two sections. The first 

section covers quantitative disclosures about the numbers in the statement of financial position 

and the income statement. The second section deals with risk disclosures. This is what takes 

the disclosures to a new level. The risk disclosures arising from financial instruments under 

IFRS 7 are given ‘through the eyes of management’ and should reflect the way management 

perceives, measures and manages the fund’s risks. Seeing risk ‘through the eyes of 

management’ is a welcome opportunity to bring financial reporting more closely in line with 

the way funds are managed; it also allows management to disclose internal measures not 

previously recognised under IAS 39. IFRS 7 enhances the fund’s ability to demonstrate the 

strengths of its control environment, but it could also expose any flaws in the risk assumptions 

underlying key accounting judgements and estimates. The amendment to IFRS 7, issued in 

October 2008, amended the standard to include disclosure requirements regarding the newly 

permitted reclassification of non-derivative financial assets (other than those designated at fair 

value through income statement). A further amendment issued in November 2008 clarified the 

effective date and transition date of the requirements. A third amendment to IFRS 7, issued in 

March 2009, addresses application issues and requires enhanced disclosures about fair value 

measurement and liquidity risk to provide useful information to users. 

 
The objective of IFRS 7 is to require entities to provide disclosures in their financial statements 

that enable users to evaluate: The significance of financial instruments for the entity’s financial 

position and performance; the nature and extent of risks arising from financial instruments to 
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which the entity is exposed during the period; and how the entity manages the risks. IFRS 7 

requires certain disclosures by class of financial instrument for example, the reconciliation of 

an allowance account and the fair value of financial assets and financial liabilities. IFRS 7 does 

not provide a prescriptive list of classes of financial instrument. However, IFRS 7 states that a 

class should contain financial instruments of the same nature and characteristics and that the 

classes should be reconciled to the line items presented in the statement of financial position. 

 
Link between IAS 32, IAS 39 and IFRS 7 

From the expository literatures on IAS 32, 39 and IFRS 7 above it can be seen that each of 

these standards mentioned in one way or the other enhances the other. IAS 32 which focuses 

on financial instruments Presentation establishes the principles for presenting financial 

instruments, from the perspective of the issuer, as liabilities or equity and for offsetting 

financial assets and financial liabilities. It applies to the classification of financial instruments 

into financial assets, financial liabilities and equity instruments. The principles in this standard 

(IAS 32) complement the principles for recognizing and measuring financial assets and 

financial liabilities in IAS 39. In IAS 39 the main objective of the Standard (IAS 39) is to 

establish principles for recognising and measuring financial assets, financial liabilities and 

some contracts to buy or sell non-financial items which in turn laid emphases on the various 

requirements for presenting information about these financial instruments embedded in IAS 

32. 

 
Whereas, Requirements for disclosing information about financial instruments are the core 

objective of IFRS 7 while that of recognition and measurement are embedded in IAS 39. The 

core objective of IFRS 7 is to require entities to provide disclosures in their financial statements 

that enable users to evaluate: The significance of financial instruments for the entity’s financial 

position and performance; the nature and extent of risks arising from financial instruments to 

which the entity is exposed during the period; and how the entity manages the risks. These both 

involves the quantitative disclosures about the numbers in the statement of financial position 

and the income statement as well as the risk disclosures. This very aspect of risk disclosure is 

what has distinguished IFRS 7 from the previous recognition and measurement enshrined in 

IAS 39. The risk disclosures arising from financial instruments under IFRS 7 are given ‘through 

the eyes of management’ and should reflect the way management perceives, measures and 

manages the fund’s risks. 
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Financial risks, derivative use, hedging and speculation  

