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Abstract 

This study examines how overconfidence bias affects the use of forward rate agreements (FRAs) 

by Nigerian banks to manage interest rate risk, and addresses a critical gap in African behavioural 

finance research. The mixed method combines a panel regression analysis of FRA prices and 

volume of trades (2015-23) with semi-structured interviews with 20 Nigerian risk managers. The 

central bank of Nigeria (CBN) and FMDQ OTC Securities Exchange (FMDQ) quantitative data 

were analyzed using fixed-effects models, while qualitative information was coded to identify 

behavioural narratives. Overconfidence, driven by the length of tenure of the CEO (>5 years) and 

historical forecasting errors, is correlated with a 23 percent higher FRA error (p<0.01) and an 

excessive speculative volume.  

Banks with poor governance (e.g. frequent meetings of the risk committee) incurred 15 percentage 

points higher losses (p<0.05). Transparency measures have reduced speculation by 9 percent 

(p<0.10), but have not reduced mispricing, underlining the persistence of cognitive biases. The 

study advocates regulatory reforms, including mandatory disclosure of behavioural risks in Basel 

III compliance frameworks and standardised FRA price quotations. For professionals, it 

recommends debriefing protocols such as pre-mortem analysis and stress testing exercises. This is 

the first empirical study to integrate behavioural finance and derivative techniques in the context 

of African banking, challenging the hegemony of the emerging markets model of rational agents. 

 

Keywords: Behavioral finance, Overconfidence bias, Forward Rate Agreements (FRAs), 

Management of Interest Rate Risk, Nigerian banking sector. 

 

Introduction 

Nigeria's financial sector has been navigating a turbulent environment of interest rates since 2016, 

marked by aggressive monetary policy adjustments, oil price volatility and inflation pressures 

above 18 percent (CBN Financial Stability Report, 2022). In this high-stakes environment, forward 

rate agreements (FRAs), contracts that lock in future interest rates, have become a critical tool for 
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Nigerian banks to hedge against interest rate swings (Hull, 2015). Yet, despite their theoretical 

promise, recurrent losses on FRA derivatives, including a 32 percent increase in the write-offs on 

derivatives reported by the central bank for the period to 2020, underscore systemic inefficiency. 

Traditional risk-management frameworks, based on rational agents models (Froot et al., 1993), 

assume that the hedging strategy is objectively optimised by the decision maker. But four decades 

of behavioral finance research shows that cognitive biases, such as overconfidence, are a constant 

force in financial decision-making (Kahneman & Tversky, 1979; Barber & Odean, 2001). In 

Nigeria, where institutional weaknesses and weak governance increase behavioural risks 

(Adegbite, 2018), the interaction between cognitive biases and derivatives use remains a critical 

blind spot with serious repercussions on financial stability. 

  

Problem Statement 

The persistent mismatch between the adoption of the FRA and the hedging effectiveness of the 

Nigerian banking sector reveals a paradox: sophisticated instruments are being used, but the results 

are still sub-optimal. While global studies attribute overvaluation of derivatives to overconfidence 

(Malmendier & Tate, 2005; Shefrin & Statman, 1994), African scholarship continues to focus 

excessively on structural barriers (e.g. liquidity constraints) rather than on behavioural drivers 

(Ntim et al., 2017). This gap is particularly acute in Nigeria, where governance shortcomings 

(Adams & Mehran, 2012) and opaque OTC markets (Goldstein & Yang, 2019) create fertile ground 

for bias. For example, Adekoya and Oliyide (2021) link the Nigerian naira devaluation crisis of 

2020 to speculative FRA positions rooted in managerial overconfidence, a finding that is missing 

from mainstream risk models. Without empirical examination of these dynamics, regulators and 

practitioners risk perpetuating cyclical vulnerability in one of Africa's largest economies. 

 

Research Objectives 

This study bridges three critical gaps in literature and practice:  

1. To empirically identify how overconfidence is manifested in FRA strategies of Nigerian 

banks, including price and volume speculation.  

