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Abstract

With the rapid growth of derivative financial instruments markets since
1970s, an increasing number of corporations use derivative financial instruments
each year. Because of its low transaction costs, strong liquidity, better evading,
dispersing, and transfering risk, derivative financial instruments has become an
important means of risk management for investors rapidly. Western financial
theory indicates that in the imperfect capital market, risk management decreases
firm risk and increases firm value by reducing expected taxes, expected costs of
financial distress, or other agency costs. However, international financial market
has undergone constant changes since 1990s, with consecutive imprudent
operation of derivative financial instruments, which led to a number of high-
profile company failures and preventable large losses. It seems that each of these
financial crises and storms has something to do with derivative financial
instruments. There are some firms using derivative financial instruments for risk
management in China too, but hedging income fluctuates severe. Therefore it is
disputable in academics and business about limiting or encouraging firms to use
derivative instruments for risk management, and it has now become an inevitable
question for government too.

This paper examines the use of financial derivatives for the purpose of risk
management in a sample of China non-financial firms which issued A-share
stocks. Based on the western research about the topic and taking account of
special system background and market condition, first the current status of
financial derivatives usage for risk management in China listed companies are
analyzed. Then the incentives of the decision to usé derivatives for risk
management are examined using a SEM model ( Structural Equation Modelling )

and the effects of financial derivative financial instruments usage on corporate
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accounting performance, firm value and firm risk are tested. At last some
suggestions are made on development and application of derivative financial
instruments in China.

The results of the paper are as follows. Firstly, the depth and extent of
derivative financial instruments usage in China listed companies are infrequent and
at its infancy stage. Derivative financial instruments users are remarkably few and
focus in some specific industry and geographical location. Many enterprises focus
on only one or two types of derivative financial instruments for managing their
business risk. Secondly, Comparative to firms abroad, China companies faced
with special system and market background and have specific incentives in risk
management policies. Western incentives theory of risk management can be used
to explain the behavior of China listed companies at some degree. The incentives
of financial derivatives usage for risk management by China listed companies are
limited and mixed, both shareholder wealth maximization and managerial
function maximization are supported to some degree, however, both of them are
incomplete. Thirdly, inconsistent with western risk management theory and
empirical evidence that firms using derivatives to hedge, and not to increase
entity risk, derivative financial instruments usage by China listed companies has
not the effect of decreasing firm risk and increasing firm value. At present,
derivative financial instruments usage for risk management increases firm risk and
has insignificant negative effects on firm value. The side effect of derivative
usage overtakes the positive effect, so the total effects of derivative financial
instruments usage is negative. Basically the purpose of China listed companies
taking part in derivative financial instruments transaction is for risk management,
however, some firms are found to speculate with derivative financial instruments
and their hedge income fluctuates severely. Lastly, integrating the case study of
American Subprime Mortgage Loan Crises, China Aviation Oil ( Singapore )
and the big three China Aviation company manifest that the supervision and
control of the usage of derivative financial instruments should carry through the
external and internal of the firm.

Key words: Derivative Instruments; Risk Management; Hedging; Firm
Value; Firm Risk
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