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BENCHMARKING ISLAMIC FINANCE

Pricing or benchmarking is a process of evaluating the performance of a financial
company’s products and services or systems, against other businesses, considered
to be at the top of their field, by applying a measurement of “best in performance”.

This book includes contributions from the leading global experts in the
field who tackle topics such as whether the Islamic financial system has been
dependent on the LIBOR/EURIBOR in its benchmarking exercises to date and,
thus, whether it will be affected negatively by the predicted non-existence of
the LIBOR/EURIBOR from 2021 onwards. They also address the question of
whether the Islamic financial system requires benchmarking of its products and
services and consider the emergence of SharT ah-justified benchmarking in today’s
Islamic financial system. Additionally, they look at how benchmarking formulas
should be adapted to ensure the satisfaction of customers within the principles of
Magqasid al-SharT ‘ah.

It takes a legal and institutional approach to the subject, which readers will find
particularly valuable, as there are various forms of Islamic finance institutions that
do not conform to established models in the finance industry. Furthermore, there
are emerging business models that will benefit from this line of investigation.

This book offers a timely analysis of these issues and redresses the existing
misconceptions and misinterpretations pertaining to benchmarking in an Islamic
finance context and, as such, provides guidance and strategies for future direc-
tions. It will appeal to researchers of Islamic banking, finance, and insurance, as
well as practitioners, particularly standard-setting bodies, regulators, and policy
makers.

Mohd Ma’Sum Billah is a Senior Professor of Finance at the Islamic Economics
Institute, King Abdul Aziz University, Jeddah, Kingdom of Saudi Arabia.
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FOREWORD

Contemporary Islamic financial activities began in 1963. In the last 58 years
Islamic finance has significantly secured its global platform with utmost appre-
ciation. It is not merely confined within Muslim countries, but has crossed the
border into the non-Muslim world with a red-carpet welcome. The asset size of
Islamic finance hits nearly USD 3 trillion, while its annual growth rate is about
15-18%, a significant achievement as compared to what the conventional coun-
terpart achieves. Islamic financial products and services are not a new dimension
in the contemporary economic era, and have been rapidly growing with utmost
appreciation from different classes of the global markets, despite numerous short-
comings that are surrounding them. People across the world and particularly
Muslim communities are expecting niche Shart ah-compliant financial products to
meet the demand in the multi-dimensional markets with accurate ratings and valu-
ations. It has been observed that no adequate customer-friendly Islamic financial
products are available yet. It is due perhaps to the fact that the interbank bench-
marking mechanisms are still mainly influenced by the LIBOR in the absence of
any comprehensive SharT ah solution to benchmarking. It is worth noting here that
there are numerous product rating agencies who claim to have designed enough
Shari’ah financial products with interbank benchmarking in the certain jurisdic-
tions, but they do not have globally effective results yet.

There are books, articles, and other items of research on rating, valuation,
and benchmarking Islamic finance, perhaps theoretical, but no comprehensive
practical solutions to Islamic financial benchmarking exist yet to meet the global
demand for a Shart ‘ah-compliant benchmarking formula to Islamic financial prod-
ucts and services designed by the academia, industries, professionals, and policy
makers today.

The LIBOR is expected to cease its execution in mid-2021. A series of ques-
tions arise: does Islamic finance require benchmarking? Does Islamic finance
depend on the LIBOR in its benchmarking? What will happen for Islamic finance
in its benchmarking in the absence of the LIBOR? Is Islamic finance prepared
with its own SharT ah-compliant benchmarking? What will be the framework or
technical know-how of Islamic benchmarking to meet the demand of the world
Islamic financial industries in the demise of the LIBOR?
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In resolving those queries and problems faced by the Islamic financial indus-
tries in their interbank benchmarking exercises within the principles of Maqasid
al-SharT ah, the initiative of the world-renowned and highly respected Islamic
finance scholar Prof. Dr Mohd Ma’Sum Billah of Islamic Economics Institute,
King Abdul Aziz University, in producing this book is timely to meet the demand
of the contemporary world to benefit from SharT ‘ah-compliant benchmarking
solutions to financial products and services. I found this book, which addresses
the subject with comprehensive analysis, intellectual discussions, and empirical
solutions, to be among the pioneer guides and references for academia, research-
ers, professionals, industrialists, customers, entrepreneurs, decision makers, pro-
moters, programmers, students, and people in general who are involved in or
interested in Shar ah compliance benchmarking financial products and services.

It is my privilege with honor to write this foreword for this prestigious title.
May we all be blessed with true knowledge and its rightful practices.

Signature:

Name: YB SENATOR DATUK DR ZULKIFLI BIN MOHAMAD
AL-BAKRI

Designation: MINISTER IN THE PRIME MINISTER’S DEPARTMENT
(RELIGIOUS AFFAIRS)

Organization: THE GOVERNMENT OF MALAYSIA

Country: MALAYSIA

Date: 4™ MARCH 2021
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PREFACE

The issue of benchmarking Islamic financial products and services is an emerging
chapter of utmost concern across the world of Islamic banking and finance. It has
been observed that despite a significant achievement is Islamic financial products
and services since 1963 with gradual effect, their interbank benchmarking exercise
had depended mainly on the LIBOR (an interest-bearing benchmarking platform)
without having a SharTah-compliant benchmarking formula yet. There are numer-
ous literatures on Islamic finance as well as resource centers, but undesirably it
has been observed that there is no comprehensive literature addressing exclu-
sively SharT ah-compliant solutions to benchmarking Islamic financial products
and services. The impact of such a phenomenon is that the industry, customers,
promoters, professionals, and even academia are suffering with confusion. This
book is therefore timely to contribute with numerous Shart ah-justified solutions
to benchmarking Islamic finance. This book, however, contributes with a Shari ah
paradigm of benchmarking Islamic financial products and services, their policies,
technical know-how, mechanisms, and empirical analysis. The book addresses
some core and specialized issues with SharT ah solutions to benchmarking Islamic
finance as an alternative to LIBOR, which are in four parts with 17 specialized
chapters besides an introduction and an index.

Part I provides an analytical submission with a goodbye to the LIBOR while
focusing on the emergence of benchmarking in the Islamic financial system,
which consists of five chapters addressing different core issues of benchmark-
ing. Chapter 1 contributes on whether Islamic finance needs benchmarking and,
if so, how its framework may be. Chapter 2 discovers a solution to the query on
why Islamic finance requires benchmarking. Chapter 3 provides a paradigm of
an alternative Islamic interbank benchmarking mechanism. Chapter 4 focuses on
Islamic finance, benchmarking, and the LIBOR transition. Chapter 5 contributes
a SWOT analysis of benchmarking in the Islamic finance industry.