Macroeconomic risks and the firm  

Firms face macroeconomic risks that affect business operations/activities and cycles 

which may threaten the achievement of its stated objective or its very existence and 

therefore need to be managed. Such macroeconomic risks, such as movements in exchange 

rates, interest rates, fluctuations in commodity prices and equity prices affect the 

fundamentals of firms and so make planning very difficult for managers. This is one of 

the many problems that management faces in firms, which cannot be attributed to agency 

issues. Using exchange rate risk as an example, as a firm internationalises its operation in 

production, sales and product marketing it faces this potential risk for most of its 

transactions. Taking earnings and cash flows of the firm for instance, the amount of 

fluctuation in earnings and cash flow affects so many other functions of management that 

it calls for attention from managers (Stulz, 1985). Such activities such as investment in 

profitable projects, dividend payments and how much to retain in the business for further 

growth, are substantially affected by volatility in these variables (Fox, 1977; Horne and

McDonald, 2001). The requirements of the agency contract, that managers should increase 

shareholders wealth, necessarily mean that they should be able to identify and assess the 

many risks that firms face in order to design appropriate approaches of how to manage 

these risks in order to increase shareholders’ wealth and consequently the firm’s value.  

   
The necessity of risks in firms  

A desire to earn above normal profit that is capable of increasing shareholders’ wealth will 

theoretically bring increased risks to the firm, and this is what explains the potential risk 

that firms face while also justifying the legitimacy of risks in firms. This is because there 

is the risk-return trade off that balances the return made to shareholders in response to the 

risk they face: the higher the risk the higher the return (Tufano, 1998; DeMarzo and Duffie, 

1991). The main purpose of a firm investing in risky assets, and indeed its entire purpose 

therefore is to identify real and profitable projects, such that when discounted at their cost 

of capital will leave cash flows that will help the achievement of the firm’s value for 

shareholders (Frootet al., 1993). Fite and Pfleiderer (1995) argue that additional risks tend 

to increase the value for shareholders.   
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Managers are concerned with the non-diversifiable part of total risk, as this is what 

shareholders have employed them to manage in order to increase their wealth. Non-

diversifiable risks are those risks that cannot be eliminated by adding more assets to an 

existing portfolio of assets. The diversifiable portion of total risk could be handled by 

shareholders through addition of new assets to the portfolio. Frootet al. (1993) identified 

two types of non-diversifiable risks as business and financial risks, both of which should 

be managed by managers. Business risks (or operating risks) result from the operation of 

the firm. They argue that managers are expected to be able to manage this type of risk in 

order to exploit competitive advantage in operation, technology and the market in which 

they operate.  

 
The other aspect of non-diversifiable risks includes risk brought by the mix of equity and 

debt as well as those brought as a result of volatility of those financial assets such as 

interest rates, exchange rates, commodity prices and stock prices. This volatility has 

become a threat to both the achievement of the objective of the firms and their existence, 

as the resulting cash flows and earnings of the firms become highly volatile and therefore 

less valuable to both managers and shareholders (Fite and Pfleiderer, 1995). Stulz (1985), 

Minton and Schrand (1999) and Allayannis and Weston (2003) report that financial risks 

arise from adverse changes in the short run in the financial assets, with adverse 

consequences and/or real losses to shareholders. Considering the magnitude of cash flow 

of each of these factors (interest rates, commodity prices, equity prices and foreign 

currency values) that a company undertakes, the need for greater management of the risk 

involved is justified. The degree of financial risks faced by firms has been established to 

be positively correlated with firm size (Banz, 1981). He argued that larger firms face 

increased financial risks arising from product diversification and internationalisation of 

their operations through offshore branches and subsidiaries. Though the risks are 

sometimes in the short run, depending on the cash flow exposure to any of the factors, the 

company may face the risk of outright losses that might undermine the firm’s value and 

shareholders’ wealth. Managers should manage these risks using such approaches as they 

believe could reduce the firm’s exposure while also ensuring the achievement of the firm’s 

objectives.   

 



10TH ACCOUNTING AND FINANCE CONFERENCE BOOK OF PROCEEDINGS VOLUME 10 ISSUE 2, 2020 

489 

 

Financial risks as identified above expose the firm to volatility in interest rates, foreign 

exchange rates and commodity prices that could cause a change in a firm’s value. 

