CHAPTER ONE

INTRODUCTION

1.0 Introduction

This chapter discusses the important elements of curren osuda that determine the

direction of the study. The research sets to study the,level @f curren mswnd the
| A | &

effectiveness of corporate hedging practices. First e studi/. startswith a‘&wcussmn on

the definition and background of foreign currqcy e M, Ccorpo hedging and

significant financial events. This isfollowe@ble oslat ents where issues regarding

currency exposure and corporate hedging¥ ar \e&QI a& explained. Issues and
A
explanations pertaining currency ex arg conveyed to @Struct problem statements
7}
and objectives for the study. *F\ n,ri from&%‘é study are discussed in the

-
justifications of the studyeectioz bj [ §
F '3
NG}
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1.1 Background(')e St y} ’ 4 (j)
\
1.1.1 FQg/kure ‘xposmg
X~

Acollapse of Brettor@'ods system in 1973 (Ritschl, 2008) has made way for

t \ting exchange system and sparked uncertainty of the foreign exchange market

d eer, 2010). The increased uncertainty and rising exchange rate volatility triggered

higher interest on the study of currency exposure. Adler and Dumas (1984), Allayannis



and Ofek (2001), and Bacha et al. (2013) defined currency exposure as the changes in
stock return and firm value resulted by changes in exchange rate. Such e&%ising
from exchange rate fluctuations has become a major factor in any in (gﬂ@nt decision
involving multinational transaction (Wong, 2010). Exchange r .mﬁments change
the home currency value of foreign revenues and costs; ultimately change the expected
future cash flows and value. Thus, exchange rate expo rew&ts how much the firm
values are affected by exchange rate fluctuations et al., 2013)4Nguyen et al.

(2007) point out the conventional belief that exc e rate expos f r’etosﬁé’a to firm
S
altles 0

value via the import of future cash flows and v f overseas assets. 't@-other words,
Y

movements in exchange rate alter the %‘ thei
Hence, foreign currency exposure i agﬁ)cognis

(Pringle & Connolly, 1993). De@sq the \I‘QQ u r;ésexposure has facilitated
N
researchers to measure the e@of stock r , e ally with the rising interest

pay@g‘lr and receivable.

general management issue
on currency exposure.

The ubiquit N@ture o[\TP? renc osure arises from the various business

activities undeﬂai%b the*firms and (r}%n by the exchange rate fluctuations in the
( @ ? (.)

internatiopahmarket. bQtyie suc@sinvestment portfolio of foreign asset, cash flow

5,
%
€,

from wsubsid’ia foreiqw-liabilities, and export and import activities would
influe the firms’ volun?e(aoic sales and quantities of goods and services. The
‘%seeable currency movement does not only affect firm’s competitiveness, but also
luences the relative values of domestic and foreign assets and liabilities in both

foreign and domestic markets (Muller & Verschoor, 2007).



Dohring (2008) highlights the broad categorisation of currency exposure by

listing three types of currency exposure, namely the transaction expos&?conomic

exposure, and translation exposure. Transaction exposure is the |3§ﬂ)‘ exchange
mic e

rate changes towards the value of committed cash flows. Eco posure is the

impact of exchange rate movements on the present value of
Lastly, translation exposure refers to the impact of XCW rate changes on the
valuation of foreign assets and liabilities on a muli nal ¢ Lan '8 consolidated
. . R . @ .
balance sheet. Economic exposure is often long-term in nature I(i thg:)@ﬁsactlon

-

and translation exposure are short-term in nature. 2 \'a
\ v
N QT
Previous studies were conducte@relaﬁo ip_betweert.exchange rate chan

ges and firm values (Adler & Dm@s: 1984). \hQ%Io i djustments were further

N
incorporated into the studie%renc? exposure 23(5’% the inclusion of market

index (Jorion, 1990), an MetLi Xp ure@hyannis & Ofek, 2001). Event
e

study method with %t n on‘.

movements by D er et

multinational ﬂlqs. tea

fq ‘¢

exposure @' e to theyw espKEad use of hedging instruments and insufficient
iy ress m?

vﬂ%nrehc behaviour of the exchange rate

) exa d the currency exposure among the US

&

]hod@ical weakness, the study attributed the low
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infor respon cUrreney movements. Similarly, Bartov and Bodnar (1994)
at& the weak relations '\/between currency movement and stock return as due
%ed information and slow response rate. In contrary, low currency exposure level
03 often recorded in developed countries due to efficiency and better operational

structure in their markets (Allayannis & Ofek, 2001; Bartram et al., 2013; Bodnar &



