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Abstract
This paper investigates the adoption of hedge accounting by Malaysian listed companies in
reporting their use of derivatives for hedging activities. Based on a sample of 300 Malaysian
listed companies, we found that only 162 companies (54 percent) used derivatives to hedge
their financial risks exposure and only 30 percent of the companies chose to apply hedge
accounting. In addition, this study examines the relationship between the company specific
characteristics and their application of hedge accounting. The logistic regression results
showed that the decision to apply hedge accounting by Malaysian companies is positively
influenced by the company size and leverage. The implications of the findings were discussed.
Key words: Derivatives; Financial instruments; Hedge Accounting; Company Specific
Characteristics

1.0 INTRODUCTION
Large international losses from derivatives that came about over the past years have caused
major concerns about ﬁnancial instrument’ role and adequacy of information, particularly in
derivatives (Izumi, 2009; Simmons and Keehner, 2008; West, 2008). Papa and Peters (2013)
reported that many large corporations use derivatives to hedge their financial risk exposure.
However, the effectiveness of derivatives and hedging activities information from the users’
perspectives were argued to be insufficient. One reason which explained why the information
was not very effective was that the accounting standards for derivatives allowed management
to use their discretion whether to apply the accounting practices or otherwise (i.e. hedge
1
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accounting), affecting the quality of the information and leading to unfavourable investment
decisions. To apply hedge accounting, there are certain standards that companies need to
satisfy; otherwise, they are not qualified to do so. Due to the requirements, it was observed that
companies which may otherwise eligible to apply hedge accounting aimed at derivatives for
hedging transactions may not be doing so.

Several international studies proved that many companies did not meet the objectives of the
hedge accounting standards when this option was granted to them (e.g. Bamber and
McMeeking, 2010: Daniel et al., 2010; Hausin, et al., 2008). Due to this reason, several studies
were conducted to explain the reason behind the decision why some companies decided not to
apply hedge accounting. For example, Ameer et al. (2011) explained that the lack of expertise
and the cost weigh more over the benefits of using derivatives were the reasons why companies
avoided complying with hedge accounting requirements.

In another study, Comiskey and Mulford (2008) discussed five reasons why companies may
decide not to apply hedge accounting: (1) the substantial cost of documentation and ongoing
monitoring of designated hedges; (2) the availability of natural hedges that can be highly
effective; (3) a new accounting standard that broadens the applicability of natural or economic
hedges; (4) qualifying hedges are not available or are too costly or the documentation is
untimely, inadequate, or unavailable; and (5) the increased risk of restatement that accompanies
hedge accounting.

A number of studies on derivatives disclosure practices showed that several company specific
factors influenced the companies’ decisions to avoid hedge accounting in reporting their use of
derivatives for hedging activities (for examples, see Birt et al., 2013; Hassan et al., 2012; Wei
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and Taylor, 2008). These findings were consistent with previous studies which also revealed
that some companies’ characteristics influenced management’s discretions in choosing
accounting policies (e.g. Cole et al., 2013; Gopalakrishnan, 1994; Taylor et al., 2008). It was
argued that financial reporting decisions are complex. In particular, companies that are
managed by groups have varying managerial philosophies that would strongly influence the
discretion regarding the choice of the accounting policies and compliance with the accounting
standards. Although many studies have shown that company specific factors may influence the
choice of accounting policies, little is known about the choice of applying hedge accounting in
derivatives reporting, particularly from the emerging markets’ perspectives in Malaysia.