Volatility in interest rates, foreign exchange rates and commodity prices makes cash flows 

and earnings unstable. Volatility in cash flows and earnings makes planning for investment 

and dividend payment very difficult for managers and therefore reduces the value of future 

cash flows to the firm. Consistent with the objective of shareholders’ wealth maximisation 

and an increase in a firm’s value, management of these risks through appropriate 

approaches would likely assist managers to increase the firm’s value, especially as 

managers enjoy information advantage over the shareholders (Bhattacharya, 1979; Healy 

and Palepu, 2001). Carey and Hrycray, (1999) and Healy and Palepu (2001) emphasise 

that reducing risk is not the same thing as managing risks, because firms with lower risks 

will in the long run earn lower returns because of the risk-return trade-off (Campelloet al. 

2005).  Managing risks must create value especially as it is expected to reduce the chances 

of and the costly process of bankruptcy. It also makes it easier for firms to take on 

profitable investment projects which enhances the firm’s value and shareholders’ wealth

as the stream of cash flows available from the firm to its shareholders become less volatile 

and therefore more valuable (Breeden and Viswanathan, 1990). Crouby and Brigs (1993) 

argue that stability in valuable cash flows is one of the two ways a firm can add value to 

its shareholders, the second being lowering its discount rates.   

 
Some risk management methods have been suggested in the literature. Crouby and Brigs 

(1993) argue that risk management using derivatives to hedge financial risks actually has 

value and therefore should be used to manage these macroeconomic risks affecting the 

operation and life of firms. They were supported by Froot et al., (1993), Tufano (1996), 

Breeden and Viswanathan (1998) and DaDaltet al., (2002), who have also explored 

benefits of risk management through derivative use.    

 
Other studies (Hall and Liebman, 1998; Green, 2001; and Harrington et al., 2002) hold 

contrary views that there should be a company-wide risk management package that will 

confront the entire risks that firms face. According to them, without firm-wide risk 

management strategy, the deadweight cost brought, and frictions caused, by various 

activities in the firm cannot achieve the much-needed increase in the firm’s cash flow and 

earnings aimed at increasing the firm’s value. Some studies (Geczy et al., 1997 and Fok 

et al. 1997) are however of the opinion that firms should employ other methods of 
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managing risks, such as the use of foreign denominated debts as a natural hedge of foreign 

revenue, diversification (Fok et al., 1997)  and insurance (Merton, 1993). They also 

suggested that foreign operating cash flow should be used to finance foreign investment 

opportunities. They suggested other methods, although avoiding the use of derivatives; 

firms that engage in these strategies will still qualify as hedgers of financial risks that firms 

face.    

 
However, it appears that managers are fascinated by what they believe are the benefits of 

derivatives in the management of financial risks. Grant and Marshal (1997) and Mallin et 

al. (2001) document widespread use of derivatives in managing these risks by UK non-

financial firms in their survey of derivative users. Their findings are similar to those of 

Williams (1988) and Bodnar et al. (1995) who conducted their own studies in the US. The 

widespread use of derivative instruments must have been approved by shareholders only 

if the theoretical benefits of derivative use have been achieved in practice. Studies 

document such benefits as including the reduction in taxes, costs of financial distress and 

underinvestment problems (Myers, 1977; Stulz, 1985).    

 
The rationale for corporate risk management can be derived from other angles or sources. 

Smith and Stulz (1985) and Mayers and Smith (1987) both argue that the rationale derives 

from firms contractual commitment to bondholders that a particular risk management 

policy or asset volatility will be maintained. Following their conjecture of a contractual 

commitment, it can be said that firms that hedge their risks increase their optimal debt 

capacity, with the resultant increase in tax benefits brought about by leverage. This has a 

final positive effect on a firm’s value for the benefit of shareholders, since bondholders 

are paid a fixed return. Although, this is one of the principal reasons for risk management 

as given by Ross (1973, 1996), the extent to which a company can add more to its capital 

structure continues to be debated, as too much debt can bring additional financial risks. 

We also note that risk management carried out for this purpose, though it might 

theoretically result in an increase in a firm’s value, is not likely to reduce risk for equity 

holders since the higher the leverage the higher the risk faced by firms.  