Marston, 2002; Bodnar & Wong, 2003; Di lorio & Faff, 2000). These findings were

fundamentally in line with the theories of corporate hedging which %Ee Higher

currency exposure in market with higher imperfection and uncersﬁ@ (Smith &

Stulz, 1985). Parsley and Popper (2006) attributed the robust trading activities in
developing countries as the cause of the disparities of cu% Xposure between

developing and developed countries. The trading a tiv@re illustrated by the

merchandise trade volume in Figure 1.1. The fi re bt@m the World
Trade Statistical Review press release in April 2028 by the World ra'de'%&'nisation

(WTO). Developing countries are shown to havesgreatergimportand ez-port volumes
\,

compared to the developed countries. Y. \ é\‘?
S 1P
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Apart from the trading nature of the countries, past researchers also highlighted
specification problem as one of the causes for the low currency expo@l. As
specification problem arises from the commingling of positi (@ negative
exposures, it is imperative to also consider the asymmetric n &the currency
movement. The importance of asymmetric reactions of stock returns to currency
fluctuations is accentuated by Clark and Mefteh (20 1)?H\olds the potential to
increase firms’ incentives to engage in risk ment Jd underinvestment
activities (Sprcic & Sevic, 2012). In line wit Bartov and B r’ar Q%?Z) found
stronger evidence of short-run relation betvgstock"re urn andx?xchange rate

changes by including the asymmetric aspect ito ﬂ;])(i‘l les. Q&er explanations

on asymmetric relationship betwe %alu e ha@irate changes will be

provided in the next section. \ A
%‘0 n>v7 S
¥
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1.1.2 Foreign Excha ket in j ia

L.
Starting from 1967, the Malay5|an dollar was initially linked to sterling and

regulated under the Currency Board System (Bank Negara Malaysia, 2020). The
Currency Board System allowed the conversion of Malaysian dollar to sterling and vice
versa at a small administrative charge. Later on, the sterling was replaced by the USD

as the intervention currency in 1972 which signifies the use of the USD in transaction
‘that does not require the Malaysian ringgit. Over time, the USD remains as the
\predominant traded foreign currency in Malaysia and often used as the main currency

pair of interbank transaction. Reliance on the USD is prompted by the liquidity of the



currency which incurs low transaction cost. In response to the speculative attacks on
Thai Baht in 1999, the Malaysian government took two immediate moves to protect the

Malaysian economy from further external vulnerabilities.

Firstly, Malaysia introduced a capital control mechanism called the New
Economic Recovery Plan (NERP) to ease the fiscal and monetary policy and lower the
cost of capital to stimulate economic growth. The plan boosted the injections into the
circular flow of income and capital accumulation, ultimately helped the nation to
recover from the crisis. One policy that Malaysia introduced subsequent to the NERP
was the strict capital controls on foreign cash. The move prevented foreign investors
from funnelling and withdrawing cash from the stock market and foreign exchange
without a grace period of three to six months. Secondly, Malaysia pegged the ringgit to
the USD at RM3.80/ USD1 in September 1998 to restore financial stability and counter
the aftermath of AFC. Pegging of the ringgit and the capital control eventually broke
the link between domestic interest rates and exchange rate. Thus, exchange rates could
no longer affect the volume of investment and interest rates. While the moves did not
result in immediate effect, the government was able to plan for further strategies to
restructure the economy. Removal of the pegging in July 2005 allowed Malaysia to
transcend to the managed float system. The de-peg also provided the freedom for the

Malaysian market to better respond to any changes in the international market.

Higher level of confidence and stability of the country’s economy was apparent

on the onset of the global financial crisis in 2008. Strong financial sector and negligible



exposure to subprime-related assets played crucial role underpinning the Malaysian
economy during the crisis thanks to the financial and economic reforms prior the Asian
financial crisis. However, Malaysia was not fully insulated from the global economic
downturn given its highly open economy. This was shown by the sharp decline in GDP
at 6.2% in the first quarter of 2009 (lbrahim, 2010). Concerted fiscal stimulus and
preventive measures to ease the monetary policy by the government contributed to the
recovery of the economy in the subsequent periods. Malaysia was back to the growth
lane in 2010 with 10.1% GDP in the first quarter alone. The strong growth was
attributed to the continuous expansion in the domestic demand and notably higher

external demand.

In addition to the close association with the USD, development in the market has
further linked the Malaysian ringgit to a few currencies such as Singapore dollar (SGD),
Great Britain Pound (GBP), Euro (EUR), and Swiss Franc (CHF). Expansion of the
foreign exchange market is also marked by the division of the market into two layers in
the 1990s (Izham & Islam, 2015). The customer or retail trading form the primary
source of the currency demand in the market, followed by the interbank segment of the
market. Hence, Ringgit Operations Monitoring System (ROMS) was introduced in
February 2001 to monitor the cross-border flows in the foreign currency market. Such
monitoring is made possible as the system requires authorised dealers to report any

sforeign currency transaction to Bank Negara Malaysia. Another unique criterion of the
: market is the authority held by the dealer with minimal competition and low

transparency level (Abdul Aziz, 2013). In other words, Malaysian foreign currency



market remains as least regulated and opens to those with expertise on the market and
instruments involved in the transaction. The uniqueness of the market signals the
potential exposure arising from participating in the market. Henceforth, any study on

currency exposure level in the Malaysian is believed to provide meaningful findings.

