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Abstract

With the rapid advent of globalization and expansion of international capital markets,
corporates’ risk exposures have increased exponentially. This change prompts the need to use
sophisticated financial instruments such as derivatives to manage exposure to foreign exchange
rates, interest rates, stock prices, and commodity prices. This thesis examines the impact of
using derivatives in influencing idiosyncratic stock return volatility, stock market liquidity and
cost of capital.

The first research objective of this study is to examine whether idiosyncratic volatility
of stock returns is lower for firms that use derivatives (derivative-user firms), relative to the
firms that do not use derivatives (non-derivative-user firms). The findings show that the
idiosyncratic volatility of derivative-user firms is 1.4% lower than that of non-derivative-user
firms. This relation is driven by reduction in information asymmetry and financial distress and
constraints. The results also emphasize the value creating role of derivatives by showing that
derivative-user firms have higher firm valuation than non-derivative-user firms.

The second objective aims to determine whether the liquidity of stock returns is higher
for firms that use derivatives than for the non-derivative-user firms. Using Amihud (2002)
liquidity ratio as the key dependent variable, the results suggest a positive effect of derivative
usage on stock liquidity. The empirical analyses further show that this effect on stock liquidity
is stronger among firms with poor information asymmetry, higher firm risk, and negative
investor sentiments.

The third objective investigates the influence of derivative usage on the cost of capital.
The empirical analysis illustrates that derivative usage alleviates cost of debt but does not affect
the cost of equity or overall cost of capital. This relation is further weakened when there are
institutional investors, foreign promoters, and foreign debt. Lastly, the reduction in cost of debt

does not result in more corporate investments or acquisitions but leads to more R&D spending.



Based on the evidence documented in this thesis, it can be concluded that derivative
usage reduces firm-specific risk, improves stock liquidity, and reduces cost of debt capital.
These findings will be useful to the investors when selecting stocks to manage the overall
volatility and maximize returns of their portfolios. The findings of this study are also relevant
for corporate managers in the formulation of risk management strategies. The use of derivatives
can help them reduce financial distress risk, which is faced by a firm and improve the quality
of information environment. Furthermore, derivative usage resolves agency conflicts and
improves investor sentiments in the market. As a result, companies benefit from increased stock
market liquidity. Lastly, as derivative usage enhances corporate governance quality, managers
can raise funds at low cost. This finding will be useful to the corporate managers making capital

structure decisions.
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