The full adoption of the accounting standards on hedge accounting by the Malaysian
Accounting Standard Board (MASB) took place in 2010. The relevant standards are MFRSs7
(Financial Instruments: Disclosure), 132 (Financial Instruments: Presentation) and 139
(Financial Instruments: Recognition and Measurements). Although a high level of compliance
was reported by several studies in relation to this accounting standard (e.g. Hassan et al., 2012;
Abdullah and Chen, 2010), this study argued that it did not represent the real quality of
derivatives information disclosure if hedge accounting practice was avoided by a company in
the first place (see Papa and Peter, 2013). Although the company was not violating the current
financial reporting standards for derivatives, less information can be expected because applying
hedge accounting would affect the entities’ financial statement as well as performances and
risks associated with the use of derivatives (see Hausin et al., 2008; Stulz 2004). Hence, an
effective accounting for derivatives use in hedging activities (i.e., hedge accounting) is
therefore vital to be applied and the factors which may affect the choice of hedge accounting
among Malaysian listed companies are essential to be explored.
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In contrast with previous Malaysian studies, this study attempts to fill the gap by examining
the acceptance of hedge accounting by Malaysian listed companies. This study also examines
if certain companies’ specific characteristics (i.e. size, profitability, leverage, internal corporate
governance mechanisms and size of audit firms) influence their choice to apply hedge
accounting. The findings reported in this study may add to the literature on the quality of
financial instruments and also its risk related disclosure, pertaining directly to Malaysia. This
also provides new evidence for the choice of accounting policies, specifically regarding the
selection of hedge accounting practices. This paper is organized as follows: in Section 2, the
relevant literature is reviewed. Section 3 develops the hypotheses and Section 4 discusses the
methods employed in this study. The statistical results are reported in Section 5. Lastly, Section
6 concludes the study.

2.0 LITERATURE REVIEW
Numerous studies have addressed the influence of corporate characteristics on financial
reporting practices. However, studies that addressed the adoption of hedge accounting practices
in reporting the use of derivatives in hedging activities are limited. Prior studies on derivatives
in Malaysia were directed more towards the influence of company-specific factors on the
decision to use derivatives (i.e. Ameer, 2010) and on the level of derivatives disclosure
compliance (Abdullah and Chen, 2010; Adznan and Puat Nelson, 2014; Hassan et al., 2012;
Ismail and Abdul Rahman, 2011). Although these studies did not directly link any companies’
characteristics with the adoption of hedge accounting, they provide a basis in explaining the
choice of companies to apply hedge accounting to. This is because all of these studies similarly
reported that the level of compliance to the accounting standards for derivatives was relatively
low. Since the level of disclosure on derivatives was unsatisfactory, companies’ avoidance in
applying hedge accounting was expected. This expectation was assumed valid because
4
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companies that voluntarily comply with some of the optional criteria in the accounting
standards would display high concerns about the quality of accounting information (Cole et al.,
2013).

Since the full adoption of the accounting standards on the reporting for derivatives in Malaysia
was fully accepted in 2010, our review shows that only one study (Adznan and Puat Nelson,
2014) on the topic has been conducted since. The study revealed that corporate governance
mechanisms influenced the extent of compliance with the accounting standard on derivatives.
It was also reported that there was limited information about derivatives disclosure. Although
Adznan and Puat Nelson (2014) did not directly test the relationship between company
characteristics and the choice of hedge accounting, it can be assumed that hedge accounting
disclosure was lacking because companies did not apply the hedge accounting requirements.
A number of studies outside Malaysia (e.g. Hassan et al., 2006; Lopes and Rodriques, 2007;
Birt et al., 2012; Chaudhry et al., 2014) examined the relationship between the level of
accounting standard compliance, derivatives usage and company specific characteristics. The
companies’ specific characteristics included in the studies were the companies’ size,
profitability, leverage, type of industry, type of auditor, listing status, ownership, structure, and
corporate governance. These studies provided mixed evidence. Cole et al. (2013), for example,
indicated that the companies’ size, financial leverage, international activity, market
capitalisation, listing status, profitability, return on equity and type of auditor influence firms’
accounting policy choice. Based on this literature, we chose six specific characteristics of
companies to justify the decision to apply hedge accounting among Malaysian listed
companies. These include

the companies’ size, profitability, leverage, audit committee

independence, the existence of the risk management committee (RMC) and type of audit firms.

5

Pre-print: Abdullah, A., & Ismail, K. N. I. K. (2017). Company-specific characteristics and the choice of
hedge accounting for derivatives reporting: Malaysian case. International Journal of Accounting,
Auditing and Performance Evaluation, 13(3), 280-292. doi: https://doi.org/10.1504/IJAAPE.2017.085183