1.1.3 Corporate Hedging Practice in Malaysia

Hedging is a form of investment strategy th 0 ed by market
participants to offset a particular risk that th@ Hence, fi ‘I\IQ@U choose a
hedging position that neutralises the rlsk 0S a ch as$SS|ble (Hull,

2012). Given the robustness of curren ent’%\ us crs&\al to ascertain the

level of currency exposure in orde@ement suitable ir@f\stment practice while

simultaneously shield from %cte \X e. {tlen though exposure is
&=

, investor IWﬁSs[-rlve to reap maximum profit

while minimising the xpwé,'whuf is

theory of hedging as post ted

unavoidable in running cor

a na le}hrough hedging. According to the

aﬂ%ﬁtulz (1985), hedging increases the firm
value by elimin Nr pr: Aabl aim affect the company’s cash flow. Hedging

strategy ma se a% gt'ga the currency. Exchange rate risk has become
one oft ed e Dy)or te %?Do ure in order to offset the potential loss and gain

Q’T

.

(Yi en 2012).

: Advanced market has shown comparatively lower currency exposure due to the
X

istence of numerous hedging strategies and tools in the market to alleviate the impact

of the exposure. Cash flow smoothening in the presence of hedging derivative also

8



improves the probability of internal funding for future investment projects especially
when the access to external financing becomes costly. However, deve@arket
does not fully utilise the derivatives and make use of the benefits of d We hedging.
Derivative practice in developing market is low despite th @ratively high
exposure level in the market. This is illustrated by the low tugnover level of over-the-
counter (OTC) foreign exchange instruments in Mala siaYWe Triennial Survey in
2016. As shown in Table 1.1, Malaysia account%D @Iaw turnover, in
) o

comparison to USD 1,272 billion of the US andiJSD 2,406 bill n'of @;\Z@K. The
; —~
bi 0

neighbouring Singapore records USD 517 f turnovery an e@sected figure
Y

considering the country’s position as a d@: gil \ s‘r
< &)
Table 1.1: Over-the-counter Fo@&Exch M%ru g@.Turnover in Malaysia,
t

Singapore, the Unit es@nd the nite(ikingdom, 2016.

“ Q-
Countr nover C Fc&é#g"n Exchange Instrument
Mal - ~ Agj 35D 8 billi 9
alaysia Yv illion

. I -
Singapore % "Uj‘- ‘a‘ﬁ D 517 billion

The US \ ! (USD 1,272 billion

The u& > ,&% USD 2,406 billion

\ . ] \.J
. 3 iy
On i‘Qﬁer hia_n ,aglo rs@mple is the composition of unhedged and hedged

E——

4

firnm%(oreign currency g‘;\r&étive (FCD) in Malaysia as shown in Table 1.2. The
Mage of hedged firms Rreased from 5.314% in 1995 to 33.816% in 2016 while
‘%)mposition of unhedged firms decreased from 94.686% in 1995 to 66.184% in
QHG. Despite the higher incidence of currency exposure in developing market,
majority of the sample firms in Figure 1 were not hedged by financial derivative. In

9



fact, most of the firms resorted to natural hedging rather than employing the derivative

for hedging purpose. The study is aware of the limitation of curren@s and

options’ contracts in the country and Malaysian firms solely desgfg\ over-the-

counter forwards and options (Chong et al., 2014). The low level of financial hedging
activity in the country raises the question on the exact potential of financial hedging in

alleviating the exposure effect towards the Malaysian 'rmY'

The overall hedging structure comprises the financial and opée tlfnalgéﬁgmg In

this regards, operational hedging is deemed as b th‘e objectives ttqprowde long-

term hedging for the multinational’s e% pe@;l hedging may
hed@tg practice within the

either be used to compliment or s@the fin
SSI | -éon5|der|ng the ability of

firms® investment structure. Th ole was %@
operational hedging to exp parﬁ‘/ spegific- aS@t and acquire the potential

economic of scales (Hadian & da’ 0) rences in tax structures across

countries would furt?% the value ‘q 43& efit of operational hedging.
\ %(_/

Y _

ratl@ across countries would also make way for

)

issues su systematic risk and cy problem (Reeb et al., 1998). Systematic risk
J

On the o %d havi
mn\ a

4

escal e firms ustiadapt the new market’s environment especially if the
N

ma\ ssesses very dlffa%at characteristics than its domestic market. Secondly,

‘%aphlcal distance may make it harder to oversee operations in foreign countries,

QJS escalates the agency problem. Based on these reasonings, this study is motivated

to investigate whether financial and operational hedging practices provide significant

10



effects towards the currency exposure in the country. Findings on the significant effect

of hedging practice can be utilised to motivate more Malaysian firg&? engage

hedging practice in their operation for better exposure hedging. s@more, low

utilisation level must be prompted by any trend or behaviour tha{ 'influe ce the overall

tendency of these firms to employ hedging practice.