 
The nature and use of derivatives  

The existence of risks in firms, and managers desire to manage them, means that managers 

should seek methods that will assist in the management of risk in order to bring benefits 
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to shareholders. As noted above these risks bring volatility to cash flows and earnings 

which cannot be left unmanaged because of their effect on planning and firm’s value. To 

manage these risks, studies have documented the availability and use of many methods of 

risk management. Such methods include the use of foreign debt financing as a financial 

hedge (Geczy et al., 1997) , insurance (Merton, 1993), as well as the use of foreign 

operations as a form of hedge against foreign currencies (Fok et al., 1997) which were 

documented to have been used by listed firms in New Zealand by Berkman et al. (1997). 

They noted that though firms in New Zealand hedged substantially using derivatives, 70% 

of the firms responded in the affirmative to the use of foreign debt financing, while 65% 

said they used foreign operation as a natural hedge.   

 
One way to manage financial risks that has been documented as widespread in the 

literature is through hedging using derivatives (Allayannis and Ofek, 2001). Smith and 

Stulz (1985) define hedging as when a firm is trading in a particular future, swap or option 

market, through the use of derivatives. They also noted that a firm can also hedge through 

its operating strategies to create the same effect as if it hedged using derivatives. They 

distinguish between these strategies using their treatment in the financial reports of the 

firm. While derivative use as a hedging strategy is viewed as ‘off balance sheet’, other 

operating strategies are referred to as ‘on balance sheet’ strategies and they include when 

a firm relocates its production facilities abroad or obtains funding in a foreign currency. 

Other studies see these ‘on balance sheet’ strategies as predetermined as well as natural 

and therefore strictly define hedging as the use of financial derivatives (Berkman and 

Bradbury, 1996; Gay and Nam, 1998; Howton and Perfect, 1998).    

 
Derivative use as a hedging strategy has dominated academic debate and empirical 

researches because of the ‘perceived’ benefits derivative use brings to firms and which is 

believed leads to an increase in a firm’s value.  

   
Derivatives are financial instruments typically used to manage financial risks faced by large 

and international firms. They are in contract forms with their values (forward contracts, options 

and swaps) tied to rate changes in the underlying securities (interest and foreign exchange 

rates). Using the example of interest rate derivatives, movement in rates can bring 

unpredictable interest payments over the loan tenure, which is capable of affecting operational 

planning in firms. To ameliorate this, the company can enter into interest rate swap contract 
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(fixed-for-floating, or rate tracking) or an interest rate cap contract. These contracts are like 

insurance policies whereby increase in rates are paid off leaving a fixed effect on interest 

payments, hence the management of Nvolatility in expected cash flows and earnings of the 

firm. To this extent, financial derivatives ameliorate or counteract risks. Nevertheless, some 

important issues surround the nature and use of derivatives especially by nonfinancial 

companies who use derivatives in order to reduce their exposures to unexpected fluctuations in 

currency and/or interest rates. 

 
Theoretical Framework 

This study is anchored on the signalling theory as it pertains disclosures in regards to financial 

instruments. 

 
Signalling Theory  

As propounded by Miller and Rock (1985) signalling theory refers to the idea that the agents 

send information to the principal in order to create credible relationship and for other benefits 

that pertains the interest of the management and not the investors. Managers have more first 

hand information about the firm than firm’s investors do but they are always reluctant to 

provide transparent information to the shareholders. So, the level of disclosures about a firms 

financial instrument can be used for information purpose and it also act as a signal for the firm’s 

future projection proficiently. The study regarding financial instrument reporting can be 

classified into event studies and regression studies. Event studies focus on the investors‟ 

reaction on events for example the adoption of IFRS 7 and regression studies which focus on 

accounting measurements of these financial instruments which pertains IAS 39 and their 

explanatory power on the quality of firms financial report as used by (Mosez, 2002).  

 
Empirical Literature 

Most researchers have examined different aspects of financial instrument reporting, including 

risk, market disclosure, and earnings management as well as the issues of derivatives. Some of 

these studies are reviewed below: 

Habib and Elhamaney (2009) examined the value relevance of accounting information in 

Egyptian equity market. In their results they found out a positive correlation between cash flow 

and equity market values in Egypt.  