Part II focuses on the SharT ah analysis of benchmarking Islamic finance,
which consists of seven chapters with SharT ‘ah and jurisprudential solutions to
benchmarking Islamic financial products and services. Chapter 6 discusses the
Qur anic solution to benchmarking the financial system. Chapter 7 discovers how
Sunnah recognizes a benchmarking formula for the Islamic financial system.
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Chapter 8 advocates the SharT ah analysis of benchmarking in the Islamic finan-
cial system. Chapter 9 presents a figh analysis of benchmarking in the Islamic
financial products and services. Chapter 10 contributes with an analysis of fatwas
governing benchmarking Islamic financial products and services. Chapter 11 also
provides a fatwa analysis of benchmarking in the Islamic financial system.
Chapter 12 analyzes traditional benchmarking experiences from a Maqasid
al-SharT ‘ah perspective.

Part I1I contributes on law and compliance to facilitate benchmarking Islamic
finance. The part consists of two chapters contributing on legal and compliance
solutions. Chapter 13 discusses on legal and compliance reform for Islamic finan-
cial benchmarking. Chapter 14 contributes on the implications of the regulatory
shift from LIBOR to the SONIA benchmark for the Islamic banking industry in
the UK.

Part IV contributes on testing and experiences in benchmarking Islamic
finance. The part consists of three different tests and experiences of bench-
marking formulas applicable in Islamic financial products and services, which
are presented in three specialized chapters. Chapter 15 provides a compre-
hensive analysis of how benchmarking matters in Islamic microfinance.
Chapter 16 analyzes on what the benchmarking formula in Islamic SME financ-
ing may be. Chapter 17 contributes with an analysis of foreign currency and rate
derivatives on firm value.

It is submitted that, in the event of a goodbye to the LIBOR, the idea of bench-
marking Islamic finance and its emergence are capturing the attention and appre-
ciation of all levels of Islamic financial industries across the contemporary world,
yet no significant or comprehensive research with applied solution to benchmark-
ing Islamic finance is ready yet, so there are few reliable references for continuing
academic research or industrial solutions in meeting the demand of practicality
with technical know-how in benchmarking Islamic financial products and ser-
vices, except jurisprudential thoughts available in the library and/or as occasional
research or in social media. Thus, this title (Benchmarking Islamic Finance: A
Framework for Evaluating Financial Products and Services) is expected to be
among the pioneers with organized and comprehensive applied solutions to Shar1
ah-compliant benchmarking solutions for Islamic financial products and services
led by holistic approach of divine principles, which may be a guide to academia,
researchers, financial industries, practitioners, decision makers, programmers, pro-
fessionals, promoters, and students for their technical know-how, future research,
and development of furtherance solutions to benchmarking Islamic finance. It is
not impossible that the book contains shortcomings. We are thus grateful to all
readers should any shortcoming be notified to us for further improvement.

Mohd Ma’Sum Billa
Islamic Economics Institute
King Abdulaziz University
Saudi Arabia
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INTRODUCTION

Pricing or benchmarking is a process of evaluating the performance of a financial
company’s products and services or processes against those of another business
considered to be the best in the corporate sector by applying a measurement of
“best in performance”. The prime objective of benchmarking is to identify the
internal opportunities for a furtherance progress and due achievement. In analyzing
financial companies with high achiever performance, breaking down what makes
such high achiever performance foreseeable, and then comparing those processes
to how one’s financial activities are implemented, one may make changes that will
yield significant impact. It may denote tweaking a financial product’s features to
more closely match a competitor’s offering in the market, or changing the scope
of services one offers, or establishing a new customer relationship management
(CRM) system to enable more personalized communications with customers as
to significant results. There are two important factors in creating opportunities
with significant goals, namely continuous and dramatic. Continuous upgrading
is incremental, involving only small adjustments to reap sizable improvements.
Dramatic upgrading can only come about through reengineering the whole inter-
nal work process as to reality.

It is hearsay that the influence of the LIBOR or EURIBOR may be said good-
bye to in 2021; thus, there is concern over whether the Islamic financial system
has been depending on the LIBOR or EURIBOR in its benchmarking exercise.
Will the Islamic financial system be affected negatively by the non-existence of
the LIBOR or EURIBOR? Does the Islamic financial system practice any bench-
marking? Does the Islamic financial system really need benchmarking in its prod-
ucts and services? How will a Shart ah-justified benchmarking emerge in today’s
Islamic financial system, particularly in the competitive global market? How will
a benchmarking formula be adapted by the Islamic financial system in its best
performance and assure customer satisfaction within the Maqasid al-SharT ah?

Analyzing the aforementioned queries, this book is timely in submitting that
the Islamic financial system does not need to be dependent on the LIBOR or
EURIBOR, nor be affected by their non-existence. Thus, the book intends to
focus and provide solutions with a comprehensive SharT ah-justified benchmark-
ing formula and its technical know-how for the Islamic financial system, aiming at
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advancing the progress of the Islamic financial system as to its innovative products
and best customer service. The title will continue in contributing an alternative
benchmarking for the Islamic financial system as to its criteria, model, formula,
and technical know-how within the ambit of Maqasid al-Shar1 ‘ah. The book aims
at contributing a series of chapters with specialized treatment (solutions) address-
ing the market niche and need as to SharT ah-compliant benchmarking for Islamic
financial products and services. Furthermore, the book also focuses on the emer-
gence of benchmarking in the Islamic financial system and its reality paradigm
with technical know-how.
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FOREIGN CURRENCY AND RATE
DERIVATIVES ON FIRM VALUE

A Shart ah Experience

Zaminor Zamzamir Zamzamin, Razali Haron, Anwar Hasan
Abdullah Othman, and Rusni Hassan

Introduction

Risk management practices undertaken by firms are meant to reduce risk.
Understanding the most critical risks facing the firms enables stakeholders, espe-
cially managers, to carry out necessary measures to mitigate the adverse conse-
quence of risk on firm value. Recently, a massive growth in derivatives usage is
reported among firms around the world (Bartram, 2019). Thus, risk management
is essential to firm operation and any failures of a firm in managing risk will impact
its performance. Good risk management practice therefore becomes the priority
of shareholders. Bouwman (2014) stated that firms use derivatives as an effective
tool for managing risk. In line with this argument, Antdnio et al. (2019) confirmed
that firms used derivatives for risk protection. In addition, Barton (2001) stated
that firms used derivatives to minimize the impact of earnings volatility and inter-
est rate risk, while Dewally and Shao (2013) reported that derivatives are used
to reduce risk exposure. Derivatives, therefore, are hedging instruments for risk
management during crises (Bartram, 2019).