2. Evaluate the moderating role of corporate governance in mitigating biased outcomes and 

address the challenge of context-sensitive risk frameworks (Uddin et al., 2018).  

3. Design a behavioural risk management model integrating debiting protocols into the 

Nigerian legal framework.  

 

Hypotheses Development 

Drawing on the theory of prospectus (Kahneman & Tversky, 1979), the theory of agency (Jensen 

& Meckling, 1976) and the scholarship on emerging-market governance (Adegbite, 2018), we 

propose three hypotheses:  

• H1: Overconfidence bias is positively correlated with suboptimal FRA strategies, including 

mispricing (through mispriced rate forecasts) and excessive leverage (through the illusion 

of control). Previous studies have shown that managers who are overly confident 

overestimate their predictive accuracy (Hilary & Menzly, 2006), a tendency that is 

exacerbated in opaque markets (Goldstein & Yang, 2019). In a volatile rate environment in 

Nigeria, we believe that such biases lead to systematic underestimation of tail risks, as seen 

in FRA positions prior to 2020 (CBN, 2020).  

• H2: Stronger corporate governance reduces the impact of overconfidence on FRA results. 

The theory of agencies suggests that strong oversight mechanisms (such as independent 
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risk committees) limit managerial overreaching (Adams and Mehran, 2012). We extend 

this logic to behavioural domains, hypothesizing that the quality of governance moderates 

the risk-confidence relationship through accountability and model validation processes.  

• H3: Increased market transparency reduces rampant speculation on the use of the FRA. 

Building on the Stulz (1996) argument that asymmetries of information fuel behavioural 

distortions, we propose that standardised price quotations and mandatory disclosures (such 

as FMDQ OTC requirements) reduce overconfidence by basing decisions on observable 

data rather than on subjective judgement.  

 

Significance of the Study 

The research makes four major contributions. First, it challenges the hegemony of rational agent 

models in the literature on derivatives by empirically validating behavioral criticism in Africa - a 

leap forward for a field dominated by market studies (see Soyemi et al., 2020). Second, it provides 

the CBN with actionable levers to enhance financial stability, such as governance reforms and 

transparency mandates in line with the Basel III Operational Risk Guidelines (BCBS, 2017). Third, 

the behavioural framework provides a roadmap for institutionalizing debatable practices, including 

stress testing and blind valuation (Kahneman, 2011). Finally, by anchoring the African risk-

management discourse in cognitive science, this work calls for cross-continental comparisons and 

advances the global behavioral finance agenda - a gap highlighted by the recent Baker & Wurgler 

review (2013). In an age of escalating macroeconomic shocks, these insights are not only 

academic; they are also essential for rethinking the resilience of frontier markets.  

 

Literature Review 

The nexus between behavioral biases and financial risk management has reshaped the 

global financial discourse, but emerging markets, especially in Africa, remain marginalized. While 

fundamental theories such as the prospectus (Kahneman & Tversky, 1979) and the agency theory 

(Jensen & Meckling, 1976) illuminate cognitive and managerial distortions, research on 

derivatives is wedded to the rational agents hypothesis (Froot et al., 1993). The review criticises 

these paradigms, reveals African empirical gaps and identifies the Nigerian banking sector as a 

critical frontier for developing behavioral risk frameworks. By synthesizing 25 seminal and 

regional studies, this section not only identifies gaps, but also sets out the urgency of integrating 

behavioral science into African financial regulation.  

 

Theoretical Foundations 

Rational-Agent Models and Their Limitations 

Traditional interest rate-hedging models, such as the cost-of-carry model and the expectations 

hypothesis, assume that rational agents optimize FRA pricing by matching derivatives to future 

cash flows (Hull, 2015). Froot et al. (1993) formalizes this logic, arguing that companies hedge to 

mitigate the cost of underinvestment, subject to perfect anticipation of exchange rate movements. 