Table 1.2: Composition of Hedged and Unhedged
Firms in Malaysia, 1995-

Y

Yv

0 hewwn-financial
[
’ R,y

Hedged Firms

hedgec‘ Firq! i -{’)

Year No. of Firms %
1995 11 5.3140
1996 11 5

1997 11 ﬁ’%
1998 11 \3*

12 X 33.3333
2013 72.—_}/ 34.7826
TN

34.2995

NOYof Firfis. J%

1

b

8

94.6859

1 (96859

P

186}
XY

94.6859
92.7536
89.8551
81.6425
75.3623
73.4299
69.0821
68.5990
67.1498
67.6329
67.6329
65.7005
65.2174
66.6667
65.2174
65.7005
65.2174
66.1836

\ 2015 72 34.7826
0 2016 70 33.8164



Preliminary analysis of this study on the practice of derivative hedging among
207 sample Malaysian firms illustrates the modest level of hedging pra@ seem
in Table 1.2, majority of the sample firms consist of unhedged fir ile a small
proportion of the firms use currency hedging derivatives to hedge their business. The
contradictions in past findings between the low exposure andithe low hedging derivate
practice in the western economies have given rise to ore?ﬁ?ous analyses to better
apprehend the real dynamics of the exposure in volatile'ma etQ?shortcomings
necessitate further study to answer the underlying questions 'the' c%i't'énd that

exchange rate exposure exerts economically ningful éffegt on t@e developing
Y

ncerféqirof the financial

countries. In addition, the findings hel%xds
market. \C) 6&

AN
Cmy >\y &
N
) 4 <§p
1.1.4 Financial Events in ia &)
N\
Malaysia provides e@t setting far t stin@rrency exposure due to enhanced
? |

market openness in the cauntry, si cfed'{t,boom in 1990s. Friendly market and

—] =

L —

liberal foreign p@nai Il/ con ibute@e development in the market (Muniandy
N

& Uning, 20®Ia iaris ?&n an active trading country and ranked among
the top @Hg nJa_lti ns a{ha ., 2013). Apart from extensive trading activities
u

in thex

S
Nf financial events. Malaysia was hit by two financial crises; the Asian Financial

-

y, the financial tkmeline of the Malaysian market also entails interesting

isis (AFC) in 1997 and Global Financial Crisis (GFC) in 2008. The Asian financial
risis was triggered by the devaluation of Thai baht and involved the South East Asian
nations. The downturn effects in the ASEAN majorly hit Thailand in 1997 (Figure 1.2)

12



while the other ASEAN-5 countries suffered a slight decline. The following year

showed huge decline in the GDP growth for all the ASEAN-5 countrigs, WStrating

the domino effect from the outbreak among the countries. :(‘)

ASEAN-5 GDP Growth, 1996 - 2000

/

1996 y 1999 2000

15

10

€]

GDP Growth, %
o

-10

-15
Year

e \|3|aysia === Thailand === Singapore Philippines e=s===|ndonesia

= 4 & = ' "
‘e “« Q" Source: World Bank Data
. _ &/
Figure 1.2: Annual

DF odu DP) Growth of ASEAN-5

Y.Coun ries, 6§00.
&

Malaysia @se@st se@y affected market in 1998, with GDP
\
growth of 7%\197 to -7. ?’ in 8. The worst affected market in 1998 was

" ©

@

Indone@mur}ri sa tfig‘\ﬁrecover from the turmoil in 1999 with all markets
: £

repors htly higher GDlz;%Mh. The incident led to the establishment of the
Wtion of South Eash\sian Nations (ASEAN) to call for closer regional

eration among its member, including the political, economic, and monetary
S

pects (Tan et al., 2009).
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A deep plunge in FBM-KLCI Mn 1997 t0 1998 s.'ggled the severity of the

A

crisis effect on the Malaysian m ; F}gﬂ%t e F@’-KLCI dropped from over

)
2 V)

“« Q-
1200 in early 1997 to a record,| 0T ugus&f@%. The fall in the Malaysian
\

lin the’l:/lw'ysia@git and prompted changes on the
Malaysian exchang{ate gi g S
e& gegiate re@ against US dollar to fend off speculative

Be\ \ r;é}bandoned its managed float regime in
1998 and adopt d ex
) O

attacks on rir@velthf)u be peﬁ’Was meant to stabilise the ringgit from further

Y
fluctuations, moye fav@rable for importers as their payable amount would
L
be f@) the peg rate despited;re possible lower value of the imported goods. Pegging
N
X@it to the USD at RM3.80 also marked a very low depreciated value of ringgit.

e
@Epeg was only lifted in July 2005 (Muniandy & Uning, 2006).

market also casted a dewn

!

