CHAPTER TWO

LITERATURE REVIEW c\:

2.0 Introduction \)

This chapter comprises four sections that review the | ;e orl currency exposure

and corporate hedging practice. In line with the three initial"@bjecti proth deeper
S
on currency exposure, Chapter 2 begins with disc the symmetric, as{/‘r?netric, time-

varying and multiscale exposure under three subségtions. M ussmn%‘?e presented in
Section 2.2. This is followed by a discus@\jF/Sec i
hedging practice towards currency exp5®$

n tk@\ﬁpact of corporate

d & S. The review provides

empirical evidences and direction study of orpo@'e hedging practice in the

‘é .
Malaysian economic setting. Y} Aj \A%
N

o'bjt'

(ﬁ NGe;

2.1 Malaysian Trad \ | %
N
Volume of tr@e\aga rltiq\oir%ds dg&aéstic products in Malaysia between 2013 to
t

2016 showed Qﬁperce tag nﬁvﬁere more than 100 percent throughout the years.
ol o
The figures illugtrated the igh’cq@ﬁsition of trade in Malaysia and signified the mass
5
tradi tivities in the country. In 2016, the main industries were food and beverages
: total trade), tobacco (0.6%), crude materials (2.9%), mineral fuels and lubricants
%

0), animal and vegetable oils and fats (6.4%), chemicals (8.2%), manufactured goods

e

(8.9%), machines and transport equipment (43.0%), miscellaneous manufactured articles
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(11.3%), and miscellaneous transactions and commodities (0.6%). Meanwhile, Malaysia’s

main trade partners were China (14.1% of total export), Singapore (13.9%), @.6%),

Hong Kong (6.8%), and Japan (6.7%). Even though China ranked first a %’sia’s main
trade partner, its currency needed to be excluded from this study in consiaeration of the

pegging of Renminbi to the US dollar (Bacha et al., 2013). Pu% he study with the

Renminbi would cause multicollinearity problem and und resw the real value of the

o\Y.
s s Y‘

currency exposure.

Comparing the trade balance of Mal ysR. opin Eo'untry and the
neighbouring Singapore in Figure 2.1, al tra lance vsg(elatlvely higher than
Singapore under most of the periods. As trad b oTo f}ld.h,e difference between the
export and import levels of a cou sm\k trade Balan \as used to indicate greater

export volume of a country comp to t vol@e Still, higher trade balance of
Lvit'

Malaysia indicated more% dinga
Q

higher trade openness assumf

openness to inter ,lo% tra

Henceforth, cukkenc exp*ur i I\/(ala@ja was prevalent due to the significant trading
activities i C ntry" p);

AN
S
N

l’n i\@?ma compared to Singapore. Thus,

’ &
aysi gmwpared to Singapore. Such high market

f the(}%ﬁntry vulnerable to currency movement.
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2.2 Foreign Currency Exposure \

a
2.2.1 Theoretical Review off% uar l@:)g
-
Generally, currency e IS de(%_%j the ges in stock returns and firm

values which were resulte Rsy cha’ges e rate (Adler & Dumas, 1984;
Allayannis & Ofek, 20013ach 1 t;}ny change in the exchange rate would

affect a firm’s r e orl ent affected the value and stock return of the
firm. Volat|I o ange %Je was an important investment concern and
formed tantlal o currency exposure. Clark and Mefteh (2011)
rega de%c{hange rate fluc@mon as an important macroeconomic variable that

s%\&xg ntly affected firm value. Currency exposure affected key indicators such as
Q national trade volume (Chaudhry et al., 1993), export-import business orientation,
edging practice and specific time event. Nguyen et al. (2007) pointed the conventional

conviction that exchange rate exposure was related to firm value by altering the future
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cash flows and overseas asset values and ultimately affected trade payment and

Various mechanisms channelled the effect of currency movement towards the firm

receivable.

value. The firms’ trading position also played a signifi anwa'n moulding the effect

of currency movement. Appreciation and depreciati d nlestic currency will

produce different effects towards the firms’ revenues in‘accardan ’0 ﬁn@’ﬁng and
C;)
%e c?'r cy xpo@ as resulted

by currency movement. Exporting firms were'gxpected.to experience higher revenues

when domestic currency depreciat@int W

currencies directly caused the incpease in v%ﬁe' &&rency. Subsequently, the

expected receivable amounts @raﬁsacti A ouI@crease and prompted higher

revenues for the exporting fir O]t han@pprematlon of local currency at
z r

exporting nature of the firms. Figure 2.2 illus

. Lower value of domestic

S

point A would prod evenues fi iﬁnpobng firms. As importing firms were

’ F &
expected to pay fomthe goof ired th{éugh the trade, higher value of domestic

currencies requ@
goods. M wae, t r rrﬁ'an@_a, of exporter firms increased when the local

N
curren&@ ciated unt D@Sher stock returns were expected for exporter firms

: N . : :
in f stronger local cunigfxby as the firms tended to enjoy greater receivables from

S

ir k ou ?&rﬁller payable amounts to pay for the traded

*—h

ades.
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Further details on the effec% agreﬂa on depce\)aiation of the local currency
ss

>
are included in Table 2.1 a& ed‘&%biiro,@%ioy The table comprises four
\

different degrees of errena mover’vent. n;co\ﬂ(?y to exporting firms that enjoyed
:

greater revenues Q{ng ori1 Yu"’\c rency@breciation, importing firms favoured

appreciation \&esti @y. Tk@./degrees of revenue increment differed

!
| ]
according to elasticity a Ié've&cﬂompetition of the respective firms. High price

elastlc% and’too ce WJ@ the firms only concentrated on producing similar
b9

rerather than divers@ﬁg their products. Exporting firms with high price

e\ty tended to experience a drastic increase in revenues when the domestic

G ency depreciated. However, revenues of exporting firms with bigger product

variation and lower price elasticity only increased slightly in response to domestic

©
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currency depreciation. Meanwhile, importing firms facing lower import competition
would benefit tremendously from domestic currency appreciation ccmd to
exporters with higher export competition. As appreciation of currency
provided relatively lower payable amounts for the firms, lo xt

competition

propelled higher chance for revenue generation through blggw uct acquisition.

\%

Table 2.1: Impacts of Currency Movements tow. Firr' F\!P\qus’

SN
Operating Relevan reciatio ‘A ciation
cash flow economic of f(}rei n omestic
categories facto CHJQ urrency
Revenues Pa‘re\t*surreloé'\evenue impact

Export Sales

(Exporters) S mc.e Sharp decrease

WIS

SI@E?ncrease Slight decrease

Local Sales

(1 mporters/Do@g

Firms)
\& {
’
*Less t preC| ion_of nisn currency
**In in exp tan?lm ort eting industry

\Assment on the ovse;ﬁll currency fluctuations was known as symmetric

*Slight

q Slight increase
ecrease

Sharp decrease | Sharp increase

Source: Shapiro (2010)

y exposure which only took into account the magnitude of change and ignored

0 direction of change. On the contrary, the asymmetric exposure considered both the

appreciation and depreciation of the currency. While both symmetric and asymmetric
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measurements indicated proportional increment in the level of exposure with currency

fluctuations, asymmetric approach scrutinised the appreciation and depr%%n of the

currency. In other words, asymmetric measurement argued thatssp@iation and
depreciation of the currency value caused different effects towerds the firm value.

Appreciation in foreign currency against local currency was W le for exporter as
the condition caused higher foreign receivables and w?!t, resulting in higher
future profit. Meanwhile, currency depreciation wa: ici r’etl orter as lower

value of foreign inputs would reduce the futur%es Simulta O,JS|y stE’é'forelgn

sales were expected to be higher during local cu degre ation. ‘T

__JZ

2.2.2.1 Incidences of Symm re'|t

Countries Aj 43—
Sizeable ex rate e’<pos sgrom the relationship between

an
exchange rate moveme d\ turn In line with the acknowledged
importance an@lca@on of Ign currency exposure, numerous studies

attempted r /he‘m !Jde‘eg'/urrency exposure in various markets (Bacha

<<
2.2.2 Incidences of Symmetric Forel rr@E osurO
gaé’e cy gpo ure in Developed

et al. 2 Dewenter et al., 2005; Muller & Verschoor,
%éy & Popper, zoggfup & Nguyen, 2012). The widespread studies on the
and development of the international investment and trade illustrated the

gral role of currency movement towards the cash flows of multinational

ompanles
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However, studies on currency exposure were mostly dedicated to developed
markets that were often characterised by high efficiency and bett@ional
structure. This was in addition to the high hedging intensity in d gﬂ@i countries
due to the advancement in the financial sector. Therefore, % exposure in
developed markets was found to be lower than those in em$~markets. The US

and the UK markets were the most common sample st (Allayannis & Ofek,

2001; Bartram et al., 2013; Bartrov, 1997; Bodnar ston, Wnar & Wong,

2003; Belghitar et al., 2011; Di lorio & Faff, 2000; Wong, 2010)! o
| O
4

The study by Jorion (1990) wtwate

and investigated the pricing of excha

A
non-zero unconditional ris@ thﬁ%o %Qrall and insignificant risk
premia in the market. Itqa& ow%}/oqo& sample firms experiencing
significant currency gxposure ouI’i onl el m \igher annual return compared to
firms with no expos%this%@zfzd}ponﬁrmed that the exposure of the US
common stoc@ha er mov@lt was not systematically related to the
expected re@ ‘? ‘-' (J‘-')(J

imilar to Jorion (1590), Bodnar and Wong (2003) concentrated their study

ém firms with data running from 1977 to 1996. The study applied two stages of

prosure analysis. In the first stage, the study followed the total exposure model by

Adler and Dumas (1984) which was argued as capable to take into account the effect



of exposure elasticity. In the second stage, the study incorporated the macroeconomic
factors into the model as expressed by Allayannis and Ofek (M The
macroeconomic factors were included based on the prediction that |ty of firm
cash flows was dependent on the nature of the firms’ activities, denomination of its
competition, and the level of competitiveness in the input mt markets. The

study segregated the analysis into several investment or&%nd found that 15% of

the firms were significantly affected by currency, ur m\ﬁmnths of the

study period. The exposure level increased to 20% when the per ended to
-\
60 months. X
\ v
¥
&
Meanwhile, Bergbrant et al. ) also estimated @currency exposure of

E@' proposed competition as

]
s thatwere ither@h%ctlyor|nd|rectly|nvolved in

the US market but resorted to;g'p)m%r

the first order-determinant

international tradin Wdy f'und
sur;)'u

employing the expo a@pumas (1984) on survey data by the

World Busme@o vey @ES) of 2400 firms across 55 countries.
Utilisation @ur gablt!d%h/e study to obtain the primary exposure data
in

with %‘Hedg;

1/

all insignificant exposure level by

rv nt| The study found 76% of the sample firms were

afm exchange rate n}g;@ment while exchange rate changes still affected 63%

domestic firms. The small exposure level reported in previous empirical studies

0 s due to the hedging activities undertaken by the firms prior to the reporting.