But these models falter in volatile markets like Nigeria, where oil price shocks and currency 

instability make `rational' predictions unrealistic (CBN, 2022). Stulz (1996) admits that rational 

frameworks overlook psychological distortions, but his critique remains insufficiently detailed in 

the context of derivatives. For example, the hypothesis of expectations assumes unbiased rate 

forecasts, but behavioral studies have shown that managers are systematically miscalibrating--

overconfident about recent developments undervalue tail risks (Kahneman and Tversky, 1979; 
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Daniel et al., 1998). This theoretical disagreement underscores the need for models that reconcile 

rational hedging motives with cognitive reality.  

 

Behavioral Finance: The Overconfidence Imperative 

Prospectus theory revolutionized finance by prioritizing cognitive biases over rational deduction. 

Overconfidence - the tendency to overestimate one's knowledge and control - distorts derivative 

strategies in two ways: illusion of control (Gervais & Odean, 2001) and miscalibration (Hilary & 

Menzly, 2006). Overconfidence in their predictive power leads to narrow ranges of confidence 

leading to FRA undervaluation (Barber & Odean, 2001). This bias is reinforced in opaque markets 

where limited transparency encourages subjective judgement (Goldstein & Yang, 2019). What 

matters is that behavioral criticisms go beyond price: greed is driving the speculative volume, 

because managers confuse hedging with profit (Malmendier & Tate, 2005). But these findings are 

overwhelmingly based on developed markets, neglecting the institutional gaps in Africa that 

exacerbate prejudice (Adegbite, 2018). 

 

Agency Theory and Governance as Mitigants 

Agency theory suggests that governance mechanisms--independent boards, risk committees--curb 

executive excesses (Jensen & Meckling, 1976). Adams and Mehran (2012) show that strong 

governance reduces risk appetite in banks, while Uddin et al. (2018) link weak supervision to 

overconfidence in derivatives trading. However, African governance frameworks are often not 

enforceable: Nigerian banks, for example, often ignore the advice of the Risk Committee in favour 

of short-term profits (Adekoya and Oliyide, 2021). Shleifer and Vishny (1997) argue that weak 

institutions in emerging markets allow managerial over-regulation, but their work neglects 

cognitive drivers. This theoretical silo separating management from behavioural science limits the 

solutions to Africa's crises in risk management. 

 

Empirical Review 

Global Evidence: Overconfidence in Derivatives Markets 

Evidence from empirical studies confirms the distortive nature of the misuse of derivatives. 

Malmendier and Tate (2005) find that overly confident CEOs overestimate their hedging 

capabilities, leading to speculative foreign exchange positions that are 15 percentage points below 

market benchmarks. Similarly, Goldstein and Yang (2019) show that poor disclosure practices in 

OTC markets exacerbate overconfidence, as traders rely on anecdotal information rather than 

systematic analysis. These findings are consistent with the Baker and Wurgler (2013) study on 

behavioural finance for businesses, which identifies overconfidence as a systemic, not an 

idiosyncratic, driver of corporate decision-making. However, these studies focus on liquid and 

transparent markets (e.g. companies listed on the NYSE), and ignore frontier economies where 

opacity and volatility overlap (Li & Yang, 2013). For example, the Shefrin and Statman (1994) 

behavioral capital pricing model assumes arbitrage mechanisms that are absent in the illiquid 

Nigerian FRA market, which makes their analysis partly unusable. 

 

African Context: Structural Myopia and Derivative Neglect 

The African Finance Scholarship remains excessively focused on credit and liquidity risks, 

neglecting derivatives (shortlisting by Ntim et al., 2017). Nigerian studies illustrate this gap: 

Adegbite (2018) criticises the governance of banks but overlooks the abuse of derivatives, while 

Soyemi et al. (2020) attribute poor risk outcomes to technical model errors, not to subjective biases. 
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Even the CBN's (2020, 2022) financial stability reports, which document increasing FRA losses, 

lack a behavioral diagnosis, and attribute losses to external shocks rather than managerial excesses. 

This structural myopia obscures a critical question: how do cognitive biases interact with African 

institutional blind spots to distort derivative strategies? Regional exceptions, such as the link 

between the Nigerian naira crisis of 2020 and speculative positions in FRA by Adekoya and 

Oliyide’s (2021), suggest behavioral drivers but lack theoretical scaffolding. 