€
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In addition to the AFC, the study also considers interesting periodical events of
the 2008 GFC and the exchange rate regimes shifts as time-varying fac@ GFC
that started in 2008 was a contrast stark to most economic and fi ‘ﬂ@crisis as it
originated from developed economies. Deregulation of the Ame 'can%ancial market
made way for the use of mortgage-backed security. Easy mor%Xd.higher property
value attracted many people to get into home loans and W the housing market
bubble. Meanwhile, the mortgages were tied to sev ri ativ@er to produce
mortgage-backed-security to further boost the %ablhty oc pfte a:;]\mforelgn
firms. However, the whole situation eventually fired |85 he Asset Qarket became
too confiscated with debt. The close i agmvgi ortégg‘and derivatives
drove the overall US financial indus SH? The 5ﬁntre of the crisis was
the major trading partner for many'c ntrles % g@ma While the effect was

not severe in the East-AS|a es, 91 S|a arket also suffered a little

[¢]

downside due to the glob dse ent of global investors. Despite

ST
the fiscal interventio% minimal d |:1d cr|5|s the Malaysian GDP growth

experienced a de ;:ngy 0. ]|% 08 an ther dropped by -1.51% in 2009. With
&
this, the study cﬁwe th OE,) @PC 1997 AFC and the exchange rate regimes
’
shifts as timiesvarying fact \(;}
d bz Y’.é\

RN
S
N



1.2 Problem Statements

Currency exposure is present in transactions that are direct or indirectly@nt on
the currency movements. As modern-days transactions are virtually bor: &@ due to the
technological and market advancements, firm’s cash flow and valuge have become more
sensitive to the currency fluctuations. Hence, firms need to eUY: progressive in
overcoming the exposure. Hedging practice has been co o% having the ability to
minimise the exposure level. All this while, firms have wi used ni\mlﬁdging strategy
to minimise the exposure level. Natural hedging invalves matching c tain ’aesgg'class to
offset any potential risk arising from firm transaction, However, t te@ue requires

active monitoring to ensure continuous effe tivenZS W%I Xeomeg&?awback for the
firm in the long run. With this, several i &3\ currency.e os@%nd hedging practice

will be explained in chronological on&) NS /\-\

0 >

(7]
\a‘% &
i tedl wi@ad currency exposure among

First of all, the study is§>~
developing nations comp eveloped e L;dm'l@' Compared to developed countries,

&
markets in developir&&q&tries@ charéeﬁsed by higher information asymmetry
&

and less efficient kets for fe coQBol, institutional and legal systems (Ameer,
( @ 2 (.)
s lead tojhi

2010). These @ er c&wency exposure in developing countries. Despite

the impor curreﬁcb@?pﬁjsuregg\udy focusing on the level of currency exposure in
§ >~
n

—9

devel untries is relativeW&ﬂnited. The large body of research had been attributed
to %dy of currency exposure in the developed market namely the US and UK

Allayannis & Ofek, 2001; Bahmani-Oskoee et al., 2020; Bartram et al., 2013).



The level of economic openness has direct impact on the level of exposure, especially
for a small open economy such as Malaysia. Malaysia’s rigorous particip{&i?cross
border activities has put the country among the top trading nations in th w (Bacha et
al., 2013). Referring to the trade-to-GDP data from the Worldbank database, the extensive
trade activities in Malaysia are illustrated by ratio whereby the % the sum of export
and import of goods and services of the country. Trade-to-GD of Malaysia is 134%
which signifies high degree of openness compared ta&ed W such as the
United States (28%), the United Kingdom (56%)isand Japan (3 'I!EBOEF figures