3.0 HYPOTHESES DEVELOPMENT
3.1 Hedge accounting and company size
Previous studies on derivatives have shown that size has persistently been found to have a
positive association with the compliance of accounting standard (e.g. Ameer, 2010; Birt et al.,
2012; Chalmer and Goodfrey, 2004; Hassan et al., 2012; Rahman et al., 2012; Taylor et al.
2008). Many of these studies hypothesised size to be positively associated with the level of
accounting standard compliance. This was because large companies were more conscious
about investors’ needs. They were more likely to be in the public eye and more subjected to
shareholders’ and analysts’ pressures. Moreover, larger companies were also expected to
provide more quality information, as they incur lower costs of accumulating and disseminating
detailed information. A large company was also argued to have better internal reporting and
would have the information ready for management to be adequately informed as well as
steering towards a higher level of accounting standard compliance. Similar to prior studies, this
study expects that the size of a company influences companies to adopt hedge accounting. In
applying hedge accounting, companies would incur costs associated with documentation and
monitoring. Hence, this study hypothesizes that:
H1: There is a positive association between the adoption of hedge accounting and company
size

3.2 Hedge Accounting and Company performance
Several prior studies provided evidence that a company’s performance can also affect the level
of accounting standard compliance on derivatives reporting (e.g. Birt et al., 2012, Chalmer and
Godfrey, 2004; Hassan et al., 2012; Oliveira et al., 2011). They argued that a profitable
company are most likely to follow all the requirements needed to fulfill the accounting
standards for derivatives so as to communicate and present detailed information to investors in
order to improve the firm’s value. However, empirical evidence of the relation between
6
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performance and accounting standard compliance on derivatives was mixed. Hassan et al.
(2006) found that managers of performing firms were likely to comply with the accounting
standard and provide relevant data about their current operations, or to justify the further
employment of financial instruments. Birt et al. (2012), on the other hand, presented
contradicting evidence by proposing that a company which was not performing well still
complies with the accounting standard for derivatives in order to explain its weak performance.
However, Hassan et al. (2012) noted that the level of compliance of the accounting standard
for derivatives was not related to performance variability. Although mixed associations were
discovered, we expect that high performance companies will choose to apply hedge accounting
to provide transparency and quality reporting on the use of derivatives. Therefore, we
hypothesize that:
H2: There is a positive association between the adoption of hedge accounting and company

performance

3.3 Hedge accounting and leverage
It was believed that the closer a business is to breach an accounting-based debt constraint; the
more likely it is for management to adopt accounting methods that increase income (Watts and
Zimmerman, 1986). Thus, company managers are expected to use income-increasing
accounting methods in order to reduce the possibility of covenant violations and avoid the
possible costs of renegotiation of debt agreements (see Astami and Tower, 2006; Aledo et al.,
2009). According to Comiskey and Mulford (2008) and Ameer (2010), the use of derivatives
for hedging activities could increase the earnings volatility of a company. Therefore, by
adopting hedge accounting, a company may reduce such earnings volatility by recording
earnings at the same time period as a gain or loss on a hedged item and the loss or gain on the
related hedge instruments (Hausin et al., 2008). A study by Birt et al. (2012) for example,
reported that high leveraged companies tended to comply with the accounting standard for
7
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derivatives disclosures and apply hedge accounting. In addition, Gopalakrishnan (1994) and
Iatridis (2008) also revealed that high leveraged companies would tend to select applicable
accounting policies to reduce the default risk. Hence, it is argued that managers may opt to
apply hedge accounting to reduce default risk and earnings volatility as well as to indicate the
way derivatives were utilised in order to mitigate their financial risk exposure. Hence, the
following hypothesis is tested:
H3: There is a positive association between the adoption of hedge accounting and company

leverage

3.4 Hedge accounting and governance committees
Little is known about the influence of corporate governance mechanism (CGM) and the choice
of accounting practices, especially on the adoption of hedge accounting. Hence, this study
extends prior studies by examining the influence of CGM on the adoption of hedge accounting
among Malaysian companies. Agency theory explains that the choice of financial reporting
practices could be monitored based on the principle-agent relationship (Jensen & Meckling,
1976). With this in view, it was perceived that the inappropriate choices of accounting practices
and presentation of financial information could be alleviated through internal monitoring
mechanisms such as the audit committee and risk management committee (Birt et al., 2012;
Lopes and Rodriques, 2007; Oliveira et al., 2011). This study expected companies with good
CGM are associated with the practice of hedge accounting. Previous studies have tested several
CGMs with similar level of accounting standards for derivatives compliance (e.g. Abdullah
and Chen 2010; Adznan and Puat Nelson, 2014; Birt et al., 2013; Hassan et al., 2012). Although
mixed results were reported, several studies highlighted that audit committee independence
and risk management committee (RMC) had positive and significant impact (e.g. Birt et al.,
2013; Adznan and Puat Nelson, 2014). Therefore, in this study, we also expect that audit
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committee independence and the existence of RMC may affect the choice of applying hedge
accounting among companies. The following hypotheses are proposed:
H3: There is a positive association between the adoption of hedge accounting and audit

committee independence.