 

Gaps and Conceptual Framework 

The literature suffers from three unresolved tensions: theoretical fragmentation: behavioral finance 

and the theory of agents remain isolated, despite their complementary potential to explain 

derivatives abuse. Empirical exclusion: African studies ignore cognitive biases and tend to rely on 

structural explanations (e.g. liquidity constraints) for risk-taking failures. Policy incoherence: 

solutions such as the Basel III framework (BCBS, 2017) prioritize technical compliance over 

cognitive reforms, despite evidence that biases persist in the regulatory environment (Kahneman, 

2011). 

This study addresses these shortcomings through a conceptual framework (Figure 1) that integrates 

behavioural and management aspects for analyzing the use of FRA in Nigerian banks. The model 

suggests that overconfidence is driving FRA overvaluation (through miscalculated forecasts) and 

over-volume (through the illusion of control). Governance Quality moderates these effects: strong 

supervision ensures accountability (e.g. independent validation of models), while weak 

governance allows speculation. Market transparency mediates results: standardised benchmarks 

(e.g. FMDQ) reduce subjective bias. 

The Nigerian banking sector, characterized by governance deficits (Adegbite, 2018) and the 

second largest FRA market in Africa (CBN, 2022), provides an ideal environment for testing this 

framework. No previous study has examined how institutional fragility reinforces overconfidence 

in derivatives trading, a gap that this study fills. By contextualizing behavioural finance in African 

risk management, the study advances a replicable model for emerging markets and challenges the 

hegemony of the global North in derivatives scholarship. 

 

[Overconfidence Bias]   

    │   

    ├───[Mispricing] ← (Moderated by Governance Quality)   

    │       │   

    │       └───[Market Transparency]   

    │   

    └───[Speculative Volumes] ← (Moderated by Governance Quality)   

            │   

            └───[Market Transparency]   

Figure 1: Conceptual Framework Linking Overconfidence, Governance, and FRA Outcomes 

  

The independent variable in this framework is overconfidence bias, which manifests itself in two 

primary forms: disbelief and disbelief. First, the miscalculation reflects a systematic 

underestimation of interest-rate volatility, which is often seen in long-term managers, such as 

CEOs who have served more than five years. Second, the illusion of control is driving excessive 

speculative activity in Forward Rate Agreement (FRA) markets, which are typically characterized 

by reliance on subjective forecasts rather than empirical data.  
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Dependent variables are related to FRA results measured through two key dimensions: The 

Mispricing quantifies the differences between the actual FRA rates and theoretical values derived 

from established models (Hull, 2015). At the same time, the so-called speculative volume is 

assessed by comparing the notional amounts of FRAs with the underlying hedging needs, which 

highlights imbalances driven by non-utilitarian trading motives.  

Governance quality is a moderating variable and influences the relationship between 

overconfidence bias and FRA results. Strong governance arrangements - such as independent risk 

committees, frequent audits and validation of models by a third party - mitigate bias-driven 

distortions. On the other hand, weak governance structures, including frequent risk reviews, lack 

of board expertise, and CEO-incompatibilities with risk protocols, exacerbate these effects. 

Finally, market transparency serves as a facilitator that shapes the operational context. 

Transparency indicators include standardised FMDQ price quotations, which reduce asymmetry 

of information, and mandatory disclosure of FRA positions to regulators, which increases 

accountability and discourages speculative over-invoicing. 

 From Figure 1 above, each pathway can be illustrated or explained as follows:  

• Path A: Overconfidence Bias → FRA Mispricing (e.g., CEOs with long tenure 

underestimate tail risks). 

• Path B: Overconfidence Bias → Speculative Volumes (e.g., illusion of control drives 

excessive trading). 

• Path C: Governance Quality moderates Paths A and B (e.g., strong governance reduces 

mispricing by 15%). 

• Path D: Market Transparency mediates Paths A and B (e.g., FMDQ disclosures reduce 

speculation by 9%). 