Hence, the exposure level only represented the net exposure value that was left after
undergoing all hedging activities.
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On another front, Abdul Wahab (2017b) focussed on currency exposure of
Malaysian firms in consideration of the country’s open economic prac{?e.study
estimated currency exposure in the country from 1993 to 2016 for n-financial
firms by using the residual exposure model in its first stage a ‘SIS¥I‘I the residual
model, macroeconomic factors were incorporated into the Q%*n‘dex and enabled
more accurate assessment on the level of currency e osWterestingly, the study
tested the exposure against four currencies namely, lla !Srea ritain Pound,

the Euro and Japanese Yen. All four currenC| ere shown t lektgﬁmflcant

exposure towards the Malaysian firms. Wlthl pectgilo , T greQest degree of

exposure came from the USD consi rlng e % t10n é&alaysm s main
trading partner among the four co
-\
N 23
o 9
Georgiadis and Zh ) toﬁ%}aly@ currency exposure to a new
\
spectrum by investigati e po'entl lekg@r of state-owned enterprises in
response to currency eaosur dﬁ f 26 SOEs from 2000 to 2017, the

responses wer d id Lfy pote I trade-off between financial stability and
macroecon b’ty‘?n.aﬂo sults from the Fixed Effects panel regression
provid nce}h t the SOE e responsive to tightened base-country monetary

pollc!in der to address mL) iate threats to financial stability.



2.2.2.2 Incidences of Symmetric Foreign Currency Exposure in Developing

Countries \q
Meanwhile, more widespread exposure in emerging m rs%mpared to
Vi

developed countries was found by Parsley and Popper (2006). Seven Asian countries

(Hong Kong, Japan, Taiwan, Thailand, Malaysia, Indonesig, and’ Singapore) in the
study were exposed to the fluctuations of the US dollar, md Japanese Yen. The

exposure level was found to be persistent throu he'12 e'ars riod (January

1990 to March 2002) even during the exch rate peg. In stttd‘%g' 50% of
d

Malaysian sample firms were significantly a by fluctuation by@l currencies.
The high exposure levels were attribu%z the h gree ~éf\%Benness in both
capital and goods markets in the d@g mark rsle& Popper, 2006).

«*

_.»q___ﬂ

3

Focusing on the S mark M Ie erschoor (2007) listed four
motivations to study curr expo urei le t The first motivation factor was
the open and actlve%ml J«E ion. The second factor was the rapid
growth and m@lta J tiong The gb factor was the different trading patterns

between th dﬂt?%e!nd(agban Lastly, the fourth factor was the absence
O

s emyirical findings focusing on the markets. Data were

*

of an ens‘;v pr
anﬁj om January 199q_§anuary 2003 in which the study found 25% of 3634

firms were affected by the fluctuations in the US dollar. The movement in
ﬁnese Yen also exerted high effect which affected 22.5% of the sample firms. Still
on the Asian markets was the study by Lin (2011) which focussed on the asymmetric

effects of India, Indonesia, Korea, the Philippines, Taiwan and Thailand. The sample
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period extended from 1997 to 2010 to capture the effects of the Asian financial crisis

and global financial crisis. High degree of asymmetric currency qure was

reported for the markets, with notable peaks during the two fis‘e@ crises. As

partially segmented markets, these countries received coqiinuou government

interventions to help stabilise their foreign exchange mark

Y,

Another study on emerging market was Mo le and udﬂ etersen

c,)
(2020) that focussed on the relationship be en the market' retu é&md foreign

currency exposure in South Africa. Their udy non C|al firms was

primarily motivated by Jorion (19% end ;
factor model, Carhart four-fagtor m de v

ude the Fama-French three-

-Erench five-factor model.

Extending the model was r o tdke in cco@e idiosyncratic factors of

partially segmented eqwt m et S Sou@i\frlcan market. The study found

more than 40% of t% were SLI’]IfI antly@)‘ected by all proxy currencies using
:

:
the two-factor m $ he fi \Voa cons\ﬁerable high and relevant for an emerging
er,

market. Ho ec i(poseﬁe“ievel ranged between 6.5% to 12% under
the Fam thr/ef t ﬁ:o(_) Carhart four-factor model, and Fama-French
flve f odel A\ h‘is, the>paper managed to justify that consideration of the
|K ratic factors woul V|de more meaningful findings on the exposure level

‘%e market.
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A single country analysis by Bacha et al. (2013) specifically focused on the

Malaysian market and highlighted the scarcity of prominent studies on @oping

economy. The study used both OLS and GARCH (1,1) models agcﬂﬂbd that 71%

of the listed firms were significantly affected by currency equsure. he exposure
level found in the study was higher than the levels in de% countries. Abdul

Wahab et al. (2017) found high level of trading activi ies?WaIaysia between 2015

to 2018 at 28.38% and 28.0%, respectively whic ated t%to investigate
the hedging practice in Malaysia. Focusing on AN-4 cquntries, ,Ab‘c&ﬁﬁ/ahab et
al. (2017) found noticeable impact of foreign curgency d‘eri ati hedgin\g practice in

i crisis. :/er, the study

Malaysia and Indonesia during the Asian magi:l

suggested that FCD practice was@ble to

findings made economic sense @3dvance , aWd

te Iﬁrterm exposure. The

9&31 uncertainties indicated
N,

that unforeseen long-term ex% canfiot be asily hedged.
N RN

\
¢ N
2.2.3 Theoretical Revie fAsyz@ c f&fj}gn Currency Exposure

Another c@nt @urre@xposure is the asymmetric exposure.
O
Asymmetric @?’re i d% gs'théﬁ(tent of currency exposure which corresponds

O

to eithe@&iti}e Dde tiyébhovements of the currency. As exchange rate
b4
S

volatility uld force firms tq:ajd?u-st their international trade volume and increase their
& AN

i N to hedge, ascertaining the direction of currency movement is a crucial
omponent of currency exposure analysis. Rather than constraining the effect to

mmetric exposure, firm value can also be asymmetrically affected by the exchange
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rate volatilities. In fact, researchers also argued that specification problem was the cause

2.2.3.1 Pricing-to-Market Theory Y‘

A number of theoretical models had been implied in tudy of asymmetric

for the low currency exposure levels (Bartov & Bodnar, 1994).

currency exchange rate purporting to describe the a rpo'ate behaviour. The
first theory was the pricing-to-market (PTM) theor ere ir:?w{gde‘d to maintain
their prices in order to sustain their market shar & Carter 91; @ter, 1994,
Koutmos & Martin, 2003; Bowe & Saltve ). Rﬂ’l from}ve decision of

the exporter to adjust their prices acc%& thei?bes i tior&@:ific market when

the exporter’s currency appreciatesN ¢ to the im er’s@'rency (Pick & Carter,

\ KY
1994). The extent of which t o n%e%Sgescﬁae reflected in export and
i :

]
import prices indicated ;\ tio asgﬁ)ited during the prolonged
\

iati fth d the;mid-1980
appreciation of the wﬁn e’;njgl so'%
) ’ &
NN

Kne NQQ e‘v\agteol a f@industries in Japan and Germany across

scri

’
differen etric curr’n c to observe any PTM behaviour of the sample

4
ind Mindings onf’the\/?ﬂdy showed that any strategies to increase market
5
sﬁQn foreign market cou\f’d lead to higher level of PTM during domestic currency

eciation. It was concluded that firms were inclined to exercise higher level of
QTM when the local currency appreciated considering the firms were spared from

paying the entry cost upon entering the specific domestic market. However, the
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tendency decreased when the local currency depreciated against foreign currency,

thus exhibited asymmetries in the firms’ reaction to the exchange ra%%ements.

Slow adjustments of the price setting strategy to the exchangi g@novements
implied the potential asymmetric effect towards the future_reventes (Bowe &

Saltvedt, 2004). \,

movement resulted in potential bene@/er Qéff

al., 2019). With this, the firms were saidto
to-market strategy put in plaw@ the firm structur
]
S Aj L

|3l
2.2.3.2 Hysteretic %X;:T@UFJ‘-Z?

Secondm\symrhet\eﬁect g@ﬁ also arise due to hysteretic behaviour

of the firm %s&ordi g‘to gqv&i)}l994), hysteretic behaviour referred to the

’
persiste on tr“? théa\t&uds inflicted by temporary change in the exchange
P 4
rate&@ions. Hy erefic b iour was mainly driven by a condition known as
)
tw ersibility of investr@t, in which the firms needed to maintain high entry cost

‘% entering a market compared to the cost enticed when the firms left the market

QBaldwin, 1988; Koutmos & Martin, 2003; Tai, 2005).