Bhat (2008) uses variance decomposition analysis to examine the variance contribution of fair 

value gains and losses relative to net income in driving stock returns. The study finds that fair 
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value gains and losses are significant in explaining the volatility of unexpected returns and that 

relative importance of fair value gains and losses to net income is an increasing function of 

disclosure. In other places Ayzer and Cema (2013) found that combined book values and 

earnings are significantly value relevant in explaining stock prices in the Turkish Stock 

Markets. Book values and earnings were individually significantly value relevant, with book 

values having higher explanatory power than earnings.  

 
 Nelson (1996) provides evidence that fair value disclosures have no incremental power relative 

to book value, with the exception of investment securities, while Venkatachalam (1996) finds 

that banks’ derivative fair value disclosures are value-relevant. Both studies corroborated Barth 

(1994) which investigated how disclosed fair value estimates of banks' investment securities, 

and securities gains and losses (based on those estimates) are reflected in share prices in 

comparison with historical costs and found that fair value estimates of investment securities 

provide significant explanatory power beyond that provided by historical costs. 

 
3. METHODOLOGY 

Research Design 

In this research, ex-post facto research design was adopted. This is a “systematic empirical 

enquiry in which the researcher does not have direct control of independent variables because 

their manifestations have already occurred. This method measures the impact of events after 

the events have occurred.  

 
Method of data collection 

The data for this research was secondary data, Nigeria First bank Plc, Eco bank Plc and United 

bank for Africa Financial Statements was used from 2009 - 2018. Data was collected through 

the use of Nigeria breweries Plc annual reports and account.  

 
Population of the study  

Population of the study refers to the number of people or group of people or object that have 

similarities in one way or more that form the subject matter of the research project. The 

population is made up of 56 manufacturing firms listed in Nigeria stock exchange. 

 
Sample size determination 

The study adopted judgmental sampling in generating its data. The sample size is selected from 

the manufacturing firms listed in Nigeria Stock Exchange. However, three firms (Beta glass 
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plc, Berger paint, Lagarge cement) were selected from as the sample size of the study from 

2009 to 2018. 

 
Data Analysis Technique 

In testing hypothesis, multiple regression analysis was used. The study spitted the regression 

into quantitative measurement of financial instrument and qualitative measurement of the 

disclosures using dummy variables to ascertain the level to which the listed banks adhered to 

the disclosure requirements. The firm performance is measured using return on asset. 

 
Model Specification: 

ROAft= α + β1 DAft+ β2 DLft + Uft 

ROA = Return on asset (PAT/Net asset) 

DA= Derivative Assets (“1” if disclosed and “0” if not disclosed) 

DL= Derivative Liability (“1” if disclosed and “0” if not disclosed) 

U= Error term 

β1 - β2 = Beta coefficient  

Decision Criteria: Accept the null hypothesis if the calculated significant value is greater than 

the accepted significant value of 0.05 

 
4. RESULT PRESENTATION AND ANALYSIS 

EFFECT OF FINANCIAL INSTRUMENT DISCLOSURE ON FINANCIAL 
PERFORMANCE 

Dependent Variable: ROA   
Method: Least Squares   
Date: 02/23/20   Time: 08:50   
Sample: 2009 2018   
Included observations: 10   

Variable Coefficient Std. Error t-Statistic Prob.   

C 0.296588 0.066014 4.492784 0.0001 
DL -0.055563 0.116395 -0.477364 0.6361 
DA 1.105121 0.096123 11.49689 0.0000 

R-squared 0.582997     Mean dependent var 2.843424 
Adjusted R-squared 0.582026     S.D. dependent var 1.109997 
S.E. of regression 0.148816     Akaike info criterion -0.896554 
Sum squared resid 0.775118     Schwarz criterion -0.767271 
Log likelihood 20.03453     Hannan-Quinn criter. -0.850556 
F-statistic       11.73710     Durbin-Watson stat 0.729418 
Prob(F-statistic) 0.000000    
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The regression analysis results shows the effect of finaancial instrument disclosure on financial 