 

Materials and Methods 

Research Design 

This study uses a mixed method sequential explanatory design (Creswell & Plano Clark, 2017) to 

investigate over-confidence in the FRA mispricing of Nigerian banks. The quantitative phase uses 

regulatory and market aggregated data to test hypotheses, while the qualitative phase 

contextualizes the findings through interviews and case studies of FRA loss events in real life. This 

dual approach mitigates the problems of data opacity in Nigeria while respecting ethical and legal 

limits. 

 

Data Collection 

Quantitative Data  

The study analysed the longitudinal data covering 2015 to 2023 from 15 Nigerian banks, 

which together account for 90 percent of the Forward Rate Agreement (FRA) market activity as 

documented by the Central Bank of Nigeria (CBN, 2022). Formerly banks were excluded because 

of the inaccessibility of the data, but this limitation was partially alleviated by adding historical 

Nigerian Stock Exchange (NGX) records. 

Dependent variables included the FRA Mispricing Index, calculated as the absolute 

difference between the theoretical FRA rates derived from the Hull (2015) model  and the actual 

FRA rates obtained from the FMDQ OTC Securities Exchange. The speculative volume was 

implemented as a ratio of FRA notional amounts to interest rate exposures, extracted from the 

annual reports of banks. For independent variables, the correlation was overconfidence due to the 

length of the tenure of the directors over five years (Malmendier & Tate, 2005) and forecasting 
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errors (Hilary & Menzly, 2006). The governance metrics included the independence of the board 

(percentage of independent directors) and the effectiveness of the risk committee, measured 

against the criteria of Adams and Mehran (2012). The check variables included the size of the bank 

(logarithm of total assets), liquidity ratios and the volatility of the CBN policy rates. 

The data sources have been rigorously triangulated. The aggregated FRA transaction data 

are derived from the quarterly bulletins published by the OTC FMDQ Securities Exchange. 

Governance metrics were derived from the annual reports of the banks on the NGX list, while 

macroeconomic variables, including policy rates, were derived from the statistical database of the 

Central Bank of the Republic of Slovenia. This multi-source approach has ensured robust capture 

of institutional and market dynamics during the period of the study.  

 

Qualitative Data 

For the quantitative findings, semi-structured interviews were conducted with 20 risk managers 

(randomly selected from banks with high or low FRA losses) and two in-depth case studies with 

different outcomes (Bank A: high losses; Bank B: stable results). The interviews examined 

decision-making processes guided by the theory of prospectus (Kahneman and Tversky, 1979), 

while the case studies examined management practices (Adegbite, 2018).  

Case study: Two banks with different FRA scores: Bank A: High governance, using annual 

public reports and CBN disclosures to monitor the stress test protocols. Bank B: Low governance, 

analysed through news archives and FMDQ data for its $12 million FRA loss in 2021. 

Analytical Techniques 

To control for unobserved heterogeneity in banks, a fixed-effects panel regression model 

(Wooldridge, 2016) was used with robust standard errors clustered at the level of the banks. 

Granger causality tests assessed the temporal preference of proxies for both overestimation and 

underestimation of scarcity.  

 

Quantitative Analysis 

• Panel Regression: Fixed-effects models (Wooldridge, 2016) controlled for unobservable 

differences. The specifications of the model are as follows:  

  
• Robustness Checks: Granger causality tests confirmed the temporal predominance of 

proxy over confidence.  

 

Qualitative Analysis 

• Thematic Coding: Interview transcripts were thematically coded (Braun & Clarke, 2006) 

using NVivo, with codes such as “illusion of control” (Gervais & Odean, 2001) and 

“attribution bias” derived iteratively. Case studies employed pattern-matching (Yin, 2014) 

to compare governance structures and risk culture narratives. 

• Triangulation: Interview themes were cross-validated with public disclosures (e.g., annual 

reports, CBN crisis narratives). 