42




Baldwin (1988) argued that the high entry cost caused the firm to be unable
to leave the market despite the market conforming back to its previo&Wﬁum.
Hence, the firms found it more viable to maintain in the market nged their
prices according to the current currency movements. Different responses to currency
appreciation and depreciation by these firms was known as,asymmetric competitive

effect which led to asymmetric exposure (Baldwin, 88,?! 2005). In this regard,

the firms were deemed as facing asymmetric curr posuredue totheir hysteretic
behaviour in response to the different directions'ef currency;mo nts \‘T
IS
P 4
\ \/Y-
T

2.2.3.3 Asymmetric Hedging Theorﬁ}, 0\ 43\
m th@ etr_iQ edging which gave rise

A
novements (K@%‘mos & Martin, 2003; Lin,

“ &
2 )Mf h{xﬁfﬁg their exposure to the overall
exchange rate, fir eresalso intfigued to @their exposure to certain market
iy s ¢ .
conditions that w%t e| \HQ{ flrm% alUe. Koutmos and Martin (2003) argued
that firms Weébed t om in currency movement while leaving other
!
¢
movemenfi%wain un dg'ed(j?he asymmetric hedging would generate
ic

o
pact ? cash&Tows for the firms. Derivatives such as currency

The third theoretical assu

to the asymmetric effect of ¢

2011; Bahmani-Oskooee et

asymnie
Yv
opti ere often used to h{%é the business operation from adverse exposure during

\M rable market conditions while remain unhedged to favourable market

Uvovements. Analysis on the Korean firms by Bae et al. (2018) argued that the

effectiveness of hedging activities depended on the direction of firm’s exchange rate
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exposure in which the firms reduced positive exposure by selling the currency

forwards and futures. On another note, negative exposure was re%q through

exchange rate pass-through rather than involving any financial deris&g Opting for
selective hedging to reduce certain expected future condition ;nduc d asymmetric

exposure to these firms than was often miss-specified as% tric exposure and

could lead to inappropriate risk management strategies. Y'

7.

IS
2.2.4 Incidences of Asymmetric Foreign Cu Expos e v
Bartov and Bodnar (1994) analysed 20 n the@' from 1978 to

1989. The study showed the impact of@s ex W\g ter e on the investment

positions of the firms and the dir dkf

ncY ve&ent during the period of

analysis. Tai (2005) analysed % oﬁasy%nc gg_%’ency exposure on US bank

stocks using the multivariate HMFIS&&C% and included the impact of
ol

exchange rate during perio réciation an reciation. Conducted on 10 major
:
S be

uS commermal ba ei 200(§ﬁe study found that more than 80 per
cent of the s p er ntlyxiﬁad economically exposed to asymmetric

.

| @
exchange raté™e posu e. T ingsS were also consistent when tested under
\
contem n&y changes, suggesting robust empirical findings
of mmetrlc exposur@other prominent study on the asymmetric currency

e was by Koutmos and Martin (2003). The study used data from four major
nomles which were the US, UK, Germany, and Japan. Results from the study

showed 38.9% of the firms were exposed to symmetric exposure. The level increased



to 42.9% when asymmetric exposure was taken into consideration. The financial sector
was the most affected sector. Based on the higher exposure level under t%?mmetric

analysis, the study suggested the existence misspecification probles%‘uodels that
assumed symmetric exposure and neglected the effect of app;eciatio -depreciation

cycles. \/
N~

From the Asian perspective, five out of eight ASian countri ' |ed by Fang et
al. (2005) showed asymmetric exposure. The re confirme elt @ptlon of
possible differences in exchange rate risk eff latlony depreciation
of the currency. Explicitly on the Mal hmarﬁ@kooee and Aftab
(2017) provided an analysis on the em asymmetr' volat@ of currency exposure
towards the commaodity trade fl

ﬁ
to show significant effects th th etrlc asymmetric exchange rate

movements on 17 exportin strl 1 [ |ng industries in the country for
% ! 0
un QJ
(J

data running from 200 20 5 s

|

{v
\ ®
Clark &Defte (201 ae% t‘ﬁaed higher firms’ incentives to engage in risk
\
manag ent and underi me‘z@tlvmes arising from the asymmetric behaviour of
the cy movements. Sp@ and Sevic (2012) investigated whether returns of 176

‘@non-financial firms in French were asymmetrically affected by currency

@vement in 2004. Confirming their hypothesis, 61% of the sample firms were

significantly affected by asymmetric currency exposure compared to 22% exposure
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level from symmetric analysis. While the symmetric exposure analysis was the
mainstream model to measure currency exposure, discussions of thes&% also
highlighted the importance of incorporating asymmetric exposure 'r‘(@e analysis.
Inclusion of the asymmetric exposure would ascertain the direction of currency

movement and provide better precision on the exposure Ievel\,

\%

Misspecification issue was raised by Koutmos a tin )-a\ .9% of
%)
their cases were found to be asymmetrk#ng currenc apt)‘ére%iations and
P 4

depreciations. Three assumptions on the mot%tlon \fmq ea etric response

were offered in the study, namely th@fg-
asymmetric hedging. On the othe %t C response of US firms was
& N IC

found to be due to the hysteric be r ag the fir still@ponded to the lagged effect

“ &
of currency movements. Bas s;%jsionié%orporation of symmetric and
asymmetric aspects i thezudy 0 ‘;ogn ;Cl@y exposure would bring out a lot
E)'? 2yl
of information pertaining the M , preférences, and nature of the market.

S

—*

hé)sgg\re ic behaviour, and

gl

N
e
2.9
225Ti gF rr, Exposure

4
<‘gﬁrtant me ureﬁen\t‘/@'ﬁnsideration in examining foreign currency exposure
, -

is mKd

ress the potential eff&t of different financial events taking place in the market.

| past studies documented the importance to include the time-variant factor into
Orrency exposure analysis. Glen and Jorion (1993) highlighted the time-varying effect
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towards expected return in the international market. The study argued that the change

would cause structural changes in the symmetry and investment structur@irms.

(.)

In addition to the extensive trading activities of the countr @sia was hit by
two financial crises; the Asian financial crisis (AFC) in 19970@%“ financial crisis
(GFC) in 2008. The onset of the Asian financial crisis W by Thailand’s move
to abandon its de facto peg to the US dollar. Th nc at k dusing the Asian

financial crisis badly affected the ASEAN co%;sespem ly E}yngEédmg to

closer regional cooperation among its member olitical, eco mIC\?ﬂd monetary

tal tl@ a summary of

aspects (Tan et al., 2009). For clearer overvie fthg\

the financial events took place in M e een — 28&5 presented in Table
2.2 below. (‘) ? &-\
Table Z%nmapPe%;dZTm@
Crisis }& 1o\ X DEscription
Middle July,19

ne 1998 nouncement of  managed-
O‘Ioatmg baht by the Bank of
4, Thailand which triggered the
9 Asian financial crisis.
Period after the Asian financial
crisis where the ringgit was
pegged to US dollar.
Period after ringgit was unpegged
from US dollar and before global
financial crisis outbreak.
The downturn of the US housing
sector and evolved into a global

2
G\ (Copestake, 2010; Chen et financial crisis.
al., 2011)
G t April 2009 — December 2016 Period after the global financial
FC

(Bourkhis & Nabi, 2013) Crisis.
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In addition, Malaysia also experienced changes in exchange rate regimes as
Malaysia abandoned its managed float regime in response to the AFC an dRe?fixed
exchange rate against US dollar. The ringgit was pegged to the US d IQ@RM&BO on
September 1998. Pegging the Malaysian ringgit to the USD was ﬁo fend off the
speculative attacks on ringgit during the crisis. However, the%%a.s not favourable
for importers as their payable amount will be fixed to the We despite the possible
lower value of the imported goods. In addition, the of'the regime also led to
devaluation of the ringgit and caused persistent ificant expostre to‘?ﬁﬁomesﬁc
firms (Bacha et al., 2013). The peg was only li in Julyz 05 (Muniandy & Uning,
2006). Trend of the MYR/USD over t% |s°i, n~in F%( 2.3. Increasing

exchange rate between the two curn cgg)lustrate eettgc close evaluation on

the exposure level arising from th%hange Wth ;@.currencies.

0 >

SN &

Malaysian Ringgit Movement Against USD, 1995-2016

;‘ ~
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N
0 Source: Bloomberg Terminal

Figure 2.3: Trend of the Exchange Rate of MYR/USD, 1995 - 2016.
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Fang et al. (2005) included time-varying factor to study the currency exposure in
eight selected Asian firms. The study found that more than half ofth\e ountries
experienced unstable variance processes, specifically immediatel g@the Asian
financial crisis. The study concluded different export behaviour o %erse exporters
during different degrees of foreign market volatility. Conswa?; Benetrix et al.
(2015) observed substantial currency generated valu iomts during the global
financial crisis between 2002 to 2012. The cros tr an@sﬁuowed higher
exposure value during the global financial crisisygompared to the p e-‘cc:i)QYs~ period.
Hence, the study concluded that time-varyinﬁs pro id bett@xamination
setting to understand the distribution of c% exg)(\) \ é\‘?/

QW &

Another study was also condtcted by \cLWgu en{2012) during the onset of

o > .
the global financial crisis (2 9). The s selqgiad the Australian resources
sector as the main single @sec : stud Q}ployed a two-stage analysis to
encompass the time-\% actor umj’ﬂ‘lizb and during-crisis dummy variable.

The effect of C;Jq% ex@s pléi’éle during the financial crisis as the
&

proportion of N ,AL%R;/:Q?SD movement increased by 32.36% on the

affecte
¢
- 4 iy
onset of t@. Onj flr@fvere affected before the crisis compared to the
15 369 ding the Jise” £ {.é\
&Y
AN

‘én the other front, Ye et al. (2014) studied the currency exposure level during the

ed exchange rate period for 1523 firms from 20 emerging countries between 1999 to

2010. The study rebutted the ‘fear of floating” epidemic among the emerging market,
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opposing the utilisation of fixed exchange rate regime to stabilise the exchange rate.
The emerging markets believed fixing their exchange rate could faci @ateral
trade, reduce output cost associated with exchange rate, and reduce tion level.
These reasons gave rise to the fear of floating exchange rate I—%er the study
managed to prove almost half of the sample firms were still exposed to currency

movements during the fixation of the exchange rate. The Went effect was due to

more widespread exposure inflicted by the non-floating*excha J rat rrangements.

The pegged regime was also associated with wi economig gro h Y"
-\
&

In addition to the significance of Wylng ‘é'val Sis, |nc ration of both the
asymmetric and time-variation effects analysi curr@y exposure is deemed
as appropriate. Dewenter et al. on vgnt method with precaution
of the asymmetric behaviour. é(ch %(@nts The study examined the

i nal@ms and avoided many problems

'O

W bilateral decline in the Mexican peso

currency exposure among S r'ulti

encountered in previous Waks by c6

and Thai baht. @lgh ti(e study ma d to showcase contemporaneous relation

N
between stoc a exc ? ra(egfn both markets, the exposure level was still
small de m th dol gi al @c»h}tlons Dewenter et al. (2005) attributed the low

exposurke result to the e f|C|e t glng practice and insufficient information to respond

t Nncy movements.