H4: There is a positive association between the adoption of hedge accounting and the existence

of risk management committee.

3.5 Hedge Accounting and auditor size
Auditors play an important role in determining the quality of information disclosed by their
clients. According to Jensen and Meckling (1976) and Watts and Zimmerman (1983), a highquality audit process will reduce agency conflict between the agents and the principals. Large
audit firms appear to be associated with substantial agency costs and high-quality reporting.
DeAngelo (1981) and Fama and Jensen (1983) indicated that this is because large audit firms
tend to have many clients and have an incentive to maintain their independence from clients.
Therefore, such audit firms tend to report mis-statements, non-compliance on mandatory
reporting as well as advice on the selection of accounting policies to be adopted (see Cairns et
al., 2011; Birt et al., 2013; Wei and Taylor, 2008). This includes the choice to select hedge
accounting towards the use of derivatives for hedging activities. Therefore, we hypothesize
that:
H5: There is a positive association between the adoption of hedge accounting and size of audit

firms

4.0 METHODOLOGY
4.1 Data and Sample
The data used in this study were collected from two separate sources. Financial data (i.e., ROA,
total asset and leverage) were obtained from Data stream, while the data on corporate
9
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governance and the adoption of hedge accounting were gathered from the annual reports
downloaded from Bursa Malaysia website. The sample for this study comprised top 300 largest
companies listed on the main market of Bursa Malaysia in the year 2013. The 2013 financial
year was chosen because it was the third year the Malaysian Accounting Standards Board
(MASB) had fully adopted the accounting standard for financial instruments and made it
mandatory for all Malaysian listed companies. The three year period was considered sufficient
for companies to understand and apply the reporting standard on derivatives.

Companies in the financial industry such as banking, insurance, trust, closed-end funds and
securities were excluded from the sample due to the unique nature of their business (see
Abdullah and Ku Ismail 2016; Abdullah and Ku Ismail, 2008; Beretta and Bozzolan, 2004),
and the additional regulations that govern their operations. However, we found that not all the
sampled companies used derivatives to hedge their financial risk exposure. We finally ended
with 162 companies. The sample size was assumed reliable because many previous financial
instrument disclosure studies indicated that the number of companies drawn as samples was
not founded on any single rule (See Abdullah and Chen, 2010; Lopes and Rodriques, 2007;
Oliveira et al., 2011; Taylor et al., 2008).

4.2 Variable measurements
Our dependent variable was the adoption or practice of hedge accounting (HACC). Companies
were given a score of “1” if they adopt hedge accounting, and “0” otherwise. Table 1 presents
the measurement of all the variables in this study. All the measurements used were based on
previous related studies on derivatives (e.g. Abdullah and Chen 2010; Adznan and Puat Nelson,
2014; Birt et al., 2012; Hassan et al., 2012; Ismail and Abdul Rahman, 2011) and the choice of
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selecting accounting standard policies (e.g. Cairns et al., 2011; Cole et al., 2013; Daniel et al.
2010; Gopalakrishnan 1994; Iatridis, 2008).

Table 1
Measurement of variables
Variable
Acronym
HACC

Definition

Measurements

Adoption of hedge accounting

1 if adopts, 0 otherwise

CSIZE

Company size

Natural log of Total Asset

PROF

Profitability

Return on Asset (ROA)

LEV

Leverage

Debt to total assets ratio

ACINDE

Audit committee independent

Proportion of board independent nonexecutives directors in the audit
committee team.