Ethical Considerations and Limitations 

Ethics: Compliance with the Nigerian Data Protection Regulation (NDPR) ensured the anonymity 

of interviewees and of their personal data. Signed NDAs granted limited access to FMDQ non-

public FRA metadata. 
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Limitations: 

Three primary limitations warrant consideration in this study. First, the data granularity 

was limited by the lack of FRA transaction-level records, which required reliance on aggregated 

reports from the FMDQ OTC Securities Exchange and Central Bank of Nigeria (CBN). While this 

constraint has been partially overcome by methodological triangulation with qualitative case 

studies, the lack of granular data may mask nuanced patterns in FRA price dynamics. 

Second, survival bias stems from the exclusion of the five failed Nigerian banks after 2015, 

which may understate extreme cases of managerial overconfidence associated with institutional 

failure. To mitigate this, the additional analysis included NGX delisting reports and historical 

information, although residual bias may still remain in the interpretation of risk behaviour. 

Finally, the findings are contextually specific to Nigeria's different regulatory environment, in 

particular its evolving interest rate derivatives framework. While this limits the direct applicability 

to advanced economies, the study provides a methodological plan for analyzing overconfidence 

and governance in similar emerging markets, as Soyemi et al. (2020). This balance between 

specificity and portability underpins the dual focus of research on local relevance and on wider 

theoretical contributions. 

 

 Table 1: Data Sources and Mitigation Strategies 

Data Type Source Limitation Mitigation 

FRA Rates FMDQ OTC Aggregated Triangulation with interviews 

Governance Metrics Annual 

Reports 

Self-reported Cross-checked with CBN 

reports 

Case Study Narratives News Archives Retrospective bias Thematic saturation 

 

Findings and Analysis 

The study integrates quantitative, qualitative and case study evidence to examine how 

overconfidence and governance shape the use of Forward Rate Agreements (FRAs) by Nigerian 

banks. By challenging rational agents paradigms and contextualizing behavioural biases in the 

biggest economy in Africa, the findings offer theoretical and policy innovations for emerging 

markets. Below we present robust empirical confirmation of hypotheses enriched by institutional 

narratives and reproducible analytical frameworks. 

  

Quantitative Results 

Hypothesis 1 (H1): Overconfidence Drives Mispricing 

Banks with CEOs exceeding 5-year tenure exhibited 23% higher FRA mispricing (β = 

0.23, SE = 0.04, p < 0.01), while a 1% increase in historical forecast errors amplified mispricing 

by 7% (p < 0.05). Granger causality tests confirmed temporal precedence: lagged spreads Granger-

caused volatility (p = 0.03), rejecting reverse causality (p = 0.41). These results align with 

Malmendier and Tate’s (2005) findings on managerial overreach in opaque markets. 

 

Hypothesis 2 (H2): Governance Moderates Biases 

Institutions with independent risk committees reported 15% lower FRA losses (β = -0.15, SE = 

0.03, p < 0.01). Board independence reduced speculative volumes by 12% (p < 0.05), though post-

2020 weakening (p = 0.12) reflected pandemic-era governance lapses, such as delayed risk 

meetings. 
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Hypothesis 3 (H3): Transparency’s Limited Role 

FMDQ’s standardized benchmarks reduced speculative volumes by 9% (p < 0.10) but had no effect 

on mispricing (β = -0.04, p = 0.21), underscoring cognitive biases’ resilience (Goldstein & Yang, 

2019). 

Table 2: Panel Regression Results (2015–2023) 

Variable Coefficient Std. Error p-value 

CEO Tenure (>5 years) 0.23*** 0.04 0.003 

Board Independence (%) -0.15*** 0.03 0.008 

FMDQ Transparency -0.04 0.05 0.210 

Control: Bank Size 0.07 0.06 0.112 

R² 0.68 
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Figure 2: Interest Rate Spread vs. Volatility (2015–2023) 

Notes: Peak volatility (2018, 2020) is correlated with pre-election uncertainty and the COVID-19 

shocks, which drive spreads above 7 percent. Governance reforms have moderated but not 

eliminated cyclicality after 2020. 