0 Meanwhile, an in-depth study by Bacha et al. (2013) on 158 Malaysian firms

according to policy switches affirmed the time-variant nature of currency exposure in
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Malaysia market. The study assessed the exposure level from both the overall and firm-

level. Switching to the hard peg regime caused the sample firms to b{ﬁlficantly

affected by the US dollar movement. The significant results were ds(ﬂ?e nature of
the peg as the ringgit was on a de facto peg to the US dollar \%Eich preciated the

ringgit once its value was recovered prior the crisis. \,
Abdul Wahab et al. (2017) further supported evanc time-varying. The

study found prevalent impact of foreign currency exgposure for hon- dj;ea &WTS during
S
e )

the Asian financial crisis. Consistently, the f currenc expogure was also
\lbw N
significant during the global financial crisis despite fa er@uring the Asian

financial crisis. The relatively Iower\fﬁgf globali ciatf‘)ﬂsis was accredited to

the strong economic fundamental@%dome \dngan i,@dlalaysia. In addition, the

. . > M. o
country was not involved w f tfé su e <g%.FlateraIlzed Debt Obligation
(CDO) instruments and th%S}set-r ed securi E}

%

financial CriSiEW
because o@v subprime
epice::we crisé. u@e impact of global financial crisis was lower than

th

N
uring the Asian fiﬁ;?cial crisis, the Asian countries were still affected by the

%The open economic policies practised around the regions made these Asian
Omtries vulnerable to the spill over effects from the crisis and any speculative attacks.

Moreover, the Asian countries were heavily involved in trade activities with the US
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which is the origin of the crisis, with most of the countries tended to be price takers
(Bachaet al., 2013). As price takers are often traded in foreign denomina@ncies,
weakening of the US dollar during the crisis prompted loss for th Q@w countries
including Malaysia. Observation of these past findings stresses t t.(;uﬁncy exposure
is event specific whereby the exposure level is higher during$;event or crisis.

Henceforth, further investigation on the level of curren ewme should incorporate

time-variance factor. \d
"X

i
2.2.6 Multiscale Foreign Currency Exposure § 4 \/\z*
In continuation of the time-variant gurrengy e \,the s;tédg. also considered
the variation in time and frequency % Abs su@ent methodology has
hindered past researchers from su@Sﬂy mea \e*hge &@fe with respect to varying

time-scales. In contrary to tin%rg ar?alysi multi analysis enabled the study
to control the length of ti@d and Trequency %e data. The time crystal can be
shortened to 2 - 4 da ngthe‘qjd t ‘5é 42% On the other hand, time-varying
analysis controllwengtﬂo\iy perj,é‘f)ased on the intended financial events.
Analysis of ¢ M exposur $S rP‘)tQ;e time scales would accommodate the vast
preferenc the/inveést s." T@arying investment horizons and scales among
the in %produg:eﬂg;ue\l/mkages between stock market and foreign exchange
>

oss different frequ?r(;cjies (Dar et al., 2014). These qualities, together with the

ma&K
‘%development in the methodological field, warranted for a better measurement on

0 currency exposure across different time-scale. Restricting to single time domain

would provide bias estimation as interesting time series exhibit complicated patterns
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over time such as trends, abrupt regime changes, and burst of variability (In & Kim,
2013). However, no study was conducted to measure multiscale curren&%osure in

developing market despite the relatively higher exchange rate expos%the market
especially Malaysia (Bacha et al., 2013; Muller & Verschoor, ZOQE'i Parsley & Popper,

2006). \/

One of the hindrances was the lack of appropriate anal iw t‘o decompose
data into more than two time-scales (Masih et ). Closer J o&%’nultiscale
analysis was by Jafry et al. (2020), in wh St% ared\th‘g' dependence

structures of five-minutes returns (h E uené’ﬁ‘ data) and&? aily returns (low
Q
e

rles was 0sen @the best data set and
justified that high frequency dat atl out the stock market and
capable to provide more acc prese’h%jloof t ﬁrket

On the other w regrle gh fr ncy data using the OLS model would
only cause sp % re

¢
measurem %a;'nad/ feasi ﬁw{(g_gh the introduction of the wavelet analysis. The

frequency data). The five-minutes re

noné&? lonary time-series (Dar et al., 2019). The

main a f Wi @Navé(\ analysis was its ability to decompose the financial
veral time scales a@horlzons (In & Kim, 2013). Decomposing the financial

to multiple time intervals was advantageous to cater the wide investment
OCtrums in the market. Some investment strategies opted for more scrutinised and

shorter-termed investment instead of the standard monthly periodical analysis.
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So far, several studies have adopted wavelet technique in exploring financial and
economic relationship. Masih et al. (2010) studied the stock markets f¥e~n Gulf
Cooperation Council (GCC) countries and provided evidence of %Iti-horizon
nature of systematic risk. The GCC countries are Kuwait, M ;t,gahrain, Saudi
Arabia, Doha, Qatar, Abu Dhabi, and Dubai. Accordlngwi.h et al. (2010),

multiscale measurement was absence in the past due n%ﬁate analytical tool. It

was until the introduction of Wavelet analysis me at tud e to look into
different investment scales. Motivated by the and infreq trag)J.Bﬁ in the
countries, the study attributed multiscale systema risk d’e Iti traq-mg strategies

and horizons by the investors. The divers % ment t ies w rompted by the

characteristics of the market suc\&yrequen ng,é?gh transaction cost,
illiquidity, under development, aagepend [ |>@ual investors. Using the
N
hat ag

Wavelet method, Masih et al. ound"t ematic risk beta coefficient
in all Gulf Corporation C C ) d multiScale tendency.
(S
f &

O

The multl tende |m|I ith the finding by Gherman et al. (2012).

N
The study pr rnee? {er%('z{nmal market prediction by using the wavelet
O
transfor a enj;e it was ind mportant to understand the multi-horizon nature
Y-

asiten etter understancpjgoo volatilities and correlations between asset returns

s
0 \me (Saiti et al., 2014) The multi-horizon exposure was in line with investors’
Q‘%t towards the level of exposure for various holding periods, particularly short-
rm period. Similarly, Alvarez-Ramirez (2002) argued that simple and straight random

processes fail to describe the dynamics of the economic and financial system. The
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findings prompted the study to opt for multifactorial study on dollar-Mexican peso
exchange rate. \?
Sensitivity to exposure level arose from the non-proporti return interval
changes between the security and the market. According t nda et al. (1989),
r

increment in return interval prompted higher beta l'igh-risk securities.

Meanwhile, lower beta values were recorded for -ris w§ -I‘-{']'e study
associated high-risk securities with small firms -risk Secugitie$ V\_r@}big firms.
Therefore, the beta values across the scal beurf’{ e risk,Yr:ature of the

securities and the magnitude of the operati irms?\ln er words, the relationship
zyn

between stock returns and exchange

scales and frequencies. (ﬁ >7
‘% &

\ X

ol IV
In order to sufficie ter thelvary, g*timbcales nature of the financial market

’ F &
traders, the con\;@ll ti@ ap 6ach needed to include other frequency
forms (Dar et a{ ).D '(201 )féﬁowed the traditional ordinary least square
5

¢
(OLS) estimation/in thfr oﬁl@ovided results that were similar to the findings

>

from th% antilé an fur@n rather than encompassing the overall findings.

- ; : NV . . :
OL\ ssion by Handa a‘\a (1989) also failed to provide any evidence of beta

ity to lengthened return interval. Failure to capture the effect of the longer return

oerval may be due to the information loss regarding the beta dynamics across different

intervals (Masih et al., 2010). This gap highlighted the practicality of the wavelet



through its ability to decompose data for different time scales without losing any
information. Since the base scales included any non-stationary compoﬂq the data

also did not require to be differenced or detrended (Masih et al., 201Q).

Yw

Wavelet analysis was considered as an enhancement Wtraditional Fourier

transforms. The fundamental idea of the Fourier an 'sCrop‘)sed the ability to
u

approximate any deterministic function of the freq throug n.finite sum of

Yq
trigonometric function (In & Kim, 2013). In a@ywave t yﬁs@anded the

functions trough translation and dilation of th?@d func@ n a‘sg;gther wavelet.
In the analysis, Haar and Daubechies chav ts_were ic:éi\dered as superior
measurements for financial time serie\ e)%ere abi@capture the economic
and financial time series charac g@ (the%tm., ).
é .
\ So
l S
Another form o%iz transfar

Junior et al. (201 tlllsed|t

movement of MQ f fo jor curr, ’l%fes in Ghana. The study was successful to

¢
indicate thdesace o{int cannection between the US dollar, Euro, pound, and Yen,
as well&{h;

ti s. Mariani et al. @20) used two wavelet transformations which are the

N
interde ejcie@h time-varying and heterogeneous over different

%ﬂc Fourier Transform and the Wavelet Transform. Utilisation of the wavelet

Orsformations enabled the study to observe the market volatility up to minute-

frequency. Thus, efficiency of the wavelet methodologies to detect any multiscale
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characteristics existing within the market spectrum was capable to point out potential
financial irregularities in the market was proven. \q

In addition to its multiscale property, the localisation oY@et in time and
d

frequency also permitted closer connection between the functi their respective

coefficients. These characteristics enabled wavelet t@, possess two methodological

l

benefits which include the flexibility to handle ver lar data.serigsfand the ability
@

to isolate the contaminated noise in the data (D(%]qal., 1995; G er’na_{}’)s ., 2012;
Ramsey, 1999). Consideration of the time 3%_ ec% crucial Q%&onomic and

financial variables simultaneously opegated, ¥on o\/ar' timé\‘sgales and their

relationship may differ across thNa scales daé%l., 1989). Delayed
adjustment to any new informati d inf@g%a \_here also regarded as the

c.)
reasons leading to the multi@. These conditio ould lead to autocorrelation
uall

problem in the stock returrvﬁeve omptedtbiased beta estimation (Gujarati,

2003). (q :

>

&

v
QT

Bjorns@ ( 95) er t‘F&sed the argument which stated that the beta

%v N
tended % sitive S dif@em time scales due to different frequencies of the
D . .
bet acroeconomic ris sc:)‘%nce, numerous studies had used wavelet analysis to

te%&ious economic and financial aspects such as linear and non-linear Granger
usal

ity between spot and future oil prices (Alzahrani et al., 2014), systematic risk beta