performance. The coefficient of determination R-square of 0.583 implied that 58.3% of the 

sample variation in the dependent variable return on asset (ROA) is explained or caused by the 

explanatory variables (DA and DL) while 41.7% is unexplained. This remaining 41.7% could 

be caused by other factors or variables not built into the model. The value of R-square is an 

indication of positive and high relationship between the dependent variable (ROA) and 

independent variables (DA and DL).Consequently, the value of the adjusted R2 is 0.582. This 

shows that the regression line which captures 58.2 per cent of the total variation in ROA is 

caused by variation in the explanatory variable specified in the model with 41.8 per cent 

accounted for the stochastic error term. The F-statistic was also used to test the overall 

significant of the model. The F-value of 11.737 with p-value of 0.000 is an indication that the 

model is not statistically significant at 5 percent level of significant. Finally, the test of 

autocorrelation using Durbin-watson shows that the Durbin-watson value of 0.7294 falls 

outside the conclusive region of Durbin-watson partition curve. Hence, we can clearly say that 

there is a sign of autocorrelation.  

 
 
TEST OF HYPOTHESES 

Hypothesis one 

H01: Derivative financial Assets disclosure has no significant effect on return on asset of listed 

manufacturing firms in Nigeria 

 
The F statistic with 11.737 has probability of 0.0000% level of significance. Since the 

probability of the F statistics is less than 5% level of significance, we would reject the null 

hypothesis, H0 and therefore conclude that derivative financial Assets disclosure has a 

significant effect on return on asset of listed manufacturing firms in Nigeria. 

Hypothesis two 

H02: Derivative financial liability disclosure has no significant effect on return on asset of 

listed manufacturing firms in Nigeria 

 
The F statistic with 11.737 has probability of 0.6361% level of significance. Since the 

probability of the F statistics is greater than 5% level of significance, we would accept the null 

hypothesis, H0 and therefore conclude that derivative financial liability disclosure has no

significant effect on return on asset of listed manufacturing firms in Nigeria. 
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DISCUSSION OF RESULTS 

Following on the result obtained from the relationship between Derivative Financial Assets 

(0.455), Derivative financial liabilities (0.093), Financial instrument disclosures (0.442) and 

firm Quality of firms financial statement (EPS). The variables of Financial instrument reporting 

are found to have insignificant effect on earnings per share which is the proxy for value 

relevance (Quality of firms financial statement). This result points to the fact that most 

investors in Nigeria do not consider the level of financial instrument reported especially the 

risk disclosures associated with it in big banks balance sheet in making critical investment 

decisions. This result agrees with prior empirical results of Nelson (1996) who carried out study 

and found out that Financial instrument reporting has no influence on the shareholders 

perception about the value of the firm. 
 

SUMMARY OF FINDINGS, CONCLUSION AND RECOMMENDATIONS 
Summary of Findings 
Based on the result of the analysis, the following findings were summarized: 

(i) Derivative financial asset disclosure has a significant effect on return on asset of 

listed manufacturing firms in Nigeria. 

(ii) Derivative financial liability disclosure has no significant effect on return on asset 

of listed manufacturing firms in Nigeria. 
 

Conclusion 

This study seeks to examine the effect of financial instrument disclosure on financial 

performance of listed manufacturing firms in Nigeria. After careful analysis it was concluded 

that derivative assets have a significant effect on financial performance of manufacturing firms, 

while derivative liability has no significant effect on financial performance of listed 

manufacturing firms in Nigeria. The study help to close the gap between lag in knowledge and 

exposes the purpose, functions, reasons and risk to having accounting derivatives in the 

financial statements of commercial banks.  
 

Recommendations 

As a result of these findings, the following recommendations are outlined: 

In seeking for financial performance of the manufacturing firms in regards to their financial 

instruments, investors should not place too much emphasis on derivative liability it does not 

significantly affect the performance of manufacturing firms. Firms and investors should 

focused on derivative asset because of its positive and significant effect on the financial 

performance of listed manufacturing firms. 
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