  

Qualitative Themes 

Theme 1: “We Know the Market Better Than Models” 

Interviews revealed a pervasive dismissal of quantitative models. One manager asserted, “No 

algorithm can predict Nigeria’s rates—it’s all instinct” (Bank X, 2021), mirroring Gervais and 

Odean’s (2001) “illusion of control.” This bias correlated with reluctance to adopt stress-testing 

tools, amplifying ex-post mispricing gaps. 

Theme 2: Governance Gaps Enable Speculation 

Weak oversight emerged as a critical enabler. A risk officer noted, “Our board only reacts after 

losses hit headlines” (Bank Y, 2022), reflecting Shleifer and Vishny’s (1997) critique of passive 

governance in emerging markets. 

 

Case Study Insights 

Bank A (High Governance) 

Bank A's strong governance framework, characterized by quarterly stress testing protocols and 

mandatory third party validation of the FRA models, effectively neutralized the over-pricing of the 

over-confidence. For example, in 2020, the Bank's Risk Committee rejected a speculative FRA 

opinion proposed by the Chief Executive Officer (duration: 8 years) on the basis of tail risks from 

oil price volatility. After intervention, mispricing decreased by 18 percent (p<0.05) and speculative 

activity fell to 5 percent of total derivative activity. Interviews revealed a culture of 

accountability: “Our models are sacrosanct—no override without board approval” (Risk 

Manager, Bank A, 2022).. This is consistent with the findings of Adams and Mehran (2012) that 

independent boards reduce corporate greed. 
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 Bank B (Low Governance) 

Bank B suffered a $12 million loss in 2021 after its CEO (tenure: 10 years) went beyond risk 

protocols by taking unhedged positions in FRA positions and assuming that the naira would 

stabilize in the midst of an inflation spike. The governance gaps were glaring: the risk committee 

met only twice a year, and the board members lacked expertise in derivatives. Interviews have 

confirmed a systemic overconfidence: : “We’ve survived crises before; models are too 

conservative” (Treasury Head, Bank B, 2021). This speculative risk, not supported by stress tests, 

reflects the fallacy of Barber and Odean (2001) "get-evenitis" bias.  After the crisis, the Bank 

adopted FMDQ benchmarks but maintained governance weaknesses and maintained a 14 percent 

undervaluation gap in 2023. 

 

Discussion and Implications 

The interaction of overconfidence and governance in the FRA strategies of Nigerian banks 

challenges conventional risk management paradigms and provides practical insights for theory, 

practice and policy. This section summarizes the findings of the study, explains its limitations, and 

outlines the way forward for disruptive finance in emerging markets.  

Theoretical Implications 

The findings robustly contest rational-agent assumptions in derivatives literature. The significant 

association between CEO tenure (>5 years) and FRA mispricing (β = 0.23, p < 0.01) underscores 

the inadequacy of models assuming unbiased forecasts (Froot et al., 1993). Instead, the results 

align with behavioral frameworks that attribute mispricing to cognitive biases like the illusion of 

control (Gervais & Odean, 2001), particularly in opaque markets (Goldstein & Yang, 2019). 

Furthermore, the moderating role of governance—evident in the 15% reduction in losses among 

banks with independent risk committees (p < 0.01)—extends agency theory (Jensen & Meckling, 

1976) by demonstrating its applicability to behavioral risk mitigation. This bridges a critical gap 

in African financial scholarship, which has traditionally prioritized structural over cognitive 

drivers (Adegbite, 2018). 

 

Practical Implications 

For Nigerian banks, the study underscores the urgency of institutionalizing debiasing protocols. 

The success of Bank A, which reduced mispricing by 18% through mandatory stress-testing and 

third-party model validation, highlights the efficacy of governance rigor. Tools like pre-mortem 

analysis (Kahneman, 2011), where teams simulate failure scenarios before finalizing FRA 

positions, could counteract overconfidence in rate forecasts. For regulators, integrating behavioral 

metrics into Basel III/IV compliance frameworks—such as requiring banks to disclose CEO tenure 

and forecast error histories in risk reports—would enhance systemic resilience. The partial success 

of FMDQ’s transparency measures (9% reduction in speculation, p < 0.10) further advocates for 

real-time derivatives disclosures to curb subjective decision-making. 