Qdifferent time scales (Masih et al., 2010), intraday seasonality extraction that is free



of model selection parameters (Gencay et al., 2001), property of foreign exchange

volatility (Gencay et al., 2001b), time and scale dependencies of igtr{Ey Asian

currency spot exchange rate (Karuppiah & Los, 2005), and orthogog‘@mposition

of economic variables by time scales (Ramsey & Lampart, 1998), HoweVver, this study

is the first to conduct wavelet analysis on the Malaysian market wjith special attention

on the exchange rate exposure. Y'

2.2.7 Meta-analysis of Foreign Currency Ex '
The study conducted a meta-analysis e fgn xposux literature to

integrate the findings. Meta-analyses sed fﬁe li atureﬂ'igjlts on particular
DL
S

topics, provided an overall overview ubject matter, ar@llowed an analysis of

the factors that may influence ;;Gf)ﬂt% Av‘zv L) the method uncovered a

synchronous pattern of empl ta f%jrrerk{&ature Out of the 59 literature
discussed in Section WH ,ctlo 2.2. Si&re study eventually included 30

literatures in the meta -an é@pre selected based on their findings on

the effect of fore@?enc pr re to values. The analysed period spread from

1990 to 202(%! anUer ﬂrrré-(y'v’as 7276 with a total of 75704 firm-year
(.z

observ t
&,1)) §

ble 2.3 shows the result of the pooled sample size estimate. From the table, the

Q se variance (IV) pooled Cohen’s d (t?) showed that the true variation in the effect
z

e of the point estimate. In other words, the value denoted the estimated amount of

Q’T

systematic differences in the effects across studies. As the-between-study variance (t2)
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of the summary proportion was 0.1838 (95% C1=0.0643,0.1833) and the 12 was 99.99%
(95% Cl1=99.9670, 99.9884), the positive value indicated the higher'n&%nces of

currency exposure in developing countries. Additionally, the heters%y test was
ich

indicated by the Q-statistics of 251010.5909 (p-value<0.0001) %: Iso suggested

high heterogeneity in the effect size. Presence of heterogenet&in, e study indicated

that other moderators could also be of effect towards t fiWue.

Table 2.3: Pooled Effect S stimat
Indicator _EStimates
]

Between study variance (72) 38
95% CI V (00643, 3333)
Heterogeneity test C) N &

Chi square statistic \ 25]@).5909
p-value (Chi square) C \T ,<\Q.0000

I squared (variation i s d @ttributable Qc} 99.99%
to heterogeneity) \ A} S(,
\L
Test significance Wen’Jd %
z-stat % 'uj I 0 3.3072
t

p-value (z-sta & 0.0009

)

NN 3

In addiw the pooled(Size eat-l} ates, forest plot was depicted in Figure 2.4 to
provide%' al '

'jpn ohen’s d where the left-hand side distribution
b 9
illu the effect of curr@ exposure on developing market. In the figure, the

ve\lines that intersected the horizontal line indicated the relevant point of estimate

@ es for the summary proportion. Boxes in the graph referred to the point estimates

of each study effect, with bigger box size pointed to shorter horizontal line and better



precision of the study. As the distribution was concentrated on the left-hand side of the
graph, the incidences of currency exposure were deemed as mor\f%uent in
developing countries. These findings thus supported the study’s obj &@ to explore

the level of currency exposure in Malaysia as a developing countié.

Study Proportion 95%-Cl
1 = 0.08 [0.06; 0.09]
2 — 0.25 [0.21;0.30]
3 = 0.09 [0.08;0.10]
4 = 0.33 [0.29; 0.38]
5 | 0.06 [0.05;0.07]
6 i - 1.00 [0.97;1.00]
7 ! 0.08 [0.08;0.09]
8 ; 0.07 [0.06;0.07]
9 ! 0.05 [0.05;0.05]
10 = i 0.14 [0.11;0.19]
11 - | 0.07 [0.05;0.08]
12 + ! 0.08 [0.07;0.10]
13 ; 1.00 [0.99; 1.00]
14 sl - 0.08 [0.06;0.11]
15 | 0.04 [0.04;0.05]
16 —#= 0.12 [0.08;0.19]
17 % B 0.06 [0.04;0.09]
18 H -~ 0.50 [0.48;0.52]
19 + 0.10 [0.08;0.12]
20 b 0.06 [0.03;0.11]
21 i = 1.00 [0.96; 1.00]
22 — it 0.03 [0.00;0.15]
23 + 0.10 [0.09;0.12]
24 ! 4 1.00 [0.98; 1.00]
25 it 0.20 [0.16;0.24]
26 —=; o 0.12 [0.09:0.17]
27 e 0.33 [0.30; 0.36]
28 = iH 0.12 [0.11;0.15]
29 ol 0.10 [0.07;0.13]
30 § s 0.50 [0.44;0.56]
|

Common effect model 0.29 [0.29; 0.29]

— 0.26 10.15: 0.371

?\ Figure 2.4: Forest Plot
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2.3 Corporate Hedging Practice

2.3.1 Theoretical Review of Hedging \i
Discussions on the effectiveness of hedging practice had be eE &giebated by
S

scholars. In this regard, this study outlines a few theoretical dlqu sions involving the

hedging practice.

2.3.1.1 Theory of Hedging

According to the theory of hedg @m i"?x hg@) hedging
minimises the exposure by eliminating roba.K th%t};y affect the
company’s cash flow. Reducmg@@ nms%\m cash*flow is relevant with

the maximisation of shareholde calth prineiple. T@ arrival of numerous

\ S

hedging tools and derivati n heﬂ ai&ed hedging as a signal of

modern and advanced te investment m %ment (Atilgan et al., 2013).
Despite the imp ta&%c fo ign rr@edgmg in influencing foreign
currency exposuhlte ies have been devoted to study the
effectivene he g| actl S@‘lcally, for Malaysian firms, the scarcity
is inclus otl the r.unal%lg'c{ operational hedging in reducing the firms’

sen t| foPal n curr osure
4 Vc
)
O
In the absence of market imperfections, hedging activities are connoted as not

0 affecting the company value (Modigliani & Miller, 1958). However, hedging

theories that were based on market imperfections postulated that hedging could
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increase firm value through higher tax benefits and lower financial distress,
underinvestment, and agency costs (Smith & Stulz, 1985; Besser&@l%l;
Froot et al., 1993). Similarly, Boyer and Marin (2013) stressed gﬂgificance of
hedging to lower the firm’s risk of financial distress, volatility of the equity implied
assets, and potential debt. In overall, currency hedginwx;j to effectively

lower the potential risk that may arise from cur ncR?Hosure and eventually

increased the stock returns. The negative sign e signi i!anc f beta on the
regressions were often used to imply the effe€tiveness of hedg g'praeg'&'.
A
s b 4

Y
Smith and Stulz (1985) d@ he etgg theory by treating
hedging as a part of firm’spfinancial i i(?. f)&kargued that derivatives
mitigated the volatility o@gsh flows re@ the expected payment of
& _
S gerg osts. Reducing the cash flow

volatility benefit m in sever théo«&kal aspects. Smith and Stulz (1985)
:

taxes, costs of financial\&stre]

&
suggested th dging io er tgaast of financial distress if the financial
m

distress iw 0
enabl et;a

¢
control of Ti nﬁ' r@nd shielded from any uncertainties. Hence, the

the ‘I%'s Smoothening the firm off balance sheet

hedgirtg Provide ris@]imisaﬁon and firm-value maximisation benefits

Ky
-
N

)
getal., 2014). \07
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Managerial Risk Aversion
Hedging could also lower agency cost through reduction in p({RI cost of

debt and risk-shifting while increasing the contractual SeGng between

shareholders. Bessembinder (1991) found that hedging_increased value by
reducing agency costs. In tem of Malaysian market, m QX:)wnership leads
to higher usage of derivatives (Ameer, 2010). Amegr (Wrecorded a significant
relationship between managerial ownership an atives égea the managers

tried to reduce the risk affecting the returinon their inves ert 'la} e firms.
ie o

Hedging also reduced cash flow uncertaint d infopmatio asym@etry between
Y

managers and shareholders. Comp niescithb\a IXture %\Fi‘gh institutional

re lj to hedge currency

nabled maintenance of

, Ihedgi Vided value-enhancing benefit due to the lower

ex% tax fiabil gs h enabled maximisation of shareholder value.
: Y

xity of the tax hﬁ@tlon for a company lowered the expected taxes by

@ucing the variability of taxable income (Nance et al., 1993; Smith & Stulz,

0 1985). As long as the cost of hedging was not too large, the expected post-tax firm

value increased in response to the lower variability of pre-tax firm value (Sprcic &
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Sevic, 2012). As external funds were costlier than internal funds, hedging enabled

the supply of sufficient internal funds for investment and avoideﬂiﬁecessary

external financing. In essence of managerial control, hedging ngad to show

the managers’ strategies in maximising firm value as well as _their own personal
wealth position (Sprcic & Sevic, 2012). The hedging practice would also

communicate good managerial skills existing withi tkWs.

N
e 18
2.3.1.2 Hedging Techniques 2 o
fi

There are a few hedging techniq¥g M\ y ﬁo hedge their
exposure in consideration of the @
hedging techniques managed [;rio%e oTa
to forecast the market m@ate(y%sic
implemented by firmsm n gi@tural hedging involved risk

Lo s

management strategi ;at sou
’ F &

were negati;/%érrelatf ! m og.wrency exposure hedging, firms would

match the w S an at t@&ncurred through several mechanisms such

] S
as em&yl mul |-cbg:§ @S and close observation on the movements of
7

intw es and ange & Over time, firms had advanced to include other

$ of hedging practicé)\’
N

cmdgq of the currency. The

>
ab)

vantages including the ability

ing practice that had been

tgf mitigate Tisk by matching investments that



In-depth studies on hedging by Dohring (2008) and Liang et al. (2020)
categorised hedging practices under a few specific groups sucK&inancial

hedging (such as exchange rate derivatives), operational heﬂﬁ@'})perational
ified

setup), and financial instruments. Liang et al. (2020) cl e significant
benefit of hedging as coming from financial hedging while gperational hedging

did not help to lower the firms’ exposure. In othe W(We study suggested the

use of derivative to significantly protect the fir We was a good

investment tool to hedge and mitigate cur cy expo )t 5@)@&% any
-

transaction from unexpected currency move t (S , 2004). AQd—itionaIIy, the

\m N
study argued the need to closely onlt the C y thféq&?s linked to the

specific hedging strategy becau@curren 0\ ed iatheir own pattern.