REXIST

The existence of risk management
committee
Type of audit firm

1 if RMC exists, 0 otherwise

AUDITOR

1 if the audited by a Big 4 auditor, 0
otherwise

4.3 Model Specification
To examine the relationship between the application of hedge accounting and company
specific characteristics, this study employs a binary choice logit model (i.e. Logistic
regression). The model is represented as follows:
HACCi = α+β1CSIZEi+ β2PROFi+ β3LEVi+ β4ACINDEi+ β5REXISTi + β6AUDITi+ ε i
Where,
HACC
CSIZE
PROF
LEV
ACINDE
REXIST
AUDIT
ε

:
:
:
:
:
:
:
:

1 if company adopts hedge accounting, 0 otherwise.
Log of total assets
Return on assets
Debt to total assets ratio
Proportion of board independent non executives directors in the audit committee
1 if RMC exists, 0 otherwise
1 if audited by Big 4, 0 otherwise
Error term
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4.0 RESULTS AND DISCUSSIONS
4.1 Descriptive Results
Table 2 shows the descriptive statistics of the dependent and independent variables. Panel A
presents the descriptive statistics of the categorical variables. It can be observed that the
majority of the sampled companies have established a risk management committee (i.e. 71.6
percent). Consistent with Hassan et al. (2012), the finding is not really surprising because the
establishment of risk management committee is still voluntary in Malaysia. However, it can be
noted that many Malaysian companies are concerned about having a risk management
committee as part of their internal control mechanisms. It is also indicated that 74.7 percent of
the sampled companies are audited by Big 4 auditors. With regard to the selection of hedge
accounting practices among sampled companies, it was found that only 29.6 percent of the
sampled companies choose to apply hedge accounting to report their use of derivatives for
hedging activities. Many of the companies are not forthcoming to fulfil the requirements
needed to apply hedge accounting. The argument that the strict requirements of the accounting
standards seem to encourage these companies to ignore hedge accounting might bear some
truth (see Abdullah, Ku Ismail and Mat Isa 2015; Bamber and McMeeking, 2010; Comiskey
and Mulford, 2008; Hausin et al., 2008). Although the companies are not violating the
accounting standard requirements about reporting the use of derivatives, the effectiveness of
the information seems to not fulfil the needs of expected users (especially investors). With
reference to previous studies pertaining to Malaysia (e.g. Abdullah and Chen, 2010; Adznan
and Puat Nelson, 2014; Hassan et al., 2012), this finding may also explain the low level of
financial instruments disclosure particularly information regarding hedging activities. Panel B
exhibits the descriptive statistics of CSIZE, PROF, LEV and ACINED. On average, the total
asset (i.e. CSIZE) of sampled companies is about RM 14 million with a maximum score of RM
18.41 million. The mean leverage (LEV) is 4.7 percent and mean profitability (PROF) is 2.49
12
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percent. Finally, the mean of audit committees’ independence is 0.87 which indicates that the
majority of audit committee members are independent.

Table 2
Summary of descriptive results
Panel A: Descriptive statistics on categorical variables (N=162)
Variable

Frequency

No of Companies

Yes
No
Yes
No
Yes
No

117
45
121
41
48
114

REXIST
AUDITOR
HACC

Percentage
(%)
71.6
28.4
74.7
25.3
29.6
70.4

Panel B: Descriptive Statistics on Continuous variables
Variable

Mean

Median

SD

Min.

Max.

CSIZE

14.5456

14.2607

1.41529

12.43

18.41

PROF

2.4904

2.4576

1.07581

.50

7.76

LEV

4.7880

5.0339

1.75123

.10

7.87

ACINED

0.8757

1.0000

0.15010

0.60

1.00

4.2. Regression Results
In order to assess the influence of company characteristics on the choice of hedge accounting
selection, a binary choice logit regression with a dummy dependent variable (HACC) was
performed. It is observed in Table 3 that the model is significant at predicting the adoption of
hedge accounting (χ 2 = 28. 97, df= 4, N= 162, p< .001). No association between the financial
performance (PROF) and the adoption of hedge accounting was found. However, we
discovered that highly leveraged firms are more likely to adopt hedge accounting in reporting
the use of derivative for hedging activities (i.e. p < 0.05). Consistent with some previous
derivatives studies (see Ameer, 2010; Birt et al., 2013; Heaney and Winata, 2005; Iatridis,
2008) the adoption of hedge accounting among Malaysian companies can be perceived to
13
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reduce the companies’ default risks as well as to manage earnings volatility. Moreover, we also
found that company size (CSIZE) significantly and positively influences the choice to apply
hedge accounting at p < 0.01. The odds ratios indicate that companies prefer to apply hedge
accounting, which improves by 68 percent when they are large. Consistent with prior research
on derivatives (e.g. Ameer, 2010; Birt et al., 2013; Hassan et al., 2012), this study supports the
notion that large companies tend to provide more quality information, as they incur lower costs
of accumulating and disseminating detailed information.