Recently, most non-financial firms used derivatives for risk management and
they became the most effective and efficient tool for corporate hedging (Bartram,
2019). Based on the available data from the Bank of International Settlements,
the market for the over-the-counter (OTC) instruments and exchange-traded
derivatives (ETD) on foreign exchange rates and interest rates have exhibited
exponential growth over the past 14 years, as shown in Figure 17.1. The notional
amount outstanding on foreign currency derivatives shows an upward trend start-
ing from 2010 and that keeps increasing over the years, reaching USD 99 trillion
in 2019 while interest rate derivatives rose significantly between 2017 and 2019.
In addition, the OTC notional amount outstanding at the end of 2019 stood at
around USD 60 trillion. This situation is also similar to the derivatives market in
Malaysia. The total notional amount outstanding on OTC derivatives, comprising
foreign currency derivatives and interest rate derivatives, grew to RM 171 billion
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Figure 17.1 The notional outstanding amount of derivatives from 2006 to 2019 (trillion
USD). Source: Bank of International Settlements

in 2003. Meanwhile, derivatives trading, which includes both OTC and ETD, is
expected to account for the major part of this growth, with the notional amount
projected to increase from RM 171 billion to RM 1.4 trillion by 2020. This upward
trend shows the increasing use of derivatives over the years, indicating its impor-
tance as risk management instruments. In relation to Malaysia, Hong et al. (2018)
and Bank Negara Malaysia (2017) stated that foreign currency derivatives are the
most used derivatives instrument among the Malaysian listed firms.

With regard to crisis, many firms and financial institutions collapsed during
the East Asian Financial crisis of 1997 and subsequently during the 2007/2008
global financial crisis due to poor risk management (Siddika and Haron, 2020).
Following this, the crisis had shaped the scope of derivative instruments in most
of the countries. The collapse of some established and prominent US banks and
financial institutions such as Lehman Brothers, Merrill Lynch, and National City
Bank (Siddika and Haron, 2020) and firms in Brazil (Zeidan and Rodrigues, 2013)
raised many questions on the effectiveness of risk management using derivatives.
On the same ground, Dodd (2009) reported 12 countries in emerging markets
incurred losses in exotic derivatives due to poor risk management. Following this,
the huge losses related to derivatives have increased the demand for standard
reporting on derivatives activities (Blankley et al., 2002). Despite this, derivatives
continue to become a popular hedging instrument among firms for risk manage-
ment (Ayturk et al., 2016; Seng and Thaker, 2018).

Chong et al. (2014) nevertheless reported that the volume of financial deriva-
tives trading in Malaysia is relatively low compared to neighboring countries such
as Singapore, Hong Kong, and South Korea. Due to this, they argued that mar-
ket players in Malaysia need to be educated on the use of derivative instruments
for risk management. Ameer et al. (2011, 2012) also reported that awareness of
derivatives among firms in Malaysia is still low and most managers do not real-
ize the function and importance of derivatives as a hedging instrument especially
during the period of uncertainties. They also added that the practice of derivatives
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among Malaysian firms is not as extensive as those in developed countries due to
their lack of exposures, which are generally considered to be costly and complex
products. This is proven by Lau (2016) who reported merely 26.8% of Malaysian
firms have derivative contracts in their operation, while the rest of them did not
use any derivatives. Besides, Abdullah and Ismail (2017) also found that only
29.6% (48 firms) of the Malaysian listed firms chose to provide information on
their derivatives positions while the rest of the firms failed to do so. This phenom-
enon is also reported by Ameer (2009), who notes that 298 firms in Malaysia did
not participate in any form of hedging instruments during the period under study.

Recently Islamic finance has grown very rapidly all around the world. The
Islamic financial asset was worth around USD 1.66 trillion in 2014 and continued
to grow to USD 3.4 trillion in 2018. In 2015, the overall total value of Islamic
financial assets was about USD 1.87 trillion despite the slowness and various
challenges in the global economy (Ahmed, n.d.). In line with the rapid growth in
Islamic finance, derivatives are becoming a popular hedging instrument among
Islamic financial institutions (IFIs) and this includes the Shart ah compliant firms.
Islamic finance according to Baber (2018) and Nafis and Mohammad Shadique
(2016) becomes an alternative due to the weaknesses of the conventional financial
system. Furthermore, researchers have documented that IFIs are better equipped
to cope with economic downturns during financial crises compared to their coun-
terparts (Baber, 2018; Nafis and Mohammad Shadique, 2016). Despite this, the
SharT ah-compliant firms as part of the Islamic capital market (ICM) also experi-
ence the same risk such as currency risk, interest rates risk, commodity risk, and
operational risk. The future sustainability of ICM thus depends on its capacity to
deal with the rapidly changing financial landscape. Firms in the ICM need to be
well positioned to overcome the challenges posed by the financial landscape in
terms of the latest risk management techniques and operational system.

Based on this scenario and with limited empirical evidence on hedging and
firm performance on Malaysian firms (Seng and Thaker, 2018), this study aims to
examine the impact of foreign currency and interest rate derivatives on firm value
of SharT ah-compliant firms. The findings of this study therefore will fill the gap
in the literature pertaining to the risk management strategies of Malaysian Shar1
ah-compliant companies and impact on firm performance.

Literature review

Studies on hedging are voluminous. Before the development of hedging theory,
most scholars referred to and relied on the classical Modigliani and Miller para-
digm. This classical paradigm of Modigliani and Miller (MM) states that financial
policy decisions have no impact on firm value (Modigliani and Miller, 1958).
However, some researchers have challenged the MM theory due to its contra-
diction with the risk management practices. Some researchers (Belghitar et al.,
2013; Bouwman, 2014; Antonio et al., 2019) recommend that hedging that uses
derivatives is a value-increasing strategy for the firm. Hedging refers to activities
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undertaken by a firm to mitigate the impact of uncertainties on the value of the
firm (Mian, 1996). Hedging theory is first discussed by Stulz (1984), who stated
that if external financing is more costly than internal financing, hedging is a value-
enhancing activity. This is if it closely matches fund inflows with outflows and
decreases the probability that a firm needs to access the capital market. Hedging
ensures that a firm has sufficient internal funds to avoid unnecessary fluctuations
of risk, and thus increases firm value. Demarzo and Duffie (1995) and Froot et al.
(1993) specified that tax incentives, underinvestment cost, financial distress, and
managerial compensation could increase firm value through hedging. Allayannis
and Ofek (2001) reported that the inaccessibility of data on hedging activities,
however, causes a lack of empirical investigation on hedging. Furthermore, in the
early 1990s, information on derivatives in firms was confidential as it was consid-
ered a strategic competitiveness component. Firms nowadays are required to dis-
close all information (risk management and financial derivatives) in the footnote
of their annual reports in an off-balance sheet section. Researchers have to use
data reported in the off-balance sheet of financial statements to examine the value
relevance and the usage of derivatives for hedging. Geczy et al. (1997) analyzed
the use of currency derivatives and found that firms that are exposed to risk tend
to use currency derivatives to increase firm value.

From the Islamic finance perspective, hedging is a method of precaution or
minimizing loss from the risk that persistently exists in the financial market.
Many Qur anic verses offer guidelines and suggest men should have risk man-
agement in their life. There is a section in the Qur an that discusses the financial
context of risk management, implying that risk management and hedging activity
are significantly important, as mentioned in Surah Yusuf (12: 47-48).

Yusuf conveyed,

You will plant for seven years consecutively; and what you harvest leave
in its spikes, except a little from which you will eat. Then after that seven
difficult (years), which will consume what, you save for them, except a lit-
tle from which you will store. Then will come after that a year in which the
people will be given rain and in which they will press (olive and grapes).