AN
S
a e,
Wahab et al. (2017 |ed hedging attﬁ?ﬁ'to two types namely financial
N

and operational hed I fina l g@ng could be segmented into two
parts which were fo agn rfe deﬁ jve and money market hedging. The
firms migh @cur

option c@k Trdna Lﬁngor forward contract could be done to hedge

derlvatlve such as forward, future and

O

% ile ‘ge yh fl@s or forward contracts was appropriate to hedge
receivabl

es. Otherwise, tia%ﬁvr-ms may opt to use money market hedge. In order to

ge payables, the flrms may borrow its home currency and convert the proceeds
§to the foreign currency with potential future needs. Borrowing in the foreign
currency to be received and converting the receivables into domestic currency was

appropriate for firms to hedge their receivables. Another potential hedging
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technique is the options contract. In this case, purchasing call options would hedge
the payables while put options hedged the receivables. The options' contract
provided flexibility to exercise if the actual currency m gﬂas differed
significantly from prediction. However, premium paid t%%ie the options

levelled out the flexibility offered by the contract. \,

On the other hand, operational hedging invo the rc.)\qu Brotecting the

Yw
underlying foreign transaction through c@al activiti V\ﬁﬂli\fr}he firm’s

framework such as foreign subsidiar’?com ti{i S maxgéement, and
7).

X~
business diversifications (Wahab M ) Eﬁe [ enesiﬁledging practices
were assessed by observing thet cts_towards|the f@s’ currency exposure

\ Y
level. These hedging strategi re ga%d as E;@ttive if the exposure level

7]
decreased when the hedgi actitgspl in . The relationship is the basic
N
foundation of the,an n th’ eff il e@of both financial and operational

a
hedging towards%wplek i this Study.
i

NI
O
2.3.1.3 %\tag a@sﬁé@] ages of Hedging

N

%k the /n 'ecti‘oé\of hedging was to increase financial stability and

Yv
‘gme the risk of finan@stress, the debate on the effectiveness of hedging had

}ﬂn unresolved. Firms generally practised the hedging to protect their firm value

Q by increasing financial stability and reducing the risk of financial distress. One of

the advantages of hedging included the ability of the hedging tools to lock the

/@A/



profit. Smith and Stulz (1985) recorded higher firm performance through the

protection against profits volatility, expected tax liability, con{%y price
changes, inflation, currency exchange rate changes, and interest rs‘@nges. With

this, hedging also enabled the traders to increase their firm Jeverage and lowered

the potential of financial distress (Leland, 1998). Bessembinderi(1991) highlighted

stWas caused by agency

ing also'saved time as it did

the benefit of hedging to lower underinvestment

cost and costly external financing. Additionall

not require constant monitoring or adjustm%&)r ing to dai Tarlg)g%latlllty

With the risks being controlled, the mana foun‘d it easler to;zeonstruct any
Yv é\‘?

N

Utilisation of certain ga‘g)g Tas c@'@rons for complex trading

business planning.

activities also enabled t rto im eth "p&entlal returns. Apart from the

direct advantages of@ng, + l @ement strategy further provided
sig

other distinct beneflt he_for ling element. Having hedging practice

in place ag@tab@pnc@the firms due to its ability to meet the
hedglng \ecr (J

——

dly, 4 a.‘iso &mmunlcated the firm’s risk management and

O

e Iders. After all, hedging was beneficial for the

stra f&, etlt‘gs 0
some of the h g derivatives incurred lesser cost compared to an

E\Jrance policy.



On the other hand, hedging could also inflict adverse effects on the practising
firms. Satisfying managerial self-interest could cause bias in the he @ practise
as the managers would opt for hedging technique that benefit individual
rather than for the overall firms’ wellbeing (Hagelin et a % In addition,

hedging could also become ineffective if it was usedafor speculative purpose

instead of protection purpose (Bachiller et al., 20 ).W hedging instruments

for speculative purpose would actually expose, ms to %xposure if the

strategy failed to provide the expected p The caost fr ’05 dﬁﬁing the
hedging would actually eat up the profit am : X
Y
As hedging involved utidisation of us’de |v&a‘u~ve tools and investment

strategies, the hedging pr uld also.tdrn o@ be ineffective (Hagelin &

Pramborg, 2004). Like a m%’zgl ; ompIeX|ty of hedging required

good trading sk experllgﬁ b e investment managers. Inherent
4 atlve

complexity & fro tracts would eventually shift the firm
into unlnt e (SQ

..,l

Q- &
N " ~)
ging also row e |n|mal benefit when the market was performing well.
*%der good market condition, risk variables such as commodity prices, foreign
0& exchange rates and interest rates would be very dynamic. Thus, the risk

management process should also be dynamic which may become burdensome for

Q/y

the managers to actively manage. Inability to pace up with the dynamic changes
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meant not all risks were transferred through the hedging activities. Additional to
the issue of dynamic monitoring, hedging activities were also bum by poor
communication existing among the firm’s managers. In &@ard, poor
communication referred to the ineffective dissemination of % strategy and
the potential consequences from such problem. The m ements were required
to actively communicate their notion to the deci ion??ér so as to lower the

chances of miscommunication. Regular com tion Wsk goals and

warning signs of risks would establish a stron@internal risk cu ri vﬁ&ﬁﬁhe firm
i —~

and minimise any potential loss from the s c invgst en ecisiQﬂ.
\ N
VA
\c') N
On another note, Bae etel. (2018) dTwa the.effectiveness of hedging

N

depended on the under)@ nditions Et occurred prior to the hedging
&
implementation. Firms Mpo 't%égste%@xposure tended to reduce their
hedging activitiwz firms 1

hat pbc@negative exposure increased their

’ F &
hedging int%ddit‘ , ffecgeness of hedging was also shown to be
e cond

affected b& iti
‘ S

activities. ce, itwas,i J:ta\Q}jor analysis on hedging practice to also take into

account the cowf'dijv!?pft irms and market. Meta-analysis by Bachiller et al.

- S
) also attempted toﬁﬂaw the possibility of country driven factor towards the

F pro@(&'market prior to engaging with the hedging

ectiveness of the hedging practice. Consideration of 51 past studies proved that

0 hedging practice held the economic advantages for all firms especially from the

developed countries. With this, in-depth study focusing on Malaysian market



would provide meaningful insight into the effectiveness and depth of the current

hedging practice implemented by the sample firms. Such findigiwould be

beneficial in modelling better and improved risk managﬁ@ strategies

2.3.2 Incidences of Hedging Practice g z '
Over time, hedging was regarded as a signal, of moderniand nbed':gerporate

specifically customised to the Malaysian firms.

N

| &
investment management due to its flexibility on-stri}]g nt gula@ (Atilgan et
al., 2013). However, there were some disputes{regardi effe iv@{ess of hedging

3

baseg on the ability of the

O

ily ‘operations. Hedging also

A

enabled non-financial firms to oh their fmain %a’lvities without having to
‘&

frequently scrutinise their expﬁ&w’e I \@z co@ry, hedging could turn out to be

detrimental under a%z cumsj;;cyﬂpt@} for a hedging position without
2yl
considering the exiw co \TNE_ res@

would give ad\q fect lthe tn?a& Hence, it was crucial for firms to keep
¢
:}z

updated wi %Be infor rtei_gc‘l‘?]g the hedging practice.
ik DS

practice. Arguments on the benefits @
sing

practice to offset the exposure asi

nd the whole picture of the industry

b4
ing technique hac&been revolutionised to become more innovative and

‘@ compared to its previous traditional implementation channels, namely the

@rational and financial hedging (Ameer, 2010). The improvement was due to the

extensive literature committed to find the best strategical hedging technique for profit



maximisation purpose. According to Chaudhry et al. (2014), hedging increased firm

values by reducing the opportunistic behaviour among investors. Other\ﬂs‘\e Envestors

hedged their activities to shield themselves from unexpected rislj;,(ﬂgected their
es (

wealth and provided compensation elements linked to firm v ith & Stulz,

1985). The arguments also concluded that firms’ hedgi ractice may mitigate

potential underinvestment issues. Y'
Nd.

Mixed findings were recorded in previousistudies on the iCt Bf)SZ"CD use
—
towards the level of currency exposure (Allayamis & gfe , 2001; \Qp & Nguyen,
v

2012) due to the relationship between fin% edq’;il

urre xposure (Yip &

Nguyen, 2012). First, the mixed fi ere theé‘\stence of other risk

management techniques such as %ﬁon@?@ U}{hreduced the significant
N

association between currency e anffinaneial heetgiﬁg. Second, the firms did not

fully implement hedging %d, %):pggtlective hedging whereby the
hedging strategy did Jn:ise }u“s{gzbvel of the whole firms’ investment
basket. Third, | ificanf \tionshi_%(;éxisted between firm returns and
macroeconom'%'%s UEQQ%’ @?}? interest rate, and commaodity risk. Fourth,
the effect @cial ed?n{a)@ecome less substantial if the firms were large,
divers&yj had go&!z‘dit qua ity. In this notion, the studies on financial hedging
att& to incorporate a ﬁpproaches that were potentially consistent with the
‘Qg theory. As firm that choose to hedge its risk through derivative hedging usually
Oes the position that could neutralise the exposure, the choice would prompt smoother

cash flows in the firms. Hence, lack of hedging practice increases the sensitivity of
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firm’s value to exchange rate variability. Such sensitivity would be detrimental to the

X
K\

2.3.3 Empirical Analysis of Financial Hedging Y*

firm’s future cash flow.