I &

demonstrate the country’s reliance on trade, sim eously caus thev(eountry more
N

4

j<%}

vulnerable to currency movements. Accordi% e theory. 0 purc@?g power parity,

trade volume is very much inflicted wit g@e of th cur@éy. Strengthening and
weakening of the local currency will affect a cm@;ﬁde gl'\t}me, signifying the crucial
N

importance of currency exposurggi temﬁning qcou@ s trade. The vulnerability

requires rigorous study to % th un y-spg&t level of currency exposure
especially for an active% coug_t

knowledge on the lev urren(ly ure in‘the’'market and facilitate better studies and
&
policies related t ﬁq@ curr isk r(@agement in the country. Furthermore, the

fq ‘' 27 S
growing deve ent of cros

der\l{a.msaction and higher foreign currency exposure
justifies t 5@ to mg:als the Ie\v@:f currency exposure in Malaysia.
&Y
N N

nal to the overall measurement of currency exposure, the study also highlights

@cificaﬂon problem particularly on the asymmetry relationship between firm value

and exchange rate changes. Adler and Dumas (1984) pioneered the total exposure model

@alaysia. Such study will provide

4
-
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to measure the sensitivity of firm value to unanticipated changes in exchange rate. Even
though the model was later improvised by Jorion’s (1990) residual model to i c&:?narket
index in the model to control market effect, Clark and Mefteh (201 (ﬂ)ighted the
possibility of asymmetric reactions of stock returns to currency fluctuations. Pricing-to-
market theory has shown how firms often tend to observe the ma%&a.djust their prices
in order to maintain their activities and competitiveness. In isw the level of currency
exposure is regarded as asymmetric in nature and depe n the dir\ctiaof changes in
exchange rate. Previous studies tend to ignore th%w‘rom cammi Irg’eg&?ive and
negative effects. Bartram (2004) claimed that mostsstudies Jm inl foci/s%&l the linear
currency exposure and fail to account for pogsible‘asymm

response of stock returns to foreign @ deprecti

received very little attention in MalaySian studi \n;ﬁ( n tE\asymmetric effect in the

iC xposgg?’l’ he asymmetric

measurement could cause estim
towards the decision making Eto age the ri K%rising from the exposure due to
the commingling of the p<%"§: ne%au&géizaevel. Hence, this study is motivated
to measure the level o ncy efp \using the symmetric and asymmetric models

in order to provideﬁqqe recis
the symmetric@Qmm rictiss
d b]a;

N
on'the e Ie{(}v@f exposure and detrimental

bus@dings to the existing literature. Answering

V\@,be the first objective of the study.

Th ond issue focuses on the incidents of currency exposure across different
episedes of financial crises and exchange rate arrangements. In the study of Malaysia, three

significant events are taken into consideration; the Asian Financial Crisis, exchange rate



regime shifts, and Global Financial Crisis. Malaysia was hit by AFC in 1997, which was
marked by significant economic depreciation (Lim et al., 2008; Sufian, 2010). M?ponse,
fixed exchange rate regime was established to shield Malaysian ringgi %peculative
attacks and the peg ended in 2005. The GFC went full-scale in the | %r of 2008 and
reduced manufacturing trade which also affected the East Asian countries including
Malaysia (Tienhaara, 2010). Considering the significant effect cWange rate movements

towards firm’s profitability and cash flow, it is fund a a,yse e changes of

TS .'chfﬁ?ermore,

rein Figure 1.4,
&
the FBM-KLCI in April 1997 was 1200 befqre dr ping\ 140 irls&ust 1997 on the

onset of the AFC. The same trend was@ during-the F(d‘he market index was
1357.40 in February 2008 and pIumn@&SOO wvﬁs ,@n October 2008. As such,

market conditions are deemed as g sy&ema Fisk Q(Pards the firms and inclusion

of all three events necessitate time-varyin al s$
C) J (O
:

4
Measuring curre&wosurq u

\\separa eriods rather than a single estimate is
more appropriate ﬁequ e.inv

&
@
exposure as e specific/in matu
W ’@g)

currency values and potential extraneous effects durin

ese ina:fial
these events proved to be significant towards MalaySia’s market! R

f sgj@re changes over time, making currency
'

(A@eer, 2014). Issues may arise if the estimation is

conducte t consid fhe th@e-varying aspect of the currency movement. Similar
; o)

notiongwa ntioned by Glen aﬁ'cP Jorion (1993) who connoted the changes of expected

re mYinternational market as due to time-varying effect. Study by Bacha et al. (2013)

@to consideration the shift in Malaysian capital control and AFC, but the study does

not stretch to cover the GFC. The nature of AFC and GFC are different thus the need for a



study that adopts both periods in order to compare the effects of these different crises
towards the market. In this sense, analysing the level of currency exposu@aysia
across different financial periods inclusive of the AFC, peg period, and crucial to
provide better understanding on how currency exposure responds to different forms of

%.across different

financial periods. Hence, the changing levels of currency e%

financial periods can be captured by conducting time-v, rywﬁﬁalysis in the second

l

i ; the fﬁ the\s&'le -dependent

erent t?ﬁpe maln ne of the main

objective.