Prophet Yusuf translated the dream of the King based on the verse. Subsequent to
the seven years of prosperity in Egypt, the Kingdom would experience seven years
of dry season, and to overcome the upcoming disaster, the Prophet recommended
the King to strategize the economy of the country. Specifically, Egyptians should
prepare the activity of planting the crops and store as much as possible for the prepa-
ration of the long seven-year drought. As a result, the people were able to survive
when the dry season hit for seven years (Ibn Kathir, 1988). Therefore, it is evidence
that managing risk is vital, for risk, if not well managed, can bring destruction.
Recent empirical studies link firm value to hedging with the evidence available
for both ends of the debate. Bhagawan and Lukose (2017) reported that to hedge
currency exposure, firms are more likely to use derivatives. This is in line with
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Chong et al. (2014) who found that the use of derivatives is to minimize risk, hence
increasing firm value. Besides, Allayannis and Weston (2001) claimed that foreign
currency derivatives and firm value is positively significant. They also recorded that
firms are exposed to currency risk and the use of derivatives for hedging is to create
higher firm value. In contrast, firms that do not hedge will be affected and drop in
firm value. Tanha and Dempsey (2017) also found that financial risk (such as inter-
est rates, foreign exchange, equity) and commodity risk have influence on firms to
hedge. Besides, Bartram et al. (2011) also found a positive relationship between the
use of derivatives and firm value. They examined the effect of hedging on risk and
value on non-financial firms from 47 countries and found evidence on the value rel-
evance issue. Conversely, Bae et al. (2017) in their study on firms in the manufac-
turing and services industries in Korea, found that foreign currency derivatives fail
to increase firm value. In another study by Bae and Kim (2016), it was reported that
the heavy usage of foreign currency derivatives by Korean firms led to lower firm
risk. However it failed to increase firm value due to inefficient hedging practices of
the firms. Magee (2013) found no relationship between foreign currency derivatives
and firm value. Belghitar et al. (2013) also found no significant influence of foreign
currency derivatives on firm value in the sample of French non-financial firms.
Meanwhile, Bartram et al. (2009) investigated interest rate hedging in a large
sample of multi-industry firms and found a positive correlation between hedging
activities and firm value. In contrast, Ayturk et al. (2016) reported that the majority
of financial derivatives (currency, interest rate, and commodity) do not influence
firm value in the Turkish market based on Tobin’s Q. Meanwhile, Panaretou (2013)
investigated the effect of hedging on large UK firms and found that only currency
hedgers showed significant hedging benefit. There is, however, weak evidence on
interest rates with no evidence to support the value relevance on commodity. Their
findings are also similar to those reported by Jin and Jorion (2006) who found that
interest rate derivatives do not have any effect on firm value for the oil and gas indus-
try but hedging reduces firm stock price sensitivity to oil and gas prices. Following
such varied findings on empirical evidence of foreign currency and interest rate
derivatives among the non-financial firms, this study hypothesizes the following:

HI. A significant positive relationship is expected between foreign currency
derivatives and firm value of SharT ah-compliant firms.

H2. A significant positive relationship is expected between interest rate deriva-
tives and firm value of SharT ah-compliant firms.

Data and research methodology

Sample selection

The sample data of this study involves the non-financial firms that engaged in
derivatives from 2000 to 2017. Firms’ engagement in derivatives is found by
referring to their annual reports at the off-balance sheet section in accordance with
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the standard of reporting of financial instruments and disclosure of the MFRS 7
(Financial Instrument Disclosure). The MFRS 7 is in line with the International
Financial Reporting Standard (IFRS) 7 Financial Instrument: Disclosure, issued
by the International Accounting Standard Board (IASB). It is compulsory for
firms in the US, the UK, Australia, Canada, and New Zealand as well as firms in
other countries that comply with the International Accounting Standard (IAS) to
reveal information on their derivatives position (Bartram, 2019). Malaysia is also
no exception to disclosing the information on derivatives positions.

The number of firms listed in the main market in Bursa Malaysia keeps chang-
ing over the years. There are 905 firms listed in the main market of Bursa Malaysia
as at December 2017. Out of these, only firms that are consistently engaged in
derivatives are chosen and the engagement in derivatives is irrespective of any
years during the study period. Therefore, after the filtering process, only 59 Shart
ah-compliant firms that are consistently engaged in derivatives are selected in
this study. The financial reports were downloaded from Bursa Malaysia’s web-
site in an electronic format. The information on firms with derivatives positions
is scanned using the following keywords: risk management, derivatives, foreign
exchange forward, forward foreign exchange, forward contract, forward exchange
contract, interest rate derivatives, and interest rate swap.

The sample firms in this study involve the SharT‘ah-compliant firms. Following
Ramli and Haron (2017), the Shart ‘ah-compliant firms need to fulfill certain crite-
ria i.e., the firm must consistently be SharT ah-compliant every year starting from
2000 until 2017 and in accordance with the Securities Commission Malaysia (SC)
SharT ah-compliant yearly listing. This is in contrast to the selection of Shart ah-
compliant according to only a specific cut-off year; say, for example, only based
on November 2017 as per SC SharT ah-compliant listing. Ramli and Haron (2017)
argued that the consistency in SharT ‘ah-compliant listings reflects the real Shar1
‘ah-compliant status of the firms.

Dependent variable

Tobin’s Q acts as a proxy for the dependent variable representing firm value. The
measurement of the value of the firm is defined as equity market capitalization (mar-
ket value) plus total liabilities (book value) over total assets (book value) following
the study of Allayannis et al. (2011), Ayturk et al. (2016) and Haron et al. (2020).
For a robustness check, the study also uses ROA and ROE as alternative measure-
ments for firm value. Data on firms are collected from the DataStream database.

Explanatory variable

Financial derivatives are represented by foreign currency derivatives and interest
rate derivatives with expected influence on firm value. The value of foreign cur-
rency derivatives and interest rate derivatives is according to the notional value
of the derivatives contracts divided by total assets, in line with past studies (e.g.,

229



ZAMZAMIN, HARON, OTHMAN, AND HASSAN

Allayannis and Weston, 2001; Ayturk et al., 2016; Bae et al., 2018; Bartram et
al.,2011; Jin and Jorion, 2006; Magee, 2013). Data on foreign currency and inter-
est rate derivatives are manually collected from the annual reports of the firms.

Control variables

Ten control variables are included to explain firm performance.

Managerial ownership

Adam and Fernando (2006) found managerial ownership influences risk manage-
ment decision and firm value, further supported by Fahlenbrach and Stulz (2009),
and Coles et al. (2012). Ameer (2010) recorded a significant relationship between
managerial ownership and firm value of Malaysian firms. Seng and Thaker (2018)
found managers took fewer hedging positions when they owned more shares,
hence confirming a significant negative relationship between managerial owner-
ship and corporate hedging, and firm value of Malaysian firms. Supanvanij and
Strauss (2010) reported that managerial ownership is negatively related to firm
hedging position. Managerial ownership is measured based on total shareholding
(direct) owned by directors over the total common shares outstanding at the end of
each year in the firm (Ahmad and Haris, 2012; Ameer, 2010; Haron et al., 2020).