Ascertaining the level of exposure was very importa rmining the success

S redarded as one of the

. Bart Bo 2007
ra ci\ﬁ(a.r ( )

noted that firms with insignificant observed ex e rate exposure were-ikely to have

s b 4
effectively managed their exposure level. ?en'c , W ativelyeﬁwer currency
erqus §trategies and tools

exposure in advance market was due t(@l‘ﬁte
I h_{(gl)ng involved the use of
A

in the market to alleviate the impa&hos mﬂ
t

financial derivative as an invest ol ¢o hedgg’and ml;i-gate currency exposure. In

d nﬁﬁ%
other words, derivatives p e saction” from unexpected currency
Prote: M i
movement. In fact, fir@cia%erivati ybgc@ standard tool to hedge exchange
rin

:
rate related risk (D{K

or failure of a business. Therefore, exposure managem

most important corporate functions (Sprcic & Sevic, 20

£2008). 7~ o
e
o

|
@ 2 C.)
D, o .
Hedg cre?s fi ah@r reducing claims to firms’ cash flows (Smith &

b
Stulz, 38 . Lower external Eg%s provided smoother cash flows for the firms with

AN
I N\certainties. In addition to the exposure mitigating benefit, hedging derivative
6 held the potential to enhance firm value by reducing expected tax liabilities (Smith
Stulz, 1985). The tax benefit was acquirable if the cost of hedging did not exceed the

potential lost incurred should the hedging was not in place. Under this condition, the
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expected post-tax firm value would increase in response to the lower variability of pre-

X
K\

Clark and Judge (2008) highlighted the importance to wmntiate hedging

tax firm value due to hedging (Sprcic & Sevic, 2012).

strategies employed by the sample firms before conductlng nalysis. The study
only included both unhedged and hedged firms. From pIe 25% of the hedged
firms solely hedged their exposure using currenc ivati e 66 67% used
foreign currency debt and 33.33% were non-he tlo glng was
found with respect to financial distress f \ aI i ncy hedging.
Y‘
However, the effect of financial distres S|g?ﬁf|ca Whe analysis focused
on the derivative hedgers.
\ _\
A
N
0 e,
L
AN AQ’
Meanwhile, AIIayanYmd itek ( ) cl@ed that extensive use of foreign
|
currency derlvatlves her he sprL{rE/e ts resulted in insignificant effect of
exposure on f|r Slrnhar nations also found by Parsley and Popper (2006)

as the resul

ary gy eX su}e V|our for each country under their study.
eveI dy (2010) attributed the variation of the firm-level
aviour to ﬁrms s&:lﬁc structure. The study asserted the risk-averse

o the Malaysian sam\l'e firms which prompted their failure to benefit from the
éElvatlve market. Their study on 378 S&P 500 nonfinancial firms in the US showed

rrency derivative hedging managed to reduce the amount of currency exposure faced

by the firms.



A closer look on the Malaysian market showed the minimal use of foreign
currency futures and options in Bursa Malaysia derivatives market (Cho etYZOM).
Henceforth, Malaysian companies tended to use options and forwar, (@acts in the
over-the-counter (OTC) market. Accordingly, the foreign curre %ing market in
Malaysia was heavily dominated by the OTC products. Fo@%:ntracts were the
most popular type of derivative contract for Malaysian uIWnals. The mean of the
total volume of derivative contracts was 92.43%. ults s o'/ved at Malaysian
multinationals preferred to use foreign currency ard contfacts l‘ued&fﬁ foreign

currency risk. Similarly, Ameer (2009, 2010), Othan and Ame (20@@ and Chong

et al. (2014) found that customisable and I{/g forw. \ntrac@&'re quite popular

in Malaysia. \c) 0\ C‘jﬁ

A,
&
v,

Figure 2.5 illustrates r|b |on e@e -counter foreign exchange
turnover according to the [ alay3|a from 2010 to 2019. Spot
transaction was the m% ed instrume jA/ c nvolved an agreement between two
parties to buy 0 ncy |aga selli other currency at an agreed price for

&
settlement on ot d te, | O
2 .9

P

&’

&
$
S



Over-the-counter Foreign Exchange Turnover by
Instruments in Malaysia, 2013 - 2019 (
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Figure 2.5: Over-the-counter FOM@EY TurRover b;é?gt'ruments in
Malai\ to . 6
A

A

& 1K
The second mostly used%xent %as rei%@urrency swap involving the
agreement to exchange cuv?\etvt tw fore@arties. The third instrument was
the outright forward t%l n tha} bng;iilo“@'ng the exchange rate and a delivery

.\‘Ieast instruments were currency swaps and

date beyond the s Mue dzit
options. 6 J (*35'
(o / ‘P2 9
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Over-the-counter Foreign Exchange Turnover by
Instruments, 2013 - 2019 (
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Figure 2.6: Over-the-counter Foreign Exchan rno nstru s in Malaysia,

the UK and tw 3&3120 é\
‘~<

Apart from to the use% e W%la rr@;%t Figure 2.6 provides an

%Jus &%ﬁvkets The comparison is meant
to support the postu tR Mala v|ye§|v market is relatively very small
nd

compared to the ov raII i { K market. In 2013, the total average

|

overview of the derivative u

turnover of OT n c cy chan Malaysia was USD11,095 million which
denoted Iess /o of the e UK market (USD 1262799 million) as the
biggest ial ma;k t. The vob@'gfor the US was USD2,725,993 million in 2013.

b4
Malays and the US markets:s’nged a plunge in 2016, while the UK market slightly

ased. Despite the fluctuations throughout the years, Malaysia remained as the

@ lest market in the comparison.
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2.3.4 Empirical Analysis of Operational Hedging

Multinationals mitigated different foreign currency risks by usingﬁ\nQCial and

operational hedging (Allayannis et al., 2001). Operational S&ﬁw through
n

geographical diversification was also used to mitigate forgign currency risks.
Operational hedging was defined as hedging through a com% oreign production
facilities. Operational hedging was used to mitigate onw and permanent risk
exposure (economic exposure). Studies typically t he vaI@f?S of financial
hedging and operational hedging simultaneously®she focus]of t sfu&xﬁ@" whether
operational hedging substituted or complemented,the fl‘na ia edngg. Similar to
Y/
financial hedging, operational hedging affected th

multinationals. Geographical diver@ throu

the multinationals’ selection critecla i’n eval

N
operational hedging strategy%ann@ et al.y 2%@ The operational hedging

normally involved expo% fihalt” goods v@ simultaneously importing the
intermediate inputs (l‘% & Kuznets ?IZOD).

&
A7 S
N
p antzalg}(z(f 1 )%ylse&%g operational hedging strategy among 220 the
T

ifieantly exposed Malaysian

ignéﬁsidiaries constituted

effects of the potential

7%

O

p@mely the breadth and depth diversification. It was

US mult s into two
Q{ ks

concluded that firms with gre(t?; diversification depth that concentrated on a few

8
c NS tended to face greater exposure to currency movements. In comparison, firms
Q higher breadth diversification would benefit from the operation risk mitigating
rategy. Hence, it was suggested for multinationals to disperse their operations across

wider geographical localities to optimise the benefit of operational hedging.
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Geographically diversified firms exploited company-specific assets and the
potential economies of scale in external markets (Hymer, 1976). Multinationals
internalised the market imperfections including receiving rents on g@:ific assets
that cannot be sold in the internal markets and transfer those asse &xernal markets.
Operational flexibility provided opportunities for multinatiogal companies to reduce
average marginal cost of foreign production due to th cmcture flexibility, and
hence increasing their values. The tax advantages o c untwla created value
for cross countries” multinationals through tax di Nces across ¢ niriéigg'runza &
Senbet, 1981). In contrast, Reeb et al. (1998%% Jth Itirition}ality could
decrease company value due to higher systematig ris agency ~gogTems of globally
diversified companies. As they hav@ons in i nt cémries, geographically
diversified companies faced diff€rent forei \eqr% '{Eks relative to domestic

S

companies.

N
confir their hypothesis th'g?firms resorted to reduce their currency exposure level

between t@ Ej
hemiour gn xgort import shares at the 5% level. Thus, the result

‘%ching the revenues and cost incurred in foreign currency. Operational hedging

03 used as a significant substitute of financial hedging by these sample firms.
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In contrary, Hadian and Adaoglu (2020) recorded no evidence of value effect
from operational hedging practice by Malaysian non-financial firms. U{%tudy on

both financial and operational hedging in developing countries pSCﬂa empirical

evidence of financial hedging significant effect to firm value in comparison to the
operational hedging practice. Laing et al. (2020) also foundagimilar insignificance of
operational hedging on commodity price risk in the US qil aw companies. Defining
operational hedging as multinationality, the study s th op !mo and financial
hedging were substitute in nature. However, the ational hedgi \7as &{Emflcant
to mitigate the exposure level of commodity price,in cor}tra t t 5|gmfteant financial

hedging practice. O}Y- 0\ é\
N

®)

Allayannis et al. (2001) inyes ated \Sthta e,@s effect of financial and

N,
operational exchange-rate rlegem nt s gii§.\?10ng the US multinational

firms. The study found o ional h[ as a ffective substitute for financial
h

hedging to mitigate ri%:prov

\c &
be dependent on Mree qf ial he%&ﬁg as the firms still need to implement
&

financial hed 1%{) ly froc‘)t operational dispersion. Hence, the study
’
g

tK(aﬁegies could benefit the shareholders when used

proposed operatio
| ’ <
n 003 with th 1n£101ai§1aedg1ng

e sha éh r values. Operational was shown to

eanwhlle another study on both financial and operational hedging by Chiang
Oi Lin (2007) used multiple-horizon data of Taiwan non-financial firms. Their data

ran between 1998-2002 to examine the simultaneous effect of both hedging strategies
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towards the sample firms. Empirical findings from the study showed operational

hedging as ineffective to reduce foreign currency exposure. Meanwhile, {&ying the

foreign currency derivative was shown to effectively reduce the 5@01‘ foreign
currency exposure under one-month horizon. However, the effe(;i of financial hedging

weakens as the time period lengthens. \,
2.4 Conceptual Framework .l\d

Conceptual framework is presented t0|IIustrate th ressionjrelat nihl bQY\Tveen the

—\

variables in the study. In order to answer the first obJe e, the  study starts vwgh the analysis