Furthermore, we found that audit committee independence (ACINED) and the existence of risk
management committees (REXIST) did not influence firms’ choice to apply hedge accounting.
H3 and H4 are thus, not supported. This suggests audit committee independence and the
establishment of RMCs do not influence the choice of applying hedge accounting. One possible
reason could be explained in terms of the effectiveness of the governance committee (see
Abdullah & Chen, 2010; Ismail & Abdul Rahman, 2011). The higher composition of
independent directors of audit committees is not enough to explain the effectiveness of audit
committees (see Abdullah and Ku Ismail, 1999; Kalber and Fogarty, 1993; Rahman et al.,
2012). Moreover, according to Birt et al. (2013), RMCs through the audit committees (i.e. subcommittee) are not related to the level of accounting standard compliance because such
committee seems to perform a similar function. Since RMCs in Malaysia are still voluntary
(i.e. non-financial companies) and many sampled companies are likely to establish RMC
through audit committees, its existence can be presumed to not have much effect on the choice
to apply hedge accounting. With regard to the audit firm’s size (i.e. AUDITOR) our finding
shows that the reputation of audit firms does not have significant influence on the choice to
apply hedge accounting.

14
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Table 3
Logistic Regression Predicting the Choice to Apply Hedge Accounting
Model
Constant
CSIZE
PROF
LEV
ACINED
REXIST
AUDITOR
Chi Square
Log likelihood
Cox & Snell R2
Nagelkerke R2

Predicted
sign
+
+
+
+
+
+
: 28.973
:167.920
: .164
: .233

B

SE

Wald

Sign

Odds Ratio

-9.275

2.684

11.945

.001

.000

.520
.024

.150
.025

12.013
.960

.001**
.327

1.681
1.024

.025
.054

.013
1.336

4.057
.002

.044**
.967

1.026
1.056

-.499
-.268

.509
.489

.961
.299

.327
.584

.607
.765

Note.CSIZE = Ln (total assets); PROF= return on asset (ROA); LEV = total debt outstanding/total assets; ACINED= Proportion of
independent directors in audit committee team; REXIST = 1 if a company establish risk management committee, 0 otherwise; AUDITOR=
1 if firms are audited by a big 4 auditor, 0 otherwise

5.0 CONCLUSION
This study examines the influence of companies’ specific characteristics in explaining the
choice to apply hedge accounting on the use of derivatives for hedging activities by Malaysian
companies. Our initial analysis reveals that the choice to use hedge accounting among
Malaysian listed companies is unsatisfactory. With reference to the entire sample, the
descriptive statistics shows that only 30 percent of the companies prefer to apply hedge
accounting. Although previous studies reported that companies were not violating the
accounting standards’ requirements (e.g. Ameer et al., 2011; Hassan et al., 2012; Abdullah
and Chen, 2010; Adznan and Puat Nelson, 2014), the strict requirements that needed to be
fulfilled by the companies before they can apply hedge accounting seem to discourage them
from applying hedge accounting reporting practices. As a result, this can weaken the quality of
the derivatives information. Based on the logistic regression analysis, our study reveals that
company size (i.e. CSIZE) and leverage (i.e. LEV) are factors that explain the probability to
15
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practice hedge accounting as proposed by the Malaysian Financial Accounting Standard
(MFRS). However, we do not discover any significant relationships between each of the
governance committee and auditor size, and also the choice to apply hedge accounting. The
findings might provide useful insight for legislators, accounting standard setters and other
researchers who are concerned about enhancing the quality of disclosure of financial
instruments, particularly the use of derivatives for hedging activities. In addition, the findings
may also enrich the current literature and provide some significant insight about the effects of
company specific characteristics on the choice of accounting policies in Malaysia.

However, it should be noted that these results may not be generalized to all Malaysian listed
companies as empirical analysis is limited to only those listed on the Main Market of Bursa
Malaysia. It is worthwhile to note that further studies should consider examining some other
company specific factors that may influence the choice of hedge accounting.
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