Thirdly, the study considers the problem aris

nature of exchange rate exposure acrosz i

ales as | stors@d to view the market

- .
r cf)é«ency exposure, Investors

are mainly interested to measur vel of eurren ex @e in both long-run and short-

considerations in investment strategy |s

from different time resolutions (Da 5&)2

98

run bases because such knowlew'!‘xabl bet nves@nt decision. In addition, financial

data are very frequent ans t?ne s% rv'ex@blt changing frequencies over time
@)

(Gherman et al., 0 H ev rl past tudle@ mostly restricted to single time domain

N

estimation. The s n |d%§ﬁ'logogﬁ assertion of varying exposure level across
O

dlfferenttlm an fyc s$~

4 ‘r

‘%dmg to Masih et al. (2010), the need to incorporate different time scales has been

@ed by unavailability of appropriate analytical tool for data decomposition.

Additionally, scarce studies have discussed the multiscale foreign currency exposure in the

20



Malaysian market. Therefore, this study attempts to segregate the data into different
frequencies and time scales in order to capture the true dynamic of foHKWrency
exposure for specific time domain. In this light, wavelet, a new develo n financial
analysis could be used to address the time scales issue to ascertain how currency exposure
varies across multiple time scales and answers the third obj i\&)f~ the study. The
approach is similar to previous works by Masih et al. (2 O)War et al. (2014) who

studied the multiscale issue by assigning different and h rzon to their data.

Addressing the time scale issue gives deeper understanding on oId| i)erl nd how
holding period affects investment decisions in Mal flrm‘s

Consequential to the currency expo ssues, the\s%te resses the issues on
the foreign currency hedging practl ala hedging is deemed as

enhancing the firm value. Acco th theor ef ng (Smith & Stulz, 1985),
hedging minimises the expos |m|£a Ing any pr le claim and provides smoother
expected cash flowthrouh neflts‘a dl ‘a 0 offinancialdistress. In turn, smooth

future cash flow red po@ n% |n external funding and simultaneously
enables the firm nst cts le Qv)@l\ment strategy. In other words, hedging is

’
deemed as re e underi me oblem due to the lower variability in the future
el
cash flow tal, 199 Y'
&Y
AN

0wever, our preliminary analysis shows only 25% of the sample firms in this study

are hedged. The low practice level is due to the complexity of the contract and lack of



expertise in the market (Ameer, 2010). The OTC foreign exchange turnover data by the
Bank of International Settlement (2019) show that Malaysia only uses 10{Qinancial
instruments compared to 1,370,119 in the US. The number is still sma G@ compared
with Singapore at 639,869. The UK as the world’s biggest financial market records
3,575,409 instrument usage. Low level of hedging practic%(e the theoretical
effectiveness of hedging to reduce the exposure level uncovers w the study of hedging
practice. Moreover, mixed results by previous studies o ffect o IJCD e towards the
level of currency exposure (Allayannis & Ofek, 2003, Yip & Nguyem; Ol‘%éfﬁ've been
-\ .
oper@onal hedging
\75 v
which reduced the significant association bet\% rrergi ure gdifinancial hedging
(Yip & Nguyen, 2012). C) 6&

AN
& >\y7 &
6 v,
.
With this regard, the stuN es‘iqANi si@t’cance of corporate hedging

edging to@ the level of currency exposure in
:

:
Malaysia in order to ansqth fo| h"@bl tiveéﬁ}fe study. The mixed empirical findings
in past studies streséﬂnee \7@

|

@

extent of corpor. %ging sah giﬁg @g,%anism in Malaysian firms and facilitate better
&

reasoned by the existence of other risk management t iques;such

comprising the financial operational
ntry ific study to provide understanding on the

future poli ategy jng. @mpact of corporate hedging usage on currency
exposu ich is shown to ha&e)\ﬁixed-findings in past studies, can be measured by
in\ces@ g the significance of corporate hedging usage in Malaysian firms. The fact that
th Ic has garnered mixed findings in past studies further dictates the necessity of this

study to especially focus on a developing market such as Malaysia. This is secured by
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conducting two-stage regressions where the second stage regression measures the impact

of the current hedging practice on the level of foreign currency exposure.

In response to these issues, the study involves two stages of angsis. The first step
examines the level of currency exposure while the sec ge investigates the
effectiveness of corporate hedging practices to reduce curre osule among Malaysian

Cy expesure by
Ay

considering the asymmetry, time-variation and m le domains into tI!e%Ssessment of
P 4

currency exposure. Meanwhile, the second stagme \dyg@

use of hedging tool in managing curr@ure

significance of corporate hedging towiidst curreacy

non-financial firms. In the first stage, the study provides new¥acet of c

otivated by the limited

the @{ugy investigates the
um_eklevel in Malaysia. In this

AN

inelusive both@e financial and operational

study, the corporate hedging practic? &

d
hedging segments. \ ' Aj \AQ/
N

Following th(j'j\hss]ng?‘:'cuﬁg(ﬁjcy exposure level and hedging practice in
@,
Malaysia, t %’setit bﬁ/ thﬂé%llowing research questions pertaining the topic.
b4

The research questions are: \/T
2y 9

1. @he level of symmetric and asymmetric currency exposure among the Malaysian
s?