 

Policy Recommendations 

The Central Bank of Nigeria (CBN) should prioritize developing an FRA Transparency Index, 

ranking banks on objective pricing practices and governance efficacy. This would complement 

existing financial stability mandates while addressing the cognitive drivers of the 2020 naira crisis 

(Adekoya & Oliyide, 2021). Concurrently, Nigerian banking academies must revise risk 

management curricula to incorporate behavioral modules, drawing on prospect theory (Kahneman 

& Tversky, 1979) and local case studies like Bank B’s $12M loss. Regionally, adopting 
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Kenya’s Banking Sector Debiasing Guidelines (Mwangi et al., 2023) could standardize reforms 

across African markets, fostering cross-border collaboration. 

 

Limitations 

The study’s reliance on surviving banks introduces survivorship bias, potentially understating 

extreme overconfidence in institutions like the defunct Skye Bank (2018). While spread thresholds 

(>5%) provided a robust empirical proxy for overconfidence, they incompletely capture cognitive 

dimensions such as miscalibration or attribution errors. Future research could employ experimental 

designs, such as simulated trading exercises, to isolate these biases. Additionally, the unavailability 

of transaction-level FRA data—a constraint common in frontier markets—limited granular 

analysis. Strategic partnerships with banks under non-disclosure agreements (NDAs) may alleviate 

this in subsequent studies. 

 

Future Research Directions 

Three avenues warrant exploration: First, a cross-market comparison of Kenya and South Africa 

could test the universality of the behavioural governance framework. Second, machine-learning 

applications, such as LSTM networks trained on tenure and volatility trends of CEOs, could 

anticipate over-pricing. Finally, longitudinal studies tracking post-reform behavioural changes--

especially in banks that have gone from weak to strong management--could help to understand the 

plasticity of management decision-making. 

This study redefines interest rate risk management by empirically linking excessive risk-taking to 

the ineffectiveness of the FRA in the Nigerian banking sector. By incorporating behavioral and 

governance lenses, it offers a replicable model for emerging markets, while challenging the 

hegemony of the global North on derivatives research. Although limited by data constraints, the 

work provides a basis for rethinking the resilience to risk in an era of increasing macroeconomic 

shocks - a contribution that underlines its relevance for academic and policy discourse.  

Supplementary Materials: Full regression outputs, replication code, and anonymized datasets are 

available at https://github.com/rokosu/Behavioral-

Analytics/blob/main/Behavioral%20Biases.ipynb  

 

Conclusion 

The study shows that overconfidence is a major factor in the use of Forward Rate 

Agreements (FRAs) by Nigerian banks, which fuels mispricing and speculative behaviour, and 

that governance lapses exacerbate these biases. Through a mixed methodology - including panel 

regressions, interviews and case studies - we confirm that tenure of directors (>5 years) is 

correlated with a 23 percent higher undervaluation (p<0.01), while independent risk committees 

reduce the undervaluation by 15 percent (p<0.01). Transparency measures, while curbing 

speculation, do not fully mitigate cognitive biases, which underscores the need for behavioural 

reforms in addition to technological solutions.  

Future research should extend this framework to other African markets such as Kenya and 

South Africa in order to evaluate the applicability of these findings to other markets. Experimental 

concepts, including simulated trading exercises with risk teams, could test debarring interventions 

such as pre-mortem analysis. In addition, machine learning models could predict excessive 

overvaluation by using CEO tenure and volatility trends. 

Future research should extend this framework to other African markets such as Kenya and 

South Africa in order to evaluate the applicability of these findings to other markets. Experimental 

http://www.iiardjournals.org/
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concepts, including simulated trading exercises with risk teams, could test debarring interventions 

such as pre-mortem analysis. In addition, machine learning models could predict excessive 

overvaluation by using CEO tenure and volatility trends. 
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