Access to financial market

If firms forgo projects because they are unable to obtain the necessary financing,
their firm value remains high because only positive net present value (NPV) pro-
jects are being pursued. Allayannis and Weston (2001) and Magee (2013) stated
that firms paying dividends are less likely to face capital constraints and can reduce
their dividend to increase investment. Following Law (2016) and Allayannis and
Weston (2001), the proxy for access to the financial market means a firm that pays
dividends in the present year equals “1”” and “0” otherwise.

Firm risk

Past studies reported that heavy use of foreign currency derivatives by Korean firms
leads to lower firm risk and higher firm value (Bae et al., 2017). Choi et al. (2013)
also found that firms engaged in derivatives have lower firm risk and higher firm
value. Following these studies, the measurement of firm risk is based on the aver-
age standard deviation of daily stock returns and then annualized to yearly return.

Firm size
Firm size is reported to have influence on firm value. Past studies reported that firm

size has a significant positive relationship with hedging decision, hence increases
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firm value (Allayannis et al., 2011; Lau, 2016; Magee, 2013). However, Allayannis
and Weston (2001) and Ayturk et al. (2016) found that firm size negatively related
to firm value. The proxy for the firm size is the natural logarithm of total assets.

Industrial diversification

Industrial diversification similarly influences firm performance. Highly diversified
industries have a higher value compared to low diversified industries (Allayannis
and Weston, 2001; Ayturk etal., 2016; Bae etal., 2017; Bartram et al., 2011; Nguyen
and Faff, 2010b). This study uses the 1-Herfindahl-Hirschman Index (HH Index) to
control the effect of industrial diversification as adopted by Berger and Ofek (1995),
Lang and Stulz (1994), and Servaes (1996). The estimation of the HH Index is cal-
culated from firms’ sales by segment. The HH Index is calculated based on the total
of the squared sales value for each segment as a fraction of total firm sales.

Industry effect

This study also controls for industry effect. The decision to engage in derivatives
by a firm is also influenced by the industry to which they belong (Allayannis and
Ofek, 2001). If a firm that uses derivatives belongs to a high-Q industry, for exam-
ple the technology-intensive industry, the firm is expected to generate more profit
due to the industry itself (Lau, 2016). Therefore, to control for industry effect, this
study first constructs the industry-adjusted Tobin’s Q, then computes the log dif-
ference between the weight-adjusted industry Q and multi-segment for each firm
(Allayannis and Weston, 2001; Ayturk et al., 2016; Lang and Stulz, 1994).

Investment growth

Firms tend to have large investments and depend on future investment opportu-
nities to grow. The growth eventually influences firm value. This study follows
Yermack (1996) and Allayannis and Weston (2001) by using the ratio of capital
expenditure to sales as a measurement for investment growth.

Leverage

The capital structure of the firms affects firm value. Thus to control for capi-
tal structure, this study uses long-term debt divided by total shareholder equity
(Allayannis et al., 2011; Allayannis and Weston, 2001; Ayturk et al., 2016; Jin
and Jorion, 2006; Panaretou, 2013).

Time

Regarding the MFRS, it is compulsory for Malaysian listed to disclose the expo-
sure in derivatives in their annual reports starting from the year 2012 onwards.
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Following the MFRS guideline, therefore, from 2000 to 2011 equals “0” and 2012
to 2017 equals “1”. Allayannis and Weston (2001) and Lau (2016) used time
effect as control variable since time is a proxy for economic and business condi-
tion. This study expects that the time effect is positively significant due to the
importance of MFRS disclosure requirement.

Year crisis

This study also controls for year crisis (dummy) in which the crisis years (2007
and 2008) are categorized as “1” while the non-crisis year (other years) as “0”.
The consideration of crisis year is important since the economic trend might have
a structural break where the economic condition is getting better after the global
financial crisis (Abdul Bahri et al., 2018; Zeidan and Rodrigues, 2013).

Regression model

This study first examines the relationship between foreign currency derivatives
and firm value of Shar‘ah-compliant firms in a panel data form as follows:

O = Bo +y Qi1 + BFCD,;, + BoMO;, + B3 ACCES;, + B4RISK ;, + BsSIZE,
+ BeDIV,, + B,INDUSTRY, + BGROWTH,, + B,LEV,
+ BT IME; + B ,CRISIS;, +1; + &

Model 1

Where Q, is firm value, measured by Tobin’s Q for firm 7 in period ¢. To capture
the persistence in firm value, the lagged value of Tobin’s Q is included as an
independent variable whereas By,[,,B3,B4,Bs5,Bs,B7,Bs»Bo,Bro, P11 are the slopes
parameter to be estimated. The explanatory variable is FCD,, (foreign currency
derivatives) while the control variables consist of MO, (managerial ownership),
ACCES;, (access to financial market), RISK;, (firm risk), SIZE,, (firm size), DIV},
(industrial diversification), INDUSTRY, (industry effect), GROWTH, (invest-
ment growth), LEV; (leverage), TIME; (dummy time), and CRISIS; (dummy
crisis). While 1, is an unobserved firm-specific term and ¢; is an error term. /,
states that a significant positive relationship is expected between foreign currency
derivatives and firm value.

This study employed the system-GMM (Generalized Method of Moments) for
dynamic panel data as proposed by Arellano and Bover (1995) and Blundell and
Bond (1998) to estimate the regression in Model (1) and Model (2). GMM is
effective when the moment conditions are exercised in the model framework and
the data with a certain number of moment conditions are specified for the model.
Therefore panel GMM provides a solution for the endogeneity issues by substitut-
ing the endogenous variables with instrumental variables. System-GMM offers
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better elasticity to the variance-covariance framework and has greater effective-
ness, improves accuracy and addresses endogenous issues in the model (Baltagi,
2005). This study also performs several diagnostic tests that include the validity
test of the instruments and serial correlation test as recommended by Arellano
and Bover (1995) and Blundell and Bond (1998). The Hansen test is employed to
check the validity of the instruments used, while AR (1) and AR (2) are for the
serial correlation tests. Hansen test has null of valid instruments while AR (1) and
AR (2) have nulls of the absence of first-order and second-order serial correlation
in the residuals, respectively. For AR (1) the null hypothesis should be rejected
and the failure to reject the null hypothesis for AR (2) tests indicates that the
regression model is robust.