N



2. What is the level of currency exposure among the Malaysian firms across different

stages of financial events? Q

3. What is the level of currency exposure among the Malaysian firms acs erent time

scales?

4. What is the impact of corporate hedging on the level of curre&;ure inclusive of

financial and operational hedging practices?

1.4 Research Objectives | _\‘*\)“
The aim of the study is to analyse and de [ th% lp«b&/een foreign

_ _ :,
currency hedging practice and the level of w expaﬁure Malaysian firms.
t, cS*

1. To investigate the level of sy and asym tri ncy exposure of Malaysian
firms; L ‘§\
th sy

2. To measure the variati

é‘

etri ‘a mmetric currency exposure among
the Malaysian fir Ms diffe re\erlod |nanC|aI crises;

3. To analyse th posa) mong the Malaysian firms across different

b
time scale \(J

4.Toan l:s |mpac corﬁoratq'hedgmg practice on the level of currency exposure,

/‘7

&
inclusi ancial and operat tional hedging practices.

S



1.5 Significances of the Study

The study contributes to the body of knowledge by providing comprehe@n.alyses
on foreign currency exposure at both panel and firm-levels in Malaysia Ig@rmore, the
study also contributes in term of originality by providing in-depth_study on Malaysia’s
currency exposure by considering two critical aspects of curreacy exposure namely the
asymmetric exposure and time variation. In term of novelt thy IS believed to open

new scope of study pertaining the variation of curre po urerorating the
Wavelet analysis. Wavelet analysis on multiscale fareign currency p‘)sﬁE_e‘)j'Evel will
praetice

d by investors. I\Qeanwhile, the
Y
study also contributes to the overall knowle% u \posu@scertaining the

extent of currency exposure affected by@te hedgi acticess With this, the study

facilitates better understanding for tﬂolve%? é\multinationals, exporter,

enable better observation on the holding periods

N
and importer on the level of curr duringspecific’financial conditions.

N
(,)Y " | IS

1.6 Scope of the Stud)\ \: C}/
This study fOCU\gsMaI

@
1995 to 2016@\9 ffanci m&it@i&s from the sample study. The selection is in
N
line with tl‘% fth%tbd)% me‘i(_aﬁe the level and importance of currency exposure

among sian non-financi %s. In the first stage of the study, exchange rate

nciz/}%erket. The duration of the study spans from

expos re analysed for 207 non-financial firms in Malaysia at both market and firm

@by extending the model developed by Yip and Nguyen (2012). The second stage of

the study involves investigating the effect of corporate hedging practices among the non-



financial firms in Malaysia. In assessing the impact of the corporate hedging towards the
currency exposure, the study relies solely on the information disclosed ir{%inancial

reports of the selected firms. The Malaysian Accounting Standard Boar )‘%gulated the
ortin

disclosure of hedging information in its Malaysian Financial R Standards 7
(MFRS?7) in 2010. Revolving from the previous IAS 39, MF%R:udes additional
chapter on hedging accounting. The chapter specifies the quWg hedging instrument
and the hedged items, in which a derivative measure at faimwvalue thr Ah profit or loss may

be designated as a hedging instrument. Even thoughythe enforcem ff'@ﬁnancial
- -

disclosure facilitates the study to observe hedging ties among the sele@ed firms, the
Y/

\stan@/lalaysian firms

standard only begins its full implementation |% P

only record any derivative transaction a\%

?j & 4 ‘ip
1.7 Organisation of the Study \ ﬁj A%
\
Chapter 1 presents t OW the’ bac rlu@f the study, problem statements,
ctiv

research questions, obje [

mgqj& a'r&scopes of the study. The discussion

includes definition @chw@ intrr@}tion which discuss currency exposure,

N
corporate hedgin@ce[ﬂﬂ?phn&%él market, and significant financial events in
Malaysia. @'2 r‘gvbyt

@ture on currency exposure in developed and
b4

developinéco tries, financial (%\gr;ts, multiscale exposure, and corporate hedging

AN
practi \.Research framework is also depicted in this chapter. Chapter 3 explains the

s methodology which consists of selected data and data analysis methods employed
al

yse the currency exposure and corporate hedging practices. Chapter 4 provides the



the findings. Finally, Chapter 5 provides con

recommendations for future studies.
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