\N \,
on the symmetric and asymmetric currency xposure. L% 0 ga glthe effect of the

change in exchange rate towards the f| , stock waéced as the dependent
variable against the exchange rate nges %YI I@xas market index. The
N
relationship is shown in Flgure w FBM I V\@sed as part of the residual
model in which the data were t epr! mar§ ndltlon and isolated the market
influence from the exch% variable. }I%e%é’ond part of objective 1, the study
utilised the same d thlle| tlng exchange rate changes based on the
e
appreciation and a |on o rl"encf_, ence, the stock return was regressed against
:
usD appreC| D d lation a BM KLCI variables.
b 4
! \3.
5
AN

A“’
S
N
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Objective 1 Yv
a) Symmetric Foreign Currency Exposure (\

Independent variables Dependent variable

[ Foreign exchange V~

rate changes

Firm stock
returns

[Market returns Y t‘\d
, o' *X

'
Theory of currency exposure (Adler & Dumas, 1984) _\C}

b) Asymmetric Foreign Currency E

Positif foreign exchange
rate changes
Firm stock
. . returns
Negative forelgn

exchange rate changes A%
T N
| %
[ Market returns K Dj
a .=\ (Q"

Theory of asymmetric hedging (Koutmos & Martin, 2003;
Bahmani-Oskooee et al., 2020)

q g

%J Figure 27: onc&p{ual Framework for Objective 1
VAL

In the <c&objective, the ttgeg\;arying factor was incorporated into the analysis of
AN

curr posure level. The effect of symmetric and asymmetric exchange rate changes
ﬁ the stock return were examined in accordance to a few sub-periods to examine the
Vv

arying currency exposure as shown in Figure 2.8 and 2.9, respectively. The sub-
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periods comprised the Asian financial crisis, peg period, and global financial crisis that

were denoted with dummy variables for the respective time-period. \q

Objective 2 \,:
a) Symmetric Time-varying Foreign Currency&xw

Independent variable Dependent variable

[ Foreign exchange } % J ! _\"\f
rate changes
s \"?'

[ Market returns 0‘

' > d O
Dummy variable
(middle AFC) Firm stock

X 1N
\_ 4
2 returns
p
Dummy variable < X
/N

(pegged period)
— L

Dummy variable '

(post-peg) ’
“-. /

Dummy variable
(middle GFC)

o U J o)

Dummy variable [/
(post-GFC)

0 Figure 2.8: Conceptual Framework for Objective 2
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Objective 2 T
b) Asymmetric Time-varying Foreign Currency Exposure c\

Independent variable Dependent variable

~ v
[ Positive foreign

exchange rate ) \,z
\ N~

Negative foreign
exchange rate

J
Market returns ' .\_do N4l

Firm stock

(middle AFC)

T
Dummy variable 1 é\

(pegged period)

[ Dummy variable

&

A,
Dummy variable \/\
(post-peg) u 7

Dummy variable
(middle GFC)

Dummy variable
(post-GFC) '*Q%

N
@ 'C.)(J

O
%igu;ey ceptdal Framework for Objective 2 (cont.)
& Py
A\ S
AN
‘@lently, the level of currency exposure was further analysed according to

@wt time-scales using the wavelet analysis. The relationship is depicted in Figure 2.10

and 2.11. Maintaining the stock return data to denote the firm value and the market returns

B
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and foreign exchange rate changes as the independent variables, the multiscale exposure
analysis categorised these data under different time crystals. In the firs{ie of the

analysis, the data were decomposed using the MODWT. For decompoitﬁﬂ)npose, the
evel

multiscale analysis used daily data to acquire the different exposurg! nder different

frequency intervals. Secondly, the decomposed data were then r@ under each time
scale to observe for any fluctuations in the exposure level. F uctwm exposure levels were

deemed as indicating multiscale tendency. The findi 0 the@?ale exposure

answered the third objective. : \Y-
| &
? b4
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Objective 3
Multiscale Currency Exposure

Stage 1) Data decomposition using Maximal Overlap Discrete Wavele(\:

Transformation (MODWT) e =

D1 crystal

- Foreign exchange rate changes
- Market returns

\ Firm stock returns

b

[DZ crystal

- Foreign exchange rate changes
- Market returns

- Firm stock returns

Foreign exchange

J

rate changes

D3 crystal

- Foreign exchange rate changes
- Market returns

- Firm stock returns

[ Market returns

AN

D4 crystal

- Foreign exchange rate changes
- Market returns

- Firm stock returns

Firms stock
returns -

AN

rZ 5

D5 crystal

- Foreign exchange rate changes
- Market returns

- Firm stock returns

S7 crystal

AN

(>

D6 crystal

- Foreign exchange rate changes
- Market returns

- Firm stock returns

- Foreign exchange rate changes
- Market returns
- Firm stock returns

I A
Figure 240: Conceptual Framework for Objective 3
N

S
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Objective 3
Multiscale Currency Exposure Y*
Stage 2) Regression among decomposed series for each time seri \
For each scale j At)
Independent variable Dependent variable
Foreign exchange rate N
changes at crystal j, USD/ Firm stock returns, RJ ]
[ Market changes at crystal j, R] / o X~
<> LIS
g b5

Figure 2.11: Conceptual Fram%orkf M@Hive@t.)
\c') o)
The fourth objective |nvolved ma € o&rporate hedging practice

towards the exposure levels a no cial ﬁl‘ms used in the analysis. The

=

corporate hedging comp ised e fmar* 0 |onaI hedging practices. In this
regards, the beta expo er Its

|

variable. As for t epen t v able@ study used data of foreign currency

derivative use f c héd?:l\/l émmne Hirshman-Herfindahl index under two
t

separate an% ere us d i

corpora ging practice. FlrstWor the financial hedging practice, data on the use of

rcf.rl(gbjective 1 was used as the dependent

/é

h o@\utlonal hedging to denote the two components of

rm% ency derivative were collected from the firms’ financial reports for the
r

S,

year.



Objective 4

Effect of Corporate Hedging on Foreign Currency Exposure \z
Theory of hedging (Smith & Stulz, 1985) | s j
a) Financial hedging —
. Dependent variable
Independent variable

v

A v

urrency exposure (3)

Use of foreign currency W f ]
derivative (FCD)

N
b) Operational hedging é . ?3 l‘;{q

Independent variable Yv . Dependent variable
([ Countries diversification " | ~
L (Hirshman-Herfindahl Index) Currency exposure (£) ]
( Regional diversification T )z(\
X (Hirshman-Herfindahl Index) ] C}

N
e D, K
CD 2.9
Secondly,@ the;pe tignal hedging were also obtained from financial reports

pertaining 0 ntrles"a gions-that the firms based their operations. The operational

AN o
hedgi ere then indexed focﬂbwing the Hirshman-Herfindahl index by Allayannis et

Qo

l. Thirdly, the study also incorporated the interaction terms to investigate the effect
of bath financial and operational hedging practices towards the firms’ currency exposure

levels. Analysing the two hedging practices and their interaction terms enabled the study
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to properly ascertain the combination of corporate hedging techniques that best suit the
sample firms in Malaysia. \Q
c¢) Interaction terms (financial hedging and operation@ez'ng)

»

Independent variable Dependent variable

[ FCD use -

Countries diversification

(Hirshman-Herfindahl Index) Currency

exposure (8)

~

Regional diversification

(Hirshman-Herfindahl Index)
-

FCD use * Countries diversification
(Hirshman-Herfindahl Index)

-

- . N - ™ |
FCD use * Regional diversification
(Hirshman-Herfindahl Index)
b -

FCD use * Countries diversification

(Hirshman-Herfindahl Index) * Regional
diversification (Hirshman-Herfindahl Index)

=3 | 3" 7
Q'_ | ) o
% Figure 2, .:Concs&ﬁjal Framework for Objective 4 (cont.)

N

Y-
S
S

‘% with the currency exposure analysis structure in this study, the analysis of the

rporate hedging practice also considered the multiscale tendency of the currency
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exposure under different time crystals. The framework for the analysis is shown in Figure

X
O

d) Interaction terms of hedging for multiscale foreign c% exposure

2.14 below.

(financial hedging and operational hedging)

Independent variable for each time scale j 2 X
Dependent variable

<

D g1
NN

Currency exposure of
time scle j, (3/)

[ FCD use

Countries diversification
(Hirshman-Herfindahl Index)

-
p
Regional diversification

(Hirshman-Herfindahl Index)

r
[ FCD use * Countries diversification

(Hirshman-Herfindahl Index)
io
e : N

FCD use * Regional diversification §

(Hirshman-Herfindahl Index)

N A
N b

FCD use * Countries diversification

(Hirshman-Herfindahl Index) * Regional

diversification (Hirshman-Herfindahl Index)

L\t: ,§

Figure 2.14: &&Dceptual Framework for Objective 4 (cont.)
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2.5 Summary of Chapter

This chapter discusses the related research works that had been done by{Qchers in

the fields of currency exposure and corporate hedging, specifically on th r‘!@rements of
llevid

currency exposure and also the effectiveness of corporate hedging tQ E eviate the level of

currency exposure. The study on currency exposure had begunq@ e collapse of the

Bretton Woods system in 1973. Simultaneously, hedgin prwzﬂwas implemented to

alleviate the exposure level. In the literature of c e powher level of
. . . @

significant currency exposure level was often recordegin developing urtrlgs&')mpared
g -

to developed countries. In order to enable more in-d analysis on t expasure level, the

Q

Y
study also provided evidence on the changiwgg Ofu‘ \Cy exE?BE encompassing
asymmetric, time-varying and multiscal@nents 0 ncy,exposure.

\ ~ 9

(—) >] A

% ° «?5
: tur Mng&l;ﬁﬁd that the corporate hedging

Additionally, findings of the

practice incorporating G financial and pperatiopal hedging still required some
:
improvements becausegrevious ai as m‘%té}éonducted on the developed countries.

reasj\ﬂed as a value-adding technique for the

While hedging ha@ th
feetveapire

practicing firm | required na'decajﬁ?m of a few factors such as cost of hedging to

f N
provide opti ect. IA addi ion, m‘_?_& previous studies had failed to simultaneously take
into cor&&tion both aspects @e corporate hedging practices in one study. Minimal
disclos;& evel in the financial reports had been one of the most common issue faced by

pastiliterature. Hence, generation of database of Malaysian sample firms had motivated the

current research to study the hedging practice in more details.
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