The second objective is to examine the relationship between interest rate deriv-
atives and firm value of Shar ah-compliant firms in a panel data form as follows:

Oir = Bo +YURD, +v,MO; +y3ACCES;, +v4RISK;, +ysSIZE;
+v6DIV;, +v,INDUSTRY,, + ysGROWTH,, +vyoLEV,
+ YIOTIMEI + 'Y]]CRISIS, + Ni + Uy

Model 2

Where Q; is firm value, measured by Tobin’s Q for firm 7 in period ¢. To capture
the persistence in firm value, the lagged value of Tobin’s Q is included as an
independent variable. The explanatory variable is /RD;, (interest rate derivatives)
while the control variables consist of MO, (managerial ownership), ACCES;
(access to financial market), RISK;, (firm risk), SIZE;, (firm size), DIV}, (industrial
diversification), INDUSTRY,, (industry effect), GROWTH,, (investment growth),
LEV;, (leverage), TIME,, (dummy time), and CRISIS;, (dummy crisis). While n; is
an unobserved firm-specific term and ¢; is an error term. /, states that a signifi-
cant positive relationship is expected between interest rate derivatives and firm
value.

This study employs the Two-Stage Least Square (2SLS) approach to investi-
gate the relationship between interest rate derivatives and firm value. The 2SLS
approach is used to cater to small samples when T is bigger. The 2SLS regres-
sion is employed in this study because of the small number of observations and
limited availability of interest rate derivatives data after filtering the derivatives
process. The uses of the GMM estimator in small samples presented many prob-
lems in estimating and diagnostic testing (Abdul Bahri et al., 2018). Baum (2006)
states that 2SLS is no more than the estimator with a decision rule that reduces
the number of instruments to the exact number needed to estimate the equation.
He also mentioned that this estimator is an unbiased estimator in small sam-
ples. To address the endogeneity issue in small samples, especially interest rate
derivatives, 2SLS regression was used to solve this problem. This study performs
several diagnostics to test the validity, consistency, biasness and efficiency that
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consists of Anderson Canonical Correlation LM Statistic, Cragg-Donald, Stock
Yogo critical issue, the Sargan test, and the Wu-Hausman Test. The Anderson
Canonical Correlation LM Statistic is a test of under-identification in the matrix
rank. The null hypothesis of this test is that the instruments are valid in the sense
of the matrix to reduce the form coefficient has on rank (under-identified). The
second diagnostic test of 2SLS is the Cragg-Donald test. This test is to test the
weak identification test. If Cragg and Donald (1993) static (multivariate version
of the Wald F-statistic) is larger than Stock and Yogo’s (2005) critical value, it
means that the null hypothesis is weakly identified and it is rejected. Stock and
Yogo (2005) stated that the critical value depends on the number of endogenous
regressors, the number of instruments, the maximum bias, and the estimation pro-
cedure. The third diagnostic test for 2SLS is Sargan test. This test is for over-
identification test of all instruments whether there is an existence of exogenous
instrument or not. The null hypothesis for this test is that the instruments are valid
if over-identification for all instruments is rejected and lastly Wu-Hausman test
for endogeneity test. The null hypothesis is rejected if the over-identification for
all instruments are valid. Therefore, all tests (Anderson Canonical Correlation
LM Statistic, Cragg-Donald, the Sargan test, and the Wu-Hausman Test) are to
confirm the validity of instrumental variables.

Empirical analysis and discussions

Table 17.1 presents the descriptive statistics of the variables used in this study.
The sample comprises 59 non-financial SharT ah-compliant firms from the main
market of Bursa Malaysia. First, the mean for Tobin’s Q is 1.0851 (SD 0.8989)
implying that the firms are profitable, on average. The mean of foreign currency

Table 17.1 Summary of descriptive statistics

Variables Obs. Mean Std. Dev.  Min Max

Tobin’s Q 1,043 1.0851 0.8989 0.0000 9.6898
FCD 477 35.4748 84.6637 0.0009 953.4154
IRD 111 13.0232 483115 0.0128 466.8995
MO 1,052 0.0811 0.1384 0.0000 0.8194
ACCESS 1,062 0.8386 0.3770 0.0000 1.0000
RISK 1,054 0.3653 0.2257 0.0731 3.5968
SIZE 1,044 13.5857 1.7561 6.8690 18.7867
DIV 1,042 0.1452 0.1036 0.0054 0.7336
INDUSTRY 1,045 3.1477 0.8378 -0.0700 14.4083
GROWTH 1,035 0.0947 0.1889 0.0005 3.6880
LEV 830 0.2783 0.3874 3.4200 4.6432
DUMMY TIME 1,062 0.3333 0.4716 0.0000 1.0000
DUMMY_CRISIS 1,062 0.1111 0.3144 0.0000 1.0000

Notes: Tobin’s Q is a measurement for firm value; FCD is foreign currency derivatives (notional value/
total asset); IRD is interest rate derivatives (notional value/total asset); MO is managerial ownership
(total shareholding (direct) owned by managers.

234



FOREIGN CURRENCY AND RATE DERIVATIVES

derivatives is 35.4748 with SD of 84.6637. The mean of interest rate derivatives
is 13.0232 with SD of 48.3115 and the mean for managerial ownership is 8.11%
(SD 13.84%). The mean (SD) of access to financial market is 0.8386% (37.70%).
The mean for firm risk shows 36.53% (SD 22.57% denoting lower risk for the
firms. The mean reported for firm size is 13.5857 with SD of 1.7561, whereas the
mean for industrial diversification is 0.1452 (SD 0.1036). The mean for industry
effect is 3.1477 with the SD of 0.8378 and the mean for investment growth is 9.47
percent (SD 18.89%). Next, the mean for leverage is 27.83% (SD of 38.74%).
Lastly, the mean for dummy time is 0.3333 (SD 0.4716) and the mean for dummy
crisis is 0.111 with SD of 0.3144. This study also reports the correlation coeffi-
cient between the independent variables as in Table 17.2, indicating that the mul-
ticollinearity problem is not a concern due to low correlation coefficients between
the independent variables; thus the model is not biased.

This study first presents Model (1) that examines the foreign currency deriv-
atives and firm value through the two-step system GMM estimator. Model (2)
presents the impact of interest rate derivatives and firm value by using 2SLS tech-
nique. At the bottom of Table 17.3, the diagnostic tests are reported; there is no
issue of the validity of the instruments and autocorrelation in the residuals. Based
on the Hansen test, the null hypothesis is not rejected; hence, the instruments are
valid. Furthermore, the AR (1) and AR (2) tests expose the absence of autocor-
relation in the model. Meanwhile, at the bottom of Table 17.4, the diagnostic
tests are reported to confirm the validity, consistency, bias, and efficiency based
on the Anderson Canonical Correlation LM Statistic, Cragg-Donald, Stock Yogo
critical issue, the Sargan test, and the Wu-Hausman test. The Sargan test does not
reject the over-identification restriction, recommending that this study has valid
instruments. The Anderson LM statistic is tested for validity instruments; then for
the regression model, the hypothesis that the instruments are not valid is rejected
at the 5% level. The weak identification test, measured by Cragg-Donald Wald
F-Statistic and the endogeneity test, as measured by the Durbin-Wu-Hausman
test, also confirm the validity of the variables.

The result from Table 17.3 provides evidence on the positive relationship
between foreign currency derivatives and firm value. As seen in Table 17.3, the
coefficient of foreign currency derivatives is 0.0483 and is positively significant
(p<0.05). This finding therefore provides evidence that a positively significant
relationship exists between foreign currency derivatives and firm value of Shar1
‘ah-compliant firms, consistent with the findings of Allayannis and Ofek, 2001;
Bartram et al., 2011; Chong et al., 2014; Bhagawan and Lukose, 2017; and Tanha
and Dempsey, 2017. This positive relationship suggests that Shart ah-compliant
firms in Malaysia involved in hedging used foreign currency derivatives, resulting
in higher performance of the firm. This finding provides evidence on the effec-
tive risk management via derivatives adopted by the firm; hence, increasing firm
value. The positive relationship could be due to several reasons; firstly, firms use
derivatives to hedge risk exposure and financial volatility (Lau, 2016); secondly,
firms with higher risk use more derivatives instruments to hedge risk since the
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Table 17.3 Regression results of foreign currency derivatives
(two-step system GMM)

Model 1
Tobin’s Q (-1) 0.566%%**
(28.79)
FCD 0.0483%**
(2.65)
MO -0.0380%***
(-4.53)
ACCESS 0.0956
(1.36)
RISK -0.710%%%*
(-5.90)
SIZE -0.0719%**
(-2.69)
DIV -0.987%3#*
(-6.15)
INDUSTRY -0.0760*
(-1.66)
GROWTH -0.196
(-0.65)
LEV 0.641%*%%*
(7.55)
DUMMY_TIME -0.270%%*
(-6.90)
DUMMY _CRISIS -0.108%%*%*
(-3.71)
Constant 1.824%%**
(3.52)
No. of observations 303
No. of instruments 42
No. of Groups 47
AR (1) 0.016
AR (2) 0.480
Hansen Test 0.610

Notes: *, ** *** represent the significance at level p<0.1, p<0.05,
p<0.01; t-statistic is in bracket; Tobin’s Q is a measurement for firm
value; FCD is foreign currency derivatives (notional value/total asset);
MO is managerial ownership (total shareholding (direct) owned
by managers over the total common shares outstanding), ACCESS
is access to financial market (firm that pays dividend in the present
year equals to “1” and “0” otherwise); RISK is firm risk (average
standard deviation of daily stock returns on the previous year and then
annualized to yearly return); SIZE is firm size (natural logarithm of
total assets); DIV is industrial diversification (HH Index); INDUSTRY
is industry effect (constructs the industry-adjusted Tobin’s Q, then
computes the log difference between the weight-adjusted industry Q
and multi-segment for each firm); GROWTH is investment growth
(ratio of capital expenditure to sales) and LEV is leverage (long-
term debt divided by total shareholder’s equity); DUMMY_TIME is
following the MFRS guideline, from year 2000 to 2011 equals “0”
and 2012 to 2017 equals “1”; DUMMY _CRISIS is in which the crisis
years (2007 and 2008) are categorized as “1” while the non-crisis year
(other years) as “0”.
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Table 17.4 Regression results of interest rate derivatives — Two-Stage Least Square

(2SLS)
Model 2
2SLS-FE 2SLS-FD
Tobin’s Q (-1) 0.156%** -0.0978*
(3.08) (-1.70)
IRD -0.0186 0.0119
(-0.75) (0.37)
MO -0.0195 -0.0474*
(-1.10) (-1.88)
ACCESS -0.00161 0.0753
(-0.02) (1.06)
RISK 0.206 0.315%*
(1.46) (2.31)
SIZE -1.071%%* -1.459%%%*
(-13.41) (-14.67)
DIV 0.469%* 0.135
(1.99) (0.37)
INDUSTRY -1.116%%* -1.214%%*
(-14.52) (-14.20)
GROWTH 0.339 -0.894%*%*
(1.33) (-2.96)
LEV 0.0001 0.0165
(0.00) (0.11)
DUMMY_TIME -0.0177 0.0272
(-0.65) (0.78)
DUMMY _CRISIS -0.0848 -0.114%*
(-1.69) (-1.86)
No. of observations 68 54
R-squared 0.8852 0.8747
Anderson LM statistic 0.0005 0.0004
Cragg-Donald Wald F-Statistic 6.443 6.747
Durbin-Wu-Hausman Test 0.1332 0.8722
Sargan Test 0.1156 0.1355

Notes: *, ** *** represent the significance at level p<0.1, p<0.05, p<0.01; #-statistic is in bracket;
Tobin’s Q is a measurement for firm value; IRD is interest rate derivatives (notional value/total asset);
MO is managerial ownership (total shareholding (direct) owned by managers over the total common
shares outstanding), ACCESS is access to financial market (firm that pays dividend in the present year
equals to “1” and “0” otherwise); RISK is firm risk (average standard deviation of daily stock returns
on the previous year and then annualized to yearly return); SIZE is firm size (natural logarithm of total
assets); DIV is industrial diversification (HH Index); INDUSTRY is industry effect (constructs the
industry-adjusted Tobin’s Q, then computes the log difference between the weight-adjusted industry
Q and multi-segment for each firm); GROWTH is investment growth (ratio of capital expenditure to
sales) and LEV is leverage (long-term debt divided by total shareholder’s equity); DUMMY_TIME
is following the MFRS guideline, from year 2000 to 2011 equals “0” and 2012 to 2017 equals “1”;
DUMMY _CRISIS is in which the crisis years (2007 and 2008) are categorized as “1” while the non-
crisis year (other years) as “0”.
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firm tends to generate profit and having economies of scale also encourages firm
to exercise foreign currency derivatives. Chong et al. (2014) mentioned that no
firm can avoid encountering risk and hedging is a complementary strategy to miti-
gate risk facing the firms. This finding is in support of the hedging theory, stat-
ing that firms that expose to risk are more likely to use derivatives to increase
firm performance. This supports the argument that SharT ah-compliant firms are
equipped in risk management (Baber, 2018; Mitchell, 2010; Nafis and Mohammad
Shadique, 2016). Furthermore, during the financial crisis, Islamic finance is more
resilient to face economic uncertainties compared to conventional finance (Nafis
and Mohammad Shadique, 2016; Baber, 2018). Based on this supportive argu-
ment it also supports the hedging theory from an Islamic perspective. Thus, the
finding confirms that foreign currency derivatives have a positive relationship
with firm value and H, is supported. Meanwhile, all the control variables include
managerial ownership, access to financial markets, firm risk, firm size, industrial
diversification, industry effect, investment growth, leverage, time, and year crisis
are statistically significant.

Table 17.4 for Model (2), which focuses on interest rate derivatives, shows that
interest rate derivatives are statistically insignificant to firm value (Tobin’s Q) for
both 2SLS-FE and 2SLS-FD. Besides, most of the control variables are insignifi-
cant to Tobin’s Q. This finding hence does not confirm the expected hypothesis.
This finding also contradicts Bartram et al.’s (2009) finding, but is consistent with
the findings on interest rate derivatives by Ayturk et al. (2016) and Jin and Jorion
(2006). The possible reason could be due to (i) 23.6% Malaysian listed firms
have significant foreign currency exposures from 2014 to 2016; thus, foreign cur-
rency derivatives is mostly used to hedge firms’ risk exposure compared to inter-
est rate derivatives and commodity derivatives (Hong et al., 2018) and (ii) Bank
Negara also reported that the foreign currency market keeps on growing over the
years with foreign currency derivatives being the most used instruments in the
Malaysian market. Thus, interest rate derivatives are insignificant to firm perfor-
mance of SharT ah-compliant firms, as they are less engaging in derivatives.

Robustness test

This study performs a robustness test to check for the consistency of the result
(Tobin’s Q) with alternative measurements of firm value (ROA and ROE).
Table 17.5 reports the results for alternative measurements of foreign currency
derivatives (ROA and ROE). Model 3 and Model 4 for foreign currency deriva-
tives show significant positives with ROA and ROE (p<0.01), consistent with
Tobin’s Q. Table 17.6 reports the results for alternative measurements of interest
rate derivatives (ROA and ROE). Model 5 and Model 6 for interest rate deriva-
tives show insignificant ROA and ROE (p<0.01), consistent with Tobin’s Q. The
results based on ROA and ROE therefore are consistent with Tobin’s Q, both for
the foreign currency and interest rate derivatives.
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Table 17.5 Robustness test for foreign currency derivatives (ROA and ROE)

ROA ROE
Model 3 Model 4
Tobin’s Q (-1) 0.544%** 0.675%**
(9.88) (20.84)
FCD 0.0013%** 0.0209%*%*
(2.92) (3.41)
MO -0.0023%*%* -0.00464%***
(-2.46) (-2.59)
ACCESS 0.0133%%*%* -0.0184
(3.15) (-1.23)
RISK 0.0190 *** 0.0753%**
(2.71) (5.51)
SIZE -0.0026 -0.000167
(-1.07) (-0.02)
DIV 0.110%** 0.195%**
(7.25) (4.96)
INDUSTRY -0.0202 **%* -0.00870
(-4.47) (-0.79)
GROWTH 0.0438 0.0837
(0.90) (1.18)
LEV -0.0455%** 0.0491 **%*
(-3.10) (2.69)
DUMMY_ TIME -0.0038 0.0118
(-0.80) (1.08)
DUMMY _CRISIS 0.0083%*%* 0.0143
(3.36) (1.38)
Constant 0.0881%*%* -0.0283
(2.23) (-0.24)
No. of observations 312 312
No. of instruments 43 42
No. of Groups 47 47
AR (1) 0.024 0.036
AR (2) 0.781 0.310
Hansen Test 0.800 0.813

Notes: *, ** *** represent the significance at levels p<0.1, p<0.05, p<0.01; z-statistic
is in parenthesis; ROA is Return on Total Asset (Net Profit over Total Asset); ROE is
Return on Total Equity (Net Profit over Total Equity).

Conclusion, limitations, and future research

This study examines the relationship of foreign currency and interest rate deriv-
atives on firm value of SharT ah-compliant firms, controlling for managerial
ownership, access to financial market, firm size, leverage, firm risk, industrial
diversification, industry effect, investment growth, time, and year crisis. The
results of the study are robust, based on first, the various measurements of firm
value (Tobin’s Q, ROA and ROE), second, the use of system-GMM estimator
and third, 2SLS technique. This study concludes that foreign currency derivative
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Table 17.6 Robustness test for interest rate derivatives (ROA and ROE)

ROA ROE

Model 5 Model 6

2SLS-FE 2SLS-FD 2SLS-FE 2SLS-FD

Tobin’s Q (-1) -0.200* -0.462%%%* -0.286* -0.697%*%*
(-1.79) (-4.01) (-1.85) (-4.06)
IRD -0.00872 -0.000335 0.0300 -0.00220
(-0.55) (-0.02) (1.33) (-0.04)
MO 0.0223 0.0185 -0.0244 0.0176
(1.57) (1.11) (-1.42) (0.55)
ACCESS -0.103* 0.0461 0.192%3%%* 0.379%**
(-1.85) (1.07) (2.97) (4.53)
RISK -0.692%%*%* -0.0667 -0.115 0.0931
(-4.46) (-0.83) (-0.94) (0.42)
SIZE -0.257%%* -0.145%* -0.246%%* -0.151
(-4.63) (-2.33) (-4.13) (-1.28)
DIV 0.165 -0.185 -0.164 -0.107
(0.70) (-0.86) (-0.75) (-0.22)
INDUSTRY -0.179%%*%* -0.0594 -0.138%* -0.251%*%**
(-3.34) (-1.15) (-2.06) (-2.98)
GROWTH 0.427%%* 0.0557 -0.280 -0.725%*
(2.12) (0.31) (-1.22) (-2.38)
LEV -0.145%* -0.163* -0.0849 0.0844
(-2.23) (-1.68) (-0.90) (0.54)
DUMMY_TIME -0.0275 0.00450 0.0387 0.0393
(-1.20) (0.22) (1.64) (0.93)
DUMMY _CRISIS 0.139%%* 0.0203 -0.0862 0.173
(2.53) (0.42) (-1.62) (1.54)
No of observations 45 52 65 30
R-squared 0.6526 0.4649 0.5402 0.7816
Anderson LM statistic 0.0000 0.0015 0.0000 0.0014
Cragg-Donald Wald 15.805 5.665 10.425 6.352
F-Statistic
Durbin-Wu-Hausman 0.2827 0.1208 0.3531 0.7688
Test
Sargan Test 0.3305 0.8845 0.1815 0.1909

Notes: *, ** *** represent the significance at levels p<0.1, p<0.05, p<0.01; z-statistic is in parenthesis;
ROA is Return on Total Asset (Net Profit over Total Asset); ROE is Return on Total Equity (Net Profit
over Total Equity).

significantly contributes to firm value of SharT ah-compliant firms. However,
interest rate derivatives report insignificant influence to firm value.

The current study is not exhaustive in the sense that its sample is limited
to only 59 SharT ah-compliant firms engaging in derivatives during the study
period. Due to this constraint, it may cause limitations on generalization of
the results and representation of the whole population. The result also shows
that managerial ownership is statistically significant with firm performance for
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firms that engaged in derivatives for risk management. Hence, in addition to
that, future research could also investigate the role of managerial ownership on
hedging decisions and its implication on firm performance. The context of the
study can be extended to the effect of derivatives on performance between the
Shart ‘ah and non-SharT ah-compliant firms in Malaysia. Besides, this study may
be extended to other countries around the world that offer both SharT ah and
non-SharT ah-compliant investments. Overall, this study has important implica-
tions for managers, investors, and policy makers. First, the importance of risk
management via derivatives is to increase firm value. Second, the quality report-
ing on derivatives engagement by firms is in line with the required accounting
standard.
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